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PREFACE
The U.S. health care system is broadly regarded as the best in the world. Affluent
foreign patients needing challenging medical treatment choose to fly to our health
care institutions, such as the Mayo Clinic, the Cleveland Clinic, the Massachusetts
General Hospital, and Johns Hopkins Hospital.

While most U.S. health care institutions provide good-quality health care, we
still have several glaring deficiencies. Consider the following six examples. First, an
estimated forty-five million U.S. citizens are without health insurance. When they
get ill, they cannot find the best treatment for their problem or even hope to pay the
bill. Second, medical costs are highly variable and far from transparent; one finds
it difficult to know in advance what a hernia operation or a knee replacement will
actually cost. Third, the quality of health care varies greatly among different regions
of the country and even within some counties. Fourth, the costs of care are high and
rising, putting a heavy burden on average citizens as they are expected to bear more
of these expenses. Fifth, Medicare and Medicaid, the two principal federal health
care programs, are in financial trouble. Finally, the health system underinvests in
preventive measures, such as encouraging lifestyle changes and early detection of
medical problems.

Systematic health care problems are not unique to the United States. For example,
in the U.K. and Canada, patients wait a long time for elective surgeries such as hip
replacements. As a result of a 2001 European court decision, then-prime minister
Tony Blair promised to pay for sending patients to other European countries to
get more timely care. In less-developed countries, the problems are more severe:
equipment, medicine, and qualified personnel are in short supply, facilities are poor,
and costs of care are very high in relation to income levels.

To address these problems and identify new opportunities, we believe that
health care leaders can improve their efficiency and effectiveness by taking a
customer-driven view of their clients and activities. We wrote this book to serve the
needs of all those who are or will be working in the health care system: physicians,
nurses, medical researchers, hospital administrators, public health workers, nursing
home personnel, and managers in the medical device, biotechnology, or pharmaceu-
tical sectors. Ideally, all of these health care participants will supply products and
services that enhance the health needs of citizens. To identify these needs and deliver
their products and services, they will need to have marketing competencies.

Marketing is both a philosophy and a set of tools. As a philosophy, it calls for
serving and satisfying the needs of customers (clients, citizens, and patients) while

xv



xvi Preface

satisfying the practitioner’s and organization’s requirements. As a set of tools, mar-
keting helps these participants learn about the market’s and individual customer’s
needs, develop quality products and services, price them correctly, inform and com-
municate about their offerings, and make them accessible.

Our book is divided into four parts, following a managerial process.

■ Part One (Chapters One to Four) deals with understanding the health care system
and the role of marketing. We define a health care system, the providers and
institutions it comprises, the determinants of health care utilization, and the role
played by strategy and marketing planning.

■ Part Two (Chapters Five to Eight) describes ways to analyze the users of the
health care system. We explain how consumers and businesses make their health
care decisions, how marketing information can be gathered, and how health care
organizations can segment, target, and distinctively position their products and
services within the health care marketplace.

■ Part Three (Chapters Nine to Fourteen) examines the various tools of the market-
ing mix available to health care providers. The main tools are product and service
development, branding, pricing, distribution, and communication and promotion.

■ Part Four (Chapter Fifteen) explains how health care providers can organize their
marketing resources, implement their marketing plans, and use control tools to
reach their stated goals.

Along with this information, we provide several learning aids. For example,
each chapter begins with a story that illustrates some aspect of the chapter’s subject;
we introduce additional stories and examples in various boxes and exhibits; and we
conclude with a set of questions to stimulate further thought. Finally, we include a
glossary following the last chapter.

Our hope is that this book will give you many concepts and tools that will enable
you to be effective in your chosen field and make a strong contribution to the health
of the nation.

March 2008
Philip Kotler
Glencoe, Illinois
Joel Shalowitz
Glencoe, Illinois
Robert J. Stevens
Durham, North Carolina
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CHAPTER

1
THE ROLE OF

MARKETING IN HEALTH
CARE ORGANIZATIONS

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the major areas in health care in which marketing is regularly applied
and practiced?

2. What is the purpose of marketing thinking and planning in health care organi-
zations?

3. What are the major concepts, tools, and skills in marketing?

4. How is marketing normally organized in health care organizations?

3



4 Strategic Marketing for Health Care Organizations

OVERVIEW: MARKETING IS PERVASIVE IN HEALTH CARE

Readers might find it strange to hear that marketing plays an important and perva-
sive role in the health care marketplace. They are probably aware of the marketing
efforts of pharmaceutical and medical device companies to sell their branded prod-
ucts and services. But what about hospitals, nursing homes, hospices, physician
practices, managed care organizations, rehabilitation centers, and other health care
organizations?

These organizations, for the most part, didn’t think about marketing until the
early 1970s. But today we see a great deal of marketing taking place in health care
organizations. Consider the following facts:

■ Virtually every hospital places ads in newspapers and magazines to tout its
facilities and services. Some hospitals run community health programs. Some
hospital CEOs appear on talk shows. All of these efforts go toward building
their brand.

■ Managed care organizations (MCOs) develop health insurance products and use
marketing tools to vie with other companies in promoting themselves to employ-
ers and their employees.

■ New physicians seeking to open their own practices use marketing to help deter-
mine good locations, attractive office designs, and practice styles that will attract
and retain new patients.

■ The American Cancer Society, American Heart Association, and other associa-
tions turn to social marketing to encourage more people to adopt healthier life
styles, like quitting smoking, cutting down on saturated fats in their diet, and
increasing exercise.

These illustrations demonstrate one side of marketing, namely the use of influ-
ential advertising and selling to attract and retain customers. But marketing tasks and
tools go beyond developing a stream of persuasive messages. Consider the following:
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Two Vignettes

A hospital is considering adding a sports medicine program to its portfolio
of services. Before deciding whether to launch such a program, it plans to
do market research to gauge the size of the community need, discover which
competitors already offer such a program, consider how it will organize and
deliver the program, understand how to price its various services, and determine
how profitable the program is likely to be.

Walgreens is opening store-based clinics to provide basic health care ser-
vices, such as measuring blood pressure, providing vaccinations, and treating
such common conditions as sore throats, ear infections, and colds. Key market-
ing tasks it must perform include deciding which stores will have this service,
setting prices, and, most important, determining how physician customers will
view this service as possible competition.

FOR EXAMPLE

From these examples, we recognize that many health sector participants are try-
ing to solve their problems by relying on marketing tools and concepts. Readers
who already work in the health care field may recognize some of these tasks as
the realm of epidemiology; however, the discipline of marketing is much broader.
The American Marketing Association offers the following definition: Marketing is
an organizational function and a set of processes for creating, communicating, and
delivering value to customers and for managing customer relationships in ways that
benefit the organization and its stakeholders .

Marketing takes place when at least one party to a potential transaction thinks
about the means of achieving desired responses from other parties. Thus marketing
takes place when

■ A physician puts out an advertisement describing his practice in the hope of
attracting new patients.

■ A hospital builds a state-of-the-art cancer center to attract more patients with
this affliction.

■ A health maintenance organization (HMO) improves the benefits of its health
plan to attract more patients.

■ A pharmaceutical firm hires more salespeople to gain physician acceptance and
preference for a new drug.



6 Strategic Marketing for Health Care Organizations

■ The American Medical Association lobbies Congress to gain support for a new
bill.

■ The Centers for Disease Control and Prevention (CDC) runs a campaign to get
more people to get an annual flu shot.

■ Health Canada develops a campaign to motivate more Canadians to exercise
more and eat healthy foods.

Thus a marketer may aim to secure various responses: a purchase of a product
or service; an increased awareness, interest, or preference toward an offering or
supplier; a change in behavior; or a vote or expression of preference of some kind.

THE ELEMENTS OF MARKETING THOUGHT

In this section, we introduce the purpose of marketing, some important marketing
concepts and skills, and how marketing is organized in health care organizations. We
will discuss these topics in greater depth in the following chapters.

The Purpose of Marketing
There are two quite different opinions about marketing’s purpose. One might be
called the transaction view , which says that its aim is to get an order or make a
sale. Marketing’s role is, therefore, to use salesmanship and advertising to sell more
“stuff.”1 The focus is on doing everything possible to stimulate a transaction.

The other opinion about marketing can be called the customer relationship-
building and satisfaction view . Here the focus is more on the customer and less on
the particular product or service. The marketer aims to serve the customer in such a
way that he or she will be satisfied and come back for more services or products. In
fact, the marketer hopes that the satisfaction will be sufficiently high that the customer
will recommend the seller to others. For example, we know that a physician who
develops an excellent service reputation will attract many new patients as a result of
word-of-mouth recommendations. Also, as patients experience new medical needs
and problems, they will return to the same physician for treatment and advice.

Some marketers question the use of terms such as consumer and patient . The
traditional view of a consumer or patient is that of someone who is passively consum-
ing something, but today’s consumers are also producers. With respect to health care
products and services, they are actively sending messages about their experiences,
creating new uses, providing new findings from the Internet and other resources to
their physicians, and lobbying for more and better benefits. Predicting this current
environment, Peter Drucker viewed marketing as playing the role of serving as the
customer’s agent or representative.

In fact, more organizations are moving from the transaction view to the rela-
tionship view of marketing, in a shift from Old Marketing to New Marketing. In
this environment, the New Marketer’s job is to create a long-term, trusted, and val-
ued relationship with customers, which means getting the whole organization to think
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about and serve customers and their interests. For instance, hospitals that have built a
pervasive marketing culture will usually outperform those that see themselves simply
as selling visits, tests, and services, one at a time.

Marketing Uses a Set of Concepts
The first question a health care organization must ask is, Who is potentially interested
in the kind of products or services that we offer or plan to offer? Examples include
young women and obstetric services, older adults and bypass surgery services, and
diabetics and portable blood sugar testing devices. Very few organizations try to
serve the entire market, preferring, instead, to distinguish different groups (segments)
that make up a market. This distinguishing process is called market segmentation.
The organization will then consider which market segments it can serve best in
light of the segments’ needs and the organization’s capabilities. We call the chosen
segment the target market . Building on this concept of a target market, we can
summarize the customer-focused marketing philosophy with the acronym CCDV;
the aim of marketing is to create, communicate, and deliver value. Value is the
fundamental concept underlying modern marketing. It is not value just because the
supplier believes he or she is giving value; it must be perceived by the customer.
One job of the marketer is to turn invisible value into perceived value. We can
extend CCDV into CCDVT, with the T standing for a target market . Instead of
an organization generating general value, it aims to generate specific value for a
well-defined target market. If a nursing home decides to serve a high-income market,
it must create, communicate, and deliver the value expected by high-income families,
with the price set high enough to cover the extra costs of better facilities and services.

We need to extend the expression further to CCDVTP, with the P standing
for profitably . The marketing aim is to create, communicate, and deliver value to a
target market profitably . Even a nonprofit organization must earn revenues in excess
of expenses in order to continue its charitable mission.

To help their firms prepare a valued offering, marketers have long used a tools
framework known as the 4Ps marketing mix : product, price, place, and promotion.
The organization decides on a product (its features, benefits, styling, packaging), its
price (including list price as well as rebate and discount programs), its place (namely,
where it is available and its distribution strategies), and the promotion mix (such as
advertising, personal selling, and direct marketing) (see Figure 1.1). It turns out that
the 4Ps are already present in the CCDVT formulation. Creating value is very much
about developing an excellent product and appropriate price. Communicating value
involves promotion. Delivering value requires an understanding about place. Thus
CCDV is a more active way to state the 4Ps. Some critics have also proposed adding
more Ps (people, passion, process , and so on).

Marketers recognize that the 4Ps represent the set of the seller’s decisions, not
the buyer’s decisions. Part of the transition from the Old Marketing to the New
Marketing, mentioned previously, involves marketers looking at everything from the
buyer’s or consumer’s point of view. For a consumer to be interested in an offering,
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Promotion

Sales promotion

Advertising

Sales force

Public relations

Direct marketing

Price

List price

Discounts

Allowances

Payment period

Credit terms

Product

Product variety

Quality

Design

Features

Brand name

Packaging

Sizes

Services

Warranties

Returns

Place

Channels

Coverage

Assortments

Locations

Inventory

Transport

Marketing mix

FIGURE 1.1. The 4Ps Elaborated

the consumer must have awareness of the offering and find it acceptable, avail-
able at the right time and place, and affordable. Professor Jagdish Sheth calls these
attributes the “4As of marketing.”2

We introduce one final concept—positioning. An organization or company posi-
tions itself to be the place of choice for its target market. Thus a hospital might
position itself as having the most advanced medicine or the best patient service, or
being the most efficient hospital. Good positioning requires looking at how to best
implement the 4As of that target market. We refer to these steps of segmentation,
targeting , and positioning by the acronym STP.

Combining this concept with those just described, we now have a more robust
model of marketing strategy: first segment, next target position, then determine the
4As, and finally set the appropriate 4Ps.

When we say that marketing’s purpose is to create value for the customer and
profits (or surpluses) for the organization and its stakeholders, we don’t mean that the
organization should give customers everything that they want. Customer desires and
needs must correspond with the mission or purpose of the organization. For example,
a rehabilitation hospital does not need to open a cardiac bypass program just because
some of its patients have heart disease. A further problem arises when the customer
wants something that is not in his or her best interest. For example, a patient may
request an antibiotic to treat a cold or ask for a narcotic for nonmedical reasons.
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The Main Skills of Marketing
Marketers rely on seven traditional skills: marketing research, product design, dis-
tribution, pricing, advertising, sales promotion, and sales management.

Effective marketing must start with marketing research, which in turn consists
of other skills. Suppose a hospital is planning to build a second facility in one of
several neighboring communities. It clearly needs to conduct systematic marketing
research to find which site is the most promising.

The marketing research will use both secondary and primary data. Secondary
data comes from existing sources and yields information about such factors as the
population’s size, age, income, and education distribution as well as land costs and
transportation resources. Primary data comes from making firsthand observations in
each community by hosting focus groups to gather consumer reactions to different
proposals, conducting in-depth interviews with specific community members, under-
taking surveys to get a more accurate picture of customer attitudes and needs, and,
finally, applying statistical techniques to draw insights from the data. By combining
primary and secondary data, the hospital hopes that some neighboring community
will emerge as the best target market to be served by a second facility.

Product design is the second marketing skill. Suppose a manufacturer of hospital
beds wants to design a product that patients can more easily adjust on their own.
It will assign a product team to design the new bed, consisting of an engineer, a
designer, and a marketer. The marketer will supply some preliminary data about how
patients feel about different features of a hospital bed, including functions, colors,
and general design appearance. After the design is developed, the marketer might
test it with a number of patients.

Although we are talking about designing a physical product, the same principles
apply to a service. Many people complain about their experience in emergency rooms
(ERs), including long waiting times, crowded facilities, and perfunctory service.
Marketers are increasingly studying how to improve the ER experience, because hos-
pital administrators realize that it is the place in which patients often experience their
first encounter with the institution and that influences their probability of choosing
it for future care.

The third traditional skill of marketers is distribution. Marketers have to choose
places in which their products and services will be readily accessible and available to
the customers. Marketers have learned to work with different types of wholesalers,
jobbers, brokers, retailers, and transportation companies. This knowledge is very
useful in activities ranging from pharmaceutical channel distribution to setting up a
regional or national chain of in-store medical clinics.

Pricing is the fourth traditional skill of marketers. Marketers have gained much
of their experience through setting prices and adjusting them for different markets
and in different circumstances. They are guided by both internal constraints (such as
their companies’ production cost structure) as well as the realities of the marketplace
(such as price elasticity of demand). In the realm of health insurance, the marketplace
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also demands flexibility to customize the product, with an attendant set of fixed and
optional services and their varied prices.

The fifth traditional skill of marketers is the use of advertising. Marketers have
extensive experience in working with ad agencies in designing messages, choosing
media, setting budgets, and evaluating outcomes of advertising campaigns. The mar-
keter must advise the organization about the best media mix to use, choosing among
newspapers, magazines, radio, television, and billboards. Within each medium, the
marketer must also make such decisions as whether to employ full-page or part-page
ads, thirty-second TV spots or infomercials, and which radio stations will best reach
target customers at certain times of the day.

The sixth traditional marketing skill is sales promotion: the use of incentives to
stimulate trial or purchase of a product or service. Sales promotions include a wide
variety of incentives. For example, community leaders might want 100 percent of
citizens to get a flu vaccination; to achieve a big turnout, they may offer a discount
for family members, a free booklet on staying fit, or a free coupon for a blood test.

The seventh traditional skill of marketers is management of a sales force. For
example, the General Electric (GE) Medical Products division uses a well-trained
sales force to sell sophisticated diagnostic imaging equipment to hospitals. This
equipment is expensive, so hospitals must be convinced not only that they need this
technology, but also that they should prefer to purchase it from GE. GE’s professional
sales force will explain the benefits of buying this equipment as justifying its high
cost. Thus GE needs to hire, train, compensate, motivate, and evaluate hundreds of
skilled professional salespeople.

Many suggest that, in addition to these seven skills, organizations need some
newer marketing know-how, including:

■ Direct marketing (mail and e-mail)

■ Telemarketing

■ Public relations

■ Product placement

■ Sponsorship

■ Event management

■ Internet marketing

■ Blogs and podcasts

These skills, along with the more traditional marketing skills, are discussed in
later chapters of this book.

How Marketing Is Organized in Health Care
Formal marketing positions (such as marketing researchers, sales managers, and
advertising managers) have existed in pharmaceutical firms, medical device firms,
and medical supply firms for many years, but it wasn’t until 1975 that an American
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hospital first appointed a head of marketing. The Evanston Hospital in Evanston,
Illinois (now Evanston Northwestern Healthcare), appointed Dr. John McLaren,
a physician, to be its vice president of marketing.

As more hospitals began to appoint a marketing head, two variations emerged:
director of marketing and vice president of marketing. The director of marketing pro-
vides and orchestrates marketing-related activities and resources. The vice president
of marketing performs these activities and also sits with the other hospital officers
in developing policies and strategies. The VP of marketing also brings the voice of
the customer (VOC) into management and board meetings.

When hospitals first started appointing marketing heads, the public relations
(PR) person on the staff often objected on the grounds that he or she was doing
the marketing. The PR person’s job was to generate good news about the hospital
and defend it against bad news. Hospital CEOs soon realized, however, that PR and
marketing have quite different roles and skills, although there is some overlap.

Public relations persons are trained in communication skills and work closely
with media (editors, journalists) and occasionally with government officials, although
the latter contacts are often handled by public affairs officers. Marketing people, on
the other hand, are trained in economic analysis and the social sciences to understand
and analyze markets and customer choice behavior. Marketers use the tools detailed
earlier to provide estimates of a defined market’s size and its needs, preferences, per-
ceptions, and readiness to respond to alternative offers. Marketers develop a strategy
and tactics for serving the target market in a way that will meet the organization’s
mission.

Today the marketing department in a large hospital may be staffed with a market-
ing researcher or analyst, an advertising and sales promotion manager, a sales force
director, and in some cases product managers and market segment managers. Even
when there are no specific positions dedicated to the functions of product develop-
ment, pricing, communication, and distribution, these will be carried out by various
people in the organization.

SUMMARY

Marketing plays an important role in helping participants in the health care system
create, communicate, and deliver value (CCDV) to their respective target markets.
Modern marketers start with the customers rather than with the products or services;
they are more interested in building a lasting relationship than in securing a single
transaction. Their aim is to create a high level of satisfaction so that customers come
back to the same supplier.

Marketers have used many traditional skills, including marketing research, prod-
uct design, distribution, pricing, advertising, sales promotion, and sales management.
These skills need to be supplemented by newer ones emerging from new technologies
and concepts for reaching and serving customers with messages and offers.
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DISCUSSION QUESTIONS

1. You are the president of a hundred-bed hospital that has a public relations person
and a development officer but no marketer. Do you need a marketer? How would
this person’s role differ from the others? Make an argument pro and con for hiring
a marketer.

2. The governor of your state believes that more state funds need to be invested
in preventing illness and accidents. He hires you as a social marketer with
the mandate to raise consciousness about healthier life styles and to focus on
two causes that will have the highest impact. How would you approach this
assignment and what would you suggest?

3. You head the marketing department for a medical device firm whose sales depart-
ment reports not to you but to a vice president of sales. Do you think that the
vice president of sales and the sales force should report to you, or is it better to
run marketing and sales as separate departments? What are the likely problems?
What are the arguments for and against combining the departments?

4. A physician in private practice asks you, as a marketing consultant, how to attract
more patients. The practice is serving about ten patients a day and cannot run
profitably unless the physician sees about twenty patients a day. What questions
would you ask before starting to make suggestions?



CHAPTER

2
DEFINING THE HEALTH
CARE SYSTEM AND ITS

TRADE-OFFS

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What framework can be used to understand the health care system regarding
who pays, how much is paid, and where and to whom care is provided?

2. Who are the main stakeholders in the health care system?

3. What are the main trade-offs among cost, quality, and access that health care
organizations must face in allocating their resources?

13
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OPENING EXAMPLE
The State of Oregon Faces Some Hard Decisions with Respect to Allocating
Medical Care In the late 1980s, the State of Oregon faced a crisis. About 18 percent
of all Oregonians and more than 20 percent of its children had no health insurance.
The state wanted to provide coverage, but its Medicaid plan (mainly used to cover the
state’s poor) already faced high costs. To control these costs, three options were open:
cut already-low payment levels to providers, raise eligibility requirements and serve fewer
residents in need, or reduce benefits. Early in 1987, the state chose the third option.
One benefit it removed was for organ transplants. In the fall of that year, seven-year-old
Coby Howard’s leukemia relapsed, requiring a bone marrow transplant. Despite private
fundraising, he never received the procedure, and he died on December 2. In the outcry
that followed, others needing transplants came to the public’s attention. While defending
the cutbacks, a spokesman for Oregon Medicaid said the money saved by denying
the transplant was used to pay for other programs, including prenatal care for 1,500
women.

The ensuing debate over restoration of funds was led by Senate president John
Kitzhaber (a former emergency room physician), who framed the argument in terms of
making the best use of existing resources for the greatest number of people. This framing
and subsequent establishment of the Oregon Health Plan (OHP) incorporated three unique
characteristics. First, policy makers agreed that they had a fixed budget to spend on health
care. Although most countries accept this notion, the United States has never explicitly
budgeted for health care, and cost overruns are commonplace. Second, in order to gain
consensus for an innovative plan, the newly formed Health Services Commission held
eleven public hearings and about fifty town meetings to gauge what people in the
state wanted from a health plan. These discussions included broad representation from
interested stakeholders, including providers and consumer organizations representing
Medicaid recipients. The result was a prioritized list of procedures and diagnoses of
declining benefit/cost ratios. Given the amount of money in the budget, the state would
set a cutoff in this list, below which the service would not be funded. The federal
government approved the plan in March 1993 and it became operational the following
February. Dr. Kitzhaber was elected governor that November.

The resultant OHP covered more people, but costs were greater than before the start
of the program. Further, the economic turnaround of the 1990s enabled Oregon to offer
extra services, without the same explicit analysis. When the economy worsened again
after 2000, the state was once again forced to reduce benefits. Most recently, Oregon and
other states have implemented co-payments for Medicaid recipients for certain services.
Although these charges have led to lower state spending, many policy analysts attribute
this benefit to decreased enrollment caused by the higher out-of-pocket expenses. The
cycle appears to be starting anew.
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Sources: http://www.oregon.gov/DHS/healthplan/index.shtml; Dranove, D. ‘‘What’s Your
Life Worth?’’ The Oregon Plan. Upper Saddle River, N.J.: Prentice Hall, 2003; Bodenheimer,
T. ‘‘The Oregon Health Plan: Lessons for the Nation’’ (Part 1). New England Journal of
Medicine, 1997, 337, 651–655.

OVERVIEW: DEFINING A HEALTH CARE SYSTEM

In this chapter we will define the term health care system and show how its key
components interact with and relate to each other.

There is a widespread tendency to define health in terms of the absence of disease
of tangible body parts. Consider the Oxford English Dictionary (OED) definition
of disease: “A condition of the body, or of some part or organ of the body, in
which its functions are disturbed or deranged.”1 Instead, we prefer the World Health
Organization (WHO) definition of health: “the state of complete physical, mental,
and social well-being and not merely the absence of disease or infirmity.” 2

The World Health Organization also provides a comprehensive definition of a
health care system as one that “ . . . encompasses all the activities whose primary
purpose is to promote, restore, or maintain health . . . and include[s] patients and
their families, health care workers and caregivers within organizations and in the
community, and the health policy environment in which all health related activities
occur.”

The way in which a nation defines its health system has significant implica-
tions for such marketing tasks as customer research, pricing, sales, advertising, and
coordination of channels of distribution. The definition also has management impli-
cations for such initiatives as continuity of care programs, alignment of financial
incentives, and quality assessment. Unfortunately, because the U.S. health care sys-
tem is an ill-fitting mosaic, it might be defined as: an apparently ad hoc arrangement
of small units, each with its own goals and incentives, whose purpose is treatment of
acute diseases of insured populations . This “system” places the emphasis on disease
management rather than overall health.

Because this system emphasizes disease management rather than overall health,
there is a great need for an overall set of leading indicators to reflect major health
concerns at the beginning of the twenty-first century. Some of these indicators are:

■ Physical activity

■ Overweight and obesity

■ Tobacco use

■ Substance abuse

■ Responsible sexual behavior

■ Mental health
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■ Injury and violence

■ Environmental quality

■ Immunization

■ Access to health care

These ten indicators represent areas that can motivate action, can be measured
through available data, and are important public health issues.3

A FRAMEWORK FOR UNDERSTANDING HEALTH CARE SYSTEMS

Deciphering any country’s health care system can be a daunting and confusing task.
Most approaches use economic models but fail to include such important consid-
erations as culture, politics, and underlying national demographics. Two prominent
models are those proposed by Odin Anderson4 and Milton Roemer.5

Anderson’s model describes a “market-minimized–market-maximized conti-
nuum.” In the market-maximized version, one is “more likely . . . to favor private
insurance, and, furthermore, profit-oriented insurance” (p. 27). In the market-mini-
mized version, “one eventually subscribes to a completely state-owned, state-financed,
and state-salaried health services system, paid for out of general tax revenues” (p. 27).
The United States is the best example of a market-maximized system; Cuba’s health
care system is a market-minimized system. Most countries fall somewhere between the
limits of this continuum. Roemer’s model starts with the political (policy) spectrum
of Anderson (ranging from laissez-faire to socialist), but adds an economic dimension
(spanning affluent to poor).

Although these political and economic factors are important, one must consider
a number of other, equally significant dimensions when describing a health care
system. Table 2.1 illustrates these additional dimensions in a systematic way to help
you understand how any nation organizes its health care. To use this framework, we
present some sample questions and comments for each numbered cell.

Who Pays?
Cell 1. Political/Regulatory/Judicial . The first question you can ask is: Where does
the power reside to make decisions about payment for health care services and
products?

The answer depends on the degree of centralization or decentralization of the
health care system. In the United States, except for federal programs like Medicare
and Medicaid, regulatory authority for health insurance resides at the state level. Even
in countries with national health laws (such as Canada), there is often a regionaliza-
tion of health care payment and delivery. An extreme example of decentralization is
the existence of insurance plans in small cantons in Switzerland.

Another question concerns the extent to which the public or private sector
pays for health care. In the United States, private insurance companies are largely
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TABLE 2.1. Features of Health Care Systems

How Much
Domains Is Paid Who and Where Is Who Provides
for Who (Costs/ What Are Care the Services
Analysis Pays? Budgets) Covered? Provided? and Products?

Political/
Regulatory/
Judicial

1. 6. 11. 16. 21.

Economic 2. 7. 12. 17. 22.

Social/Cultural 3. 8. 13. 18. 23.

Technological 4. 9. 14. 19. 24.

Demographic 5. 10. 15. 20. 25.

Source: Joel Shalowitz, 2005.

responsible for health care payments. Most of this private insurance is purchased
through employer and employee contributions at the workplace. At the opposite end
of the spectrum is Cuba, where the entire health care system is publicly financed.
Between these two extremes there are a large number of variations. For example, in
Canada, private insurance can provide coverage only for products and services that
are not furnished by the provincial health insurance plans. In Chile, employees have
the option to use the mandatory tax on wages to buy into either the state-sponsored
health insurance plan (FONASA) or a private insurance company (ISAPRE). In yet
another example, workers in Argentina (who purchase their health insurance with
mandatory payroll deductions from their union) must use after-tax money if they
want to enroll in a private insurance plan.

Cell 2. Economic. The state of a country’s economy can also determine who
pays for products and services. For example, in the 1990s, when the United States
economy was rapidly expanding, many companies provided rich health care benefits
for their employees. During the subsequent economic downturn, however, companies
shifted more of the responsibility for payment to their workers. If the public sector
has been largely responsible for financing health care, during bad economic times
it may withdraw considerable support, leaving individuals to shoulder substantial
financial responsibility. Extreme examples of this latter situation are rural China and
parts of the former Soviet Union.



18 Strategic Marketing for Health Care Organizations

Cell 3. Social/Cultural . The social/cultural characteristics of a country will ulti-
mately determine the mechanisms and sources of payment. In essence, these factors
shape a country’s health care “mission statement” (see Table 2.2 for examples from
the World Health Organization, the U.K., and Canada). It is noteworthy that although
many countries have crafted such statements, the United States government has not
done so. For example, contrast two publicly funded programs. The U.K.’s National
Health Service is funded from general taxation with a set budget, whereas the
Medicare program in the United States is largely financed from employer and em-
ployee salary-based contributions and does not have an explicit cap on spending.

Cell 4. Technological . In this context, technology incorporates drugs, devices, and
procedures that are used in health care settings. The key question we must ask is, How
closely are safety and efficacy evaluations combined with cost considerations in deter-
mining whether a technology is approved and used? For example, in the United States,
the Food and Drug Administration (FDA) will determine that a pharmaceutical is safe
and efficacious. This decision is totally independent of whether or not there are many
similar pharmaceuticals in the same class already available in the marketplace; if the
newly approved drug is much more costly than its competitors, given equivalent bene-
fits; or both. Contrast the FDA approval process with England’s National Institute for
Clinical Excellence (NICE). NICE approves pharmaceuticals based not only on safety
and efficacy but also on cost-effectiveness. This disparity exists principally because, in
the former case, the United States federal government does not directly pay for most
pharmaceuticals, whereas the British government does have such fiscal responsibility.
Even more recently, with Medicare’s new system of payment for drugs, the federal
government decided not to bargain directly with pharmaceutical companies.

Cell 5. Demographic. Demographic characteristics of the population will also
determine who pays for products and services. For example, one of the key questions
facing many countries is how they will care for their growing elderly populations.
Who will pay for their care? How much will the elderly be expected to contribute
themselves and how much will the public sector finance?

How Much Is Paid?
Cell 6. Political/Regulatory/Judicial . In most countries, the political process is the
origin of public health care budgets and fee schedules. Even in the United States,
where most care is provided by the private sector, government-set global fees for
hospitals (diagnosis related groups or DRGs) and per-service fees for physicians
(resource based relative value scale or RBRVS) have been adopted by the private
sector as benchmarks for paying those providers. An example of judicial influence on
costs comes from the debate on so-called “grey markets” for pharmaceuticals—the
practice of importing drugs from lower-cost countries into higher-cost countries. This
issue continues to be a contentious one in the United States (particularly with respect
to reimportation of drugs from Canada) but has also been addressed by the courts in
the European Union, where such practices were found to be legal.
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TABLE 2.2. Socioeconomic and Cultural Views
of Health Care

1. Universal Declaration of Human Rights. Adopted and proclaimed by General
Assembly Resolution 217 A (III) of 10 December 1948.
Article 25.(1)
‘‘Everyone has the right to a standard of living adequate for the health and
well-being of himself and of his family, including food, clothing, housing and
medical care and necessary social services, and the right to security in the event
of unemployment, sickness, disability, widowhood, old age or other lack of
livelihood in circumstances beyond his control.’’

2. According to Gordon Brown who was at the time U.K. Chancellor of the
Exchequer (March 2002), taxation to fund health care is fair compared to . . .
User charges—‘‘It does not charge people for the misfortune of being sick.’’
Private insurance—‘‘Does not impose higher costs on those who are predis-
posed to illness, or who fall sick.’’
Social insurance—‘‘It does not demand that employers bear the majority
burden of health costs.’’

3. Policy and administrative objectives for Canadian health care:
Public administration
Comprehensiveness
Universality
Portability
Accessibility
Efficiency, value for money
Accountability, transparency (Canada Health Act and Commission on the Future
of Health Care in Canada, 2001, Romanow Report)

4. Health System Goals According to the World Health Organization, 2000
Maximizing population health
Reducing inequalities in population health
Maximizing health system responsiveness
Reducing inequalities in responsiveness
Ensuring health care equitably
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FIGURE 2.1. Health Care Spending and GDP Per Capita

Cell 7. Economic. Although politics determines the final amount countries will
spend on public programs, overall spending is determined by the state of a country’s
economy. As shown in Figure 2.1, the gross domestic product (GDP) per capita is, by
far, the single greatest determinant of a country’s health expenditure per capita. The
reason the United States is so high in per-capita health expenditures relative to its
GDP is because prices are comparatively higher than in other countries.6 Luxembourg
falls below other countries mostly because of its high GDP per capita.

Cell 8. Social/Cultural . Given the political and economic determinants for health
care budgets, the social and cultural characteristics of a country lay the groundwork
for what is possible regarding such factors as the government’s role in providing
health care benefits, extent of government support, types of services covered, and
relative amounts of payments. As examples, in the United States, procedures are
valued relatively more than cognitive services and hence are paid at higher rates. In
Sweden, the government realized a need for higher-level workers in the long-term
care sector and raised salaries.

Cell 9. Technological . The effect of technology on health care costs can be found
by answering the following question: How much does technology add to the cost of



Defining the Health Care System and Its Trade-Offs 21

care as opposed to helping reduce overall expenses? The most significant factor in
rising health care costs across all countries is new expenses related to technology.
This new technology is, by and large, “layered on” to the old technology rather than
replacing it. A good example is balloon angioplasty and stenting of coronary arteries.
These relatively less invasive techniques were supposed to replace many coronary
artery bypass surgeries; in fact, the overall effect was to add a large number of
patients who would not have been eligible for the latter procedure. Another example
is positron emission tomography (PET scanners) for cancer staging. This diagnostic
test, whose cost is about $2,000, is added to computerized tomography (CT) and
magnetic resonance imaging (MRI) rather than replacing either. The effect on cost
has been a rapid increase in those sectors. On the other hand, the introduction of
medicines to treat peptic ulcers has all but eliminated the cost of surgery for this
condition.

Cell 10. Demographic. As mentioned earlier, one of the key demographic factors
faced by all countries is the aging of the population. The relevant question for
this category is, how much does a country want to spend on its elderly versus its
younger population? The U.S. government has recently answered this question by
making a substantial (though largely unfunded) commitment to adding a subsidy
for noninjectable pharmaceuticals for Medicare recipients. (Non-self-administered
medications, like chemotherapy, have been covered for many years.)

Who and What Are Covered?
Cell 11. Political/Regulatory/Judicial . The political process plays a significant role
in determining who will be covered and what health care benefits they will receive.
For example, although all Canadian citizens are covered by government-sponsored
insurance, the exact benefits vary by province. In the United States, examples in this
category include state laws (called mandates) that require health insurance companies
to offer certain benefits to their members. To some, certain of these mandates, such
as infertility treatment and hairpieces for chemotherapy patients, stretch the limits of
what health insurance should cover.

Cell 12. Economic. In addition to determining the amount of money allocated
for the health care system, the economic climate will also determine what benefits
are offered. In good economic times benefits may be added, but during downturns
even government benefits may be withdrawn. For example, in 2004 the Ontario gov-
ernment withdrew benefits for routine optometry, maintenance physical therapy, and
chiropractic services under the Ontario Health Insurance Plan. In addition, increased
charges were levied because of severe budget pressures.

Cell 13. Social/Cultural . These factors can have an important impact on who and
what is covered by public and private systems. For example, when economic con-
ditions required benefit cutbacks in Germany, one of the most contentious programs
that was eliminated was spa care—long a staple of that country’s health care system.

Cell 14. Technological . The influence of technology in terms of coverage can
be assessed by answering the following questions: What technologies are lifesaving,
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life enhancing, or lifestyle enhancing, and how are they prioritized? An example in
which this question was recently addressed is the U.S. government’s consideration
of coverage for erectile dysfunction drugs under its Medicare drug coverage plan.
(After much debate, the government decided not to cover these medications.)

Cell 15. Demographic. Which populations require health care will also determine
who or what is covered. The dilemma is, to what extent should the health care system
focus on those with acute illnesses, or those with chronic disease, or those who should
receive preventive services?

Where Is Care Provided?
Cell 16. Political/Regulatory/Judicial . Governments license providers and may enact
portability laws to ensure that the quality of care will meet certain standards and that
their populations will be treated equitably no matter where they need care. For example,
with regard to portability and access to care, the European Union’s courts have con-
firmed the rights of its citizens to obtain health care across the borders of member
nations. In Canada, portability of coverage is guaranteed by the federal Canada Health
Act. In the United States, the federal Emergency Medical Treatment and Active Labor
Act of 1986 (EMTALA) requires that a hospital with an emergency department pro-
vide “an appropriate medical screening examination” to any patient who “comes to the
emergency department” for examination or treatment. Further, the emergency depart-
ment (and hospital, in general) must provide ongoing care until the patient’s condition
is stabilized. It is important to note that the patient’s insurance coverage status is not a
factor that hospitals can take into consideration in accepting the patient for treatment.

Cell 17. Economic. In countries like the United States, with both public and
private health care systems, during times of economic expansion payers allow patients
to receive care at and from nearly any licensed facility and provider. During more
difficult economic times, payers tend to be more selective about where patients can
receive their care. The example that epitomizes this concept is managed care, whereby
a select group of primary care physicians will provide and coordinate services for
members of such plans.

Cell 18. Social/Cultural . These considerations also have a strong influence on
where care is provided. For example, many communities want a local hospital, even
though regionalization would make more economic sense with respect to economies
of scale. Also, for cultural reasons, some populations are much less accepting of
a trade-off between cost and site of care. Particularly in the United States, health
insurers recognize that providing customers with freedom of choice of providers is
an extremely important feature in marketing their plans.

Cell 19. Technological . In recent years there have been two opposite major trends
in technology with respect to location. The first has been consolidation to a single
site for services to treat highly complex conditions. These sites have been commonly
called centers of excellence. The contrary trend has been a move away from cen-
tralized locations to the point of care in the community. Technologies ranging from
diagnostics to laser treatments have followed this pattern. In addressing the issue of
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where care is provided, one must also understand the extent to which technology
enables care to be provided at “alternate” sites. A further trend is remote delivery
of care, sometimes called telemedicine. Examples include consultations using audio
and video conferencing over the Internet and treatments by robotic surgery.

Cell 20. Demographic. With respect to the demographic determinants of where
care is provided, one must address fundamental questions about access to this care.
For example, how do the physically impaired elderly get to regular physician appoint-
ments? How are rural populations served when the closest health care facility or
practitioner may be hours away? What is the role of telemedicine in providing care
for the homebound and geographically remote populations?

Who Provides the Services and Products?
Cell 21. Political/Regulatory/Judicial . The first question one must ask in this category
is, what are the regulations and laws defining who is allowed to care for patients and
to handle and prescribe such products as pharmaceuticals and medical equipment?
Related to this question is the matter of the scope of such practitioners; for example,
what are nurse practitioners and physician assistants allowed to do vis-à-vis the
practice of physicians? The U.S. medical community makes extensive use of nurse
practitioners and physician assistants, whereas these professionals are absent from
the clinical scene in Japan (the exception being nurse midwives). Another related
question is, who licenses these professionals? In the United States and Canada, such
licensure is conducted by states and provinces, respectively. With increased global-
ization, such as in the European Union, there is some pressure to make such licensure
transnational. Another major question in this category is, how is the supply of practi-
tioners regulated, if at all? As an example, contrast the processes in the United States
and Argentina for medical school admission. In the United States, admissions occur
after a rigorous screening process; once students are admitted, however, few drop out.
In Argentina, any student who can pass basic entrance requirements will be admitted
to a public university, where tuition is free; however, the rigorous curriculum leads
to a much higher dropout rate than in the United States. Further, the vast majority
of medical school graduates in the United States go on to postgraduate residency
training, whereas the number of such positions in Argentina is severely limited. A
related question is, who accredits these training programs? In countries with public
educational institutions, the government performs this function. In the United States,
where most of these schools are in the private sector, there are a number of accred-
iting bodies that review the quality of training. Ultimately, the U.S. Department of
Education is responsible for oversight of these accrediting organizations. Finally,
what is the nature of the laws and regulations governing anticompetitive practices
and fee sharing? For example, in some countries it is perfectly legal and ethical
for the referring physician to receive compensation from the specialist for sending
patients. In the United States, this practice is considered both illegal and unethical.

Cell 22. Economic. One could ask several questions to determine the extent
economics influence who provides care. First, how are the fees for services and
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products determined? That is, are they set by government regulation, subject to
free market factors, or a combination of the two? Within this payment structure,
however it is determined, is there equity among and between practitioners? For
example, are procedural specialists (surgeons) and cognitive specialists (primary care
doctors) paid at equal rates for similar services based on such factors as time, risk,
and skill? Also, how are nonphysicians (such as nurse practitioners and physician
assistants) paid compared to physicians for performing identical services? Finally,
what is the role of the marketplace in determining the overall numbers of providers
and their distribution both geographically and by specialty? In the United States, the
marketplace largely determines the answers to these questions. In other countries,
however, the government may have a more direct influence.

Cell 23. Social/Cultural . The principal questions in this category are, how does
a society determine and value who is accepted as a “legitimate” provider of care,
and what are culturally valid treatments? One must look at who is allowed to pro-
vide nontraditional health care services in a country and how much of the overall
care fits into the category of alternative and complementary medicine. One can also
ask if these nontraditional providers and treatments are regulated or if there is any
oversight by the government. For example, traditional Chinese medicine is regulated
in Singapore, yet many nutritional supplements in the United States are not like-
wise scrutinized. Also, how does the society view the integration of traditional and
nontraditional practitioners and the services they provide?

Cell 24. Technological . The primary question here is, how do decisions about
technology adoption and use affect who provides care? To answer this question, it
is important to know who designs the educational content for training providers and
who gets to use the technology based on training, licensure, or certification. For
example, in some areas, interventional radiologists perform peripheral angioplasties,
while in other locations these procedures would be done by vascular surgeons. One
must also know the process through which technologies are adopted, particularly
when there is competition for resources. For example, is the decision made based
on population needs, return on investment, or political pressure from an individual
or special interest groups?

Cell 25. Demographic. The summary question one must pose here is, How
do demographic characteristics of the population determine who provides the care?
Answering this question requires an assessment of where the providers are located,
similar to the earlier question regarding where the care is provided. One also must
look at the demographic characteristics of those who are delivering the care. Finally,
the existing and projected population demographics and disease patterns will deter-
mine the needed specialty mixes. For example, the aging population requires more
practitioners who perform colonoscopies (gastroenterology), cataract removals (oph-
thalmology), and other geriatric services. Likewise, if diseases such as HIV/AIDS
or other widespread infections occur, practitioners in that specialty will be required.
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STRATEGIC CHOICE MODEL FOR ORGANIZATIONS AND HEALTH
CARE SYSTEMS

As mentioned in the previous chapter, one of the most important innovations in
marketing strategy in recent years is a change from the notion of selling existing
products and services to that of understanding and meeting customer perceptions,
desires, and needs.

With respect to health care, the term customer refers to those who purchase a
product or service after determining that its characteristics meet a need or desire. By
comparison, a consumer is the one who actually uses the product or service.

A customer may or may not be a consumer. For example, a parent would be
the customer for snack food companies while the child might be the consumer. The
health care setting is a bit more complicated, so we need more terms. Note the terms
used in the following situation:

A visiting aunt tells the mother that the mother’s child looks sick and should
be taken to a doctor (aunt = influencer). The mother decides to take the
child to an emergency room (mother = decider). The child is treated by a
physician (child = patient). The physician prescribes medication for the child
(pharmaceutical company = supplier). The physician and hospital (physician
and hospital = providers) notify the mother’s health insurance company to pay
for the service that was rendered (insurance company = payer).

FOR EXAMPLE

Further, consider that society as a whole might be interested in this transaction if
it is for treatment of an infection that may spread to the rest of the population. Given
these complex relationships, we need a term that encompasses all those persons
and groups who have an interest in such matters as the funding, delivery, product
development, and receipt of health care services and products. We call all these
interested parties stakeholders .

Stakeholder Identification
Following identification of its stakeholders, a health care business will inevitably
confront conflicting needs and wants. For example, both payers and patients are
important stakeholders for pharmaceutical companies and health care providers. Also,
just as health plans may impose unreasonable constraints on the delivery of patient
care, patients can express unrealistic demands for the provision of medical services
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and products. Balancing conflicting stakeholder requirements is therefore a constant
and difficult challenge.

From country to country, stakeholders vary in such important dimensions
as power and scope. For example, in Cuba, physicians are employees of the state-
owned and -run system. By contrast, in Japan, the Japan Medical Association is a
politically powerful organization that mainly includes private practitioners. Given
these broad disparities in health system designs, a descriptive model of stakeholders
must be appropriately flexible. See Figure 2.2, which divides stakeholders into three
groups.

The first, central set of stakeholders is individuals and their advocates in the
private sector. Included in this group are not only the recipients of care (the patient),
but also other individuals who have an interest in these patients, such as family
members, legal guardians, close friends, and community members. As well, this
category includes private sector organizations that advocate on behalf of patients with
similar characteristics, such as age, disease, or geographic location. For example, the
Pediatric AIDS Foundation meets the first and second criteria; the second and third
criteria describe the American Lung Association of Metropolitan Chicago.

The second stakeholder is the public sector . The feature of note here is that
public programs are differentiated from one another by who they cover for health
care benefits . Even in countries with universal coverage, separate systems of funding
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and care may exist for subcategories of the population, usually the elderly and the
poor, as well as other groups. Sometimes these categories are combined; for example,
the Programa de Asistencia Medica Integral (PAMI) in Argentina covers the elderly
and the poor. These categories are exemplified in the United States by Medicare,
Medicaid, and government programs for those who serve it in various capacities,
such as active military, veterans, and government employees.

The third group of stakeholders operate in the private sector; they define them-
selves by what they do. The traditional divisions are among payers, providers , and
suppliers . Payers include not only insurance companies but also employers (who may
self-fund all or part of employee health insurance), unions (the oldest form of health
insurance and still the predominant method in Argentina), business associations,
and charitable organizations. Pharmaceutical, biotechnology, device, medical supply,
and diagnostic companies are significant suppliers of health care products. Providers
comprise such categories as physicians, hospitals, nursing homes, pharmacies, and
independent diagnostic facilities (such as laboratory and radiology).

Although this stakeholder model may at first glance seem clear-cut, there is much
overlap and blending. Several examples illustrate this concept.

■ In Canada, provincial health care is publicly funded but privately delivered.

■ In almost every country where the state employs physicians to provide publicly
funded care, these same practitioners also see self-paying patients in private
offices apart from government facilities. An example is a number of National
Health Service physicians in the U.K.

■ Providers such as hospitals and physicians can be closely linked to a payer
organization through exclusive arrangements or mutual ownership. An example
of the former is the Kaiser-Permanente Plan in the United States.

■ Some community advocate organizations have established their own health care
funding and delivery systems. Group Health Cooperative of Puget Sound in
Washington State was such an example.

This stakeholder framework is meant to be used as a heuristic device for thinking
about the different arrangements and combinations required for successful strategic
decisions in health care marketing. In other words, it is a guide to exploring themes
and variations.

Developing a Strategy
Given these stakeholders, how can you formulate a strategic marketing plan to
address the needs of one or more of them? In other words, how can you develop
a value proposition for your health care customers and other interested stakehold-
ers? Before exploring the answer to this question, we must consider one more key
term—strategy —and highlight three of its important characteristics. First, although
businesses are often involved in many small day-to-day decisions, strategy considers
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approaches to handling major issues with which the enterprise must deal now or
in the future. Second, strategy involves setting the organizational direction for the
medium to long term. These time frames are, of course, relative and vary by firm and
industry. Third, useful strategies take into account that short-term decisions do need
to be made. Strategy, therefore, provides a framework for making those decisions
within the context of the organization’s long-range goals.

Trade-off Analysis
Although there are a number of strategic approaches for organizational and industry
analysis—such as strength/weakness/opportunity/threat (SWOT) analysis and Five
Forces Analysis7 —the one used in Figure 2.3 provides a useful framework for under-
standing the health care industry.

A brief explanation of this model will lay the foundation for its applicability to
the health care field. The model posits that a successful company can choose to be
excellent in one of the three areas, but not all three. In other words, there is a trade-off
when a company makes its strategic business choice. To be sure, the two dimensions
not chosen as the strategic focus cannot be neglected, but they have a supporting,
rather than a primary function. For example, no one will buy a product just because
it is cheap if it is very poorly made and does not solve a customer’s needs.

The low-cost strategy is not just about pricing, but how it is achieved through
operational efficiency and standardization. This approach and the customer trade-offs
are best illustrated by the globally ubiquitous warehouse clubs Sam’s Club and
Costco. These companies are supply chain experts who buy in bulk and stock stores
in a standard manner. Although they may carry fine products, the selection is based
not on best of category, but on what is available at the lowest prices. Therefore a
product found once at a particular store may not always be available there. To keep
costs down, these stores also limit personnel. If customers want low prices, they
must sacrifice a great deal of both choice and personal attention.

Low Cost = Cost

Total Solution = Access Best Products = Quality

4

FIGURE 2.3. Strategic Choices to Deliver Health Care Stakeholder

Value
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Examples of firms that focus on “best product” strategy can range from computer
chips to fashion. Chip manufacturers are always trying to improve their technology
and willing to leapfrog current products for new and better versions. Fashion firms
constantly try to anticipate or shape new trends, again with the willingness to abandon
old styles. However, fast chips and designer clothing do not come cheap. Nor do they
offer a great deal of choice. Chanel dresses and Hugo Boss suits are high quality,
but they are expensive and do not come in all styles and colors.

Consulting or personal service companies provide good examples of “total solu-
tion” strategies. For example, a customer may ask consultants to provide analysis and
recommendations for a health information system. The consultants will frequently
recommend software and hardware as well as procedures for using them effectively
and efficiently. Each product that they recommend may not be best of class, but
together they will provide a compatible, integrated solution. Such custom services
are also expensive.

What should be clear from these examples is that each company must make
strategic choices . It cannot be all things to all people.

STRATEGIC IMPLICATIONS FOR HEALTH CARE

How do these concepts relate to the health care field? For many years, academi-
cians and policy makers have recognized that choices in health care should involve
trade-offs among cost, quality, and access. We use the word should instead of must
because, more often than not, stakeholders are not willing to choose. They insist on
having all three simultaneously, putting tremendous stress on the system and causing
periodic crises.

For example, in the United States, health care is the most expensive in the
world when measured by price parity, spending per capita, and percent of GDP.
Technology is readily available and is not rationed by cost when, for example, the
Food and Drug Administration (FDA) makes approval decisions for pharmaceuticals.
What we sacrifice is access by those without health insurance. Countries with a
national health system, like the U.K., spend less money than the United States on
health care, not only because the service prices are lower, but because health care is
budgeted along with other government programs. Also, government agencies like the
National Institute for Clinical Excellence (NICE) incorporate cost into their analyses
of technology approval. Although all citizens are covered by public insurance, the
limited budget strains the system by constraining the supply of resources, thus causing
long queues and reducing access.

If these trade-offs were that easy to explain, health care marketing, strategy, and
policy would be relatively simple; but to fully appreciate these characteristics, each
must be further broken down into its components. Like the three major features in
the previous section, the elements that define them can also require balancing and
trade-offs, thus creating a cascade of interdependent attributes.
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We will now discuss each aspect, starting with Figure 2.4, and present a unified
scheme after all components have been explained. The reader should note that, for
completeness, some redundancy is built into this model. For example, technology,
which is presented in the cost section, could as easily be discussed under quality.
Further, there is extensive overlap and interrelationships among elements of differ-
ent sections, so a true representation would appear as a complex web rather than
elaborations of three discrete branches.

Cost
We begin by examining cost, which we define as an actual payment , based on listed
price or a prenegotiated rate. The total cost of products or services is governed by
the following relationship (see item 5 in Figure 2.4):

Cost = f (P , V , I )
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where f = function; P = price of the service or product; V = volume, or number
of units; and I = intensity of service or product.

Two examples will illustrate the use of this formula:

■ Each year, national pharmaceutical expenditures are announced and increases are
attributed to three categories: increase in prices of existing drugs (price), increase
in use of existing medications (volume), and introduction of new products or
technologies (intensity).

■ The total cost of a hospitalization for a patient can be broken down into three
elements: level of care, such as intensive care unit versus a bed on a regular
medical/surgical floor (intensity); number of days (volume); and price per day
at different levels of care (price).

Understanding these components can lead to important insights not only for
strategy but also for public policy. To check rising health care costs, one can address
any or all of these fundamentals; however, the political consequences of manipu-
lating each are significant, and addressing one without also confronting the other
two is futile. For example, the federal government has been dealing with rising
physician costs by lowering the fees for their services. Doctors respond by increas-
ing volume or, more important, by increasing the technology applied to care. For
example, a benign skin lesion that can be effectively removed by freezing can also
be destroyed using a laser, at a significantly higher reimbursement. Also, imagine
cost-control strategies that deal only with volume—that is, by rationing care—or
those that address only intensity—for example, by withholding new technology.
Price reduction is obviously the easiest short-term tool for cost control, but without
management of the other two components, overall costs will never be adequately
managed.

We can now deconstruct each of these three elements (see item 6 in Figure 2.4).

Price. Classical economics dictates that price is determined by supply and demand
for a product or service. This principle is true for health care, but only to a point.
With regard to demand , customer demand for goods can influence price, but in
health care that is not the whole story. Suppliers can also manipulate customer
demand by such measures as direct-to-consumer advertising and physician-requested
revisits. Recall from the discussion on stakeholders that one of the unique features
of health care is the presence of parties in addition to those who supply the goods
and those who consume them. Payers and regulators (such as the government) can
also influence demand through such direct or indirect measures as rationing services
and regulating pricing, respectively. Supply may also influence price, but it is not
always subject to free market conditions. For instance, in many countries, supply is
centrally regulated. As an example, some governments regulate such items as the
number of students admitted to medical school slots or advanced diagnostic imaging
machines.
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In addition to supply and demand, other factors also determine the price of health
care goods and services. At least four other elements are involved in determining
prices (see these to the right of item 6 in Figure 2.4).

■ Volume. As in other fields, volume discounts are often available; however, some
goods do not display the usual volume or experience (the so-called “learning
curve”) relationships to price that, say, calculators or computers did. For example,
coronary artery bypass surgery prices have not decreased commensurate with the
experience and standardization of the technology.

■ Production costs. Prices are often linked to production costs, as an example from
Medicare illustrates. The federal government determines physician reimburse-
ments based on computing practice costs and the work that goes into providing
the service. This method is the resource based relative value scale (RBRVS)
introduced earlier.

■ Cost shifting. Prices often have nothing to do with the good itself, but rather
reflect the other resources consumed in the same setting. For example, one hears
about a hospital charging $5 for an aspirin. Obviously, the aspirin’s actual cost is
nowhere near that amount, but other hospital services are often paid at below pro-
duction cost. Also, some services, like maternity care, are “loss leaders.” Other
services (such as personnel-intensive disability evaluations) are truly underpaid,
but the hospital must offer them in order to fulfill its mission of providing com-
prehensive care to the community. This practice of cross-subsidization is called
cost shifting . The price of a good can therefore depend on the opportunity and
need to cost shift.

■ Who pays. This factor can greatly influence the price, regardless of supply or
demand for the good or service. This category is what Porter refers to as “buyer
power” and also reflects nonmarket forces. For example, Medicare has set its
reimbursement for injectable pharmaceuticals at 6 percent over “average sales
price (ASP)” and inpatient hospital payments based on the patient’s diagnosis
(diagnosis related group, or DRG).

Volume. We now turn to the volume determinant of cost (see 8 in Figure 2.4).
Determinants of volume can be divided into three components. The first portion
concerns the decision whether or not to use a product or deliver or receive a service.
Although this might seem simple, there has been much debate over related issues in
health care, prompting questions like these:

■ Is the comprehensive annual physical really necessary for all adults?

■ When is watchful waiting better than aggressive treatment? (One answer is, for
certain cases of prostate cancer.)

■ Are screening tests worthwhile? (The answer depends on the condition and the
screening method.)
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Another important consideration is that once experts agree an action is indicated
(an exam must be performed, a test ordered, treatment administered), which among
the options is the best choice? Obviously, choosing one may mean that the other
actions are not taken. For example, assume a patient has blockages in the coronary
(heart) arteries that require invasive intervention. Is the appropriate action stenting
or coronary artery bypass graft surgery (CABG)? Although the answer depends on
the extent of the blockages, where they occur, and how many arteries are involved,
experts do not often agree on the best method for individual patients.

These examples and questions deal only with professional decisions. Patients and
other stakeholders also have a role in determining whether or not actions are taken.
For example, patients often pressure physicians for antibiotics for viral infections
when none are needed. Public interests also may determine whether something is
done or not. For instance, due to a national budget (in England), the National Health
Service at one time did not pay for hemodialysis for persons over age fifty-five.

Once the decision has been made to act, two further inputs under item 8 will
determine the overall volume. The first is efficiency of execution. For example, once
the patient and physician agree that surgery is an appropriate option, how long is
the patient to remain in the hospital and how many resources will be used for that
episode of care? The second issue is the number of units of care to be applied.
For example, there are various antibiotic regimens for treatment of certain bacterial
infections, ranging from thirty pills (one amoxicillin pill three times a day) to one
dose of medication (Zmax formulation of azithromycin).

Intensity of Service. The third determinant of cost is the intensity of service (see
item 9 in Figure 2.4). The first component is level of service. For example, does
a hospitalized patient require intensive care or is a regular medical/surgical bed
sufficient? Once the level of care is determined, the price and then cost will follow.
Another illustration of this point is choice of antibiotics. Does a patient require a
short course of oral medication or prolonged intravenous treatment?

Intensity of service also comprises use of medical technology , which consists
of drugs, devices, and procedures (see item 10 in Figure 2.4). Sometimes these
modalities are used in combinations; at other times they are substitutes for one
another. For instance, there are different preferred treatments for diverse heartbeat
irregularities. Some are best treated by medication (amiodarone, for example); others
should be cared for by devices (implantable defibrillators or pacemakers); still others
require surgery (whereby the source of the rhythm disturbance is surgically ablated).
Each of these different technologies carries its own cost.

Finally, the site of service is an important determinant of intensity and, hence,
cost (see items 11 and 12 in Figure 2.4). Sites of care can be divided into institutional
and noninstitutional settings. Of the former category, hospitals come to mind first. We
refer to care in the acute care hospital setting as inpatient care. Other institutional set-
tings consist of skilled nursing facilities (sometimes called SNFs) or long-term care
settings, such as chronic ventilator facilities. We refer to care in noninstitutional sites
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as outpatient care. Common sites are the physician’s office, the patient’s home (with
varying degrees of skilled home health care), and various other locations for diagnos-
tic and therapeutic services. In this latter category we include same-day (ambulatory)
surgery (whether at a hospital or a free-standing surgicenter), dialysis facility, diag-
nostic laboratory and radiology facility, and physical therapy location.

These different types of sites can be substitutes for one another or appropriate
sequential choices. For example, an elderly patient should be hospitalized for repair
of a hip fracture. After this treatment she may recuperate and receive physical ther-
apy in a skilled nursing facility and then be sent home with appropriate services
there. On the other hand, the majority of surgical procedures are now performed on
a same-day basis, substituting for inpatient treatment. Further, diagnostic and thera-
peutic technologies are also moving from centralized medical centers to outpatient
points of care. For example, many tests that were formerly only done in a hospital
laboratory can now be performed with the same quality in physicians’ offices.

Quality
Quality is still a major concern in health care; many lives are lost or harmed by
problems or errors in health care delivery. More hospitals need to establish better
infection control practices (especially against staphylococcal infection). More needs
to be done to reduce harm from high-alert medications such as anticoagulants, seda-
tives, narcotics, and insulin. Surgical complications must be reduced by implementing
needed changes in patient care. To address these types of problems, the Institute for
Health Care Improvement has launched a Five Million Lives campaign to enlist four
thousand hospitals to implement twelve interventions geared toward preventing five
million “incidents of patient harm.”8

A detailed discussion of patient safety and quality is beyond the scope of this
book. For now, refer to items 13 and 14 in Figure 2.5.
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Source: Joel Shalowitz, 2004.
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The dimensions of quality can be divided into the amenities, service aspects, and
technical components. To illustrate and contrast these elements, consider a hospital
stay:

■ The amenities aspect may consist of the items that form a first impression about the
facility; for example, the building style, landscaping, and ease and cost of parking.
Although the marketing implications of these items are clear, they bear no relation
to the actual desired outcome, for example, the success of a surgical procedure.

■ The service aspect comes closer to affecting outcomes. Inpatient services may
consist of meals, how quickly personnel respond to patient requests, and
housekeeping. Although these functions support the actual business of deliv-
ering care and can more strongly influence opinions about the institution than
the amenities, they are still not part of the core activities in delivering treatment.

■ The technical aspect is the work that most directly affects outcomes. Examples of
such activities are expertly performed surgery, choice of appropriate medication,
and skillfully administered nursing care.

Because someone lacking expertise in medicine often cannot assess the quality
of the technical component of care, the amenities and, to a greater extent, the services
are important strategic considerations for health care marketing.

Evaluation of the technical dimension of quality is traditionally divided into
structure, process, and outcome measures. Structural components are those that are
either present or absent and are easily measured, such as licensure, board certification,
or the presence of a critical piece of equipment. Process assessment gauges whether
personnel followed acceptable procedures. Outcome, of course, measures the results
of all health care inputs. As mentioned earlier, a detailed analysis of these elements
is beyond the scope of this book.

Total Solution: Access
The third part of this strategic trade-off derives from the business model of providing
a comprehensive, customer-intimate or total solution. In the health care realm, this
concept translates as issues of access or equity (see item 15 in Figure 2.6).

Availability. The first consideration regarding access or equity is whether certain
resources are available. Availability can be assessed by answering some of the
questions posed earlier in Table 2.1. To expand on this inquiry, we can ask who
has health insurance coverage as well as who does not. These two issues, although
apparently two sides of the same coin, address different strategic purposes. As an
example of the former question, a pharmaceutical company will target the insured
population for sales of a new product. The latter issue raises the question, how many
uninsured people can our society accept? In virtually all countries except the United
States, the answer to this question is none.

A third aspect to this question concerns who will accept the patient’s insurance.
For example, in the United States, Medicaid (the joint federal-state program for
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the poor and other select populations) ensures that eligible persons have at least a
modicum of health insurance coverage. Unfortunately, this program often pays physi-
cians so little and so late (nine month in accounts receivable aging is not unusual)
that there may be few who choose to see Medicaid insured patients. Also, not every
commercial insurance plan will contract with every provider; patients must then seek
those practitioners and institutions with whom their insurance companies contract in
order to reduce the percentage of the cost for which they will be responsible.

What is covered? is the next question that defines availability. Even for the
insured, not all services, products and equipment, or providers are covered or covered
at the same level. For example, most insurance plans in the United States do not
cover expenses related to prescription eyeglasses (they may pay for the professional
exam but not the glasses themselves), and generic drugs have lower co-payments
than do branded equivalents.
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The third aspect of availability is when care can be provided. This feature
depends on whether services, providers, and products exist or are close enough
to patients to be helpful. For example, some developing countries may lack certain
technology or personnel skilled in its use. Even if these are available, their location
is extremely important. By location, we refer not only to rural locales or developing
nations but also to urban centers. For instance, making free prenatal care available to
inner-city women is a futile gesture unless they have a way to affordably and easily
get to these services. Finally, even if health care is close and easy to reach, services
that are in short supply may be explicitly or implicitly rationed. Queues in the U.K.
for certain services are examples of this problem.

Infrastructure. In addition to availability, the two other dimensions of access we
must consider are infrastructure and sustainability . These two topics are of partic-
ular concern for developing countries as well as rural and inner-city populations in
developed nations. Although thinking about infrastructure can raise questions similar
to the “where” and “availability” themes, this topic is concerned more with the sup-
porting roles played by services, providers, and products and equipment (see item 21
in Figure 2.6) than with the primary activity or product. For example, think of a pro-
gram to deliver immunizations to children in rural locations in a developing country.
Assume that a pharmaceutical company donates the supplies and that health care prac-
titioners volunteer time to administer injections. The infrastructure dimension of this
program includes not only the traditional items, such as roads to get to needy popula-
tions, but also medical support services such as an information system that logs and
tracks who received the shots and when recipients are due for booster immunizations.

HIV/AIDS treatment presents another example. Supplying medication is neces-
sary but not sufficient for successful treatment programs. The infrastructure must
also include health care personnel who make sure patients take the medication as
prescribed and are available for support when side effects inevitably arise.

Wealthy nations also have infrastructure problems. Consider the following
examples:

■ A hospital advertises an innovative program, only to find it cannot accommodate
the volume of phone calls or schedule the service in a timely fashion.

■ Shortly after a pharmaceutical company gets approval to market a new “block-
buster” drug, its production plants cannot keep up with demand; in the meantime,
a competitor releases a substitute and garners significant market share.

■ A producer of unique diagnostic equipment experiences quality problems in its
factory that cause a lengthy cessation of manufacturing, reduced revenue, and a
plummeting stock price.

Sustainability. Contemplating the infrastructure problem naturally gives rise to con-
siderations of sustainability (see items 22 and 23 in Figure 2.6). Experts often use the
simile that effecting lasting change in the health care arena is more like a marathon
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than a sprint. Sustainability starts with high-level commitment by appropriately empo-
wered authorities. (Although grassroots activities are worthwhile, their purpose is often
to convince decision makers to act.) Funding is also critical. For example, hospital
administrators (like university presidents) are often reluctant to accept large donations
for buildings because of the anticipated (and unfunded) ongoing maintenance costs.
Similarly, relevant follow-up activities must be budgeted. Finally, decision makers and
funders must commit appropriate resources for the long run. These resources must not
only be available for episodic interventions but also provide continuity.

We can finally put all these concepts together (see Figure 2.7).
In using this model, we must first consider that each stakeholder will have

different preferences among the cost, quality, and access dimensions. When two or
more stakeholders are involved in a given issue, conflicts will often arise between
them regarding these choices. The initial strategic choices, therefore, require answers
to these questions: Who are the important stakeholders? What are their relative
preferences?

Another important consideration is that when any one element changes, it can
have far-reaching effects on the entire system. As mentioned previously, Figure 2.7
really should look like a spider’s web, with all points connected to all other points. For
example, assume a state government lowers payment rates for physicians caring for
Medicaid patients (item 6 in Figure 2.4). How will that action affect the availability
of physicians willing to care for those patients (item 17 in Figure 2.6)? As another
example, consider a new diagnostic technology that can be used in the physician’s
office at the time of a patient’s visit, providing quicker results (items 10 and 12 in
Figure 2.4). What are the implications of this test for volume, and hence cost (item
8 in Figure 2.4), versus patient satisfaction (item 13 in Figure 2.5).

SUMMARY

In this chapter we have presented some initial definitions and two working models
that will help students and professionals understand different health care systems, the
relevant stakeholders, and the effects of their strategic decisions on other elements
of the health care marketplace. We encourage you to think about how you can use
these models in your sector of the industry and practice using them, especially when
it comes to challenging marketing decisions that are discussed in later chapters in
this book.

DISCUSSION QUESTIONS

1. Your company has just received marketing approval in the European Union (EU)
for an implantable orthopedic device and, you have been transferred to Frankfurt
to manage the rollout. Unfortunately, you know very little about those health
care systems. Pick one EU country and use the framework in this chapter to help
you understand that health care system with respect to your product.
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2. You are working for a U.S. senator who is very concerned about rising health
care costs. To address this problem, she and her colleagues are proposing a single
national fee schedule that would apply to all providers and suppliers. What do
you tell her about the sustainability of this approach to reduce overall costs and
trends?

3. Suppose you design a benefit plan for an insurance company that wants to
provide the highest-quality services, contracting with university medical centers
for complex care. Who are the customers for this product? What are the trade-offs
they must be willing to make to receive this level of care?



CHAPTER

3
THE HEALTH CARE

INDUSTRY AND
MARKETING

ENVIRONMENT

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the major characteristics and weaknesses of the U.S. health care
system?

2. What are the characteristics of an ideal health care system?

3. Who are the major active participants in health care systems?

4. How is the health care system changing demographically, economically, socially,
culturally, technologically, politically, and legally?

41
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OPENING EXAMPLE
Dr. Arthur Agatston and Others Now Putting the Accent on Illness Preven-
tion Programs Dr. Arthur Agatston, a Miami cardiologist and author of The South
Beach Diet, does not take a conventional approach to practicing medicine. Convinced of
the benefits of smoking cessation, exercise, and diet, he claims that only three of his 2,800
patients had a heart attack in 2006. Cardiologists estimate that the right preventive care
can reduce heart attacks by 80 percent.

The U.S. health care system, however, has traditionally focused on treating acute
illness. Doctors and hospitals are rewarded for performing expensive tests and procedures
when cheaper preventive measures might actually produce better results. Consider heart
care: nuclear scans and invasive procedures such as bypass surgery have high levels of
reimbursement. In 2005 Medicare paid almost $15 billion, or about 5 percent of its total
budget, for bypasses, stents, and other invasive cardiology, according to Jonathan Skinner
of Dartmouth University. Yet the appropriateness of such measures for many patients
remains unproven.

According to Dr. Gregg W. Stone, director of cardiovascular research at Columbia
University, the three keys to effective disease prevention are (1) frequent patient visits to
a physician, (2) a close relationship between the physician and the patient, and (3) a very
committed patient. For example, Dr. Agatston’s nurses give patients specific cholesterol
goals to meet and also help them deal with the side effects of the drugs they are taking.
A nutritionist meets with them frequently to discuss issues such as how to stick to a
high-fiber, Mediterranean diet even on a cruise or a business trip. Unfortunately, while
stressing this preventive approach to medicine, Dr. Agatston is actually losing money. He is
able to make up for this shortfall through his best-selling book sales, but other physicians
who practice prevention and who are not celebrities often suffer financially.
Source: D. Leonhardt, ‘‘What’s a Pound of Prevention Really Worth?’’ New York Times,
Jan. 24, 2007, pp. C1, C4.

Dr. Agatston’s story may be discouraging, but there is progress in the move
toward more preventive medicine. In California, Massachusetts, and other states,
officials have announced plans to provide universal health insurance to residents,
and this type of financial restructuring could benefit physicians who focus on pre-
ventive services. The most likely path, however, to shaking up practice patterns
and payments may be through local governments and pilot programs. For example,
Humana will soon begin studying six thousand high-risk patients to better under-
stand how they can be motivated to follow a preventive approach to health. If these
pilots are medically and financially successful, other payers are likely to adopt health
prevention programs.
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OVERVIEW: THE U.S. HEALTH CARE SYSTEM NEEDS
IMPROVEMENT

Health care is one of the most extensive and complex industries found in modern
economies. It touches every family and involves a considerable number of institutions
and professionals. In the United States, health care accounts for about 16 percent of
the gross domestic product (GDP) and that percentage is expected to continue rising,
in spite of a plethora of cost-containment efforts.

What’s worse, the system isn’t working. Consider the following:

1. About 45 million persons lack health insurance coverage in the United States.

2. The quality and safety of health care varies greatly from local area to local
area. Great geographical variation exists in the choice of procedures to address
different illnesses. Access to medical facilities and services is highly uneven.
In addition, there are too many medical errors occurring in the provision of
health care.

3. Many patients are unhappy about the high and rising costs of health insurance
and the limits placed on their choice of physicians and procedures.

4. Patients are also dissatisfied with pharmaceutical companies and what they
consider to be outrageous prices for medications.

5. Physicians are angry because of falling remuneration, restrictions on their free-
dom to choose procedures, and the high cost of malpractice insurance in an
overly litigious society.

6. Employers are unhappy because they see their medical insurance premiums
rising, in some cases to almost unaffordable levels.

7. Hospitals face rising, uncompensated costs of new technology that rapidly needs
to be replaced by still newer technology.

8. Health care benefits are confusing, coverage is limited, and patients’
out-of-pocket expenses are increasing for professional services, products, and
prescriptions.

9. Patients, physicians, employers, and health plans face substantial paperwork
and bureaucratic hurdles.

10. Government, patients, physicians, and hospitals are concerned about what mea-
sures are necessary to place the Medicare and Medicaid programs on a stable
financial footing.

11. All stakeholders agree that widely accessible, yet secure electronic health
records are necessary, but few are willing to pay for such a system.

12. The health care system needs to spend more on prevention, early detection, and
lifestyle changes that will reduce illness from conditions such as obesity, heart
disease, breast cancer, prostate cancer, and HIV/AIDS.
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The striking fact is that the United States devotes substantially more resources
to its health care system than other advanced nations as measured by per capita and
percent GDP spending. The nearly $2 trillion a year in U.S. health care expenditures
is about twice what many other countries pay per capita for health care. The problem
is not only the total cost but the relatively poor results. “On 37 measures of health
outcome, quality, access, equity, efficiency and innovation, the United States lags
behind many other industrialized nations.” 1 (See Figure 3.1.)

The reasons for the disparities between the United States and other countries
include the following:

1. Health care is not a declared right in the United States as it is in other countries.
(For example, this right is written into the constitution of South Africa.) Because
we do not have a delineation of rights, we cannot agree on common goals.

2. All countries except the United States have budgets for health care. We set
benefit mandates and then try to fund them; other countries have at least implicit
budgets and try to spend the money so it does the greatest good for the greatest
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number. Trying to deliver on promises of coverage to all recipients without a
budget is futile.

3. Unlike other countries, the United States does not have a centralized technol-
ogy approval process. For example, the Food and Drug Administration (FDA)
evaluates the safety and efficacy but not the cost-effectiveness of new technol-
ogy. New technology is the strongest driver of higher health care costs.

Combining these three statements, one could say we don’t know where we are
going, and we have no budget and no control over the reasons that costs are increasing.

DEFINING A WELL-DESIGNED HEALTH CARE SYSTEM

Is the unsatisfactory performance of the U.S. health care system due to the fact
that it is largely in private hands and relies on competition to create positive health
outcomes? Research does not support this conclusion. For example, according to
McGlynn, “Extensive research into quality of care in different countries yields no
conclusive findings that one system is better or worse than others. Quality does not
necessarily vary with financing mechanisms . . . ” 2 Despite such findings, many still
advocate replacing the current employer-based system with a single-payer system
run by the federal government. Further, some still confuse universal coverage with
the need to have a single payer. Many are also unaware that almost all nations
operate a privately financed system along with a government-sponsored one. Critics
of U.S. health care admit that public systems are not free of problems, such as long
waits for elective surgery, delays in replacing aging infrastructure, and limits on the
availability of new technology. Still, they believe that preventing personal financial
tragedies due to health care expenses is worth the change. Further, they point to
lower administrative costs of public programs, highlighting the high marketing and
underwriting expenses of competing health insurers. They even point out that the
Veterans Administration, run by the government, is one of the most efficient health
care systems in the United States.

Others believe that the private, for-profit U.S. health care system is still supe-
rior to a single-payer system and can be further improved through such measures as
controlling the price of drugs, limiting duplicative technology, holding down the pre-
miums that health plans charge, covering the uninsured, and discouraging physicians
from overtesting and overmedicating. Unfortunately, as we discussed in the previous
chapter, attacking one problem at a time will trigger counterreactions in other parts
of the system and may end up worsening performance.

Still others advocate that the health care system should remain private and
competitive, but point out that too many of the system’s participants work at
cross-purposes. Michael Porter and Elizabeth Teisberg distinguish between a com-
petitive system operating on a zero-sum model, whereby the winners gain at the
expense of losers, and one operating on a positive-sum model, whereby everyone
wins.3 They assert that the private, competitive system needs to operate on a new
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principle, namely that every health care practice and activity should be judged on the
value that it contributes to patients’ health . Although this suggestion seems novel in
the United States, it is widespread in other countries, which use cost-benefit analysis
to evaluate new technologies. Health outcomes should be measured and reported
for different procedures and practices and made transparent to patients, physicians,
health plan providers, and employers so that excellent practices will be patronized
and poorer practices avoided.

When people are asked what they desire or expect in an ideal health care system,
they usually mention the following: low cost, high medical quality, and easy access
to the providers they want. As explained in the previous chapter, these three features
are trade-offs; however, many insured Americans are unwilling to sacrifice on one
dimension to enhance or maintain the benefits of the others. This book takes the
position that a health care system should be judged by the extent to which it helps
its citizens maintain or improve their health over their lifetimes, given the availability
and prudent use of limited resources. (See Field Note 3.1 for an expanded view of
medical care outside traditional Western medicine.)

FIELD NOTE 3.1.
A Tour Through Alternative and Complementary Medicine For years, West-
ern medicine has adhered to the scientific method in establishing the effectiveness and
safety of new drugs, treatments, and procedures. It took less notice of medical theories
and practices in other parts of the world, or of non-evidence-based medical claims and
nostrums. With the rise of the humanistic movement in the 1960s and the growing
interest in such practices as meditation, biofeedback, and visualization, some physicians
began to take a more open-minded view of these practices. The rise of interest in herbal
medicine and acupuncture from China opened further doors.

The term used for many of the new medical therapies was alternative medicine. If
a cancer patient was not being helped with Western medicine, the patient would resort
to other alternatives, including herbs, hydrotherapy, therapeutic touch, incantations, and
others. But some expressed concerns about alternative medicine practice, chiefly (1) the
therapeutic value is not evidence-based, (2) there can be harm from relying on it, and
(based in part on the first two concerns) (3) health insurers generally will not pay for it.

On the other hand, the term complementary medicine describes helpful practices
used in conjunction with conventional medicine. Complementary and alternative medicine
(CAM) describes both branches.

A still more recent term, integrative medicine, encompasses conventional medical
treatments and those CAM treatments for which there is some high-quality scientific
evidence of safety and effectiveness. Integrative medicine focuses on wellness and calls
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upon the physician and the patient to pay attention to all components of lifestyle, including
diet, exercise, stress management, and emotional well-being.

The following are some of the most common CAM practices:
Ayurveda: This two-thousand-year-old Indian system places emphasis on restoring

natural harmony between body, mind, and spirit. An Ayurvedic doctor identifies an
individual’s overall health profile and metabolic body type and then recommends a
specific treatment plan (diet, exercise, yoga, meditation, massage, and herbal tonics) to
recapture the natural harmony.

Body work and massage: This therapy involves pressing, rubbing, and manipulating
muscles and other soft body tissue, causing them to relax by improving the flow of
oxygen and blood to affected areas to relieve back, neck, and shoulder pain. Body
work includes acupressure, chiropractic, martial arts, massage therapy, Rolfing, and
shiatsu. Massage itself has over seventy-five forms, such as Swedish message, deep-tissue
massage, neuromuscular massage, and manual lymph drainage. Chiropractic focuses on
spinal manipulations to unblock nerve signals sent by the brain so that the body can heal
itself. It is used to treat back problems, headaches, nerve inflammation, muscle spasms,
and other injuries and traumas.

Diet-based therapy: This approach recommends specific diets to improve health and
longevity, to control weight, and to treat specific health conditions such as high cholesterol.
Examples include macrobiotic, vegetarian, low-fat, and low-carbohydrate (such as Zone
and Atkins) diets.

Energy therapies: The name refers to alternative treatments that involve the use of
purported energy fields. Examples include magnet therapy and therapeutic touch.

Exercise-based therapy: This treatment consists of a variety of forms of physical
exercise to improve health and longevity, increase muscle mass, treat specific health con-
ditions, and relieve stress. Examples include aerobics, Alexander technique, bodybuilding,
Feldenkrais method, martial arts, Pilates, stretching, Tai Chi, and weight training.

Herbalism: This practice consists of making or prescribing herbal remedies for medical
conditions.

Homeopathy: This practice uses minute doses of remedies that include plants, metals,
and minerals to treat a wide variety of ailments such as seasonal allergies, asthma,
influenza, headaches, and indigestion.

Hypnotherapy: Hypnotism has been used to treat symptoms, diseases, and addictions.
The procedure accesses various levels of the mind to effect positive changes in a person’s
behavior such as losing weight, desisting from smoking, overcoming fear of flying,
improving sleep, and reducing pain and stress.

Mind-body interventions: This variety of techniques is designed to enhance the
mind’s capacity to affect bodily function and symptoms. Examples include Alexander
technique, aromatherapy, autosuggestion, Feldenkrais method, hypnotherapy, journaling,
meditation, visualization, and yoga.
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Traditional Chinese Medicine: This system of health care is based on the Chinese
philosophy of harmony and balance within the human body as well as harmony between
the body and its outside environment. Examples include acupressure, acupuncture, Chinese
martial arts, Chinese pulse diagnosis, massage, and herbalism.

MAJOR PARTICIPANTS IN THE HEALTH CARE SYSTEM

We introduced the concept of stakeholders in Chapter Two; here we will explain
more about them and their interaction with one another. The following are the seven
major types of participants in most health systems:

1. Care providers , including institutions (such as hospitals, nursing homes, reha-
bilitation centers, surgicenters, clinics, physician offices, and in-store medical
centers) and the professionals who work in them (such as physicians, nurses,
dentists, pharmacists, and therapists)

2. Payers , including managed care organizations (MCOs) (such as health main-
tenance organizations [HMOs] and preferred provider organizations [PPOs]),
traditional insurance companies, governments, and individuals

3. Employers

4. Government organizations (such as the Centers for Medicare and Medicaid
Services, the Centers for Disease Control and Prevention, and the National
Institutes of Health)

5. Medical associations (such as the American Medical Association, American
Dental Association, and various specialty societies)

6. Health advocacy organizations (such as the American Cancer Society)

7. Supply companies (pharmaceutical, biotechnology and medical device, equip-
ment and supply companies)

Figure 3.2 depicts where the United States spends its health care dollars.
In the following sections we describe the role played by each type of participant.

Care Providers
Care providers are organizations that provide medical services. They include hospi-
tals, nursing homes, hospices, rehabilitation centers, surgical centers, outpatient med-
ical clinics, individual physician offices, and in-store medical centers, among others
(see Figure 3.3). They also include the professionals who work in these organizations.

Each provider type contains many variations and thus may constitute a different
type of customer for the health care marketer. For example, consider hospitals, which
can be classified by size (gauged by number of beds), location (urban, suburban, or
rural), scope of services (general hospitals versus specialty hospitals, which may cover
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$1,987.7 Billion; 16% of GDP; $6,697 Per Capita

Physician services
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FIGURE 3.2. United States Health Spending 2005

aFreestanding facilities only. Additional services of this type are provided in hospital-based
facilities and counted as hospital care.
bResearch and development expenditures of drug companies and other manufacturers and
providers of medical equipment and supplies are excluded from ‘‘research’’ expenditures and
instead are included in the category in which the product falls.
Source: Centers for Medicare and Medicaid Services, Office of the Actuary, National Health
Statistics Group, U.S. Dept. of Commerce, Bureau of Economic Analysis and Bureau of the Census.

only such specialties as pediatrics, psychiatry, women’s health, rehabilitation, or cardiac
care), sponsorship (religious, secular, or government), and for-profit status. Of the
approximately 4,900 hospitals in the United States, about 60 percent are urban and about
70 percent have fewer than two hundred beds. What is especially important for health
care marketers to know is that more than 80 percent of hospitals belong to a system
or network and seven in ten participate in a group purchasing organization (GPO). To
highlight the importance of GPOs, note that the top three (Premier Purchasing Partners,
Novation, and MedAssets) account for about $60 billion per year in purchasing.

The way in which marketing and sales take place in this sector will therefore
have much to do with these institutional characteristics and affiliations.
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FIGURE 3.3. Care Providers

Residential care consists of various levels of service, ranging from independent
living facilities to those providing skilled services similar to some hospital care.
Nursing homes also differentiate themselves according to types of patients, income
levels, and medical conditions (see Field Note 3.2).

FIELD NOTE 3.2.
Nursing Homes: Are They the Best Solution? Many communities have set up
nursing homes to serve elderly, poor, or disabled patients who have no alternative place
to go for care. For example, San Francisco has the massive Laguna Honda nursing home
in which hundreds of residents live in regimented wards of up to twenty-eight beds each.
It was founded back in 1866 and combined two functions, serving as both a long-term
home for the poor and elderly and a public hospital. It represents one view of nursing
homes as places that warehouse the elderly and frail before they die.

The city has decided to erect a large modern replacement building—which will
feature suites of rooms, internet access, and flat-screen televisions—to offer more
humane treatment for the residents. Opposition has arisen, however, to the idea of
a large-scale impersonal nursing home. Opponents prefer to see the Medicaid money
spent on providing home care or smaller assisted-living facilities sprinkled throughout the
community. They supply studies showing that average Medicaid costs for home care may
be almost a third less than for nursing homes—$34,400 versus $46,612 per year. They
argue that not only is the cost less but also the patients feel more stimulated and better
served in home care or in small assisted living facilities.
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Those who favor large nursing homes argue that these facilities are needed as a
safety net when sufficient alternatives don’t exist. They further argue that large nursing
homes can provide better medical and hospital care for residents who have serious medical
conditions. And finally, these nursing homes can be modernized and made more pleasant
and stimulating.

This debate on how to serve the indigent, elderly, and disabled will undoubtedly
continue, and cost will be one of the prime factors determining the outcome.
Source: ‘‘Battle on Home Front: San Francisco’s Massive New Nursing Facility Draws
Criticism as Institutions Lose Favor,’’ New York Times, May 7, 2007, pp. A1, A12.

The professionals who work in these settings are of diverse types as well. For
example, physician specialties range from surgical subspecialties (such as neuro-
surgery and cardiovascular surgery) to general primary care (family practice).
Currently, there are more than 885,000 physicians in this country.

Payers
Most insured people in the United States receive their coverage through their
employer. If small employers provide such coverage, they usually purchase it from
an insurance company; most large employers, however, self-insure and have other
firms manage the benefit on their behalf. Regardless of who bears the financial risk,
the vast majority of these plans are considered managed care organizations (MCOs)
(see Figure 3.4). We define managed care as follows: “A process to maximize the
health gain of a community within limited resources, by ensuring that an appropriate
range and level of services are provided, and by monitoring on a case-by-case basis
to ensure that they are continuously improved to meet national targets for health and
individual health needs.” 4 What differentiates managed care from fee-for-service care
is financial and clinical accountability aided by enhanced coordination of services.

MCOs consist mainly of three types of plans: health maintenance organizations
(HMOs), preferred provider organizations (PPOs), and a hybrid called a point of
service (POS) product. To effectively market to these types of plans or work within
this sector, the health care marketing specialist must understand how they differ.

Health Maintenance Organizations. An HMO is a health care plan that delivers
comprehensive, coordinated medical service to voluntarily enrolled members on a pre-
paid basis . Several parts of this definition require a more detailed explanation. First
is the key word comprehensive. With regard to scope of services, many traditional,
non-HMO plans cover acute care but not routine preventive services. A founding
precept of a health maintenance organization is the provision of care that prevents
illness and maintains health. In fact, for all the bad press these plans have received,
the research indicates that HMOs do provide more preventive care than other forms of
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FIGURE 3.4. Health Plan Enrollment for Covered Workers, by Plan
Type, 1988–2006

aDistribution is statistically different from distribution for the previous year shown at p <.05. No
statistical tests are conducted for years prior to 1999. No statistical tests are conducted between
2005 and 2006 due to the addition of HDHP/SO as a new plan type.
Source: Kaiser/HRET Survey of Employer-Sponsored Health Benefits, 1999–2005; KPMG Survey
of Employer-Sponsored Health Benefits, 1993, 1996, 1998; The Health Insurance Association of
America (HIAA), 1988.

insurance coverage.5 Another part of the comprehensiveness is financial coverage.
For example, many insurance products have lifetime limits on expenses, usually
ranging from one to five million dollars. HMOs do not have such caps.

The next key concept is coordinated medical service. This term implies that
someone is directing the care to ensure that it is delivered in a high-quality,
cost-effective manner. Although the term gatekeeper is often applied to this function,
it is more appropriate to say that it is the responsibility of a primary care physician.
We define the latter term as follows:
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Primary care is the provision of integrated, accessible health care services by clinicians
who are accountable for addressing a large majority of personal health care needs,
developing a sustained partnership with patients, and practicing in the context of
family and community. The term integrated is used to denote the provision of
comprehensive, coordinated, and continuous services that provide a seamless process
of care.6

Note the essential features in this definition: these physicians must be capa-
ble of caring for a majority of common conditions (such as diabetes, asthma, high
blood pressure, and arthritis) and can treat patients on a long-term basis in whatever
setting they need care. The specialties that fit this definition, therefore, are family
medicine, internal medicine, and pediatrics. The HMO requires that patients coordi-
nate care through their primary care physicians; except in nonemergency situations,
the HMO will generally pay only for services that the primary care physician autho-
rizes. Because this process restricts freedom of the patients to self-refer to specialists
of their choice, this practice has become a source of member dissatisfaction with this
type of plan. Other health care arrangements (such as PPOs) may not require these
referrals, accounting in part for their popularity and growth vis-à-vis HMOs.

The final key term is prepaid . This term means that the physicians receive a set
monthly fee (capitation) in advance of providing services. The amount is based on
the total number of patients assigned to that practitioner (or group), usually adjusted
by age and sex. The amount paid on behalf of an individual patient is usually called
the per member per month (PMPM) payment. This method of payment is intended
not only to provide physicians with a financial incentive to keep patients healthy,
but also to remove a barrier for patients who would otherwise delay care because of
out-of-pocket costs.

HMOs perform better than other types of plans in containing cost because they
are designed to change physician behavior, which accounts for about 75 percent
of health care expenses. One reason some countries fail to achieve successful cost
containment strategies is that they usually address only the amount of payment to
providers and suppliers rather than the method of payment that will result in a
change in physician behavior. Capitation is the hallmark of HMOs. If a plan does
not involve capitation, it is not truly an HMO, no matter what it calls itself. Because
a capitated plan means the services are prepaid, the physician does not increase
revenue by doing more. Capitation, therefore, addresses the financial incentives of
provider-induced demand that occur in a fee-for-service setting .

The concern with capitation, of course, is that the physician will be tempted to
withhold services. In addressing this issue, however, Berwick noted: “If anything, the
data suggest hazards and ethical problems in the overuse of services in fee-for-service
settings, rather than its underuse in capitated care.” 7

Because there are several types of HMOs, an important point to remember is that
the type of plan is defined by how the physicians are organized and their relation-
ship to the insurance component. Appreciating these organizational structures and
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relationships are critical for marketers who must understand and identify decision
makers in a managed care setting.

The first type of plan is a staff model . In this arrangement, physicians are
employees of the plan and receive salaries as well as performance bonuses based
on such measures as number of patients seen, compliance with cost-control mea-
sures, and meeting of quality goals. Although physicians are not capitated under
this scheme, their employment status, supervision, and reward structure make this
model a true HMO. Because these physicians are employees of the health plan, they
see only patients who belong to that HMO. Also, because they are employees, their
management decision-making abilities may be restricted. The real decision makers
are the plan executives. Common examples of this arrangement are employer- and
union-sponsored plans, which hire full-time physicians to care for all employee and
family health care needs.

The second type of plan is the group model . In this arrangement, physicians
belong to a medical group that has a mutually exclusive relationship with a health
plan: the plan’s patients see only the group’s physicians and the group sees only
patients enrolled in the plan. The group is capitated, and physicians within the group
determine the distribution of funds among themselves. The decision-making authority
in this model is split between the plan and the group. For example, pharmaceutical
companies may convince the plan (or its designated pharmaceutical benefit manager)
to offer its products to members. These companies then need to convince the group’s
leadership and, often, individual physicians to actually use these medications. The
prototype of a group model is the relationship between Kaiser and the Permanente
Medical Group.

The third model is called an individual practice association or IPA, which itself
has organizational variations. In the first type of this arrangement, the health plan
contracts with each individual physician. In another version, physicians organize
into virtual medical groups for purposes of contracting with health plans. Under this
arrangement, the organizing entity can be a hospital (a so-called hospital-based IPA),
medical society, or freestanding company. The plan then contracts with and pays
capitation to the IPA, which in turn pays member physicians on a fee or capitation
basis. Unlike group and staff model physicians, those who belong to an IPA can
see fee-for-service patients and contract with multiple plans. The decision makers
are even more decentralized in this setting. They consist of the plan executives, IPA
administrators, and individual physicians.

The fourth type of HMO plan is the network model , an organizational hybrid
of the group and IPA models. In the network model, plans contract with established
medical groups to provide care to enrolled members. It has thus been called an
IPA of groups . Unlike IPAs, though, these groups are actual legal entities in which
physicians share practice revenues and expenses. As is the case with IPAs, physicians
in network models also see non-HMO patients and can contract with multiple plans.



The Health Care Industry and Marketing Environment 55

The decision makers here are the plan executives, group leadership, and individual
physicians. Because physicians are organized in groups, reaching them is logistically
easier than with the first type of IPA model. Because they offer patients a wider
network of providers and have lower capital costs for the insurer than group or staff
models, the IPA and network models are the predominant types of HMOs in the
United States.

Preferred Provider Organizations. The second major type of MCO is the preferred
provider organization (PPO). PPOs emerged as an alternative to HMOs because
they give patients more freedom of choice of providers. According to the American
Association of PPOs (APPO): “PPOs, while difficult to define, have a number of
common operational elements . . . ” These elements operate as follows:

■ Insurer or third parties contract with a panel of providers.

Often the provider network is larger than a comparable HMO network; how-
ever, in view of continuing cost escalations, many of these networks are
becoming more select.

■ They negotiate a fee schedule with these providers.

Instead of capitation, these providers are paid on a discounted fee-for-service
basis. The rates are usually based on a percentage of the local Medicare
payment rates (above or below them).

■ The providers agree to abide by a utilization review process.

Because the health plan is paying claims, the utilization review can be more
administratively complex than in an HMO setting. For example, in HMOs
physicians are financially as well as clinically responsible for care and tend
to self-monitor utilization. Because a PPO is essentially a fee-for-service
payment mechanism, more preauthorization procedures are in place to curb
perceived overutilization.

■ Patients are not “locked in”; that is, if they obtain care outside the panel of
contracted providers, they will retain some coverage, though it will not be as
comprehensive as if they had stayed within the network.

As mentioned previously, in an HMO, except for emergencies, all care must be
approved and referred by the patient’s primary care physician. If a patient seeks such
care without a referral, the patient will be fully responsible for the bill. In a PPO, if
the patient sees a contracted doctor, the plan pays that doctor according to the fee
schedule. If the patient sees a noncontracted provider, the plan requires the patient to
pay more of the bill, but may still pay something. In recent years, the out-of-pocket
share has risen significantly for patients who obtain elective services from providers
who are not contracted with the plan.
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Although PPOs proliferated during the managed care backlash of the 1990s,
rising health care costs have forced these plans to increasingly behave like HMOs:
provider networks are narrowing, fee schedules are more “aggressive,” utilization
review is stricter (using more disease management programs), and financial penalties
are increasing for patients who go to noncontracted providers or use nonpreferred
pharmaceuticals. These changes, along with HMOs’ adoption of some open features,
have caused some convergence in the design of these two very different types of
insurance.

We offer an important caution for providers and suppliers dealing with PPOs.
Some of these companies contract with other plans to use their negotiated rates and
networks without the knowledge of the providers and suppliers; they are essentially
selling their contractual relationships to a third party. These arrangements are called
silent PPOs , because those delivering the services or providing products are unaware
of these secondary contracts. When payments are due, it can be difficult to identify
the responsible party. Contracts must, therefore, specify the companies responsible
for payment and prohibit such behavior.

Point of Service Plans (POS). POS plans are a hybrid of HMOs and PPOs and
may incorporate any number of the features of each. For example, some plans have
HMO benefits if the patient stays with his or her assigned primary care physician,
but switch to PPO-like fees if the patient prefers to see another contracted physician.
Because of the large number of variations, no one definition or lists of characteristics
adequately define this type of plan.

KEY MANAGED CARE TRENDS

To meet current and future concerns about health care costs, MCOs have intro-
duced changes in the way they do business. These measures include increasing
patients’ out-of-pocket expenses (in the form of higher deductibles, co-payments, and
coinsurance), giving customers the opportunity to customize their health insurance
(by combining desired cost structure and benefits), and establishing health savings
accounts (HSAs), whereby individuals are at increased “first dollar” financial risk
for their health care. The rationale for this latter measure is to make consumers of
health care more prudent purchasers.

Role of the Federal Government as a Payer
Because the federal government is a single entity and has legislative powers, it
wields more market power than any private payer. The populations covered by fed-
eral payments include government employees (through the Federal Employee Health
Benefit Program, or FEHBP), military veterans (through the Veterans Administra-
tion, or VA), active military and their families (through a program called Tricare),
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and, most important, Medicare and Medicaid. We will briefly discuss these last two
programs.

Medicare covered about forty-two million Americans in 2005. Eligibility for this
insurance comes from two groups. The first group (35.4 million) comprises those
sixty-five years of age or older, provided they or their spouse made payroll tax
contributions for at least ten years and are eligible for Social Security payments. The
other group consists of those less than sixty-five years old who have been permanently
and continuously disabled for a twenty-four-month period and are eligible to receive
Social Security Disability payments (6.3 million).

Although most payers traditionally compensate providers on some type of nego-
tiated fee schedule, Medicare has developed innovative alternative methods, some
of which have been adopted by private payers. We summarize these payment meth-
ods in Table 3.1. Although the details of each method are beyond the scope of this
chapter, we encourage marketing managers who deal with each category of cus-
tomer to investigate them further. Knowledge of how customers are paid is essential
to delivering value to them.

Medicaid is a joint federal and state program, with the former contributing at least
half of the funds. Despite federal parameters for participation, the degree of coverage
for specific services varies dramatically from state to state, making generalizations
unfeasible. In contrast with Medicare, whose eligibility is straightforward, the criteria
for Medicaid are much more complicated, but usually include financial criteria tied
to annual income as a percentage over the Federal Poverty Line (FPL). Further,
individuals need to apply for benefits rather than qualifying automatically, as is the
case with Medicare. Because of this latter feature, the exact number of Medicaid
eligibles is impossible to determine. Also, because individuals and families go on
and off the Medicaid rolls, the exact number of beneficiaries nationwide is constantly
changing. In the past few years, the numbers of enrolled persons have been estimated
to be between thirty-seven and fifty-two million. Current estimates are in the middle
portion of this range.

Employers
Most large employers offer their employees two or more types of health insurance,
often from the same insurance company. The marketing task for health plans is to
get the employer to choose their company to provide or administer these benefits. If
chosen, the plan must also market itself to the employees.

The continuing marketing challenge for these plans is to keep employer and
employee satisfied while holding down costs (see Field Note 3.3). For example,
employees want their medical claims paid in a prompt fashion; employers, who want
satisfied employees, also desire the plans to make sure payments are made only for
covered benefits and for correct amounts. Often a health plan will agree to full pay-
ment for a noncovered or nonreferred service so as to not lose the employer customer.
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TABLE 3.1. Medicare Payment Methods

Provider Payment Method

Inpatient Hospital International Classification of Disease (ICD)-9CM coding that
determines a diagnosis related group (DRG). Global amount
paid per hospital stay.

Outpatient Hospital Ambulatory Payment Category (APC)—Outpatient Prospective
Payment System (OPPS) based on Current Procedural
Terminology (CPT)-4 and Healthcare Common Procedural
Coding System (HCPCS). Global amount paid per type of
care; for example, emergency room visit or chemotherapy
visit. May have more than one APC per encounter.

Ambulatory
Surgicenter (not
hospital affiliated)

Nine payment categories. After 2008, new rates will be
phased in linked to the APC methodology.

Skilled Nursing Facility Resource Utilization Group (RUG-III)—Health Insurance
Prospective Payment Systems (HIPPS). Pays on per diem
basis.

Physicians CPT-4 or HCPCS codes that determine resource based relative
value scale (RBRVS) per service payment.

Pharmacies Contracted rates with either a Medicare MCO (under Part C)
or Part D payer. Also, Medicare beneficiaries who do not
sign up for Part C or D pay out-of-pocket charges.

Hospice Daily rates (per diems) based on level of service: routine home
care, continuous attendance at home, inpatient respite care,
and general inpatient care (for palliative treatment).

Home Health Care Outcome and Assessment Information Set (OASIS)—Home
Health Resource Groups (HHRG). Pays global amount for
each sixty-day episode of care (adjusted downward for
increments less than sixty days).
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FIELD NOTE 3.3.
Companies Struggle to Reduce Their Health Costs In 2007, the average
employee paid $2,904 a year for a family in premiums and out-of-pocket health expenses.
And companies are laying out nearly $9,000 per employee. This situation will only get
worse.

The new corporate imperative is to contain health care expenses. Aside from the
39 percent of companies that offer no medical benefits, the 61 percent who do are
undertaking various initiatives to reduce their costs, including:

■ Adopting higher-deductible plans.

■ Pressing for higher co-payments to discourage going to the doctor for minor ailments.

■ Instituting higher coinsurance payments by employees.

■ Adding surcharges to cover spouses and partners who could otherwise get coverage
from their employer, and audit more carefully which dependents are entitled to
coverage.

The result is that employees are feeling the pain of higher medical costs.
Companies are also being more careful who they hire. Job applicants with poor med-

ical backgrounds or likelihood of medical problems encounter discrimination, although
this is never the reason given.

Companies are also exhorting their employees to live healthier lifestyles. Several
companies have instituted wellness programs including smoking cessation and health-
club discounts. Other companies have gone further by establishing wellness facilities
on their premises, including running tracks, treadmills, and exercise equipment. Scotts
Miracle-Gro in Marysville, Ohio, audits and consults on the health of each employee.
Sources: Kathleen Kingsbury, ‘‘Pressure on Your Health Benefits,’’ Time, Nov. 6, 2006,
pp. 53–54; ‘‘Get Healthy–or Else: Inside One Company’s All-Out Attack on Medical
Costs,’’ Business Week, Feb. 26, 2007.

Supply Organizations
According to the U.S. Bureau of Labor Statistics, “the pharmaceutical and medicine
manufacturing industry consists of about 2,500 places of employment, located through-
out the country.” In 2004, this sector provided jobs for about 291,000 persons and is
expected to grow about 26 percent by 2014 (compared with 14 percent for all industries
combined). We will furnish examples of companies in each category, but the reader
should understand that there is much overlap due to diversified firms and joint ven-
tures. For example, Johnson & Johnson comprises many divisions engaged in several
sectors: pharmaceuticals (Janssen), biotechnology (Centocor), and devices (Cordis and
DePuy), to name a few.
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Every health system includes two types of for-profit supply organizations: (1)
pharmaceutical and biotechnology companies, and (2) medical device and supply
companies.

Pharmaceutical and Biotechnology Companies
The United States accounts for almost half of the $604 billion market value of the
global pharmaceutical and biotechnology sector. On a sales basis, this country is
the largest single market, with a 44 percent share of over $216 billion. Although
biotechnology products are being rapidly developed, pharmaceuticals still dominate
this field with more than an 80 percent share.8 A detailed account of the supply chain
in this sector is beyond the scope of this chapter, but is summarized in Figure 3.5
and Table 3.2. Here we will review key features of drug manufacturers, wholesalers,
pharmacies, and pharmaceutical benefit management companies (PBMs).

Pharmacy
(retail, mail-order)

Drug
manufacturer

Consumer

Pharmacy
Benefits
Manager

Employer/plan
Sponsor or

Health insurer

Drug
wholesaler/
distributor

Payment Flow

Member Cost Share 
or Payment for 
Drug if Cash Pay

Premium

Negotiated
Payment

Negotiated
Payment

Prompt Pay:
Volume
Discounts

Rebate Flow
Product Flow

FIGURE 3.5. Flow of Goods and Financial Transactions Among
Players in the U.S. Commercial Pharmaceutical Supply Chain

Source: The Health Strategies Consultancy LLC. This information was reprinted with permission
from the Henry J. Kaiser Family Foundation.
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TABLE 3.2. Channel Distribution by U.S. Sales

2006 Total Dollars
Channel (U.S. $Billions)a

Rank Distribution [Scripts In Millions]

1 Chain Stores $96.1 [1,946.4]

2 Mail Service $42.2 [232.3]

3 Independent Pharmacies $35.5 [765.3]

4 Clinics $30.1

5 Nonfederal Hospitals $26.8

6 Food Stores $22.2 [475.5]

7 Long-Term Care $13.0 [287.0]

8 Federal Facilities $3.7

9 Home Health Care $2.4

10 HMO $1.5

11 Miscellaneous $0.9

All $274.8 [3,706.7]

aRepresents prescription pharmaceutical purchases including insulin at
wholesale prices by retail, food stores and chains, mass merchandisers,
independent pharmacies, mail services, nonfederal and federal hospitals,
clinics, closed-wall HMOs, long-term care pharmacies, home health care,
and prisons/universities. Excludes co-marketing agreements. Joint ventures
assigned to product owner. Data run by custom redesign to include com-
pleted mergers and acquisitions. Source: IMS Health, IMS National Sales
PerspectivesTM, 3/2007.
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Drug Manufacturers. Globally, the industry is still fragmented; the top six firms
(led by Pfizer, Sanofi-Aventis, and Glaxo SmithKlein) account for only about 30
percent of the industry’s value. Companies are frequently differentiated from one
another by the types of products they produce. Some companies, such as the ones
just mentioned, produce innovative pharmaceuticals that are patented and sold under
trade names (branded pharmaceuticals). Other companies sell medications whose
patent has expired and promote the drug using a different brand name, but stress
its chemical content (generic pharmaceuticals). For example, Motrin (ibuprofen) was
originally sold exclusively under its brand name; now ibuprofen is available without
a prescription under a variety of names (including Motrin). Companies that manu-
facture generics range from U.S. firms Mylan and Barr, to Israel’s Teva, to India’s
Ranbaxy and Dr. Redy. According to Visiongain: “In sharp contrast to the branded
pharmaceutical market, which has stalled in recent years, the generics market is
enjoying a period of unprecedented success. In 2005 the world generics market was
worth $45 billion, a growth of 14 percent on the previous year . . . ” 9 A third cat-
egory of manufacturers makes complex organic molecules known as biologicals.
These medications are most often administered by injection. Prominent companies
in this sector are Amgen and Genentech.

According to the Kaiser Family Foundation, “Most promotional spending (86
percent) in 2004 . . . was devoted to promoting drugs directly to physicians through
sampling (57 percent), detailing (26 percent), and professional journals (2 percent),
with the remaining 14 percent directed at consumers. DTC [direct-to-consumer]
advertising experienced the highest average annual increase (22 percent) from 1996
to 2004, compared with 15 percent for the retail value of sampling, 12 percent
for detailing, and 1 percent in professional journal advertising” 10 (see Figure 3.6).
Worldwide, Consumers International (a British consumer advocacy group) estimates
promotional spending is about $60 billion.11 Such spending can be divided into the
following categories:

■ Detailing. Sales representatives from pharmaceutical companies call on physi-
cians to educate them about the company’s products, often comparing them with
ones offered by competitors on such dimensions as cost, drug-drug interactions,
side-effect profiles, and effectiveness. Recently, revised professional codes of
ethics, legislation, and voluntary efforts have limited the monetary value of gifts
that can be offered during sales calls and increased the scrutiny of promotional
activities. For example, the American Medical Association recommends that no
single gift exceed $100; as part of enforcement of a 2004 law, the state of West
Virginia has debated requiring drug companies to disclose the costs of detailing
physicians;12 and many medical students are refusing to attend lunches spon-
sored by pharmaceutical companies or to accept small gifts, such as pens with
corporate logos and drug names.13

■ Sampling. Drug companies supply physicians (and sometimes patients directly)
with free samples. These samples provide the opportunity for the doctor either
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FIGURE 3.6. Trends in Promotional Spending for Prescription Drugs,
1996–2004

Notes: Numbers may not total due to rounding. Sampling is the value of samples left at sales
visits to office-based physicians. The samples are valued at the prices at which they would
be sold in retail pharmacies. Detailing is expenses for the sales activities of pharmaceutical
company representatives directed to office-based and hospital-based physicians and hospital
directors of pharmacies; approximately 85 percent of detailing is for office-based sales visits.
Direct-to-Consumer Advertising is expenses for advertising to consumers through television,
magazines and newspapers, radio, and outdoors. Professional Journal Advertising is expenses for
advertising appearing in medical journals.
Source: IMS Health Web site [http://www.imshealth.com] and Kaiser Family Foundation Publica-
tion 7031.

to use a new medication or to see if a patient will respond to the medication
before a long-term prescription is issued. Because of the different methods used
to determine pharmaceutical costs (wholesale, retail, and marginal manufactur-
ing costs, to name a few), the exact value of these samples cannot be accurately
assessed. The 2003 retail figure used by the Pharmaceutical Research and Man-
ufacturers of America (the industry trade group often referred to as PhRMA)
was $16 billion.

■ Direct-to-consumer (DTC) advertising. This includes all advertisements geared
to consumers, as opposed to professionals who would prescribe medications. All
media have been used for this technique, including print, television, radio, and the
Internet. Again, according to the Kaiser Family Foundation: “ . . . for every 10%
increase in DTC advertising, drug sales within the classes studied increased on
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average by 1%. No evidence was found that changes in DTC advertising affected
the market share of individual drugs within the classes . . . This means that each
additional dollar spent on DTC advertising in 2000 yielded $4.20 in additional
pharmaceutical sales in that year.” 14 Because DTC advertising has been in gen-
eral media outlets, messages often reach many persons who are not candidates for
the treatments being promoted. To further refine their advertising strategies, drug
companies are adopting target marketing strategies. One of the fastest-growing
methods is internet use. “As marketers shift from consumer mass marketing to
more targeted opportunities on the Internet, eMarketer projects pharmaceutical
companies’ Internet spending will increase nearly 25% this year, to $780 mil-
lion.” 15 It is important to note that DTC advertising of pharmaceuticals is illegal
in most of the rest of the world (New Zealand being the prominent exception).

■ Medical journal advertising. This cost is the value of the advertisements drug
companies purchase in publications geared to prescribing physicians.

Another important marketing technique is sponsorship of educational meetings
and other events for physicians and health care professionals such as nurses and
pharmacists. The cost of these activities for physicians has been estimated at about
$2.1 billion.16

A perennial question arises about drug company profit margins and often frames
the public relations part of marketing this sector. This discussion begins with the
cost of bringing a drug to market, which manufacturers would like to recoup at a
profit over the course of its patent life. The actual out-of-pocket expense for drug
development has been estimated to be $403 million (in 2000 dollars). The problem
with using this figure is that it often takes more than ten years to bring a drug from
discovery to market; therefore, this cash flow must include a discount rate. At 11
percent, the present value is $802 million.17 Other estimates are higher: “Declining
R&D productivity, rising costs of commercialization, increasing payer influence and
shorter exclusivity have driven up the average cost per successful launch to $1.7
billion and reduced expected returns on new investment to the unsustainable level
of 5%” 18 (see Table 3.3).

Wholesalers. In 2004, this sector booked $212 billion in U.S. sales. Three firms
dominate 88 percent of the market: McKesson, Cardinal Health, and sourceBergen.19

They profit from the spread between the volume discounts they get from the manu-
facturers and what they charge their pharmacy, hospital, long-term care facility, and
physician clients.

Pharmacies. Pharmacies are the providers who deliver most of the pharmaceuticals
directly to patients in the United States. (Physicians may administer certain specialty
drugs, like chemotherapy.) Pharmacies may be independently owned and operated or
may be part of large chains, the three largest being Walgreens, CVS Caremark, and
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Rite Aid. Regardless of ownership, one can fill a prescription in person at a local
outlet or by mail from a distant warehouse (see PBMs in a later section). Additionally,
some pharmacies specialize by the type of product they furnish or the customers
they service. For example, Omnicare differentiates itself as “The nation’s leading
provider of pharmaceutical care for seniors.” Although traditional pharmacies make
their money on volume sales for frequently occurring conditions (such as respiratory
infections) or chronic diseases (such as diabetes), the companies that supply high-cost
drugs, such as biologicals, profit from low-frequency, high-cost medications. These
firms are called “specialty pharmacies,” and industry estimates project they will grow
to a $75 billion segment in the next few years. Leading companies in this specialty
sector include Accredo Health, CVS Caremark, and Priority Health Care. This niche
also includes hospital pharmacies, PBMs, and independent pharmacies. Patients can
traditionally buy medications in pharmacies one of two ways: using a physician’s
prescription to obtain drugs from the pharmacist or directly off the shelves in the
store (so-called “over-the-counter,” or OTC). Other countries have a third mechanism
called “behind-the-counter” (BTC), which does not require the consumer to have a
physician’s prescription but does require consultation with the pharmacist before
obtaining the drug. In the United States, the BTC method was instituted for Plan B,
a “morning after” contraceptive, but is rare for other items.

Pharmaceutical Benefit Management Companies (PBMs). Employers who self-
insure, and many insurance companies, contract with outside firms to provide pharma-
ceutical benefits for insured members. According to the Employee Benefit Research
Institute (EBRI), PBMs provide pharmaceutical benefits for almost three out of four
insured persons in the United States.20 About two-thirds of total market share (in
terms of prescriptions filled per year) is concentrated among the top four firms: CVS
Caremark, Medco Health Solutions, Express Scripts, and ACS State Health Care.21

PBMs may perform one or more of a variety of services for their clients:

■ Pharmacy network establishment

■ Mail-order pharmacy capability

■ Formulary establishment and maintenance

■ Beneficiary eligibility tracking

■ Claims processing

■ Negotiation of rebates from manufacturers

■ Utilization review of prescription patterns

■ Generic drug and therapeutic substitution protocols

■ Disease management
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These companies make their money by

■ Contracting for some or all of the administrative services mentioned above

■ Accepting risk for performance criteria for these activities

■ Retaining some of the rebates they negotiate with manufacturers

Medical Device and Supply Companies
These companies can be divided into the following categories:

■ Diagnostics. At one end of this category are companies such as GE, Siemens,
and Toshiba that manufacture complex, expensive devices such as CT and
MRI scanners and nuclear imaging equipment. At the other end are companies
such as Bayer, which manufactures urine dipsticks. Along the spectrum are
firms like Beckman Coulter, which produce machines to analyze blood sam-
ples. Other firms supply products used in diagnostic procedures; for example,
Berlex furnishes contrast dye for x-rays, and Boston Scientific and Medtronic
make catheters used to study the heart and other organs. Electronics and data
companies, such as Hewlett Packard, have significant positions in such medical
diagnostic devices as intensive care unit monitors.

■ Therapeutics. As with diagnostics, the therapeutics category spans products rang-
ing from complex to simple. In the former category are such items as cardiac
pacemakers and implantable defibrillators (made by such companies as Boston
Scientific, Medtronic, and St. Jude Medical). In the latter group are items such
as urinary catheters, manufactured by firms such as C.R. Bard, Inc. Sometimes
the therapeutic device category overlaps with the pharmaceutical industry, such
as in the case of drug-coated coronary artery stents.

■ Durable medical equipment (DME). Included in this category are such items as
wheelchairs (made by companies like Invacare and Everest & Jennings), hospital
beds (produced by firms like Hill-Rom and Stryker), and walkers.

■ Prosthetics. These items help individuals restore appearance and/or function
after loss from accident or disease. Simple prosthetics include wigs for persons
who lose their hair from chemotherapy. More complex items include artificial
joints (made by such companies as Johnson & Johnson’s DePuy Orthopedics,
Zimmer Holdings, and Smith & Nephew), limbs, and heart valves.

■ Disposables. This category comprises many over-the-counter items, such as ban-
dages and latex gloves. Some products in this category overlap with diagnostics
and therapeutics, such as diabetic test strips and syringes (both of which, for
example, are manufactured by Becton Dickenson). Many of these companies are
publicly traded (such as Johnson & Johnson), but some are large privately held
firms (such as Medline Industries, Inc.).
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■ Information systems. Suppliers to this sector include not only the well-known
hardware manufacturers, but also many specialty software companies. Microsoft
and GE are household names; other prominent health care software companies
include Epic, Cerner, Mysys, and McKesson. The products these companies pro-
vide range from electronic medical records to billing to medication dispensing
and may comprise comprehensive, enterprise-wide systems.

For all of these categories one should also recognize the consulting and support
services that make them function. For example, facilities need proper architectural
design to maximize efficiency and comply with safety and building code require-
ments; supply chain experts help manage inventory; and health care consulting
companies’ expertise ranges from information technology to sales force management.

Medical and Trade Associations
Persons and organizations join professional and trade groups for a variety of reasons,
such as professional development and recognition as well as achieving economies of
scale in industry-wide research, product recognition, and lobbying. A few examples
by sector are described here:

■ Providers. The most widely recognized organization is the American Medical
Association (AMA), whose membership comprises the most diverse group of
physicians; however, the AMA represents only about a third of U.S. physicians.
Its divisions address issues of public health, publish respected medical jour-
nals, and lobby for legislation important to physicians. There are also a number
of medical specialty societies. Some represent broad categories, such as the
American College of Physicians (recently merged with the American Society
of Internal Medicine) and the American College of Surgeons. Others are more
specialized within a specialty; for example, The American Association for Hand
Surgery, to which members of the American Academy of Orthopedic Surgeons
may belong.

Other providers have their own associations based on their professional roles.
Nurses have the American Nursing Association, but also subspecialty groups
such as the American Association of Nurse Anesthetists. Additional groups rep-
resent such providers as respiratory therapists, radiology technicians, and others.

Specialty societies are not limited to the clinical realm. Organizations such as
the American College of Physician Executives and American Organization of
Nurse Executives serve clinicians who have administrative roles.

■ Payers. The most widely know association in this and any other category is the
Blue Cross Blue Shield Association. This organization administers the franchise
of its trademark, coordinates local plans that collectively serve national accounts,
and provides national research. Another important group is America’s Health
Insurance Plans (AHIP), which represents most of the other major insurance
companies.
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■ Hospitals. Two main organizations represent this sector. The American Hospital
Association represents the political and economic interests of its members, while
the American College of Health Care Executives fulfills a professional education
and academic mission.

■ Suppliers. Many associations exist to serve this sector. For example, the Phar-
maceutical Research and Manufacturing Association (PhRMA) represents the
major pharmaceutical companies. The Biotechnology Industry Organization (BIO)
focuses on members in both established and emerging companies in that sec-
tor. Devices are represented by the Medical Device Manufacturers Association
(MDMA) and the Advanced Medical Technology Association (AdvaMed).

■ Functional. Other associations represent members in diverse organizations who
share common functional roles. Examples include the Health Care Financial
Management Association (HFMA), Healthcare Information and Management
Systems Society (HIMSS), and the Medical Marketing Association (MMA).

Health Advocacy Organizations
Health advocacy organizations are mostly nonprofit groups that seek to contribute
to and improve health care in the nation. Prominent examples include the Ameri-
can Cancer Society, American Heart Association, and American Lung Association.
Their missions include increasing public awareness about health and disease, pro-
viding information and support to people with certain conditions, raising money to
support research to treat specific diseases, and advocating for public support for their
members. For example, the American Heart Association uses information and edu-
cation channels to educate physicians and encourage people to exercise more and
eat more healthily.

All of these organizations have staffs who engage in social marketing to create
programs to fulfill their missions. The term social marketing describes the kind of
activities practiced by many health cause organizations to encourage such practices
as safer driving, smoking cessation, hard drug avoidance, life-long exercise, and
other causes.

Organization of the Federal Government’s Health Care Activities
Through the executive branch, the federal government is actively involved in
health care as an insurance payer provider of health care services, regulator, health
researcher, and funder of health programs and investigations. Both the legislative
and judicial branches are responsible for oversight of many health care activi-
ties. The principal responsibility for health care at the national level resides in
the Department of Health and Human Services (see Figure 3.7 for an organiza-
tional chart of this department). A detailed explanation of each section of this
department is beyond the scope of this chapter; however, health care marketers
must be aware which branch is involved in their business. For example, for
vaccine manufacturers, the FDA approves the safety and efficacy, the CDC issues
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recommendations for use, and the CMS determines whether the federal government
will pay for it.

State and local governments differ in their organization of responsibilities for
health care, including professional licensure, insurance regulation, administration of
state-specific Medicaid programs, public health programs, and granting certificates
of need (CONs) to organizations who wish to build new facilities that may increase
the local cost of care. States such as California, Illinois, and Massachusetts have
departed from traditional federal guidelines to introduce innovative health measures
to provide better coverage to the uninsured and to improve access to health care.

DYNAMIC RELATIONS AMONG HEALTH CARE STAKEHOLDERS

Depending on the situation, any two or more stakeholders in the health care sys-
tem may cooperate or compete with one another. One actor may value the others’
contributions but at the same time object to some features of the others’ behav-
ior. Although the cooperative situations may be obvious, the potential competition
and resulting conflicts may not be as clear. We present some examples of the latter
type of relationship in Figure 3.8 and further highlight three of them in this section.
These explanations should serve as a way for managers to consider competing and
cooperative arrangements across the field.

Although all stakeholders may interact alone or in any combination with patients,
for sake of clarity the patient is placed at the center of Figure 3.8, and you should
infer the links that indicate these relationships.

Pharmacies

Government

Physicians
6

5 4

3

1
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11
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FIGURE 3.8. Relationships Between Health Care System Stakeholders
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We will examine three relationships here and describe several others elsewhere
in this book.

Physicians and Hospitals
Although hospitals credential physicians who practice on their staffs, once approved,
these doctors act relatively independently, calling on the institution’s resources as
they see fit to provide patient care. Sources of conflict arise in these situations:

■ Physicians’ care is wasteful; for example, when they order unnecessary tests or
needlessly prolong a patient’s stay in the hospital. This situation causes financial
losses to hospitals that are paid a fixed amount per patient stay or per day.

■ Physicians set up businesses that compete with hospitals, such as freestanding
diagnostic facilities or ambulatory surgery centers.

■ Hospitals hire physicians who compete directly with independent practitioners.

Cooperation between physicians and hospitals has been hampered by federal
fraud and abuse laws (so-called “Stark Laws,” named after California democratic
Congressman Fortney Hillman “Pete” Stark Jr.). These laws prohibit hospitals from
offering physicians anything of value because of the possible illegal inducements
to send patients to that particular facility. Of note is that this legal obstacle was
relaxed in 2006 to facilitate cooperation in the development of information systems.
Since laws frequently change, we advise the marketer to obtain legal counsel before
launching new programs in this area.

Hospitals and Skilled Nursing Facilities
Hospitals and skilled nursing facilities (SNFs) most often engage in cooperative
arrangements when a patient is ready to be discharged but cannot go home because
of special needs. However, the line between these two institutions is increasingly
becoming blurred. Many hospitals have established “step down” facilities within
their walls that function as short-stay SNFs until the patient is ready to go home. In
fact, rural hospitals may even use the same beds for both inpatients and SNF patients,
changing the designation as the level of care changes (these are called swing beds).
SNFs, on the other hand, are providing services that were formerly the sole province
of hospitals, such as chronic ventilator care. A special designation of subacute care
facility applies to SNFs that furnish this higher technical level of care.

Physicians and Pharmacies
Although this relationship seems straightforward, diversification by both parties has
made the situation less clear. In 2006, Walgreens, CVS (now CVS Caremark), and
Wal-Mart all announced that they were opening in-store clinics. This action, although
not a challenge to surgeons or subspecialists, has direct consequences for primary care
physicians. The companies hope that the convenient hours offered by these walk-in
centers will increase store traffic and enhance same-store sales, including sales of
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medications. In reaction to this move, many physicians have more seriously consid-
ered implementing in-office medication dispensing, aided by management services
from such firms as Allscripts.

THE CHANGING HEALTH CARE ENVIRONMENT

Health care organizations and marketers need to frequently assess the major trends
in the health care environment to develop a competitive strategy that will help them
achieve their objectives.

Marketers find many opportunities by identifying trends in the macro environ-
ment. A trend is a direction or sequence of events that has some momentum and
durability. In contrast, a fad is unpredictable, short-lived, and without social, eco-
nomic, and political significance.

For example, one trend is seen in the steady rise over the years in the percentage
of people who value physical fitness and well-being. Marketers of health foods and
exercise equipment cater to this trend with appropriate products and communications.

Deducing a new market opportunity from a trend does not guarantee success,
even if it is technically feasible; therefore market research is necessary to determine
an opportunity’s profit potential. For example, some hospitals market a surgical
procedure to reduce acid reflux because the incidence of this condition is growing;
however, there may not be a sufficient number of people interested in having the
procedure or willing to pay the required price if they can make do with inexpensive
over-the-counter antacids.

Within the rapidly changing global picture, six major forces represent “uncontrol-
lables” that health care organizations must monitor and to which they must respond:
demographic, economic, social-cultural, natural, technological, and political-legal.
Marketers must also pay attention to interactions among these forces to identify and
take advantage of new opportunities and threats; for example, population growth
(demographic), which leads to more resource depletion, and pollution (natural), which
leads to more ailments, which in turn lead consumers to call for more regulations
and laws (political-legal). The restrictions stimulate new technological solutions and
offerings (technological). If the offerings are affordable (economic), they may actu-
ally change attitudes and behavior (social-cultural).

Demographic Environment
The main demographic force that marketers monitor is population, particularly the
size and growth rate of population in cities, regions, and nations; age distribution
and ethnic mix; educational levels; household patterns; and regional characteristics
and movements.

Worldwide Population Growth. The world population is undergoing explosive
growth, standing at over 6.3 billion and expected to exceed 7.9 billion by the year
2025.22 Population growth is a source of concern for two reasons. First, resources
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needed to support this much human life (food, fuel, land) are limited and may be
depleted at some point. Second, population growth is highest in areas that can least
afford it. The less developed regions of the world currently account for 76 percent
of the world population and are growing at 2 percent per year; the population in the
more developed countries is growing at only 0.6 percent per year. In the developing
countries, the death rate has been falling as a result of modern medicine, but the
birthrate has remained fairly stable or is declining.

Although worldwide population growth has major implications for business,
it does not mean growing markets unless they have sufficient purchasing power.
Nonetheless, organizations that carefully analyze their markets can find major oppor-
tunities. With the growth of senior markets, for example, there is greater demand for
long-term care and nursing home services.

Population Age Mix. National populations vary in their age mix, although there is a
global trend toward an aging population.23 At one extreme is Mexico, a country with
a very young population and rapid population growth. At the other extreme is Japan,
a country with one of the world’s oldest populations. Childhood vaccines, baby
vitamins, and pediatric services would be important offerings in Mexico. Japan’s
population consumes many more adult medical products.

A population can be subdivided into six age groups: preschool, school-age chil-
dren, teens, young adults age twenty-five to forty, middle-aged adults age forty to
sixty-five, and older adults age sixty-five and up. The most populous age groups
shape the marketing environment. In the United States, the seventy-eight million baby
boomers born between 1946 and 1964 are a powerful force shaping the health care
marketplace. Boomers are becoming more involved with health care decisions not only
for themselves, but also for their aging parents who require long-term care services.
Americans over the age of sixty-five represent 12.5 percent of the population and
grew from thirty-one million to thirty-four million from 1990 to 2000. The number
of those aged eighty-five and over grew from three million to four million. Parents of
the boomers are living longer and have increased demand for adult day care services,
Alzheimer’s clinics and homes, and assisted living centers, among other services. The
number of skilled nursing facilities has exploded, from 5,200 in 1980 to over 17,000
currently, while the number of nursing home beds has increased 21 percent.24 More
impressive is that, according to J. Walter Thompson, “households over 50 spend more
than $1.7 trillion on goods and services annually, they own 65% of the total net worth
among all U.S. households, they control 50% of all discretionary income, and they are
responsible for 60% of all health care spending.” 25

Ethnic Markets. Countries also vary in ethnic and racial makeup. The United States
was originally called a melting pot, but people now call it a “salad bowl” society, with
groups maintaining their ethnic differences, neighborhoods, and cultures. According
to the 2000 census, the U.S. population of 276.2 million was 72 percent white, 13
percent African American, 11 percent Latino, and 3.8 Asian American. Moreover,
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of these, nearly twenty-five million—more than 9 percent of the population—were
born in another country.

Each group has specific needs, wants, and buying habits that marketers need
to understand. After PacifiCare Health Systems (now part of United Health Group)
learned that 20 percent of its three million insurance customers are Latino, it set
up a new unit, Latino Health Solutions, to market its products in Spanish and refer
customers to Spanish-speaking doctors.26 Yet marketers must be careful not to over-
generalize about ethnic groups. Within each ethnic group are consumers who are
quite different from each other.

Educational Groups. The population of any society falls into five educational groups:
illiterates, high school dropouts, high school graduates, college graduates, and pro-
fessional and post–graduate degree holders. The differences even among developed
countries can be significant. In Japan, 99 percent of the population is literate; in the
United States up to 15 percent of the population may be functionally illiterate. This
illiteracy problem “has profound implications . . . more than 200 studies have consis-
tently found the level of most health materials and medical documents—appointment
slips, consent forms, prescriptions—to be written well beyond the functional literacy
of the average reader. Yet, few findings from those studies have circulated beyond the
adult literacy and health education professional communities.” 27 Coexisting with this
illiterate segment of the population are the approximately 36 percent of Americans who
are college-educated, one of the world’s highest percentages. This latter education level
fuels demand for health care information from such sources as books, magazines, and
the Internet.

Household Patterns. “Typical” 1950s families consisting of opposite sex, married
parents and their children are no longer the norm; they account for only 25 percent
of U.S. households.28 Paradoxically, the majority of families are termed diverse or
nontraditional; these designations include single live-alones, unmarried adults of one
or both sexes who live together, single-parent families, childless married couples, and
empty-nesters. More people than ever before are divorcing or separating, choosing not
to marry, marrying later, or marrying without the intention to have children. Each
group has a distinctive set of health care needs and buying habits. For example,
because widows in the SSWD group (single, separated, widowed, divorced) live
alone, they may need (1) help getting to and from health care appointments, (2)
modifications to their homes (ramps, first-floor accommodations) if they cannot use
stairs due to accidents or illnesses, and (3) emergency communications devices if
they become incapacitated and are unable to call for medical assistance.

As another example, compared to the average American, respondents who clas-
sify themselves as gay are over ten times more likely to be in professional jobs,
almost twice as likely to own a vacation home, eight times more likely to own a lap-
top computer, and twice as likely to own individual stocks.29 Organizations such as
the King County (Washington) Public Health Department have developed offerings
for this population and the nontraditional household market as a whole.



76 Strategic Marketing for Health Care Organizations

Geographical Shifts in Population. This era is a time of great migratory movements
between and within countries. Within countries, population movement also occurs as
people migrate from rural to urban areas and then to suburban areas. Although the
United States experienced a rural rebound in the 1990s as nonmetropolitan counties
attracted large numbers of urban refugees, urban markets are now growing more
rapidly again due to a higher birth rate, a lower death rate, and rapid growth from
foreign immigration.30

Location makes a difference in goods and service preferences. For example,
nearly half of all those over the age of five (120 million) moved at least once between
1995 and 2000. Many moved to the Sun Belt states and away from the Midwest and
Northeast.31 As a result, the demand for health care services is decreasing in the Mid-
west and Northeast and increasing in the Sun Belt. Also, with more of the population
living in areas with greater sun exposure, there is higher incidence of sun-related skin
cancers and aging conditions. These conditions, in turn, generate more demand for
dermatologists and plastic surgeons. There are also regional differences that relate
to health choices: people in Seattle buy more toothbrushes per capita than people in
any other U.S. city, people in Salt Lake City eat more candy bars, and people in
Miami drink more prune juice.

Economic Environment
Markets, as well as people, require purchasing power. The available purchasing power
in an economy depends on current income, prices, savings, debt, and credit availability.
Marketers must pay careful attention to trends affecting purchasing power because they
can have a strong impact on business, especially for companies whose products are
geared to high-income and price-sensitive consumers. For example, people with lower
incomes are not good prospects for high-deductible consumer-driven health insurance
plans.

Income Distribution. Nations vary greatly in level and distribution of income and
industrial structure. The four types of industrial structures are subsistence economies
(few opportunities for marketers); raw-material exporting economies , such as Zaire
(copper) and Saudi Arabia (oil); industrializing economies , such as India, Egypt, and
the Philippines; and industrial economies that are rich markets for all sorts of goods
and services.

Marketers often distinguish among countries according to five different income-
distribution patterns:

1. Very low incomes

2. Mostly low incomes

3. Very low and very high incomes

4. Low, medium, and high incomes

5. Mostly medium incomes
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The market would be very small in countries with type (1) or (2) income patterns.
Further, income distribution patterns differ across time and between countries. For
example, “ . . . over their 1990s business cycles, the entire distribution of after-tax
household size-adjusted income moved to the right in the United States and Great
Britain while inequality declined. In contrast, Germany and Japan had less income
growth, a rise in inequality and a decline in the middle mass of their distributions that
spread mostly to the right, much like the United States experienced over its 1980s
business cycle. In the United States and Japan, younger persons fared relatively better
than older persons while the opposite was the case in Great Britain and Germany.” 32

The correlation between income and health insurance coverage is strong. The
likelihood that an individual has health insurance increases with income, but some
individuals in relatively high-income families do not have health insurance, as shown
in Table 3.4. The probability that a person with $50,000 or more in family income is
uninsured is growing slightly faster than it is for lower-income individuals. Between
1999 and 2003, the likelihood of being uninsured for persons in a family with income
below $25,000 increased 1 percent, while it increased 3.4 percent for persons in
families with income of between $50,000 and $74,999, and 2.7 percent for persons
with family income of $75,000 or more. This situation is due in part to the fact that
persons in low-income families are often eligible for publicly funded programs such
as Medicaid and the State Children’s Health Insurance Program (S-CHIP).33

Health Care Costs. In 2005, U.S. health care spending increased 6.9 percent to
almost $2.0 trillion, or $6,697 per person. This increase was the slowest rate since
1999, when spending rose 6.2 percent. The health care portion of gross domestic
product (GDP) was 16.0 percent, slightly higher than the 15.9 percent share in 2004.
Although spending on health care rose at twice the rate of general inflation in 2005,
this increase was the third consecutive year of slower health spending growth.34

This slower growth was driven by a reduction in prescription drug expenditures,
largely due to the increasing use of lower-cost generics. Spending on prescription
drugs increased 5.8 percent, to $200.7 billion, well down from the peak increase of
18.2 percent noted in 1999.

Hospital spending was again the largest piece of the health spending pie, account-
ing for 31 percent of all money spent, and continued to be the main factor in spending
growth. Inpatient and outpatient costs resulted in a nearly 8 percent annual increase.
Spending for hospital and physician and clinical services grew at rates similar to
those in 2004. Health insurance premium rates rose by 6.6 percent in 2005, contin-
uing a moderating trend seen in the preceding couple of years and well below the
double-digit increases seen in the late 1990s and early 2000s. Employers continued to
shift some of those costs to workers through offering so-called consumer-driven plans
that increased deductibles, added co-payments, or eliminated coverage for specific
treatments or certain drugs.35

Savings, Debt, and Credit Availability. Consumer expenditures are affected by
savings, debt, and credit availability. U.S. consumers have a high debt-to-income
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ratio, which slows down further expenditures on housing and large-ticket items.
Credit is very available in the United States but at fairly high interest rates, especially
to lower-income borrowers. Here the Internet is helping consumers connect with
many financial services firms vying for their business.

Physicians and hospitals are now working with financial services companies
to market credit cards to patients. The purpose of these joint ventures is to help
physicians and hospitals reduce their mounting collection efforts, which are due to
patients’ bearing more responsibility for out-of-pocket spending on health care.

According to the results of a recent national survey by Access Project, a nonprofit
medical consumer advocacy group associated with Brandeis University, and Demos,
a public-policy research organization, about one-fifth of low- and middle-income
households with credit card balances cited significant medical expenses as a reason
for their debt.

Tenet Health Care, a large, publicly traded national hospital chain, is attempting
to deal with its employees’ escalating medical debts by offering them a line of
credit. Under this innovative pilot program, employees’ co-payments for doctor visits
and other health care services are paid through automatic payroll deductions. The
program is being offered in partnership with UnitedHealth Group, which markets
health savings accounts.36

Social-Cultural Environment
Society shapes our beliefs, values, and norms. Almost unconsciously, people absorb
a worldview that defines their relationships to themselves, others, organizations,
society, nature, and the universe. Other cultural characteristics of interest to marketers
include the persistence of core cultural values, the existence of subcultures, and shifts
of values through time. For a given product or service, marketers should determine
which of the following views are most important to the stakeholder:

■ Views of themselves. People vary in the relative emphasis they place on self-
gratification. Today, U.S. consumers are more conservative in their behaviors
and ambitions. Marketers must recognize that there are many different groups
with different views of themselves.

■ Views of others. People are concerned about the homeless, crime and victims, and
other social problems. At the same time they hunger for long-lasting relationships
with others. These trends portend a growing market for offerings that promote
direct relations among human beings, such as health clubs, and for offerings that
allow people who are alone to feel that they are not.

■ Views of organizations. People vary in their attitudes toward corporations, gov-
ernment agencies, trade unions, and other organizations. There has been an
overall decline in organizational loyalty in U.S. society due to such occurrences
as downsizings and scandals such as at Enron and HealthSouth.37 Even in cul-
tures with traditional long-term employer loyalty, such as Japan, workers are
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becoming more mobile. As a result, organizations need to find new ways to win
back consumer and employee confidence.

■ Views of society. People have varying attitudes toward society. Some defend it,
some run it, some take what they can from it, some want to change it, some are
looking for something deeper, and some want to leave it.38 Consumption patterns
often reflect social attitudes; those who place high importance on exercise and
diet may believe that societal health problems can be helped more by individual
initiative and not as much by government intervention.

■ Views of nature. People vary in their attitudes toward nature. A long-term trend
has been humankind’s growing mastery of nature through technology. Recently,
however, people have awakened to nature’s fragility and finite resources. Busi-
ness has responded to increased interest in camping, hiking, boating, and fishing
with appropriate goods and services.

■ Views of the universe. People vary in their beliefs about the origin of the uni-
verse and their place in it. Most Americans are monotheistic, although religious
conviction and practice have been waning through the years.

High Persistence of Core Values. People living in a particular society hold many
core beliefs and values that tend to persist. Core beliefs and values are passed on
from parents to children and are reinforced by major social institutions—schools,
religious institutions, businesses, and governments. Secondary beliefs and values are
more open to change. Marketers have some chance of changing secondary values
but little chance of changing core values. For instance, the nonprofit organization
Mothers Against Drunk Drivers (MADD) does not try to stop the sale of alcohol,
but it does promote the idea of appointing a designated driver who will not drink; it
also lobbies to raise the legal drinking age.

Existence of Subcultures. Each society contains subcultures —groups with shared
values emerging from their special life experiences or circumstances. Members share
common beliefs, preferences, and behaviors that may differ in subtle ways from
the mainstream culture. For instance, health food stores seek to market their spe-
cialty products to certain populations who believe they cannot satisfy their needs in
traditional grocery outlets.

Natural Environment
The deterioration of the natural environment is a major global concern. In many world
cities, air and water pollution have reached dangerous levels and have triggered or
exacerbated such health ailments as asthma and certain types of cancer.

In Western Europe, “green” parties have vigorously pressed for public action
to reduce industrial pollution. In the United States, experts have documented the
ecological damage and the global warming phenomenon. Watchdog groups such
as the Sierra Club and Friends of the Earth carry these concerns into the political
and social arena, calling for new regulations and investments. These groups use
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marketing tools to influence public opinion and initiate legislative action to stop the
tide of deterioration. As a result, heavy industry and public utilities have had to
invest billions of dollars in pollution-control equipment and more environmentally
friendly fuels. The auto industry has had to introduce expensive emission controls
in cars. The soap industry has had to increase its products’ biodegradability.

Great opportunities await companies and marketers who can create solutions that
reconcile company profitability with environmental protection. Companies will be
rewarded for developing new materials that can be recycled and for reducing energy
costs in the lighting, cooling, and heating of homes and in the use of automobiles.
With better air and water quality, people will be less afflicted by environmental
conditions that harm their health.

Technological Environment
One of the most dramatic forces shaping people’s lives is technology. “New” tech-
nology has led to such breakthroughs as penicillin, open-heart surgery, and the birth
control pill, but it is also a force for “creative destruction.” Transistors hurt the
vacuum-tube industry, xerography hurt the carbon paper business, and the Web hurt
the magazine business. These innovations are what Christensen, Bohmer, and Kenagy
have called “disruptive technologies.” 39 Instead of moving into the new technologies,
many industries fought or ignored them, and their businesses declined. Yet it is the
essence of market capitalism to be dynamic and tolerate the creative destructiveness
of technology as the price of progress.

New health care technology also creates major long-term social consequences
that are not always foreseeable. The contraceptive pill, for example, led to smaller
families, more working wives, and larger discretionary incomes—resulting in higher
expenditures on vacation travel, durable goods, and luxury items. Marketers should
monitor such technology trends as the pace of change, the opportunities for innova-
tion, varying R&D budgets, and increased regulation.

Accelerating Pace of Change. Many common products, such as MRI scanners,
were not available decades ago. The Human Genome Project promises to usher in
the Biological Century as biotech workers create new medical cures, new foods, and
new materials. The lead time between new ideas and their successful implementation
is shortening, as is the time between introduction and peak production. Ninety percent
of all the scientists who ever lived are alive today, and technology feeds upon itself.

Unlimited Opportunities for Innovation. Scientists today are working on a startling
range of new technologies (such as biotechnology and medical robotics) that will rev-
olutionize products and production processes. Researchers are working on cures and
vaccines for AIDS, more potent and less addicting painkillers, safer contraceptives,
and tasty nonfattening foods. They are designing robots for heart surgery and home
nursing. The challenge in innovation is not only technical but also commercial—to
develop affordable versions of new products.
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Varying R&D Budgets. Although the United States leads the world in annual basic
research and development expenditures, a growing portion is going into the develop-
ment side. This strategy raises concerns about whether the United States can maintain
its lead in basic science. Many organizations are content to put their money into
copying competitors’ products and making minor feature and style improvements.
Even basic-research companies such as DuPont and Pfizer are proceeding cautiously.
Increasingly, research directed toward major breakthroughs is being conducted by
consortiums rather than by single companies.

Increased Regulation of Technological Change. As products become more com-
plex, the public needs to be reassured about their safety. Consequently, govern-
ment agencies’ powers to investigate and ban potentially unsafe products have been
expanded. In the United States, the Federal Food and Drug Administration must
approve all drugs before they can be sold. Safety and health regulations have also
increased in the areas of food, automobiles, clothing, electrical appliances, and con-
struction. Marketers must be aware of these regulations when proposing, developing,
and launching new products. In addition, drug companies have a moral as well as
a legal obligation to monitor drug use after approval. The controversy concerning
the deaths resulting from the use of the painkiller Vioxx led Merck to withdraw the
drug from the market. According to the Associated Press, by March of 2007 the
company faced about 28,000 law suits as well as 265 potential class action suits
due to adverse cardiovascular events associated with Vioxx and the inadequacy of
Merck’s warnings. As a result of this instance and other concerns, new federal legis-
lation in 2007 gave the FDA greater powers to oversee pharmaceutical and medical
device companies’ post-marketing surveillance. The persistent dilemma, however,
is balancing the potential benefit of quick approval and introduction of technology
against possible unanticipated complications.

Political-Legal Environment
Marketing decisions are strongly affected by developments in the political and legal
environment. This environment comprises laws, government agencies, and pressure
groups that influence and limit various organizations and individuals. Sometimes
these laws also create new opportunities for business. For example, regulations
related to the licensing and training of emergency medical technicians (EMTs) and
paramedics have created dozens of new companies dedicated to meeting the increased
demand for mandatory training. Two major trends in this environment deal with the
increase of business legislation and the growth of special-interest groups.

Increase of Business Legislation. Business legislation has three main purposes: to
protect companies from unfair competition, to protect consumers from unfair business
practices, and to protect the interests of society from unfair business behavior. A
major purpose of business legislation and enforcement is to charge businesses with
the social costs created by their products or production processes.
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A central concern about business legislation is, at what point do the costs of
regulation exceed the benefits? The laws are not always administered fairly, and
regulators and enforcers may be lax or overzealous. Although each new law may
have a legitimate rationale, it may have the unintended effect of sapping initiative and
retarding economic growth. For example, state certificate of need (CON) regulations
control new construction or remodeling of hospital facilities. These CON laws are
designed to control supply of what could be unneeded health services and hence extra
costs to the system. An alternative approach would be to let market forces influence
changes in capacity to make hospitals accountable and at risk for their initiatives so
as to protect taxpayers.

Over the years, legislation affecting business has steadily increased. The Euro-
pean Union has enacted laws that cover competitive behavior, product standards,
product liability, and commercial transactions. The United States has laws covering
such issues as competition, product safety and liability, fair trade and credit practices,
and packaging and labeling.40 Marketers need a good working knowledge of rele-
vant business legislation, legal review procedures, major laws protecting competition,
consumers, and society, and ethical standards.

Growth of Special-Interest Groups. The number and power of special-interest
groups have increased over the past three decades. Political action committees (PACs)
lobby government officials and pressure businesses to pay more attention to the rights
of consumers, women, senior citizens, minorities, the disabled, and gays. An impor-
tant force affecting business is consumerism—an effort of citizens and government
to strengthen the rights and powers of buyers in relation to sellers. Recently, con-
sumer advocates have made inroads in the health care arena, including knowing
the true cost of a medical procedure and the quality of care a provider is likely to
provide. Yet new laws and growing pressure from special-interest groups continue
to add more restraints on marketers, moving many private marketing transactions
into the public domain. Many marketing managers in the pharmaceutical sector feel
particularly constrained by their legal departments, which are concerned about fraud
and abuse laws as well as accuracy of advertising claims.

SUMMARY

The U.S. health care system needs improvement, given that it spends so much more
on health care than other nations and does not derive commensurate benefit. Too
many parties are working at cross purposes, rather than operating in unison to achieve
the main objective, namely healthy citizens. Further, the health system should invest
more in wellness rather than principally in curing illness. Achievement of these goals,
however, starts with providing health insurance for the entire population.

Marketers can play an important role in achieving a better health care sys-
tem. Opportunities to help start with identifying and monitoring trends in six major
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environmental forces: demographic, economic, social-cultural, natural, technological,
and political-legal.

In the demographic environment, marketers must be aware of worldwide popula-
tion growth; changing mixes of age, ethnic composition, and educational levels; the
rise of nontraditional families; large geographic shifts in population; and the move
to micromarketing and away from mass marketing.

In the social-cultural arena, marketers must understand people’s views of them-
selves, others, organizations, society, nature, and the universe. They must market
products that correspond to society’s core and secondary values, and they must
address the needs of different subcultures within a society.

In the natural environment, marketers need to be aware of raw materials short-
ages, increased energy costs and pollution levels, and the changing role of govern-
ments in environmental protection.

In the technological arena, marketers should take account of the accelerating
pace of technological change, opportunities for innovation, varying R&D budgets,
and the increased governmental regulation brought about by technological change.

In the political-legal environment, marketers must work in concert with the many
laws regulating business practices, ethical considerations, and various special-interest
groups.

All these considerations must also be grounded in an understanding of stake-
holders’ preferences among cost, quality, and access.

DISCUSSION QUESTIONS

1. You are in charge of marketing your company’s laboratory services to managed
care plans in your region. Contrast approaches to promoting these products to a
PPO and to a staff model HMO.

2. Your pharmaceutical company has just come out with a new, second-in-class
pill to treat high blood pressure. As manager for institutional and government
contracts, you want to make sure your hospital (inpatient and outpatient), nursing
home, home health care, Medicare, and Medicaid customers will use the product.
To understand their willingness to pay for it, contrast how buying your drug
affects each of these client’s costs.



CHAPTER

4
DETERMINANTS OF THE
UTILIZATION OF HEALTH

CARE SERVICES

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the main factors driving people to seek health care?

2. How are people influenced by their personal characteristics (such as age, gender,
race, income and education) in seeking health care?

3. What are the main factors and forces that reduce the demand for health care?

4. What are the main factors that tend to increase the demand for health care?

5. How do health care coverage and incidence vary geographically?

85
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OPENING EXAMPLE
‘‘Just one more thing . . . ’’ Mr. Ramirez had just spent twenty minutes of his
follow-up doctor’s appointment talking about how difficult it was to stay on his prescribed
diabetic diet. After his physician came up with an alternate diet and exercise plan, and
made some medication adjustments, Mr. Ramirez said, ‘‘I think I can live with that,’’ and
got up to leave the exam room. With one foot out the door, he paused and said, ‘‘By the
way doc, can I talk to you about another problem?’’ His physician was running behind
schedule and asked if it was urgent or could wait until the next appointment in a month.

‘‘Never mind,’’ the patient said, and he left.
Mr. Ramirez wanted to talk to his physician about erectile dysfunction, a common

problem in diabetics. Although the subject is difficult for any male to bring up, in
the Hispanic culture it is a particularly sensitive issue. Rather than seek proven medical
treatment, many men in this situation try unproven herbal remedies, which can cause side
effects with prescribed medication, or order from internet sites, which carries a risk of
receiving inactive counterfeits, outdated medication, or a mislabeled drug.

As we discuss in this chapter, people seek medical care for a variety of reasons,
and physicians respond to those reasons in ways that are also very individual. We
hope that the insights we provide will help the reader appreciate F. W. Peabody’s
statement: “The essence of the practice of medicine is that it is an intensely personal
matter . . . The significance of the intimate personal relationship between physician
and patient cannot be too strongly emphasized . . . One of the essential qualities of
the clinician is interest in humanity, for the secret of the care of the patient is caring
for the patient.” 1

OVERVIEW: WHY PEOPLE SEEK HEALTH CARE

The first obvious reason to seek care is for a known illness (either acute or chronic),
accident, or injury. All of the stakeholders in Table 4.1 have an interest in this reason.
Those closest to the patient—family and friends—provide a strong influence to seek
care. An employer also wants the patient to return to work as soon as possible and
reduce health care costs.

The government’s interest is represented by such federal agencies as the Food and
Drug Administration (FDA), the Centers for Disease Control and Prevention (CDC),
the Occupational Safety and Health Administration (OSHA), and the Environmen-
tal Protection Agency (EPA), as well as state and local public health departments.
These agencies and departments are charged with the oversight and preservation of
public health and safety and can request or require that an individual seek care. An
example of government requiring someone to get medical attention is the case of a
communicable infection such as tuberculosis or a sexually transmitted disease (STD).
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TABLE 4.1. Reasons for Seeking Care and Relevant Stakeholders

Stakeholder

Public
Family Health

or and Insurance
Reason Patient Partner Friends Employer Safety Company Suppliers

Illness/
Accident/
Injury

X X X X X X X

Symptom X X X X X X

Prevention/
Checkup

X X X X X X X

Second
opinion

X X X X X

Legal X X X X X X X

Administrative X X X X X

Discretionary X X X X

Source: Joel Shalowitz.

Insurance companies have a significant financial stake in patients’ seeking of
health care services, ranging from preventing unnecessary visits to making sure timely
and appropriate care is provided. In this category, we include not only commercial
insurance plans, such as Blue Cross/Blue Shield, but also those with government spon-
sorship, such as Medicare and Medicaid. For example, insurance companies are now
reminding patients to seek care more often to control such conditions as diabetes and
high blood pressure.

Finally, suppliers, particularly pharmaceutical companies, encourage patients to
seek care for a variety of known diseases and symptoms. This encouragement may
occur through such measures as public service announcements, sponsorship of health
fairs, or direct-to-consumer (DTC) advertising.

For the reasons “Symptom” and “Prevention/Checkup,” the stakeholder interests
are the same as those for acute conditions, except that insurance companies usually do
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not frequently encourage individuals to seek care for specific symptoms . As an example
of government intervention in this category, the CDC may encourage patients with
a high fever and cough to seek medical care during influenza season. Also, suppliers,
such as those offering diagnostic tests, and pharmaceutical companies who manufacture
vaccines are particularly interested in encouraging preventive services.

As far as second opinions are concerned, patients and those in their support network
often want additional viewpoints about diagnoses and treatment recommendations. Fur-
ther, insurance companies may request or require that a patient receive a confirmatory
exam to avoid unnecessary care, such as surgery. Also, employers often require employ-
ees toobtain secondopinions regarding thenatureand treatment of work-related injuries,
and for the timing of return-to-work clearance and functional expectations.

Legal reasons for seeking care can involve all stakeholders. Patients and those
who are interested in them may believe they were physically or mentally harmed in
some negligent fashion and initiate an encounter to verify or confirm this impression.
Employers, government agencies, and insurance companies may request exams to
determine disability payments. On the other side of the liability issue—that is,
the defendant’s side—stakeholders such as pharmaceutical companies may require
exams to assess legal responsibility for damages.

Other stakeholders may require patients to obtain services for administrative
reasons—such as preemployment physicals and documentation of immunizations or
treatment—and assessment of eligibility for life and disability insurance. Note,
however, that due to large group contracts, persons who work for big companies
are almost always exempt from physicals to determine health insurance eligibility.
Suppliers such as pharmaceutical companies may compell certain patients to have
specialist exams or tests to determine eligibility to receive certain medications, such
as those involving experimental protocols.

The Discretionary category listed in Table 4.1 includes services that, strictly
speaking, have little to do with health as we defined it in Chapter One; for example,
procedures such as cosmetic surgery. Products that may fall into this class are the
so-called lifestyle medications (such as those for erectile dysfunction and baldness).
From an international perspective, a given country’s culture will determine what is
included in this category. For example, as mentioned previously, until recently spa
care was covered by the sickness funds in Germany; such a benefit is unlikely
to become standard in the United States. Individuals and concerned parties are
obviously interested in these discretionary services, particularly when they have dis-
posable income. Suppliers are eager to sell these nonessential products or services
by aggressively promoting their use via DTC advertising.

The strategic marketing lesson from applying this approach is to identify what type
of service is involved , the reason the patient is seeking care (for example, self-motivated
or required by a third party), and the relevant stakeholders for the encounters.

We must next consider the personal characteristics that influence the likelihood
that an individual will seek care:
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■ Age

■ Gender/Sex

■ Race

■ Income and socioeconomic status

■ Education

■ Availability of care (including insurance and pricing for services)

■ Culture and patients’ beliefs

Age
With respect to age, “children, child-bearing-age women, and the elderly use health
care services the most.” 2 Although this finding is from a Brazilian study, it represents
the pattern in most developed countries. In the childhood category, the greatest
utilization is in the first two years of life; it then declines rapidly until females reach
the child-bearing years. This overall relationship in the U.S. population is displayed
in Figure 4.1.

Age is also a factor for utilization of specific services (see Figure 4.2). For
example, “significant age-related disparities appear to exist for both evidence-based
and non-evidence-based cancer-screening interventions.” 3
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FIGURE 4.1. Outpatient Visits Per 100 Persons in the United States by
Age and Sex, 2004

Source: National Center for Health Statistics. Health, United States, 2006: With Chartbook on
Trends in the Health of Americans, With Special Feature on Pain. Hyattsville, Md.: U.S. Government
Printing Office (DHHS Pub No. 2006–1232), 2006.
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Age 65–74 (Total $8,167)

Age 75–84 (Total $12,244)

Age 85 and older (Total $20,001)
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FIGURE 4.2. Per Capita Spending on Personal Health Care

Note: Complete data on personal health care spending by age are not readily available. The
estimates in this [figure] are based on administrative data for Medicare and Medicaid, household
survey data from the Agency for Health Care Research and Quality, and various provider surveys.
Estimates are for 1999 and are the most current available.
Source: http://www.globalaging.org/health/us/2007/spending.pdf.

Gender/Sex
The difference between men and women regarding utilization of health care is also
displayed in Figure 4.1. Note that in every age category except childhood, women
use health care services and products more than men. Not only do men and women
differ in their health-seeking behaviors, but providers order services at different rates
for the sexes (even when reproductive services for women are excluded). These dif-
ferentials can be either beneficial or harmful, depending on whether the intervention
represents appropriate care versus over- or underutilization.

One very important factor that cannot be inferred from these statistics is the
central role of women as the health care decision makers, not only for themselves but
also for their families. This responsibility has critical marketing implications—from
making sure mothers in developing countries know which products to use to treat
childhood diarrhea (a leading cause of death) to persuading women in developed
nations to direct their family’s health care needs to a particular hospital or request a
brand of medication.
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Race
When considering differences due to race, one must be aware of several caveats.
First, race is a difficult category to define. Often people of mixed backgrounds iden-
tify with only one race, thus confounding studies that rely on self reporting. Second,
many findings associated with racial differences can be explained on the basis of
socioeconomics or education (two other, independent determinants of health care
usage). For example, a study of adult preventive dental care showed that racial dis-
parities among whites, African Americans, and Mexican Americans were “no longer
significant when enabling resource variables are included in the model (income level,
insurance, census region, and metropolitan statistical area).” 4 Likewise, disparities
in treatment outcomes may or may not be related primarily to race. An illustration of
this principle is the finding that “socioeconomic factors and lack of access to health
care do not entirely explain the worse prognosis” of African Americans with respect
to colon cancer.5 Further, as is the case with men and women, providers deliver
care of diverse types and frequencies to people of different racial backgrounds. For
example, compared to Caucasian patients, minorities are less likely to receive ade-
quate cancer pain management, and African Americans are less likely to have access
to kidney transplants.6

Finally, one should not assume uniformity within any racial or ethnic group. For
example, variations are found among adolescents of different Latino origins with
respect to frequency of and reasons for obtaining routine physical examinations.
Cuban-origin adolescents in a single-parent household were more likely to get such
an exam, whereas for those of Central or South American or Dominican background,
the likelihood depended on higher income and having insurance.7 These findings
highlight the need to research the appropriate market segments for a product or
service.

Income and Socioeconomic Status
Income obviously affects use of health care products and services by giving the
affluent certain opportunities, but which services are used varies by income as well.
For instance, those from higher economic strata use specialist services more than
those at lower levels, when other factors, such as health status and insurance, are
factored out. An additional area of investigation has been the effect of social status
on health outcomes. As Fitzpatrick has noted: “ . . . accumulating evidence suggests
that . . . social status itself, regardless of associated material and economic advan-
tages, may confer health benefits.” 8 Here are a few international examples of the
effect of income and socioeconomic status on health care utilization:

■ “Socioeconomic differences in utilization were present for all services [in The
Netherlands] after we controlled for age, sex, and marital status.” 9

■ “Although financial barriers may not directly impede access to health care ser-
vices in Canada, differential use of physician services with respect to socio-
economic status persists.” 10
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■ “Lower socio-economic groups [in Belgium] make more often use of the general
practitioner and nursing care at home and are more often admitted to hospital than
persons with a high socio-economic status. There is, however, no socio-economic
gradient when the health status is taken into account. On the opposite, persons
with higher socio-economic status report more often a visit to a specialist, a
physiotherapist or a dentist.” 11

■ “Women [in Britain] whose households were in the lowest income category were
more likely to report back pain than those in the highest income group.” 12

Education
Education, apart from health care knowledge, is also an independent determinant
of health care use. A few examples follow; note also that parental education can
influence utilization for children.

■ In a cross sectional survey of 5,556 patients from fifteen European countries,
“[p]atients with higher education had lower global coronary risk, than those with
lower education.” 13

■ In Israel, “those with high school educations were 1.18 times more likely to
be hospitalized while those with elementary school educations experienced a
risk of 1.32 . . . Lower education was found to be a significant risk factor for
hospitalization in most diagnostic categories.” 14

■ In Eastern Turkey, childhood “vaccination rates increased in parallel with mater-
nal education level . . . There was no difference in vaccination rates with respect
to gender, paternal education level, number of siblings and socio-economic
status.” 15

■ In a survey of households in England, Wales, and Scotland, “women with no
formal education qualification were more likely to report back pain than women
who had a qualification. These associations were not explained by smoking,
obesity, and co-existent depressive symptoms.” 16

■ In Germany, education was “independently associated with severe current back
pain . . . ” 17

Availability of Care
Availability of care, including insurance status, has probably the most obvious influ-
ence on use of health care services (see Table 4.2); however, this effect is not
limited to the status of the insured individual. For example, it is interesting to note
that insured, low-income children with an uninsured parent are less likely to experi-
ence provider visits and well-child exams than if the parents are insured.18 Further,
with respect to availability, Paine and Wright posed the question: “With free health
services, why does the Brazilian working class delay in seeing the doctor?” They
found that: “The most common reason for delay in seeking medical attention was
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TABLE 4.2. Percent of Adults with Chronic Conditions Who Lack
a Usual Source of Health Care, by Insurance Status

Percent Without a Usual Source of Carea

For adults with: All Adults Uninsuredb Insured

Any chronic conditionc 11% 38% 5%

By race/ethnicity

White 9% 36% 5%

Black 11% 33% 5%

Hispanic 20% 46% 6%

Other 12% 34% 6%

Hypertension (2+ visits) 7% 30% 3%

High cholesterol (ever) 7% 29% 5%

Heart disease (ever)d 8% 37% 4%

Asthma (current) 10% 36% 5%

Diabetes (ever) 5% 25% 2%

Arthritis-related conditions (ever)e 7% 30% 4%

aUsual source of care excludes emergency room.
bDifference between uninsured and insured is significant at p<0.05.
cHypertension, high cholesterol, heart disease, asthma, diabetes, arthritis-related conditions,
anxiety/depression, severe headache/migraine, cancer, chronic bronchitis, liver condition, stroke,
and emphysema.
dCoronary heart disease, angina, heart attack, and any other kind of heart condition or disease.
eArthritis, rheumatoid arthritis, gout, lupus, or fibromyalgia.

Source: Urban Institute Tabulations of 2003 National Health Interview Survey. Used with
permission from the Robert Wood Johnson Foundation in Princeton, New Jersey. Copyright
2007, Robert Wood Johnson Foundation.
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the inconvenience involved in making the initial contact with a doctor; this either
involved waiting too long in line to be seen at an outpatient clinic or it was too much
trouble to be seen by a doctor.” 19

Culture and Patients’ Beliefs
Finally, culture and patients’ beliefs about the health care system have powerful
effects on use of health care resources. Because the word culture has a number of
connotations, we provide here some useful examples of how it can be defined (our
emphases added to the original texts):

■ Culture is defined “as the collective programming of the mind that distinguishes
members of one group or category of people from another. . . . Culture is to a
human collectivity what personality is to an individual . . . ” 20

■ “ . . . anthropologists do agree on three characteristics of culture: it is not innate,
but learned ; the various facets of culture are interrelated—you touch a culture
in one place and everything else is affected; it is shared and in effect defines the
boundaries of different group . . . there is not one aspect of human life that is
not touched and altered by culture. This means personality, how people express
themselves (including shows of emotion), the way they think, how they move,
how problems are solved, how their cities are planned and laid out, how trans-
portation systems functioned and are organized, as well as how economic and
government systems are put together and function.” 21

■ “The culture of a group can . . . be defined as a pattern of shared basic assump-
tions that the group learned as it solved its problems of external adaptation and
internal integration, that has worked well enough to be considered valid and,
therefore, to be taught to new members as the correct way to perceive, think,
and feel in relation to those problems.” 22

The following are examples of the effects of culture and beliefs on health care
utilization:

■ The perception that cancer treatment had advanced in Tunisia was positively
associated with use of screening in that country.23

■ The primary reason Swedes who needed health care refrained from visiting a
physician was lack of confidence in the health care system.24

■ In a population of U.S. Chinese immigrants, one quarter of those surveyed
believed cancer is contagious and many believed it is caused by immoral
behavior.25

■ “Intercultural differences in perceiving or reporting back pain can be hypothe-
sized as the most likely explanation of the markedly different prevalence rates of
the disorder in the United Kingdom and East and West Germany [more frequent
in Germany].” 26
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■ With regard to households from Tamil Nadu and Uttar Pradesh “ . . . the status
of women, and their exposure to and interaction with the outside world and
control over decision making at home, explained the differences between the
two groups,” with the former being healthier than the latter.27

■ “African-American women who had used religion/spirituality in the past year
for health reasons . . . were more likely to have seen a medical doctor during the
year prior to the interview, compared to their counterparts.” 28

MULTIPLE FACTORS INFLUENCE HEALTH-SEEKING BEHAVIOR

Figuring out why people use health care services is not as simple as identifying
the single driver for behavior. Clearly there are multiple factors that influence these
activities. One of the key tasks of the effective health care marketing strategist is to
identify the relative importance of these reasons and realize that this analysis may not
be generalizable to other conditions or uses of products or services. The following
are examples of multifactor influences:

■ With respect to asthma care, “ . . . age, gender, education level, and employment
status all had a significant relationship to medical utilization.” 29

■ Delay in seeking care for cough in urban Lukasa, Zambia “ . . . was associated
with older age, severe underlying illness, poor perception of the health ser-
vices, distance from the clinic and prior attendance at a private clinic. There
was no relationship between delay and knowledge about tuberculosis, nor with
education, socio-economic level or gender.” 30

■ Focusing on developing countries, Pakistan in particular, the authors concluded
that “ . . . the utilization of a health care system, public or private, formal or
non-formal, may depend on socio-demographic factors, social structures, level of
education, cultural beliefs and practices, gender discrimination, status of women,
economic and political systems, environmental conditions, and the disease pattern
and health care system itself. Policy makers need to understand the drivers of
health seeking behaviour of the population in an increasingly pluralistic health
care system.” 31

Reducing Demand: Consumer Factors
Many health care marketing analysts stop at this point and become expert at under-
standing all the reasons why people may tend to use more health care services or
products. Enhancing demand is, of course, the traditional role of the health care
marketer; however, many stakeholders may wish to reduce demand. Consider these
stakeholders who may want to lessen utilization of health care products and services:
public or private insurance payers who are at financial risk for paying for health care
services and products; medical groups who assume financial risk for certain services
by accepting advance payments (capitation); and pharmaceutical benefit management
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companies (PBMs) or pharmacy companies who share with managed care compa-
nies some financial risk for overutilization of drugs. The profitability strategy in these
instances changes from traditional revenue maximization to expense minimization.
The following are stakeholder strategies to reduce customer demand:

■ Increase out-of-pocket expenses

■ Disease prevention

■ Elimination or reduction of risky behaviors

■ Self-management and education

■ End-of-life issues

■ Promotion of healthier lifestyle

As there is an extensive literature on each topic, we will discuss each category
only briefly.

Increase Out-of-Pocket Expenses. The current approach to reducing health care
costs is aimed at making customers more prudent about the types and amounts of
health care they purchase—so-called “consumer-driven health care.” The proponents
of this strategy recite the mantra that a more informed and price-sensitive consumer
will make “better” choices. Whether or not they make better choices regarding the
quality of care under this scheme, the main outcome has been a further shifting of
the cost of this care from the insurance company (or employer who pays for the
premium) to consumers. A 2005 study by the consulting firm Hewitt Associates
found that employees contributed 65 percent more to health care costs compared to
2002. From a quality and public policy perspective, one must ask whether increasing
out-of-pocket expenses reduces utilization and, if so, whether there is a point after
which such expenses are so great that consumers skimp on medically necessary
services.

These questions have been asked for a number of years, but informed answers
started with the groundbreaking RAND Health Insurance Experiment (HIE). (See
Field Note 4.1.) The RAND experiment participants who had out-of-pocket require-
ments received $1,000, which was the maximum they were required to spend; if
they did not spend this money, they could keep it. The “free care” group, of course,
had no out-of-pocket liability, so they did not receive any funds. (See Field Note
4.1. for details of the experimental design and results. See the source document for
a full explanation of the study design and critique.) The experiment results indicated
that increasing out-of-pocket expenses reduces utilization. Another part of the study
showed that overall there were no significant, deleterious effects on health status for
those who received fewer services. We must, however, apply caution to unqualified
acceptance of these findings. For instance, it is well known that the uninsured receive
fewer medically necessary services than do the insured. Further, harmful effects of
reduced utilization may not have appeared because chronic conditions, such as high
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FIELD NOTE 4.1.
RAND Health Insurance Experiment (HIE) The RAND HIE randomized families
to health insurance plans that varied their cost sharing from none (‘‘free care’’) to a
catastrophic plan that approximated a large family deductible with a stop-loss limit of
$1,000 (in late-1970s dollars), which was scaled down for the low-income population. If
one uses the rate of increase in per capita medical spending to convert late-1970s dollars
into 2004 dollars, a $1,000 deductible then would be more than a $6,000 deductible
is today. The HIE participants in the large-deductible (95 percent coinsurance) plan used
25–30 percent fewer services than those in the free-care plan; on average, they had just
under two fewer face-to-face physician visits per person per year and were 23 percent
less likely to be hospitalized in a year (Exhibit 1). Substantial reductions in use were found
among all income groups (data not shown).

EXHIBIT 1. Use and Spending per Person in the RAND Health
Insurance Experiment

Visit Rates Admission Rates Spending (2003$)

Coinsurance
(percent) Number SE Number SE Amount SE

0 (free care) 4.55 0.17 0.128 0.0070 1,377 58
25 3.33 0.19 0.105 0.0070 1,116 51
50 3.03 0.22 0.092 0.0166 1,032 58
95 (high deductible) 2.73 0.18 0.099 0.0078 946 47

Source: Newhouse, J. P. ‘‘Consumer-Directed Health Plans and the RAND Health Insurance
Experiment.’’ Health Affairs, 2004, 23, 107–113.
Notes: The spending values shown are predicted from a multipart model; raw means are similar
except that the spending figure for the 50 percent coinsurance plan is considerably higher
because of one outlier that accounted for one-sixth of all spending on that plan. All plans with
coinsurance had a $1,000 stop-loss feature, which was scaled down for lower income families.
SE is standard error.

blood pressure, may take many years to manifest. With the growth in consumer-
driven health plans, this study becomes even more important. The pricing lesson we
can learn here is that we need to know how much insurance plans, the government,
or employers will require the public to pay out of pocket before we can gauge the
effect on use of essential services. This issue is also important for pharmaceutical
pricing, as many expensive new drugs require significant out-of-pocket payments by
patients.
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Prevention. Because of public health concerns, governments are obviously inter-
ested in reducing illness by using preventive measures such as promoting or requiring
immunizations. Pharmaceutical companies have responded to this need by developing
new immunizations and combining existing ones to reduce the number of injections.
Such preventive interventions are often cost-saving, as indicated by the following
examples:

■ “Vaccination of the 23 million elderly people unvaccinated in 1993 would have
gained about 78000 years of healthy life and saved $194 million.” 32

■ “A routine, universal rotavirus immunization program would prevent 1.08 million
cases of diarrhea, avoiding 34000 hospitalizations, 95000 emergency department
visits, and 227000 physician visits in the first 5 years of life . . . The program
would provide a net savings of $296 million to society.” 33

■ “The model was used to compare costs and benefits of a combined vaccination
programme (CVP) including tetanus, diphtheria, and acellular pertussis (dTacp)
administered at age 12, compared to current practice. . . . From the societal per-
spective, the CVP would be cost saving [Canadian] $858,106 at 10 years for the
cohort.” 34

■ If hepatitis A prevalence is 53% in patients with chronic liver disease, then
immunizing this select group against this infection will save over $11,000 per
100 patients.35

Despite the potential future savings, these measures may add current costs to
the health care and social welfare systems. With fixed budgets, many governments
face the problem of prioritizing these measures to determine which delivers the best
results at the lowest cost; evaluations of this type are often called cost-benefit analysis
or cost-effectiveness analysis.

Elimination and Reduction of Risky Behaviors. This category includes cessation of
smoking, wearing of seatbelts, use of car seats for young children, and reduction of
unprotected sex. Unfortunately, sometimes attempts to legislate these behaviors run
into personal freedom issues. Examples of successes in this area have been seatbelt
laws and smoking bans in public places. A typical example of failure is attempts in
some states to pass laws requiring helmet use for motorcyclists.

Instead of legislating behavioral changes, change agents can use social mar-
keting , which we define as: “ . . . the use of marketing principles and techniques
to influence a target market to voluntarily accept, reject, modify, or abandon a
behavior for the benefit of individuals, groups, or society as a whole.” 36 Social
marketing, as a discipline, has made enormous strides and has had a profound posi-
tive impact on social issues in the area of public health, safety, the environment, and
community involvement. Fundamental principles at the core of this practice have
been employed to encourage such behaviors as reducing tobacco use, wearing bicy-
cle helmets, and decreasing littering. The main point is that social marketers use
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FIGURE 4.3. Factors Affecting Health Level of Consumers

noncoercive education, persuasion, and incentives to convince people that a change
is in their self-interest or at least in the public’s interest.

Prevention can be aided by listing and addressing key factors that affect the
health level of consumers (see Figure 4.3 for examples).

Self-Management and Education. With the advent of consumerism, an expectation
that patients will be self-empowered and learn more about their conditions and health
status has arisen. To meet the needs of patients and reduce health care service costs,
many insurance companies and associations have implemented programs to help
patients better understand and be more involved in their care. For example, many
insurance plans now educate asthmatics about initial steps they can take in the event
of disease exacerbations; these programs are often called “asthma action plans.” Such
self-management programs are also prevalent for diabetics and sufferers of congestive
heart failure. Further, patients and their families are increasingly using the Internet
to find the latest treatments and most experienced providers. In this regard, while
health care marketers are undoubtedly aware of the potential of the Internet, they
should also be aware of the less reputable sites that compete for customer attention.

End-of-Life Issues. One often hears the complaint that a significant reason for soar-
ing health care costs is the needless expenses of end-of-life care. This issue is a
contentious one, fraught with conflicting data. Medicare statistics indicate decedents
in their last year of life cost about six times as much as those who receive care
but do not die. Even establishment of a Medicare-funded hospice program in 1983
(with a tripling of enrollees in the 1990s), changes in payment methods for skilled
nursing homes and home care services, and the dramatic increase in use of advanced
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directives (so-called Do Not Resuscitate or DNR orders) have not slowed the rate of
increase in these costs. Although total costs have been rapidly rising, the percentage
of Medicare costs for this population has been stable for the past two decades.37

In fact, these patients cost about the same as those with similar illnesses who are
treated for cure rather than palliation. The reasons for this finding are complex,
but can be best summarized by Emanuel and Emanuel: “Even when patients refuse
life-sustaining interventions, they do not necessarily require less medical care, just a
different kind of care.” 38

Despite these conclusions, we need to make two further distinctions regard-
ing this topic. First, we differentiate between rationing and the provision of futile
care. “Rationing refers to the withholding of efficacious treatments which cannot be
afforded. Futility refers to ineffective treatments.” 39 Second, we point out that the
statistics cited are averages across all patients and sites. There are opportunities for
savings in this category through identifying best practices and reducing nonhelpful
variations in care. For example, Wennberg and others found that: “(s)triking variation
exists in the utilisation of end of life care among US medical centres with strong
national reputations for clinical care.” 40

Promotion of Healthier Lifestyle. These activities, though distinct, may be seen as
complementing the elimination of risky behaviors. They include such behaviors as
eating a proper diet and exercising regularly. For example, in March 2004 the Centers
for Disease Control and Prevention released a study that found 400,000 deaths in
the United States are linked to poor diet and lack of physical activity, representing
an increase of 33 percent since 1990. This area is another example in which social
marketers are active in promoting positive health behaviors.

Demand: Provider Factors
Although consumers usually initiate contact with the health care system, under-
standing their behavior is only half the story. For decades, economists have been
studying a phenomenon called provider-induced demand (PID); that is, providers
stimulating use of their services or products, presumably for financial gain. Not sur-
prisingly, physicians have been the subjects most studied. The ongoing debate among
academicians has been over whether this practice actually exists and if so, to what
extent.

In interpreting the data, one must be aware of the following differences in
research studies:

■ Variation in analytical methodology

■ Environmental conditions that could cause PID, such as increased density of
physicians in a particular geographic area or a change in payment amount or
method

■ Cultural influences
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With regard to methodology , Dranove and Wehner “proved” the thesis of their
article “Physician-Induced Demand for Childbirths.” 41 The point of this research
was to discredit a methodology (two-stage least-squares regression) by confirming
an obviously absurd notion. Environmental events might include a change in the
number of practicing physicians in a given specialty within a defined geographic
area (physician density) or a shift from fee-for-service payment to capitation or
salary. The following examples highlight the effect of cultural influences: in France,
when physician density increased, Delattre and Dormant found an increase in the
number of services per visit;42 under similar conditions in Norway, Sørensen and
Grytten did not find this behavior.43

One must also realize that, although financial incentives have a powerful effect
on physician behavior, they are only one of a number of influences on such conduct.
As Eisenberg pointed out:

. . . the factors that influence physicians’ use of medical services are complex. They
include personal considerations of the physician, such as the aspiration for income,
the enjoyment of a satisfying practice, and the desire for approval from peers.
Characteristics of the patient and the clinical encounter are also influential, such as
consideration of the patient’s economic well-being, maintenance or improvement of
the patient’s health, and the understanding of the patient’s perceived values and
desires.44

Other reasons for physician behavior include factors influencing local area varia-
tions in practice patterns, organizational cultural norms (which may be separate from
peer approval issues), and professional aversion to uncertainty—particularly in the
context of malpractice fears. Although we focus here on the behavioral implications
of financial incentives, one should recognize that these other issues are also important
for changing physician conduct. As Eisenberg further notes, “Education, feedback,
participation, administrative rules, incentives and penalties may each address differ-
ent factors that govern medical decision making. Any one by itself is less likely to
be successful than an orchestrated combination.” The following examples help to
illustrate the possibilities.

Provider-Induced Demand: U.S. Examples

■ “ . . . larger fee differentials between caesarian and normal childbirth for the
Medicaid program leads to higher caesarian delivery rates.” 45

■ “Other things equal, a 10 percent increase in the surgeon/population ratio results
in about a 3 percent increase in per capita utilization. Moreover, differences
in supply seem to have a perverse effect on fees, raising them when the sur-
geon/population ratio increases.” 46

■ “A 10 percent increase in surgeons per capita . . . results in a 0.9 percent increase
in overall surgery per capita and 1.3 percent increase in elective surgery. The
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positive surgeon-availability elasticity, due primarily to elective surgery, supports
the hypothesis that more discretionary surgical procedures are performed in areas
of high surgeon concentration.” 47

■ In an investor-owned ambulatory care center, changing compensation from an
hourly salary to an hourly minimum plus bonus based on monthly gross charges
resulted in increases in the following areas: laboratory tests per patient (+23 per-
cent), number of X-ray films per visit (+16 percent), total charges per month
(+20 percent), and average number of patient visits per month (+12 percent).
The authors also noted that “all physicians in this study, including those who
never received a bonus, increased the intensity of their practices after the bonus
system was instituted.” 48

Provider-Induced Demand: International Examples
■ In France, where fees are fixed, when physician/population ratios increase,

both general practitioners and specialists “counterbalance the fall of the num-
ber of encounters by an increase of the volume of care delivered in each
encounter.” 49

■ “After controlling for a patient’s detailed characteristics, we found that increases
in the relative numbers of ” Japanese hospital and physician services are “sig-
nificantly related to physician-initiated expenditures and the effect is higher for
high-tech treatments.” 50

■ After 1961, most Danish physicians were paid a mix of half capitation and half
fee-for-service. Doctors in Copenhagen were paid primarily capitation until 1987,
when they were able to bill patients for their services. Observing utilization pat-
terns before and after the change and comparing those patterns to a comparable
nearby group of practitioners, the authors found significant increases in many
diagnostic and therapeutic services for the Copenhagen physicians after 1987.51

■ “ . . . we find evidence of induced demand since doctors that are paid fee-for-
service tend to lengthen duration of the treatment.” 52

In interpreting the results of the studies in these examples, it is therefore often
difficult to separate the financial incentives from these other factors. Also, one should
interpret the conclusions cautiously; correlation does not prove causation. Perhaps
physicians who respond to certain incentives may be most likely to practice in areas
having compensation systems with which they feel most comfortable, or they may
seek locations having a growing demand for their services. Another important factor
to consider is quality-of-care effects. Although certain payment methods appear to
increase PID, it is unclear whether services were underutilized before the change or
overutilized after incentives were added.

Payers, such as insurance companies and governments, who are aware of
provider-induced demand have implemented different strategies to limit the costs
that result from such behavior, such as:
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■ Decreasing fees

■ Increasing or decreasing the number of providers

■ Changing the payment method

■ Reviewing utilization more carefully

■ Implementing practice guidelines or other measures to reduce variations in care

The first and most common approach is reducing fees. This tactic is likely to
fail unless both reduction in the number of patient visits and restriction of access to
high-tech care are simultaneously implemented. (Recall that total costs are a function
of price, volume, and intensity of service.)

Second, in attempts to introduce market competition and lower costs, payers
sometimes encourage entry of more providers into each service area. The theory
is that more participants will increase competition and lower prices. In the public
sector, that means training more professionals, such as physicians, or allowing con-
struction of more facilities in otherwise regulated markets. In the private sector, this
tactic involves contracting with more providers. On the other hand, states have also
attempted to control costs by regulating new construction through laws that require
review of projects costing more than a specified amount—so-called certificate of need
(CON) legislation. For reasons mentioned above, providers react to these conditions
causing these tactics to become ineffective; increasing the number of physicians does
not lower health care costs, and it frequently raises total expenditures.53 Likewise,
measures such as CON laws have not had a significant effect on controlling health
care costs, as evidenced by repeal of many of these measures in the 1970s.54 In fact,
there is theoretical evidence that more hospitals in a concentrated geographic area
will increase costs by duplicating technology to enhance their competitiveness, a
paradox sometimes called a “medical arms race.” (This topic is, in fact, a bit more
complex.55)

The third tactic to control PID is changing the payment method. Instead of
paying providers on a per-item basis, methods such as capitation (paying a fixed
amount per person, usually per month, for a specified set of services or products) or
global payments per type of case have been successful in moderating overall cost
increases—or at least making them more predictable.

Fourth, commercial insurance companies have often used utilization review to
try to limit PID. These measures require providers to call the payer for permission
to (1) perform a service (such as elective surgery or a high-cost diagnostic test),
(2) prescribe a high-cost or non-formulary drug, or (3) order a medical device.
Although payers claim they have scientifically determined criteria that will enable
them to evaluate the appropriateness of the request, on further examination of this
procedure one must question whether and how it is successful. Since most of the
methods these companies use are proprietary, they have not been open to valid
study. One fact is commonly known, however: well over 90 percent of requests are
approved without further review. This piece of information should make us suspect
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that the “hassle factor” may be just as (or more) valuable a utilization-reduction
technique than the actual criteria that companies use. In fact, in 1999 UnitedHealth
Group, one of the largest health care companies in the United States, announced
it had determined that it was spending $100 million per year on preauthorization
activities and approving 99 percent of physician requests. Based on this finding, the
company announced it was eliminating this process for most types of services. Other
companies have also scaled back these activities for the same reason.

Finally, practice guideline and treatment protocol programs have had variable
success in controlling cost.

LOCAL (SMALL AREA) VARIATIONS

In view of all these consumer and provider factors, it should come as no surprise that
patterns of care differ among nations and even among different regions of a given
country. The variations are, in fact, much more extreme than one might imagine.
For example, utilization of services can vary dramatically from town to town. The
research that spurred interest in this topic dates to a landmark 1973 article in Science
by Wennberg and Gittelsohn56 (see Table 4.3). The authors found marked differences
in a wide variety of surgical procedures among different towns in a state that at
that time had a population of 444,000. This study, as well as numerous others that
followed over the years, concluded that these differences were not due to variations
in illness patterns. It is also important to realize that areas with higher utilization or
cost do not necessarily have better outcomes. As Fisher and Wennberg pointed out:
“Increased spending is associated neither with increased use of services known to
be effective in reducing morbidity [sickness] or mortality [death], nor with increased
use of surgical procedures where patients’ preferences are important.” 57

The following are some international examples of local area variations:

■ In Ontario, after “controlling for population characteristics and access to care
(including the number of hospital beds, and the density of orthopaedic and refer-
ring physicians), orthopaedic surgeons’ opinions or enthusiasm for the procedure
was the dominant modifiable determinant of area variation.” 58

■ In Ontario, there was an “almost 10-fold difference between the areas” with the
highest and lowest rated of tympanostomy tube placement. “[I]t was the opinion
of primary physicians that predicted rates.” 59

■ “Following cardiac rehabilitation, there is a considerable regional variation in
the prescription of cardiovascular medication in Germany. Beta-Blockers and
lipid-lowering agents are prescribed more frequently in the West and ACE
inhibitors in the East. Even after adjustment for differences in patient character-
istics, region of residence remains an independent predictor for the prescription
of lipid-lowering agents and ACE inhibitors.” 60

■ In the U.K., “[p]rescription rates for antiplatelet agents varied significantly
between the RHAs [Regional Health Authorities] for both TIA [transient
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TABLE 4.3. Local Area Variation

Variation in number of surgical procedures performed per 10,000
persons for the thirteen Vermont hospital service areas and comparison
populations, Vermont, 1969. (Rates adjusted to Vermont age composition.)

Surgical Procedure Lowest Two Areas Entire State Highest Two Areas

Tonsillectomy 13 32 43 85 151

Appendectomy 10 15 18 27 32

Hemorrhoidectomy 2 4 6 9 10

Males

Hernioplasty 29 38 41 47 48

Prostatectomy 11 13 20 28 38

Females

Cholecystectomy 17 19 27 46 57

Hysterectomy 20 22 30 34 60

Mastectomy 12 14 18 28 33

Dilation and curettage 30 42 55 108 141

Varicose veins 6 7 12 24 28

Source: Wennberg, J., and Gittelsohn, A. ‘‘Small Area Variations in Health Care Delivery.’’ Science,
1973, 182, 1102–1108. Reprinted with permission from AAAS.

ischemic attack] and stroke patients. Antiplatelets were prescribed for 15%–25%
of stroke patients and for 30% and 45% of TIA patients over the 5 years, depend-
ing on region.” 61

In summarizing the reasons for these discrepancies, Detsky states that there
“are three main reasons why there might be variation in the use of diagnostic
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and therapeutic procedures: differences in health care systems, physicians’ practice
styles, and patient characteristics.” 62 We have already discussed factors related to
the last two reasons. To physician practice styles we can add three other reasons:
physicians’ own beliefs about effectiveness of care, their medical training, and their
beliefs in their own abilities. An example of what is meant by health care system
characteristic differences is the study by Fisher and others that found the regional
“differences in Medicare spending are largely explained by the more inpatient-based
and specialist-oriented pattern of practice observed in high-spending regions. Nei-
ther quality of care nor accesses to care appear to be better for Medicare enrollees
in higher-spending regions.” 63 For more extensive data on local area variations, an
excellent resource is The Dartmouth Atlas (http://www.dartmouthatlas.org/).

SUMMARY

In this chapter we have examined how key factors—age, sex, race, income or socio-
economic status, education, availability of care, and culture and patient beliefs—
affect people’s decisions to seek health care. Their demand is reduced by such
factors as the increasing cost of health care, preventive measures they undertake,
their efforts to avoid risky behavior, and their response to healthy lifestyle pro-
motion. On the other hand, their demand for health care may be increased by
provider-induced activities undertaken to increase provider income or to cope with the
uncertainty of interpreting a medical condition. The great geographical variation in
health care utilization by category suggests that provider-induced activities or norms
play some role.

DISCUSSION QUESTIONS

1. You are the marketing manager for a national laboratory that has just come out
with a blood test to screen for a rare genetic disease in fetuses of pregnant
women. Because the test involves genetic screening, it is very expensive. Who
are all the relevant stakeholders who will promote and block introduction of this
test to this select population?

2. A newly popular type of insurance is a “consumer-directed health plan,” where
individuals have large deductibles to encourage prudent purchasing. Who is likely
to sign up for these plans? From what you know about the RAND Health Insur-
ance Experiment, is this approach likely to control health care costs? What are
the drawbacks of such plans?

3. You are a territory manager for the cardiology division of a major medical
device company. You notice that among the five largest cardiology groups in
your area there is a threefold difference between lowest and highest use of your
products. This finding is despite the fact that your competitor has not significantly
penetrated this market. Using what you know about local area variations and
physician behavior, what might explain this difference?
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CHAPTER

5
STRATEGY AND

MARKET PLANNING

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the main steps in building a strategic plan for a health care organi-
zation?

2. What goes into conducting an environmental analysis?

3. How can SWOT analysis and Five Forces Analysis enrich the strategic planning
process?

4. What contents must be included in a marketing plan?

109
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OPENING EXAMPLE
Humana Grows From a Small Startup to a Major Health Insurance Company
Humana Inc., headquartered in Louisville, Kentucky, is one of the nation’s largest publicly
traded health benefits companies, with approximately 6.4 million medical members located
primarily in eighteen states and Puerto Rico.

In 1961, two young Kentucky lawyers, David A. Jones and Wendell Cherry—along
with four friends—each invested $1,000 to achieve their vision of operating a nursing
home business, which was called Heritage House. Together, Jones and Cherry had an
uncanny ability to forecast changes and respond swiftly. By 1968, their company, called
Extendicare, included seven nursing homes. An initial public offering that year generated
money for further expansion.

That same year, the partners took another bold step and acquired their first hospital,
Medical Center Hospital in Huntsville, Alabama, which was still under construction. By the
time the Huntsville facility opened in 1970, Extendicare owned nine other hospitals. In
1972, it had divested itself of all nursing homes to concentrate on its growing hospital
business.

Reflecting its new direction, Extendicare became Humana Inc. in January 1974.
According to the company’s annual report that year, the new name was selected ‘‘to
project more truly the philosophy of the company, to stand out distinctively and to provide
an identity with non-limiting connotations.’’

Through rapid growth and strategic acquisitions, Humana became the world’s largest
hospital company by the early 1980s, owning more than 80 hospitals in the United States
and abroad. In 1982, Humana established its Centers of Excellence program, designat-
ing hospitals that offered unsurpassed specialty care within each center’s geographic
region.

More change was in store for the company. The hospital industry as a whole was
evolving in response to cost and other pressures. As outpatient care increased and inpatient
admissions declined, Humana created a family of flexible health insurance products in
1984. Called Humana Health Care Plans, the new offerings marked Humana’s entry into
the budding HMO industry.

Throughout the late 1980s, Humana’s vertical integration approach helped the
company keep hospital admissions up and insurance costs down. As both the hospital
and insurance industries continued to evolve, Humana saw the need to separate its
hospital and insurance divisions. So in 1993 Humana spun off its hospital operations
into a new company called Galen Health Care Inc. Soon afterward, Galen merged with
Columbia/HCA.

Following the split, Humana increased the number of those whom the company
insured through both acquisitions and same-plan growth. Major acquisitions in the late
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1990s included EMPHESYS Financial Group, Physician Corporation of America (PCA), and
ChoiceCare.

In 2007 Humana purposely decreased the number of members it insures by strategi-
cally divesting nonessential business and operations to focus its energy and resources on
its core business of health insurance and related services.
Source: Adapted from http://humana.com/corporatecomm/companyinfo/history.asp.

OVERVIEW: DEFINING THE ORGANIZATION’S PURPOSE
AND MISSION

Every organization has to define the core purpose for its existence. That purpose
is usually contained in its mission statement. Although health care organizations
will commonly define their purpose as “providing health care services or products,”
they need to make a statement that is more specific and customer-outcome-oriented.
A community hospital might say, “We make lives better for those who have been
afflicted with illness.” A health club might say, “We provide exercise, health infor-
mation, and health products that will increase our members’ chances of avoiding
illnesses or disability.”

To define its mission, the enterprise needs to address Peter Drucker’s classic
questions:1 What is our business? Who is the customer? What is of value to the
customer? What will our business be? What should our business be? As we address
each of these elements, this chapter provides guidelines on developing a marketing
strategy to achieve desired customer outcomes.

STRATEGIC PLANNING

Strategic planning starts with developing a definition of your business.

Business Definition
The business definition requires understanding of at least five elements:

■ History of aims, policies, and achievements. In medical groups, physicians should
understand why the group was formed, what processes have contributed to (or
detracted from) its success, and what it has accomplished. Hospital employees
should appreciate the origins of the organization, particularly if it is a nonprofit
enterprise. Even successful medical product companies communicate this ele-
ment to their employees and customers. For example, Johnson & Johnson pre-
sents its history and credo to explain “Our Company” on its Web site (http://www
.jnj.com/our company/index.htm). If members of the organization understand the
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organization’s history, leaders can more predictably gauge how they will react to
the process as well as the content of changes necessary for strategy implemen-
tation. Also, this understanding is critical to appreciating corporate culture—the
shared values and beliefs of the firm’s members.

■ Current preferences of owners and management. One of the biggest obstacles
to mission statement formulation is the inability of decision makers to agree on
common, current preferences. This problem is especially pervasive in multispe-
cialty medical groups in academic centers. For example, in this setting, managers
are increasingly focused on physician financial productivity derived from pro-
viding patient care. Physicians who have substantial clinical responsibilities,
however, often believe that their time is not appropriately rewarded, particu-
larly when promotion depends on their research productivity. Medical product
or pharmaceutical companies face a similar problem when they must choose
where to devote research or sales support among divisions. The organization
must therefore determine not only what services it seeks to provide, but also
the relative importance of the mix of those services. These preferences must be
clear and explicit before the firm writes a mission statement or embarks on a
strategy formulation.

■ Market environment. An environmental assessment is critical to mission state-
ment formulation. Because of its importance, we discuss this element in detail
in a following section.

■ Resources. The organization’s resources set constraints on the mission state-
ment. These resources are both tangible, such as cash, plant, and equipment, and
intangible, such as reputation and image.

■ Distinctive competencies. The business should ask itself not only what it does
well but also what it does better than other similar organizations. Such competen-
cies are not only clinical, such as better surgical outcomes, but also operational,
such as better coordination of care for patients who have complex illnesses, more
efficient billing systems, or a more patient-friendly staff.

Organizations often define their business in terms of their output. For example, a
hospital may say that it does knee and hip surgeries. But Theodore Levitt argued that
market definitions of a business are superior to product definitions.2 Levitt encour-
aged organizations to define their business in terms of needs, not products; outcomes,
not outputs. Thus the hospital that does knee and hip surgery is producing or improv-
ing patient mobility; the cancer physician is there to produce hope.

Further, a business can be defined in terms of three additional dimensions: cus-
tomer groups, customer needs, and technology.3 Consider a small organization that
defines its business as designing lighting systems for hospital operating rooms. Its
customer group is hospitals, the customer need is bright lighting, and the technology
is halogen bulbs.

Most businesses finish this part of the mission self-assessment with their current
business definition. To fully realize the potential of a mission statement, however,
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the organization should also ask itself, what should our business definition be? The
corollary to this question is, given our current resources, what can we do better?
Answering these questions will help the firm not only to more clearly define its
resources and distinctive competencies, but also to begin the process of strategy
formulation and organizational improvement.

To fully explore an understanding of the business definition, however, leaders
must pose a third essential question: what could our business be? A corollary to this
question is, given realistic additional resources, what would our business look like
and what could we accomplish? Answering these questions can help the organization
begin the process of realistic goal setting and capital budgeting.

Customer Identification
Customer identification requires the firm to answer the following questions: Who
are our customers? Where are they? What are their characteristics? Although we
discuss customer definition elsewhere in this book, we augment that notion here to
help formulate mission and strategy.

The quality expert J. M. Juran used “the word ‘customers’ to include all persons
who are impacted by our processes and our products . Those persons include internal
as well as external customers. . . . The term ‘external customers’ is used here to
mean persons who are not a part of our company but who are impacted by our
products. The term ‘internal customers’ means persons or organizations who are part
of our company.” 4

Juran makes three additional important points about understanding the concept
of a customer. First, when he refers to “products,” he is including both goods and
services. Thus he extends the idea of customer from the industrial production arena
to the service sector, including the delivery of health care.

Second, although a business may have many customers, only a subset of them
actually uses the product. Juran defines “the word ‘user’ to designate anyone who
carries out positive actions with respect to our product—actions such as further
processing, sale, ultimate use, and so on.” Thus, although suppliers are external
customers, patients are both customers and users of health care services.

Finally, the business must prioritize the importance of its various customers. We
can order the importance of our customers by using three categories: those who are
most affected by what we do, those whom we wish to affect the most, and those
who can help us further our business. The first category of customers is the natural
recipients of our products; for example, patients who sustain sports injuries are the
natural customers of orthopedic groups.

In the second category (those we wish to affect the most), firms either can
diversify (along different service lines or in different geographic areas) or can seek
unfulfilled mission objectives. For example, public health clinics may find that they
are serving populations lacking proper immunizations. In the final category, hospitals
can craft a symbiotic relationship with their important customers, such as health plans
and physicians.
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After a business has identified its customers and prioritized their importance, it
must define its service area. Whereas medical products (such as pharmaceuticals and
devices) have widespread distribution, one of the major characteristics of health services
is that all health care is local. It is up to the service organization, however, to determine
what the word local means to its business. Few medical groups draw on a national or
international patient base, so geographic market definition will depend on such features
as urban versus rural environment, number and distribution of local competitors, and
availability of public transportation. For instance, because many residents of New York
City depend exclusively on public transportation, proximity to a bus or train stop could
be extremely important to a group’s patients. On the other hand, many Californians are
accustomed to traveling longer distances in their cars; therefore a facility’s proximity
to a highway exit may be very important to residents in that state.

Once the firm has determined the scope of its geographic coverage, it must
define the segments of the market it seeks to serve. Market segmentation involves
identifying a group of current or potential customers with similar characteristics.
The characteristics can be determined by demographics, such as age or sex; service
line, such as primary care, infertility services, or mental health; payer type, such as
cash-only (as for aesthetic surgery), Medicare, or managed care; or other general
preferences. We discuss segmentation in more detail in Chapter Eight.

When an organization identifies its customers, it often finds that their needs conflict.
For example, both payers and patients are important customers for medical groups. Just
as health plans may impose unreasonable constraints on the delivery of patient care,
patients can express unrealistic demands for the provision of medical services. Balanc-
ing conflicting customer needs is a constant and difficult challenge for all health care
firms. To meet this challenge, once an organization completes its customer identification,
it may need to modify its business definition to help clarify priorities.

Value Proposition
For most businesses, value is defined as the best product or service one can obtain for
a given price or, for a desired product or service, for the lowest price at which it can
be obtained. Thus value is most often defined as a trade-off between cost and qual-
ity. Although these concepts of cost and quality are important in health care, as we
mentioned in Chapter Two, a third dimension, access , must also be considered. There-
fore, an appropriate mix of cost, quality, and access is essential for a firm to deliver
customer value. That mix decision must then be reflected in the mission statement.

Of additional importance is managing a value chain. Porter proposed the concept
as a tool for identifying ways to create customer value5 (see Figure 5.1). Every orga-
nization performs a coordinated set of activities to design, produce, market, deliver,
and support its products and services. The value chain identifies nine strategically
relevant activities that create value and cost. These nine value-creating activities
consist of five primary activities and four support activities.

The primary activities comprise bringing materials into the business (inbound
logistics), converting them into final products and services (operations), shipping
out final products and services (outbound logistics), marketing them to the target
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Support
Activities

FIGURE 5.1. Porter’s Value Chain Model

Source: Porter, M. E. Competitive Advantage: Creating and Sustaining Superior Performance. New
York: Simon & Schuster, 1985.

market (marketing and sales), and servicing them (service). The support activities—
procurement, technology development, human resource management, and firm infra-
structure—are handled in specialized departments, which may be decentralized across
the company. For example, several departments may do procurement and hiring.

The firm’s task is to examine its costs and performance in each value-creating
activity and to look for improvement opportunities. The company should also esti-
mate its competitors’ costs and performance standards as benchmarks against which
to compare its own costs and performance. It should go further and study the “best
of class” practices of the world’s best organizations.6

Success depends not only on how well each department performs its work, but
also on how well the various departmental activities are coordinated to conduct core
business processes ,7 which include the following:

■ Market sensing. Gathering market intelligence, disseminating it within the orga-
nization, and acting on the information

■ New offering realization. Researching, developing, and launching new, high-
quality offerings quickly and within budget

■ Channel bonding. Developing strong partners on the supply and distribution side
of the business

■ Customer acquisition. Defining target markets and prospecting for new cus-
tomers

■ Customer relationship management. Building deeper understanding, relation-
ships, and offerings to individual customers

■ Fulfillment management. Receiving and approving orders, shipping goods or
delivering services on time, and collecting payment
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Strong organizations develop superior capabilities in managing and linking their
core business processes. For example, consider Cardinal Health’s value-added inven-
tory management process, which supports its core business as a drug wholesaler:

Getting medical supplies where they needed to go at Mountain View, California-
based El Camino Hospital used to be a costly and labor-intensive process.

According to Ashley Hall, director of materials management at the hospital,
the 395-licensed bed facility would receive bulk deliveries and store the supplies
until they were needed. Those bulk orders would then be broken down and
sent to central storage units, which would store them until they were divided
into even smaller packages, and sent to the floors as necessary. Using this
system, clerks would touch different supplies eight to 12 times.

El Camino decided it needed to automate the process in 2003 and began
deploying supply chain management systems from Dublin, Ohio-based Cardinal
Health Inc. The goal was to reduce the number of times the supplies were
touched, limit the amount kept on hand and ease clinicians’ concerns about
having enough materials.

In the first 18 months the system was in use, El Camino saw more than
$3 million in savings, and it has saved $2.5 million annually since then. ‘‘The
cost savings is derived from a combination of inventory reduction, inventory
holding costs, labor reduction, increased labor efficiencies for clinicians, and a
reduction in distribution and handling fees from the distributor,’’ Hall says.

When nurses need something, they go to the supply cabinet and log in
using the computer attached to the storage system. Nurses request various
supplies through the computer using the ‘‘take’’ button, which automatically
tracks everything removed. They can also enter patient information to allow
billing for specific items. Every 24 hours, the system takes a snapshot to see
what supplies are needed and where. When the item reaches a set amount, the
system automatically sends a message to re-order it. This automated process
eliminates the need for a nurse having to remember what they used and
having to restock or order new supplies. The hospital has seen some savings
by reducing the number of full-time equivalent staff for stocking supplies, Hall
says. The process used to take seven to eight employees and now it takes
four.
Source: Adopted from ‘‘Supply Chain Mantra: ‘Never Run Out’; Procurement
System Enables Hospital to Cut Costs While Keeping Supplies Moving.’’ Health
Data Management, Oct. 2006, Supply Chain Technology, p. 70.

FOR EXAMPLE
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Given the three elements of business definition, customer identification, and value
proposition, consider the following examples of mission statements from different
types of health care organizations. These statements are not meant to illustrate best
examples; you should analyze them in light of the needs of the particular organization
using the criteria just described.

EXAMPLES OF MISSION STATEMENTS OF
HEALTH CARE ORGANIZATIONS
Pfizer We will become the world’s most valued company to patients, customers,
colleagues, investors, business partners, and the communities where we work and live.
Merck The mission of Merck is to provide society with superior products and services by
developing innovations and solutions that improve the quality of life and satisfy customer
needs, and to provide employees with meaningful work and advancement opportunities,
and investors with a superior rate of return.
Amgen Amgen strives to serve patients by transforming the promise of science and
biotechnology into therapies that have the power to restore health or even save lives. In
everything we do, we aim to fulfill that mission. And every step of the way, we are guided
by the values that define us.
Northwestern Memorial Hospital Northwestern Memorial Hospital is an academic
medical center where the patient comes first. We are an organization of caregivers who
aspire to consistently high standards of quality, cost-effectiveness and patient satisfaction.
We seek to improve the health of the communities we serve by delivering a broad range
of services with sensitivity to the individual needs of our patients and their families.
American Medical Association To promote the art and science of medicine and
the betterment of public health.
American Hospital Association To advance the health of individuals and com-
munities. The AHA leads, represents and serves hospitals, health systems and other
related organizations that are accountable to the community and committed to health
improvement.
Boston Scientific Boston Scientific’s mission is to improve the quality of patient care
and the productivity of health care delivery through the development and advocacy of
less-invasive medical devices and procedures. This is accomplished through the continuing
refinement of existing products and procedures and the investigation and development
of new technologies that can reduce risk, trauma, cost, procedure time and the need for
aftercare.
Medtronic To contribute to human welfare by application of biomedical engineering
in the research, design, manufacture, and sale of instruments or appliances that alleviate
pain, restore health, and extend life.
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Goal Setting
Once an organization has determined its mission, it should then formulate its goals.
If the mission statement is a map indicating the direction in which the firm seeks to
go, its goals are the milestones indicating how well the business is progressing on
its journey. For goals to be meaningful, they must have at least the following five
characteristics:

1. Goals must be clearly tied to the mission statement. For example, if a mission
states that a medical group will improve quality of care as perceived by its
patients, a goal should be to continuously improve patient satisfaction scores
by using a valid assessment tool.

2. Goals must be clearly defined. Organizations should avoid such vague state-
ments as “we want to be the best hospital in our area.” More clearly defined
goals might be to maximize profitability or provide a certain level of community
service.

3. Goals must be measurable. Firms must be able to assign a numerical value to
achievement of milestones in order to assess whether they are being reached.
For example, profitability can be evaluated by such measures as return on equity
or return on assets. Patient satisfaction can be measured by such indicators as
minutes of waiting time or overall scores from patients who felt their physician
listened fully to their problems.

4. Goals must be prioritized. There are three reasons for such prioritization. First,
some goals are obviously more important than others. Given its mission, val-
ues, and resource constraints, an organization may be able to accomplish only
so much in a certain time period. Second, some goals may conflict with one
another. An example is managed care companies’ desire in the 1990s to increase
market share and profitability simultaneously. Finally, certain customers are
more important than others. (Prioritizing customers does not mean one may
discriminate against patients based on such factors as age, gender, race, and
so on.)

5. Goal setting must include a target time by which they must be achieved. Goals
must move from abstract concepts into something more tangible. Deadlines for
goal achievement can specify either a target number, such as 92 percent patient
satisfaction by year end, or a rate, such as 5 percent market share growth each
year. If a particular rate of improvement is specified, setting deadlines is similar
to the concept of improving “cycle time” in quality improvement initiatives.
The aim of improving cycle time is to accomplish the same number of tasks
or more in a shorter period. If overall patient satisfaction was improved by
five percentage points in a year, an improvement goal might be to reach that
milestone the following year in six to nine months.
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Strategy
Although determining an organizational mission and goals are important, one must
also have a plan for achieving them. This plan is the business strategy.

Besanko, Dranove, and Shanley begin their general text on strategy with a series
of definitions:8

The determination of the basic long-term goals and objectives of an enterprise,
and the adoption of courses of action and the allocation of resources necessary for
carrying out these goals.9

The pattern of objectives, purposes or goals, and the major policies and plans for
achieving these goals, stated in such a way as to define what business the company
is in or should be in and the kind of company it is or should be.10

What determines the framework of a firm’s business activity and provides
guidelines for coordinating activities so that the firm can cope with and influence the
changing environment. Strategy articulates the firm’s preferred environment and the
type of organization it is striving to become.11

These definitions highlight certain key characteristics of organizational strategy.
First, as we mentioned previously, although businesses are often involved in many
small day-to-day decisions, strategy considers approaches to handling major issues
with which the enterprise must deal now or in the future. Second, strategy involves
setting the organizational direction for the medium to long term. These time frames,
of course, are relative and vary by firm and industry. For example, pharmaceutical
companies have very long-range plans with regard to new product development, often
measured in decades. Smaller medical groups, on the other hand, have much shorter
time frames, frequently measured in months or a year. Finally, useful strategies
take into account that short-term decisions do need to be made. Strategy, therefore,
provides a framework for making those decisions in the context of the organization’s
long-range goals.

Drafting a useful and appropriate strategy involves at least four steps: (1) envi-
ronmental assessment (internal and external) and planning, (2) implementation of
the strategy, (3) evaluation of the strategy’s success, and (4) reassessment, given the
feasibility a firm discovers in exploring its options. The complete planning, imple-
mentation, and control cycle is shown in Figure 5.2; it is the same process used to
achieve many types of performance improvements.

Strategic planning occurs at four levels: corporate, division, strategic business
unit (SBU), and product. The simple definition for a SBU is that division of the
company closest to and most responsible for managing the product or service. As
an example, consider an integrated health care delivery system comprising hospitals,
ambulatory care centers, and long-term care facilities. At the corporate level, senior
management designs a strategic plan to guide the whole enterprise. The hospital SBU
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FIGURE 5.2. Shewhart Improvement Cycle

Source: Shewhart, W. A. Statistical Method from the Viewpoint of Quality Control. New York:
Dover, 1930.

will have more specific strategies, such as providing oncology services. The specific
product (service) within the unit, such as radiation therapy, may have its own plan.

Marketing plays a critical role in this process for products as well as services
and organizations. For example, according to General Electric:

The marketing manager is the most significant functional contributor to the
strategic-planning process, with leadership roles in defining the business mission; anal-
ysis of the environmental, competitive, and business situations; developing objectives,
goals, and strategies; and defining product, market, distribution, and quality plans to
implement the business’s strategies. This involvement extends to the development of
programs and operating plans that are fully linked with the strategic plan.12

The marketing plan is the central instrument for directing and coordinating the
organization’s resources to achieve the unit’s objectives. This plan includes strategic
and tactical elements. The strategic marketing plan defines the target market(s) and
the value proposition that will be offered. The tactical marketing plan specifies the
features and benefits of each product offering and the pricing, promotion, and place
decisions.

Although planning occurs at each of the levels just described, they are “rolled
up” from bottom to top, with senior management review and approval before ultimate
implementation.

SWOT Analysis
One of the oldest and most popular methods used to assess the environment is
determination of the organization’s strengths, weaknesses, opportunities, and threats
(SWOT analysis). Analyses of strengths and weaknesses provide an assessment of a
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FIGURE 5.3. Examples of Resources and Capabilities

firm’s internal environment; consideration of opportunities and threats gives the firm
an assessment of its external environment. We now consider each of these elements.

Strengths. Strengths have traditionally been divided into two categories: resources
(what you have) and capabilities (what you do well). Both resources and capabilities
can be tangible or intangible. Figure 5.3 provides some examples.

While these dimensions help a health care enterprise understand its current
strengths, they should also be used to assess potential capabilities given current
resources. This analysis is akin to answering the question “What should our business
be?” during mission statement formulation. A final dimension of a strengths analysis
entails evaluating the length of time they will last. In some respects, this projection
involves linking consideration of strengths to an understanding of the opportunities
and threats in the external environment (discussed in the following sections).

Weaknesses. Analysis of a firm’s weaknesses can be conducted in a manner similar
to analyzing its strengths; that is, the elements listed in Figure 5.3 for strengths may
also be identified as weaknesses. For example, a medical group may lack cash and
have a dysfunctional culture, a poor location, and higher-than-expected complication
rates for procedures its physicians perform.

A firm should also assess its internal environment in three additional dimensions:

1. Finances. The organization must pick some key financial ratios that will indi-
cate how well it is performing. Further, these ratios should be trended and
benchmarked against industry standards.

2. Performance capabilities. The business must objectively assess how well it is
performing those services that generate its operating revenue.

3. Human resource capabilities. This dimension includes not only obvious mea-
sures like staffing ratios and vacancies (such as in hospitals), but also intangible
qualities like employee morale and corporate culture.

Exhibit 5.1 presents a tool for profiling the health care organization’s major
strengths and weaknesses.
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EXHIBIT 5.1. Checklist for Strengths and Weaknesses Analysis

Performance Importance

Major Minor Neutral Minor Major High Medium Low

Strength Strength Weakness Weakness

Marketing

1. Organization

reputation

2. Market share

3. Customer

satisfaction

4. Customer retention

5. Product quality

6. Service quality

7. Pricing

effectiveness

8. Distribution

effectiveness

9. Promotion

effectiveness

10. Sales force

effectiveness

11. Innovation

effectiveness
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(Exhibit 5.1 continued)

Performance Importance

Major Minor Neutral Minor Major High Medium Low

Strength Strength Weakness Weakness

12. Geographical

coverage

Finance

13. Cost or availability

of capital

14. Cash flow

15. Financial stability

Operations

16. Facilities

17. Economies of scale

18. Capacity

19. Able, dedicated

staff

20. Ability to produce

on time

21. Technical

operations, skill

organization

22. Visionary, capable

leadership
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(Exhibit 5.1 continued)

Performance Importance

Major Minor Neutral Minor Major High Medium Low

Strength Strength Weakness Weakness

23. Dedicated

employees

24. Entrepreneurial

orientation

25. Flexible, responsive

Source: Adapted from Kotler and Keller, Marketing Management, 12th ed. Upper Saddle River, N.J.: Prentice Hall, 2006,
p. 55.

Opportunities. Three options are available to health care companies seeking to
exploit environmental opportunities to augment its operations. The first is to achieve
further growth within current business practices (intensive growth opportunities). The
second is to build or acquire ventures that are related to current businesses (inte-
grative growth opportunities). The third is to identify opportunities to add attractive
businesses that are unrelated to current businesses (diversification growth opportu-
nities). The firm may also want to take advantage of environmental opportunities to
exit activities that no longer fit with its mission or strategy.

Intensive growth. Corporate management’s first step should be to review opportu-
nities to improve its existing businesses. Ansoff has proposed a useful framework for
detecting new intensive growth opportunities—a “product–market expansion grid”13

(see Figure 5.4).
The organization first considers whether it could gain more market share with

its current offerings in its current markets (market-penetration strategy). Next it
considers whether it can find or develop new markets for its current products (market
development strategy). Then it considers whether it can develop new products of
potential interest to its current markets (product-development strategy). As shown
in Figure 5.4, there is a possible fourth strategy for a later date: diversification,
whereby the organization reviews opportunities to develop new products for new
markets.

How might an organization use these three major intensive growth strategies
to increase its sales? Consider a health club, which is in the business of encour-
aging physical exercise and makes money by selling memberships. This business
could enhance its market penetration strategy with any or all of these efforts:



Strategy and Market Planning 125

Current
Markets

New
Markets

Current Products New Products

FIGURE 5.4. Product-Market Expansion Grid

(1) encouraging its current members to come to the gym more often (enhancing cus-
tomer loyalty), (2) attracting competitors’ customers, (3) convincing nonexercisers
to join the club and start exercising.

How can the health club use a product-development strategy? It might first try
to identify potential user groups in the current sales areas. For example, if the club
finds it has been selling memberships primarily to women, it might create couples
memberships to attract spouses or partners. It might also open additional branches
or add new-product possibilities, such as Pilates or Tai Chi classes.

Integrative growth. To continue this example, a health club can also consider
opportunities arising from integrating backward, forward, or horizontally. Back-
ward integration might involve private labeling or selling home exercise equipment.
An example of forward integration would be opening up a health food restaurant
within the club. Horizontal integration can be achieved by acquiring one or more
competitors.

Diversification growth. Diversification growth involves entering ventures that
are unrelated to the present business. Three types of diversification are possible.
First, the health club could invest in new services that have technological or market-
ing synergy with existing product lines (concentric diversification strategy), such as
repairing exercise equipment for other health clubs. Second, the club might search for
new products that could appeal to current customers, even though the new products
are technologically unrelated to its current product line (horizontal diversification
strategy), such as selling a line of vitamins. Finally, the organization might invest
in a business that has no relationship to its current technology, products, or markets
(conglomerate diversification strategy), such as opening a computer store.

Downsizing older businesses . Organizations must not only develop new busi-
nesses, they must also carefully prune, harvest, or divest old businesses in order
to release needed resources and reduce costs. Reasons for business discontinuation
include poor performance and lack of continued “fit” with current operations (regard-
less of profitability). For example, in 2006 Pfizer sold its consumer products division
to Johnson & Johnson to focus on its pharmaceutical business. The sale included
such household names as Listerine, Visine, and Neosporin.



126 Strategic Marketing for Health Care Organizations

Threats. An analysis of threats will yield those that are current and those that are
projected. In considering threats, one must also look to their potential sources, such
as competitors, suppliers, customers, technological change, or government (through
laws and regulations). For instance, Christensen, Bohmer, and Kenagy14 discuss
threats from “disruptive innovations—cheaper, simpler, more convenient products
or services that start by meeting the needs of less-demanding customers.” They
present the following example and explanation:

Imagine a portable, low-intensity X-ray machine that can be wheeled between offices
on a small cart. It creates images of such clarity that pediatricians, internists, and
nurses can detect cracks in bones or lumps in tissue in their offices, not in a hos-
pital. It works through a patented ‘‘nanocrystal’’ process, which uses night-vision
technology borrowed from the military. At 10% of the cost of a conventional X-ray
machine, it could save patients, their employers, and insurance companies hundreds
of thousands of dollars every year. Great innovation, right? Guess again. When the
entrepreneur who developed the machine tried to license the technology to estab-
lished health care companies, he couldn’t even get his foot in the door. Large-scale
X-ray equipment suppliers wanted no part of it. Why? Because it threatened their
business models.

What happened to the X-ray entrepreneur is all too common in the health
care industry. Powerful institutional forces fight simpler alternatives to expensive care
because those alternatives threaten their livelihoods [p. 102].

In evaluating a firm’s environment using a SWOT analysis, a few cautionary
notes should be considered. First, although strengths, weaknesses, opportunities, and
threats all need to be assessed, they are not all of equal importance to an organization.
These four elements, therefore, should be prioritized by their current and potential
impact. Second, these features need to be evaluated in the context of a specific time
frame. For example, it is obvious that some opportunities have a limited availability.
Also, some capabilities may become obsolete with introduction of new technology.
Third, these elements must be evaluated in light of one another and their interde-
pendence fully appreciated. For example, internal capabilities need to be evaluated
in the context of the external environment.

A final comment about the SWOT analysis concerns the pitfalls of using this
approach to analyze the environment. Even after an organization has clearly delin-
eated its internal and external environments, it may not be able to match appropriate
elements to achieve organizational success. For example, what if strengths do not
allow a company to take advantage of an opportunity? Further, a SWOT analysis
is a hit-or-miss process, since it does not provide a systematic means of analysis; it
is easy to overlook important environmental factors. Finally, a SWOT analysis does
not offer an approach to strategic implementation. SWOT analysis should therefore
be supplemented by a Five Forces Analysis.
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Five Forces Analysis
The Five Forces Analysis, developed by Michael Porter in his book Competitive Strat-
egy ,15 has largely replaced the SWOT assessment in business school strategy courses
and corporate planning. This method has at least five advantages over the SWOT
assessment. First, in providing an understanding of the competitive environment, it is
a more systematic and comprehensive approach to strategy than the SWOT analysis.
Second, it can be used in a variety of settings, whether they are manufacturing or
service companies, for-profit or nonprofit organizations. Third, by providing an anal-
ysis of each force’s effect on industry profits, it furnishes an assessment of overall
industry profitability. Fourth, this analysis identifies opportunities for success and
threats to success. Finally, unlike the SWOT approach, it helps to generate strategic
choices. The five forces can be summed up as follows:

1. Internal Rivalry

2. Threat of New Entrants

3. Threat of Substitute Products

4. Buyer Power

5. Supplier Power

We will discuss each of these five forces, using examples from the medical group
sector.16 Figure 5.5 displays this analytic framework.

Internal Rivalry. Internal rivalry is defined as competition among like firms in the
same industry. Firms compete along a number of dimensions and it is useful to divide
these dimensions into non-price competition and price competition. Non-price com-
petition comprises three categories: products and services, promotion and branding,
and access. We draw examples from medical groups, but one can infer how these
principles apply to other health care sectors.

1. Products and services. The products and services a medical group offers are
largely determined by its mission. For example, a group may be single specialty
or multi-specialty. In the latter instance, the scope of services will obviously be
determined by which specialties the group chooses to include. Product or service
competition is determined not only by current offerings but also by the group’s
ability to adopt and offer new technology as it becomes available. Within this
category, groups must determine which organizations are their competitors.
For example, single specialty primary care groups do not compete with single
specialty neurosurgery groups. Neurosurgery groups, however, may compete
with orthopedic groups for specific services, such as back surgery. Primary
care groups may compete directly with multi-specialty groups that incorporate
primary care physicians.

2. Promotion and branding. Because of their usually small sizes, limited budgets,
and small market niches, many medical groups have not, by and large, competed
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on the basis of promotion and branding. However, perhaps the best example
of successful branding with respect to medical groups is the Mayo Clinic. It is
well known that before its Florida and Arizona satellites opened their doors,
there were waiting lists for appointments. Because hospitals, health systems,
and insurance companies often do such a good job of promoting themselves,
many physicians and medical groups rely on these other firms’ advertising and
branding to bring their services to the public’s attention. For example, many
patients will choose physicians only because they are on staff at a particular
hospital or have a contract with an insurance plan.

3. Access. With respect to medical services, access has four dimensions:

a. Location. Not only must a medical group be physically located in a place
proximal to its current and potential patients, but those patients must also
be able to get to that location. Such features as travel time, highway access,
proximity to public transportation, and parking are all important factors.

b. Delivery of services. While location centers on how patients can get to the
medical group, distribution analyzes how the group can reach out to its
patients. Such outreach can be either actual or virtual. In the former case,
one might look at such services as house calls or nursing home visits. These
visits can be made by a physician or nurse practitioner/physician assistant.
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In the virtual outreach category, one can look to such traditional methods
as telephone calls or to web-based interventions, ranging from Web sites
to telemedicine.

c. Convenience. Beyond the availability of place and delivery attributes, con-
venience focuses on delivery of the service when the patient needs or
requests it. This feature, of course, involves a cost-benefit analysis. For
example, availability outside a nine-to-five time frame is essential for pedi-
atric practices, but other specialties may find that patients do not need or
value office hours on evenings or weekends.

d. Insurance contracting status. To ensure sufficient patient volume, all health
care service businesses must contract with enough insurance companies so
that patients will seek them out. Many medical groups have used their
contracting status to competitively promote themselves, as most patients
cannot afford to pay for all of their medical services out of pocket. Fur-
ther, many patients want to know that they can see the same practitioners
regardless of the insurance their employer chooses on their behalf. Phar-
maceutical companies face similar constraints when they seek to get their
products on managed care formularies.

In summary, non-price competition involves the introduction of new or improved
products, promotion or branding, and enhancement of access. Any of these strate-
gies will increase fixed or marginal costs for providing services. In some industries,
consumers are willing to pay more for non-price enhancements. In health care, how-
ever, because of the long-standing existence of insurance reimbursement, customers
(which include payers and patients) may be more reluctant to pay extra.

We turn now to price competition. Because price wars often beget further price
reductions, resulting in lower revenues, it can be an extremely destructive form of
competition. Firms typically engage in this practice under three circumstances:

■ First, they may lower their prices when the costs to their customers for switching
providers are low. For example, medical groups may attract young, healthy
patients (who have not established ongoing relationships with a physician) by
contracting with managed care plans at discount rates. If, on the other hand,
a patient has a chronic, complicated illness and has a long-standing, trusting
relationship with a particular physician, the costs of changing sites of medical
care would be high.

■ Second, firms may also lower their prices when they seek to gain market share
or avoid losing the market share they currently enjoy. With respect to medical
groups, the situation has become particularly important in the environment of
managed care. Groups have been forced to lower their charges, accept capita-
tion, or both to maintain the ability to provide services to their current patients
and stay attractive to potential new ones. Likewise, pharmaceutical companies
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will discount prices or offer larger volume-dependent rebates to managed care
organizations in order to get or stay on their formularies.

■ Third, price lowering occurs in sectors in which the firms view themselves as
independent actors rather than as part of a cohesive industry. Unlike airlines
and breakfast cereal manufacturers (for whom the concept of price leaders and
followers is well known), medical groups act quite independently from one
another, and the individual physician practice sector is quite fragmented.

In addition to these three reasons why firms may lower prices, there are at least
six environmental circumstances that encourage price reductions:

■ Excess capacity. When an industry has excess capacity, its member firms tend
to lower their prices to cover marginal costs. In the health care field, this practice
was especially evident when medical groups and hospitals priced their services
to managed care organizations in order to cover marginal costs. Unfortunately
for these organizations, the large shift to managed care left them with pricing
that often did not adequately cover their fixed costs.

■ The presence of many sellers. When many sellers of services or products are
present in an industry, the firms may act independently in their own interest and
at the market’s expense. In this environment, firms are unable to agree on correct
pricing; this circumstance leads to divisions in the market. Further, these firms
may feel it is easier to lower prices and gain market share because competitors
will not follow suit. Clearly, this strategy is often a miscalculated one. The only
major factor restraining firms in this environment is fear of a price war. Examples
in this category include generic, over-the-counter medications.

■ Absence of a history of cooperation and “facilitation” among firms. In some
sectors, certain firms are viewed as price leaders and price trend setters. Absent
such price leaders, some industries foster implicit competition. In health care,
rapid technological innovation has enabled firms to enter very profitable market
segments in which such pricing history is lacking. In this setting, price com-
petition frequently results. Ophthalmology groups providing vision correction
surgery (LASIK) are facing this type of competition.

■ Undifferentiated products or services. When customers view products or services
as undifferentiated—that is, interchangeable—and there are many providers and
suppliers, firms tend to distinguish themselves by price competition. It is impor-
tant to note that, in this category, much of the price competition in health care is
due to lack of customer perception of substantial provider or supplier differen-
tiation. Differentiating information, such as quality measures, is often either not
available, difficult to understand, or not credible. Until this situation is corrected,
payers will use price competition to sell their products, financed by extracting
payment concessions from providers.
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■ Sellers can set prices secretly. When negotiations between buyers and sellers
are conducted in private—that is, prices are not publicly available—some firms
may be likely to use pricing as a competitive strategy. For example, despite
managed care claims that they give standard contracts to all medical groups in
a given geographic area, many payment differentials do exist. Pharmaceutical
companies face closer scrutiny, however, since they must offer lowest prices to
their federal government clients (such as the Veterans Administration).

■ Sales orders are large and infrequent. In return for volume, many buyers natu-
rally require discounted pricing. In the greater business community, this practice
may occur when a firm negotiates for a large government contract. In the case
of medical groups, such negotiations may occur when hospital-based physicians
bid to supply their services to hospitals. Because of fraud and abuse laws, some
of this bidding cannot be cash-based. It can, however, take the form of the provi-
sion of enhanced services or equipment. For example, a radiology group bidding
to provide hospital services may purchase its own equipment, thus relieving the
hospital of the need for large capital expenditures.

In summary, analysis of internal rivalry usually yields strategies that either
enhance the product or service (usually resulting in price increases) or reduce prices.
Unfortunately, the marketplace may force some firms, like medical groups, to adopt
both strategies simultaneously, thereby often threatening their existence.

Threat of New Entrants. Markets with high profit margins obviously tend to attract
entrants. New entrants, however, threaten the market in two ways. First, each firm in
that sector will have a decreased market share and less business (unless the market is
growing extremely rapidly and further entrants are limited). Second, with more sell-
ers in the market there is an increased tendency to price competition. New entrants,
however, must overcome certain barriers when they want to participate in a new sec-
tor. Some of these barriers are “naturally occurring,” whereas others can be enhanced
by existing firms as a competitive strategy to maintain their market position. These
barriers are as follows:

■ Economies of scale and scope. Economies of scale not only give firms the oppor-
tunity to produce goods or services at a lower average cost, but also give them a
chance to learn how to continuously improve their production. Such knowledge
usually comes in the form of protected trade secrets and may be difficult for
an entrant to rapidly copy. Similarly, a full scope of products and services is
usually beyond the immediate capability of new entrants into a certain market.
With respect to economies of scale and scope, therefore, unless a new entrant can
gear up quickly, it will be at a significant disadvantage compared with estab-
lished firms. It is noteworthy that this barrier has been less of a problem for
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manufacturers of generic medications than those seeking to produce copies of
more complex biologicals, such as injectable hormones and antibodies.

■ Capital requirements. Some health care markets have very large capital require-
ments. For example, most medical groups have neither the space nor money
to buy and maintain an MRI scanner. Many OB/GYN offices, however, have
been able to buy and use ultrasound machines to enhance patient convenience
and their own profitability. Low capital requirements in this respect have proved
detrimental to traditional hospital-based radiology departments.

■ Access to key resources or distribution channels. With respect to medical service
providers, a key, but often limited resource is skilled, specialized personnel; for
example, radiology techs and pharmacists. Distribution channel problems also
may exist, particularly for medical groups that seek to serve the homebound
elderly and those who provide specialized services in rural areas.

■ Legal restrictions. Legal restrictions often present barriers to entry of new firms.
In the general business world, such barriers are usually presented by patents
and copyrights. Additional barriers in health care are created by requirements
for licensure and certificates of need for hospitals anticipating large capital
expenditures. Further, compliance with regulations is often very costly and time
consuming and creates sector-specific barriers, as in the case of freestanding
surgery centers and skilled nursing facilities.

■ Branding. Branding has generally not been a barrier to market entry for medical
groups, and the reverse has occasionally been true. As mentioned earlier, Mayo
Clinic’s entry into the Florida and Arizona markets was facilitated by its brand
image.

■ Exclusive and/or long-term agreements with major customers. An example of
this barrier to entry is the provision of mental health services. Many managed
care plans have exclusive arrangements with specialty companies to provide
treatment of psychiatric and chemical dependency problems. New mental health
groups and independent psychiatrists often find it difficult to enter markets that
are highly penetrated by managed care organizations.

■ Current firms with excess capacity. As mentioned earlier, when existing firms
have excess capacity, they tend to use price reductions as a competitive strategy.
Therefore, when a market is profitable, if its current occupants have excess
capacity even the perceived threat of a significant number of new entrants will
drive prices down. Examples occur in markets that rely on expensive, high-tech
equipment that is not being fully utilized, such as when actual or potential
entrants announce the establishment of MRI services.

The characteristics of barriers to entry are never static and must constantly be
reassessed. Laws, regulations, and new technologies can create, lower, or eliminate
entry barriers. For example, when laws changed to enable procedures other than
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minor surgery to be performed outside the hospital, a whole new category of licensure
was developed for freestanding surgicenters. Further, newer techniques in surgery,
such as laparoscopic procedures, allowed for less invasive treatments. Advances
in anesthesiology have also enhanced the safety of these procedures and reduced
recovery time.

Substitutes and Complements. Substitutes are those products or services that “do
the same thing” as those for which they replace. In health care, the most obvious
examples come from the pharmaceutical industry. The degree to which substitutes
are a threat depends on how close to the original the customer perceives them to
be. Substitutes are particularly threatening when they represent new and desirable
technology. Other examples of substitutes are nonsurgical treatments for surgical
ones, for which symptom relief and outcomes are nearly equivalent. For example,
as mentioned previously, medication has all but replaced surgery as treatment for
peptic ulcer disease.

Complements are used in conjunction with the product or service. Rather than
seeing complements as a competitive threat, they can often be viewed as opportu-
nities. A classic example of complements is presented by diet and exercise along
with medication to treat diabetes. The strategist therefore must ask, Which markets
complement what I do and which markets do I complement? In answering these
questions, hospitals have looked to ambulatory care and home care as complemen-
tary services. Attention to complements is particularly important because advances
in one market tend to boost profits in its complementary markets. Returning to
the freestanding surgery center example mentioned earlier, we note that anesthe-
sia is a complementary service. Advances in shorter and safer anesthetics have
enhanced the number of surgeries that can be safely performed on an outpatient
basis.

Buyer Power. Two circumstances promote the power of buyers. First, direct buyer
power is manifested when the buyer is so large that the seller cannot turn away
business. The classic example is the defense industry, for which governments are
the predominant purchasers. Indirect buyer power occurs when purchasers are moti-
vated and able to shop around. Medical groups have confronted both direct and
indirect buyer power in their dealings with managed care organizations. At first,
these buyers formed only a minor portion of groups’ business. As they grew, how-
ever, many groups faced situations in which a single health plan accounted for 20
percent or more of their revenue. Because the health plans know they have buyer
power and can take business elsewhere, they often engage in “take it or leave it”
negotiations with medical groups. Because buyer power assumes the existence of
other similar firms that are available to buyers, this situation is similar to that of
internal rivalry.

At this point, one must ask two fundamental questions. First, what would moti-
vate customers to shop around? This question should be asked from the perspective
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of customers leaving you and going to your competitors as well as leaving your com-
petitors and coming to you. Second, what would enable customers to shop around?
For medical groups, such enabling strategies might include advertising, open houses
and health fairs, and the offering of a variety of services via the Internet. For pharma-
ceutical companies, products may change payment status on formularies, requiring
patients to spend more (or less) on each prescription.

An additional strategy to lessen buyer power is to diversify buyer strength; that
is, to seek other buyers for existing services. This strategy is particularly important
to hospitals and physicians who deal with few managed care plans and depend on
one or two of them for a large portion of their businesses.

Supplier Power. To determine the extent to which suppliers can exert their power
over a firm, one must answer three questions:

■ How important is the product or service that the supplier provides?

■ How many similar supplier competitors are there?

■ How high is the cost of switching from one supplier to another?

With respect to hospitals and medical groups, consider the example of their
information systems, which are critical to their operational and functional successes.
Because of the large number of vendors in this sector, supplier power results not from
the unique importance of the product or lack of competitors, but from the high cost
of switching from one system to another. Other examples of supplier power include
companies that sell unique, essential products, like vaccines. At the other end of the
spectrum is a medical group’s answering service. Such a service is critical; however,
there are many similar suppliers and the switching cost is relatively low.

Limitations of Using the Five Forces
Although a Five Forces Analysis provides a good overview of an industry , it does
have some limitations. First, it does not deal with the magnitude or growth of demand
in an industry. A Five Forces Analysis assumes that demand is large enough for firms
to be profitable under the most favorable competitive conditions. Second, the analysis
focuses on the industry as a whole and not the individual firms in it. The model is
therefore useful mainly for assessing the profitability of the average firm. Third, it
does not explicitly account for nonmarket forces, such as the role of government
(except as a supplier or buyer) or nongovernmental organizations (NGOs). Because
government is a very important stakeholder, particularly in the health care field, some
have considered it a sixth force in this analysis. Finally, a Five Forces Analysis is
qualitative as opposed to quantitative. For example, the analysis may say that a threat
to entry is high but it does not say exactly how high and, therefore, how likely it is
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that a potential competitor will enter the market. In this respect, it is most useful in
assessing trends .

MARKETING STRATEGIES

Although the SWOT and five forces analyses can be useful in assessing a group’s
environment, they are less useful in deciding on implementation strategies that will
enable the organization to survive and prosper. Using the environmental analysis
gained from these two methods, however, firms can decide on appropriate marketing
strategies. In this section we discuss three approaches.

Changing Forces
In certain cases, if the five forces are working against an organization, one can
undertake to change one or more of them. One way to accomplish a change is
through legislative initiatives. OB/GYNs in many states have successfully lobbied
for laws that have increased their availability to women belonging to managed care
plans. Another example involves turning buyer power into supplier power. Many
medical groups have found that managed care plans have dictated financial conditions
and threatened to pull large numbers of patients from the practice if an agreement
on terms could not be reached. Some medical groups, however, have used their
position as a provider to a substantial portion of a plan’s patients to negotiate more
favorable terms. A final example involves joint ventures that link buyers or suppliers
so that mutual profitability is tied to one another. Medical groups have found that
joint ventures with hospitals have often enhanced such a cooperative relationship,
particularly if both parties are at risk for delivering services under managed care
contracts.

Segmentation
Segmentation involves finding a part of the industry that is not as severely affected
by the five forces. Hospitals are particularly adept at pursuing this implementation
strategy. For example, after hospitals became subject to diagnosis related group
(DRG)–based reimbursement, they sought to increasingly diversify into those health
care segments that were less affected by reimbursement changes; for example, reha-
bilitation services, pediatrics, home health care, and skilled nursing facilities. Some
medical groups have succeeded with a segmentation strategy by providing services
not typically covered by traditional insurance, like cosmetic surgery or vision correc-
tion procedures. (We discuss segmentation, targeting, and positioning in more depth
in Chapter Eight.)

Positioning
Positioning means developing a differential advantage from other firms that protects
it (or at least insulates it) from the five forces. One way that firms have approached
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positioning is by focusing on a specific value proposition for targeted customers.
Such an approach has been suggested by Porter17 and Treacy and Wiersema.18 (See
the discussion about strategic implications for health care in Chapter Two to augment
understanding of this section.) According to these latter two authors, this value-driven
strategy depends on at least three propositions:

1. No company can succeed today by trying to be all things to all people.

2. Value comes from choosing customers and narrowing the operations focus to
best serve those customers.

3. Customers are able to distinguish among the various kinds of value, and they
generally won’t demand them all from the same supplier.

Positioning involves choosing a particular value-driven strategy. The strategy a
business chooses will depend on its mission and hence its target customers. Treacy
and Wiersema distinguish among the following three positioning strategies:

■ Product leadership. Companies that adopt this strategy are completely devoted
to producing the best product or service. All organizational processes are sub-
servient to this function. Startup biotech firms fit into this category.

■ Customer intimacy. Firms that adopt this strategy truly realize that they cannot
be all things to all people. They target specific customers and seek to add value by
providing “total solution” products and services in a long-standing relationship.
Many consulting companies adopt this approach.

■ Operational excellence. Firms that adopt this positioning strategy aim to provide
their products or services at a low price in a standardized, low-stress environment.
Operationally excellent companies are neither product or service innovators nor
leaders, nor do they necessarily develop long-lasting relationships with targeted
key customers. Their profitability depends on high-volume sales and adoption
of the philosophy “variety kills efficiency.”19

The first two positioning strategies—product leadership and customer inti-
macy—provide a benefit advantage to customers, whereas the third strategy offers
a cost advantage. The marketplace will favor benefit advantage organizations under
at least three conditions. First, customers must be willing to pay a premium for
the product or “total solution” relationship. Second, while quality really matters to
customers, they need to learn about different competitors to be able to tell them
apart. Finally, the product or service must be an experience good . This term means
that customers are able to use a product or service that provides a benefit; they can
evaluate its quality and the firm that provides it.

Assuming these three conditions exist, there are, at a minimum, three methods to
achieve a benefit advantage in the eyes of the customer. First, the firm can actually
demonstrate that the product or service is a market leader with respect to such features
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as quality, durability, ease of use, or access. Second, the firm can build a favorable
customer perception of the product or service. Such a perception can come from
branding, independent reviews (such as “quality report cards”) or, most important
in health care, word of mouth. (Is the care at Mayo Clinic in Rochester, Minnesota,
truly so much better than at a more local university medical center?) Finally, the firm
can convince customers that a commodity product or service (a search good , defined
shortly) is really an experience good . The marketing of gasoline brands presents a
prime example of this technique.

In contrast to product leaders and customer intimate firms, operationally excellent
organizations offer cost advantages as opposed to benefit advantages. Customers
will favor an operationally excellent company when they are price sensitive and the
product or service is a search good —that is, a product or service whose customers
either understand its quality or care so little about it that they don’t require much more
information than price to purchase it. Again, one can see the example of gasoline
as a basic search good (though many companies would like to try to position it in
the minds of customers as an experience good). With respect to maintaining a cost
advantage, a firm can take the following actions:

■ Exploit economies of scale (number of similar type services or products), scope
(number of different, but related, products or services), or know-how . Know-how
is the equivalent of proprietary business methods and the accumulated learning
that tells a firm what will or will not work.

■ Obtain access to low-cost inputs . Such inputs may be labor costs, rent, or even
enhanced customer order entry via e-commerce solutions. For example, Wal-Mart
sells its goods (including prescription and over-the-counter medications) in large,
no-frills warehouse spaces. Mail-order branded pharmaceutical suppliers employ
similar operational tactics.

■ Implement process improvements . These improvements can either simplify the
delivery of a service or enhance the efficiency of a manufacturing process.
Although it may seem obvious, it must be stated that one of the ways to improve
processes is to eliminate non-value-added steps that increase the probability for
error and increase cost. Operations research and process engineering have been
particularly useful in achieving efficiencies in this area. Although not always
competing on price, hospitals have used these process improvement methods to
achieve this benefit.

■ Exploit the efficient organization of the vertical supplier-customer chain. A clas-
sic example of this technique is just-in-time delivery of goods that will enable
a firm to reduce inventory costs. Hospitals have used this method with respect
to very expensive items such as pacemakers and implantable defibrillators.

■ Standardize all processes as much as possible.
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Limits to the Value-Driven Strategy: The Example of Medical Groups. Many
companies have thrived using the market leader model just described; however, many
medical groups find themselves in markets that are highly penetrated with managed
care and face extensive regulation, both of which prohibit successful implementation
of measures that this model requires. In this section, we explain the reasons for this
situation.

First, with respect to being product (or service) driven, in the medical field all
customers expect to receive the best product at all times. These customers include
patients, payers, and the legal system. Although all providers are expected to achieve
near-perfection, only those such as academic medical centers (AMCs) can reap the
benefit of differentiating themselves from their competitors based on perceived quality.

Second, operational excellence (which enables lower prices) is valued only by
some of the medical groups’ customers. Obviously, many payers are pressing groups
to accept lower prices. Most patients, on the other hand, are shielded from substantial
financial risk by third-party payers. This latter situation is changing, however, with
patients now responsible for increasing out-of-pocket expenses for traditional health
plans and the emerging consumer-directed plans with their high annual deductibles.
Medical groups are therefore experiencing mounting patient pressures to lower their
prices. The overall effect is that the marketplace is demanding not the best product at
the lowest possible price, but the best product at a low price. In a world of managed
care, groups are forced to become operationally excellent organizations, whereas the
marketplace is demanding product excellence. But as the market leader model states,
superior performance in both of these attributes cannot exist simultaneously in a truly
great organization.

At a time when the marketplace is demanding the best product at a low price,
medical groups are also expected to deliver comprehensive and coordinated services
to their patients. This activity is really a “customer intimacy” or “total solution”
imperative. However, several environmental forces are working against the groups.

First, health plans are purchasing disease management services from indepen-
dent firms with which a patient’s medical group may not have a relationship, thus
increasing the likelihood of fragmentation of services.

Second, patients are demanding more freedom to choose their medical providers,
and legislatures are supporting this initiative by passing laws mandating managed
care plans to provide more open access to primary care physicians and specialists. For
example, many states have passed “any willing provider” laws that require managed
care plans to contract with any physician (or even pharmacy) who will accept an
agreement that is offered to other existing providers. This situation means that the
patient’s primary providers are challenged to work with others with whom they have
no ongoing relationship (and who may practice at different hospitals) while at the
same time attempting to provide the highest level of coordinated care.
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In the short run, these groups need to conduct a comprehensive environmental
analysis to determine an optimum mix of these three strategies. Such a tactic will
not produce the optimal strategy but will lead to formulation of the best a group can
accomplish in its current environment.

REASSESSMENT OF MISSION STATEMENT

After an organization has evaluated its environment and assessed its strategic options,
it should return to its original mission statement to see if it is still desirable and fea-
sible. This reassessment can have three effects. First, it can validate the reasons for
the statement and the organization’s purpose. Second, it can also cause the organiza-
tion to more realistically evaluate its purpose. For example, a hospital may find that
the environment is more hostile or resources more constrained than first realized.
The mission statement must then be revised accordingly. Finally, and in contrast,
after conducting an environmental analysis and formulating a strategic plan, a firm
may find that it can accommodate a broader mission than it first considered. In
summary, the strategic planning process requires perpetual periodic evaluations of
an organization’s mission, goals, and strategies as well as the interplay among those
elements.

Vision and Values
In their book Built to Last: Successful Habits of Visionary Organizations , Collins and
Porras found three commonalities shared by eighteen successful companies.20 First,
each held a distinctive set of values from which they did not deviate. Thus IBM
has adhered to the principles of respect for the individual, customer satisfaction, and
continuous quality improvement throughout its history; Johnson & Johnson holds to
the principle that its first responsibility is to its customers, its second to its employees,
its third to its community, and its fourth to its stockholders.

Second, successful organizations express their purpose in enlightened terms.
Xerox wants to improve office productivity and Monsanto wants to help end hunger
in the world. According to Collins and Porras, an organization’s core purpose should
not be confused with specific business goals or strategies and should not be simply
a description of an organization’s product line.

Third, successful organizations have developed a vision of their future and act to
implement it. A business often presents its vision and values along with its mission
statement. In the following examples, note how vision and value statements are more
action-based than mission statements (which describe “who we are”). Again, these
statements are not necessarily best practices; you should analyze their usefulness for
the individual organization.
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Northwestern Memorial Hospital Vision

To be the regional hospital of choice that is recognized as having the most
satisfied patients, the best possible clinical quality and outcomes, and the best
physicians and employees.

Amgen Values

Be Science-Based, Compete Intensely and Win

Work in Teams

Create Value for Patients, Staff and Stockholders

Trust and Respect Each Other

Ensure Quality

Collaborate, Communicate and Be Accountable

Be Ethical

Boston Scientific Values Statement

The growth and success of our organization is dependent upon the shared
values of our people. They understand that business exists to serve the customer.
We must learn, understand and live by a unified set of values that will guide us
in a continually changing medical environment:

To provide our people with a strong understanding of our mission and shared
values

To think like our customers and work hard on their behalf

To pay relentless attention to business fundamentals

To bring a commitment to quality and a sense of urgency to everything we do

To rely on one another, to treat each other well and to put the development
and motivation of our people at the top of our priority lists

To encourage innovation, experimentation and risk-taking

To recognize bureaucracy as an archenemy and not allow it to inhibit our good
sense of business and creative spirit

To provide shareholders with an attractive return through sustained high-
quality growth

To recognize and reward excellence by sharing Boston Scientific’s success with
our employees

FOR EXAMPLE
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STRATEGIC ALLIANCES

Because health care organizations are discovering that now, more than ever, they need
strategic partners if they hope to be successful, many form alliances with other firms
that complement or leverage their capabilities and resources. Alliances, however, are
fraught with problems, and many fail.

We here offer some examples of types of alliances. Although alliances achieve
common benefit for both parties, they are not merely one company hiring another to
perform a service, though both must financially profit from the transaction.

■ Product or service: One organization licenses another to produce its product or
service, or two organizations jointly market their complementary service. The
most common example in health care is pharmaceutical companies that license
their products to firms having a stronger presence in other countries.

■ Promotional: One organization agrees to promote another organization’s product
or service. Many small pharmaceutical companies use larger firms’ sales forces
to sell their products. In return, the promoting company gets to augment or
complement its own portfolio.

■ Logistics: One organization offers logistical services for another organization’s
products or services. For example, Abbott Laboratories warehoused and delivered
3 M’s medical and surgical products to hospitals across the United States. In this
case, the logistics provider derives a benefit of economies of scale for handling
its own products.

■ Pricing: One or more organizations join in a special pricing collaboration. An
HMO can work with a national health club to offer lower rates for their members
who sign up with the club. Both can achieve greater market share from this
arrangement.

As these examples indicate, health care organizations need to be creative about
finding partners who complement their strengths and offset their weaknesses.

MARKETING PLANNING

After the environmental assessment and mission check are completed, marketing
managers must develop a marketing plan: a written document that summarizes what
the firm has learned about the environment and describes how the organization plans
to reach its objectives within the frame of the broader strategic plan.21 Market-
ing plans are becoming more customer- and competitor-oriented, better reasoned,
and more realistic than they were in the past. The plans draw inputs from all the
company’s functions and are team-developed.

The Composition and Content of a Marketing Plan
Marketing planning is done differently in different organizations. The plan is vari-
ously called a business plan, a marketing plan, and sometimes a battle plan. Most
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marketing plans cover one or a few years; they vary in length from under five to
over fifty pages. Some organizations adhere strictly to their plans, whereas others
see them as only a rough guide to action. The most frequently cited shortcomings
of current marketing plans are lack of realism, insufficient competitive analysis, and
a short-run focus. What, then, characterizes a useful marketing plan?

Sample Marketing Plan Content

1. Executive summary and table of contents: The marketing plan should open with
a brief summary of the main goals and recommendations, which enables senior
management to grasp the plan’s major thrust. The table of contents outlines the
rest of the plan and all the supporting rationale and operational detail.

2. Environmental analysis: This section presents relevant background data on
sales, costs, profits, the market, competitors, channels, and the key forces operat-
ing in the environment. How is the market defined, how big is it, and how fast is
it growing? What are the relevant technological, political, economic, social, and
legal influences? How can the chief competitors be characterized? Who buys
the product or service, why, when, where, and how? A detailed description of
customer and competitive behavior is critical. Pertinent historical information
can be included to provide context.

3. Opportunity and issue analysis: In this part, management reviews the main
opportunities found in the SWOT analysis and identifies the key issues likely
to affect the organization’s attainment of its objectives.

4. Objectives: In this portion, the marketer outlines the plan’s major financial and
marketing goals, expressed in sales volume, market share, profit, and other
relevant terms.

5. Marketing strategy: In this section the marketer defines the target segments
—the groups and their needs that the market offerings are intended to satisfy.
The marketer then establishes the offering’s competitive positioning, which
will create the tactics to accomplish the plan’s objectives. These activities are
carried out with inputs from other organizational areas, such as purchasing,
operations, sales, finance, and human resources, to ensure that the business
can provide proper support for effective implementation. The marketing plan
should be specific about the branding and customer strategies that will be
employed.

6. Action programs: The marketing plan must specify the activities for achieving
the business objectives. Each marketing strategy element must be elaborated to
address what will be done, when, and by whom; how much it will cost; and
how progress will be measured.

7. Financial projections: This portion details the financial impact of the action
program . On the revenue side, it shows the forecasted sales volume in units
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and average price, and on the expense side, the expected costs of operations, dis-
tribution, and marketing, broken down into finer categories. Once approved, the
budget is the basis for developing plans and schedules for material procurement,
operations, employee recruitment, and marketing activities.

8. Implementation controls: The last section outlines the controls for monitor-
ing and adjusting the plan. Typically, the goals and budget are spelled out
for each month or quarter, so management can review each period’s results
and take corrective action when needed. A number of different internal and
external measures are needed to assess progress and suggest possible modifi-
cations. (Chapter Fifteen describes the key metrics for diagnosing and tracking
progress.) Some organizations include contingency plans outlining the steps
management should take in response to specific major developments.22

A good marketing plan can be an invaluable tool in achieving marketing goals.
Here are some questions to ask in evaluating a plan:

■ Is the plan simple, easy to understand, and actionable?

■ Is the plan specific? Are its objectives concrete and measurable? Does it include
specific actions and activities, each with specific dates of completion, specific
persons responsible and specific budgets?

■ Is the plan realistic? Are the sales goals, expense budgets, and milestone dates
realistic? Has a frank and honest self-critique been conducted to raise and resolve
possible concerns and objections?

■ Is the plan complete? Does it include all the necessary elements?23

SUMMARY

The marketing process involves an exploration of creating, communicating, and deliv-
ering superior value. The value chain is a tool for identifying key activities that create
customer-perceived value and costs in a specific business.

Strong organizations develop competencies and superior capabilities in managing
core business processes such as customer acquisition and retention, new services,
and new product development. Managing these core processes means creating a
marketing network in which the organization works closely with all parties in the
value chain. High-performance businesses achieve marketplace success by improving
critical business processes and aligning resources, competencies, and capabilities.

Market-oriented strategic planning is the managerial process of developing and
maintaining a viable fit between the organization’s objectives, skills, and resources
and its changing market opportunities. The aim of strategic planning is to shape the
organization’s businesses and offerings so that they yield target profits and growth.
Corporate headquarters sets the strategic-planning process in motion. Corporate strat-
egy establishes the framework within which the divisions and business units prepare
their strategic plans. Setting a corporate strategy entails four activities: defining the
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corporate mission, establishing strategic business units (SBUs), assigning resources
to each SBU based on its market attractiveness and business strength, and planning
new businesses while downsizing older businesses.

Marketing planning for individual business units and service entities entails the
following activities: defining the business mission, analyzing external opportunities
and threats, analyzing internal strengths and weaknesses, formulating goals, devel-
oping strategy, crafting supporting programs, implementing the programs, gathering
feedback, and exercising control.

To ensure its success, each service level within a business unit must contribute
to developing the overall marketing plan for the organization. This plan is one of
the most important outputs of the marketing process.

DISCUSSION QUESTIONS

1. Academic medical centers (AMCs) have in their mission statements purposes that
include research, teaching, and patient care. Can you think how each component
may complement and conflict with the others?

2. A competitor of your pharmaceutical company is about to launch a product that
will challenge one of your very profitable medications. At a marketing strategy
meeting, one colleague recommends a preemptive price reduction to maintain
market share. Discuss the pros and cons of this suggestion.

3. Choose a medical device, such as a home diagnostic machine, coronary artery
stent, or wheelchair, and describe the industry structure using Porter’s model.



CHAPTER

6
HOW HEALTH CARE

BUYERS MAKE CHOICES

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the main stages in the consumer buying decision process?

2. What are the main characteristics, roles, and stages influencing the organiza-
tion’s buying process?

145
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OPENING EXAMPLE
Hospital Drug Buying Reacts to Market Changes A doctor at Watauga Medical
Center, in Boone, North Carolina, wanted to prescribe the sleep aid drug Lunesta to his
hospital patients. Several patients had found this drug helpful and wanted the physician
to prescribe it. The doctor felt strongly about giving his patients this option, so he decided
to make a request to add Lunesta to the hospital formulary. The drug formulary is the
set of those drugs that the hospital regularly stocks and that are purchased through
the hospital’s group purchasing organization. The Watauga Medical Center drug buying
process is, as at most hospitals, based on three overarching criteria: safety, cost, and
efficacy. Modifications in the formulary are accomplished through the hospital’s Pharmacy
and Therapeutics (P&T) Committee.

The pharmacy department at Watauga Medical Center continually monitors the
Food and Drug Administration (FDA) for new drugs to add to the formulary. Significant
differences in the safety, efficacy, or cost profile of a new product will be criteria for
formulary action. Typically, new drugs are reviewed and considered for the formulary if
they have received FDA approval for new symptoms, are designated as fast-track priority
drug approvals, or have been shown to address diseases with high levels of incidence in
the hospital’s primary market. These drugs are brought to the attention of the appropriate
medical specialty group at the Medical Center to determine their interest in reviewing the
drug. If the drug is rated as having little or no therapeutic gain by the FDA, no action is
initiated by the hospital P&T Committee. Alternatively, the P&T Committee will evaluate a
new drug if a request is made by a staff physician, the pharmacy director, or another staff
clinician. Such was the case with Lunesta.

The pharmacy department first conducted an extensive literature search using the
Web to identify evidence-based studies evaluating Lunesta. The scientific literature was
analyzed by pharmacy clinicians, and a recommendation was made to the P&T Committee
based the analysis. The recommendation was that Lunesta not be added to Watauga
Medical Center formulary because (1) there were no studies to document an advantage in
efficacy or safety over the sleep aid Ambien that was already on the formulary, (2) there
were multiple drug interactions to monitor versus few for Ambien, and (3) there was no
economic advantage over Ambien.

As always, Lunesta could be obtained for specific patients by the physician writing
‘‘dispense as written’’ on drug orders, but prescribing drugs not on the formulary usually
results in a delay in obtaining them. Not so long ago, a hospital pharmacist could call a
local commercial pharmacy for a drug not on the hospital pharmacy shelf, and it would be
delivered to the hospital, repackaged, and given to the patient in a few hours. With the
growth of electronic medication administration systems, however, most drugs are now
dispensed on the hospital floor through an ATM-like machine that requires an identity
card, a bar code, and an extensive electronic verification to ensure accuracy and reduce
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dispensing errors. This systematic strategy certainly has important benefits for patient
safety, but it also may curtail flexibility in meeting the needs of physicians and patients
who prefer drugs not on the hospital formulary.

With more patients learning about different drug brands from commercial and
internet media and asking their doctor to prescribe them, hospital formularies are under
increasing pressure to buy carefully and balance cost, effectiveness, safety, and the doctors’
preferences.

Health care marketers need to gain an in-depth understanding of consumer and
business buying behavior. Studying potential buyers provides clues for improving or
introducing products or services, setting prices, devising channels, crafting messages,
and developing other marketing activities. Marketers are also always looking for
emerging trends that might suggest new marketing opportunities. This chapter first
explores the psychology of individual health care buying dynamics, complementing
the information in Chapter Four. We then examine the purchasing dynamics of
organizational buyers.

OVERVIEW: KEY PSYCHOLOGICAL PROCESSES

Four key psychological processes—motivation, perception, learning, and memory—
fundamentally influence consumer responses to marketing stimuli.

Motivation: Freud, Maslow, Herzberg, Prochaska
A person has many needs at any given time. Some needs are biogenic; they arise
from physiological states of tension such as hunger, thirst, or discomfort. Other needs
are psychogenic; they arise from psychological states of tension such as the need for
recognition, esteem, or belonging. A motive is a need that is sufficiently pressing to
drive the person to act. Three of the best-known theories of human motivation—those
of Sigmund Freud, Abraham Maslow, and Frederick Herzberg—carry quite different
implications for consumer analysis and marketing strategy.

Sigmund Freud assumed that the psychological forces shaping people’s behavior
are largely unconscious and that a person cannot fully understand his or her own
motivations. Applying this to consumer responses, when a person examines spe-
cific brands, he or she will react not only to their stated capabilities, but also to
other, less conscious cues. Shape, size, weight, material, color, and brand name can
all trigger certain associations and emotions. A technique called laddering can be
used to trace a person’s motivations from the stated instrumental ones to the more
terminal ones. Then the marketer can decide at what level to develop the message
and appeal.
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Abraham Maslow sought to explain why people are driven by particular needs
at particular times.1 Why does one person spend considerable time and energy on
personal safety and another on pursuing the high opinion of others? His theory is
that human needs are arranged in a hierarchy, from the most pressing to the least
pressing. In order of importance these needs are physiological, safety, social, esteem,
and self-actualization. A consumer will try to satisfy his or her most important needs
first; when that need is satisfied, the person will try to satisfy the next most pressing
need. Maslow’s theory helps marketers understand how various products fit into the
plans, goals, and lives of consumers. The very poor, for example, will not undertake
self-actualization health activities, like exercise or weight loss, until their basic needs
for food and shelter are met. The Meals On Wheels program for seniors focus on
physiological needs, and services like sports medicine and psychological counseling
appeal to higher social, esteem, and self-actualization needs.

Frederick Herzberg developed a two-factor theory that distinguishes dissatisfiers
(factors that cause dissatisfaction) and satisfiers (factors that cause satisfaction).2

The absence of dissatisfiers is not enough; satisfiers must be present to motivate a
purchase. For example, a physician with a poor bedside manner would be a dissat-
isfier. Yet the presence of a pleasant bedside manner would not act as a satisfier or
motivator of a purchase because it is not a source of intrinsic satisfaction. Solving
the patient’s health problem would be a satisfier. In line with this theory, marketers
should avoid dissatisfiers that might unsell their products. They should also identify
and supply the major satisfiers or motivators of purchase because these satisfiers will
make the major difference as to which brand consumers will buy.

Psychologists James Prochaska and Carlo DiClemente at the University of Rhode
Island developed the Stages of Change theory in 1982 when they were studying how
smokers were able to give up their habits or addiction.3 The idea behind the Stages
of Change model is that behavior change does not happen in one step; rather, people
tend to progress through different stages on their way to successful change. The
rationale behind “staging” people was to tailor therapy to a consumer’s needs at a
particular point in the change process. As a result, the four original components of
the Stages of Change theory (precontemplation, contemplation, action, and mainte-
nance) were identified and presented as a linear process of change. Since then, a
fifth stage (preparation for action) has been incorporated into the theory, as well as
ten processes that help predict and motivate individual movement across stages. The
stages are no longer considered to be linear but seem to be cyclical and vary for
each individual.

The Stages of Change model has been applied to a broad range of behaviors
including weight loss, injury prevention, and overcoming alcohol and drug addiction.
Expecting behavior change by simply telling someone who, for example, is still in the
precontemplation stage that he or she must go to a certain number of AA meetings
in a certain time period may be counterproductive because the person is not ready
to change. Each person must decide when a stage is completed and when it is time
to move on to the next stage (see Table 6.1).
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TABLE 6.1. Prochaska and DiClemente’s Stages of Change Model

Stage of Change Characteristics Techniques

1. Pre-
contemplation

Not currently considering
change: ‘‘Ignorance is bliss’’

Validate lack of readiness

Clarify: decision is theirs

Encourage reevaluation of
current behavior

Encourage self-exploration, not
action

Explain and personalize the risk

2. Contemplation Ambivalent about change:
‘‘Sitting on the fence’’

Validate lack of readiness

Not considering change within
the next month

Clarify: decision is theirs

Encourage evaluation of pros
and cons of behavior change

Identify and promote new,
positive outcome
expectations

3. Preparation Some experience with change
and is trying to change:
‘‘Testing the waters’’

Identify and assist in problem
solving re: obstacles

Planning to act within 1 month Help patient identify social
support
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(Table 6.1 continued)

Stage of Change Characteristics Techniques

Verify that patient has
underlying skills for behavior
change

Encourage small initial steps

4. Action Practicing new behavior for
3–6 months

Focus on restructuring cues
and social support

Bolster self-efficacy for dealing
with obstacles

Combat feelings of loss and
reiterate long-term benefits

5. Maintenance Continued commitment to
sustaining new behavior

Plan for follow-up support

Post–6 months to 5 years Reinforce internal rewards

Discuss coping with relapse

6. Relapse Resumption of old behaviors:
‘‘Fall from grace’’

Evaluate trigger for relapse

Reassess motivation and
barriers

Plan stronger coping strategies

Source: Prochaska, DiClemente, and Norcross, American Psychologist, 1992.
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Perception
A motivated person is ready to act, yet how that person actually acts is influenced by
his or her view or perception of the situation. Perception is the process by which an
individual selects, organizes, and interprets information inputs to create a meaningful
picture of the world.4 Perception depends not only on the physical stimuli, but also on
the stimuli’s relation to the surrounding field and on conditions within the individual.
The key point is that perceptions can vary widely among individuals exposed to
the same reality because of three perceptual processes: selective attention, selective
distortion, and selective retention.

The average person may be exposed to over five thousand ads or brand commu-
nications a day, and almost all of these stimuli will be screened out—a process called
selective attention. Thus marketers have to work hard to attract consumers’ attention.
Through research, marketers have learned that people are more likely to notice stim-
uli that relate to a current need; this is why people who want to quit smoking are more
apt to notice ads for smoking cessation products like Nicorette gum. Furthermore,
smokers are more likely to notice stimuli that they anticipate, such as Nicorette gum
on sale in a drugstore. Smokers are also more likely to notice stimuli whose devi-
ations are large in relation to the normal size of the stimuli, such as an ad offering
“buy one, get one free” for a pack of Nicorette gum instead of one offering $.50 off.

Even noticed stimuli do not always come across in the way the senders intended.
Selective distortion is the tendency to twist information into personal meanings and
interpret information in a way that fits our perceptions. Consumers will often distort
information to be consistent with their prior brand and product beliefs.5 Selective
distortion can work to the advantage of marketers with strong brands when consumers
distort neutral or ambiguous brand information to make it more positive. In other
words, a pain reliever may seem to work faster, or a wait in a hospital emergency
department may seem shorter, depending on the particular brands involved.

People forget much information to which they are exposed but will tend to retain
information that supports their attitudes and beliefs. Because of selective retention,
we are likely to remember good points mentioned about a product we like and
forget good points about competing products. Selective retention again works to the
advantage of strong brands, and it also explains why marketers repeat messages to
ensure that the information is not overlooked.

Health Belief Model
Related to perception, the health belief model (HBM) was developed in the 1950s
by social psychologists and subsequently expanded.6 The HBM states that recog-
nizing a personal health behavior threat is affected by three factors: general health
values (including interest and concern about health), specific health beliefs about
vulnerability to a particular health threat, and beliefs about the consequences of the
health problem. According to the HBM, an individual who perceives a health threat
and then takes action to prevent a health problem has most likely:
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■ Perceived susceptibility. The individual perceived the likelihood of having an
experience or a condition that would negatively affect health.

■ Perceived seriousness. The person believed that a disease or condition would
noticeably affect him or her physically, emotionally, financially, or psychologi-
cally.

■ Perceived benefits of taking action. The person believes that positive outcomes
will result from addressing the health problem.

■ Perceived barriers to taking action. Counterbalancing the first three beliefs is
the contemplation that the treatment or preventive measure may be inconvenient,
expensive, unpleasant, painful, or upsetting.

■ Perceived cues to action. These types of internal and external actions and
reminders may be needed for the desired behavior to occur.

■ Perceived efficacy. This is the individual’s assessment of ability to adopt the
desired behavior.

Marketers using the Health Belief Model conduct market research to identify
each of these five elements (susceptibility, seriousness, benefits, barriers, and per-
ceptions of effective cues to action) before developing marketing strategies.

Consider the following example that applies this model. The National High
Blood Pressure Education Program conducted market research and learned that more
than sixty-five million American adults, or one in three, have high blood pressure,
and fewer than 30 percent are controlling their condition.7 The Program was inter-
ested in influencing desired behaviors by increasing blood pressure monitoring and
compliance with recommended lifestyle and medication plans. Research respondents
pointed to perceived susceptibility, seriousness, and barriers such as these:

■ “It is hard for me to change my diet and to find the time to exercise.”

■ “My blood pressure is difficult to control.”

■ “My blood pressure varies so much, it’s probably not accurate.”

■ “Medications can have undesirable side effects.”

■ “It’s too expensive to go to the doctor just to get my blood pressure checked.”

■ “It may be the result of living a full and active life. Not everybody dies from it.”

Using this research along with the Health Belief Model, the National Heart,
Lung and Blood Institute developed marketing strategies that projected the following
concepts:8

■ You don’t have to make all of the changes immediately. The key is to focus on
one or two at a time. Once they become part of your normal routine, you can
go on to the next change. Sometimes, one change leads naturally to another. For
example, increasing physical activity will help you lose weight.
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■ You can keep track of your blood pressure outside of your doctor’s office by
taking it at home.

■ You don’t have to run marathons to benefit from physical activity. Any activity,
if done at least thirty minutes a day over the course of most days, can help.

The marketing program began in 1972, when less than one-quarter of the Amer-
ican population knew of the relationship between hypertension, stroke, and heart
disease. In 2001, more than three-quarters of the population was aware of this con-
nection. One important result has been that virtually all Americans have had their
blood pressure measured at least once, and a substantial percent of the population
has it measured yearly.

Learning
When people act, they learn, and most human behavior is learned. Learning involves
changes in an individual’s behavior arising from experience. Theorists believe that
learning is produced through the interplay of drives, stimuli, cues, responses, and
reinforcement. A drive is a strong internal stimulus that impels action. Cues are
minor stimuli that determine when, where, and how a person responds.

Suppose you go to a Minute Clinic to get a flu shot. If your experience is
rewarding, your response to a flu vaccine and the Minute Clinic will be positively
reinforced. Later, when you have a cough, you may assume that because Minute
Clinic provided fast, effective service in the past, you will receive the same care for
your present illness. In other words, you generalize your response to similar stimuli.
A countertendency to generalization is discrimination, in which a person learns to
recognize differences in sets of similar stimuli and adjust responses accordingly. For
example, you would not go to a Minute Clinic if you thought you were having a heart
attack, because you discriminate in your decision making on the basis of perceived
severity of illness. Applying learning theory, marketers can build demand for a
product by associating it with strong drives, using motivating cues, and providing
positive reinforcement.

Memory
Cognitive psychologists distinguish between short-term memory (STM)—a tempo-
rary repository of information—and long-term memory (LTM)—a more permanent
repository. All the information and experiences that individuals encounter as they go
through life can end up in their long-term memory.

Most widely accepted views of LTM structure involve some kind of associative
model formulation.9 For example, the associative network memory model views LTM
as consisting of a set of nodes and links. Nodes are stored information connected
by links that vary in strength. Any type of information—verbal, visual, abstract, or
contextual—can be stored in the memory network. A spreading activation process
from node to node determines the extent of retrieval and what information can
actually be recalled in any given situation. When a node becomes activated because
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external information is being encoded (such as when a person reads or hears a word
or phrase) or internal information is retrieved from LTM (as when a person thinks
about some concept), other nodes are also activated if they are sufficiently strongly
associated with that node.

Following this model, consumer brand knowledge in memory can be conceptu-
alized as consisting of a brand node in memory with a variety of linked associations.
The strength and organization of these associations will be important determinants of
the information that can recalled about the brand. Brand associations consist of all
brand-related thoughts, feelings, perceptions, images, experiences, beliefs, attitudes,
and so on that become linked to the brand node. Marketing can be seen as making
sure that consumers have the right types of product and service experiences such
that the right brand knowledge structures are created and maintained in memory.
Some organizations create mental maps of consumers that depict their knowledge of
a particular brand in terms of those key associations that are likely to be triggered
in a marketing setting and their relative strength, favorability, and uniqueness to
consumers.

Encoding. Memory encoding refers to how and where information gets into memory.
The amount or quantity of processing that information receives at encoding refers to
how much a person thinks about the information; the nature or quality of processing
refers to the manner in which a person thinks about the information. Both quantity and
quality of processing are important determinants of the strength of an association.10 In
general, the more attention is placed on the meaning of information during encoding,
the stronger the resulting associations in memory will be.11 Also, the ease with which
new information can be integrated into established knowledge structures depends on
such characteristics as simplicity, vividness, and concreteness. Repeated exposures to
information provide greater opportunity for processing and the potential for stronger
associations; however, the exposure must first be persuasive and involving.

Retrieval. Memory retrieval refers to how information is pulled out of memory.
According to the associative network memory model, the strength of a brand
association increases the likelihood that that information will be easily accessible
and can be recalled by “spreading activation.” Successful recall of brand informa-
tion by consumers depends on more than the initial associative strength of that
information in memory. Three factors are particularly important. First, other prod-
uct information in memory can produce interference effects. It may cause the brand
information to be either overlooked or confused. In a market in which all hospital
television ads seem the same, with doctors offering health advice, consumers can
easily confuse hospital brands. Second, the time elapsed since exposure to informa-
tion at encoding affects the strength of a new association; the longer the time delay,
the weaker the association.

Finally, information may be “available” in memory (that is, potentially recallable)
but may not be “accessible” (that is, unable to be recalled) without the proper retrieval
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cues or reminders. The particular associations for a brand that come to mind depend
on the context in which the brand is considered. The more cues linked to a piece
of information, the greater the likelihood that the information can be recalled. Thus
marketing messages displayed inside a hospital convey information at that moment,
but they also remind consumers of information conveyed outside the hospital.

THE BUYING DECISION PROCESS: THE FIVE-STAGE MODEL

Basic psychological processes play an important role in our understanding of how
consumers actually make their buying decisions. Market-led organizations try to
fully understand the consumers’ buying decision process—all their experiences in
learning, choosing, using, and even disposing of a product.12 Marketing scholars
have developed a five-stage buying decision model shown in Figure 6.1. Starting
with problem recognition, the consumer then passes through information search,
evaluation of alternatives, purchase decision, and post-purchase behavior. Clearly,
the buying process starts long before the actual purchase and has consequences long
afterward.13 Although the model implies that consumers pass sequentially through all
five stages in buying, consumers sometimes skip or reverse some stages. The model
provides a good frame of reference, however, because it captures the full range of
considerations that arise when a consumer faces a highly involving new purchase.14

Problem Recognition
The buying process starts when the buyer recognizes a problem or need. The need can
be triggered by internal or external stimuli. With an internal stimulus, a consumer’s
physiological need—hunger, thirst, sex—rises to a threshold level and becomes a
drive. Alternatively, a need can be aroused by an external stimulus. The external cue
can be personally delivered; for example by a friend, a spouse, or a salesperson; or
it can be nonpersonal, such as a magazine article, an ad, e-mail, or another external
source.

External cues can be either marketer-controlled or non-marketer-controlled. A
very important marketing task is to survey consumers to learn the major types of
triggering cues that will stimulate their interest in the particular product class. Mar-
keting strategies can then be developed to trigger consumer interest. For example,
many hospitals spend heavily on television advertising to promote their heart and
cancer services. This spending can increase consumer awareness and even preference

FIGURE 6.1. Five-Stage Model of Consumer Buying Process
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for these services, but market research indicates that the leading reason heart and
cancer inpatients select a hospital is a physician’s recommendation.15

Information Search
An aroused consumer facing a buying decision will be inclined to search for infor-
mation, but the effort placed on searching will depend on the product class and
the perceived level of information need. Product marketers need to understand the
information neediness of their target market: how much information the consumer
is likely to gather before making a buying decision for this particular product. They
also need to know the information sources consumers will use to obtain information
and what will be their relative influence.

Information Neediness. Buyers vary greatly in their information-gathering behavior.
Some individuals collect much information about their purchases across many prod-
uct classes, and certain product class categories generate more information-gathering
behavior across all types of individuals. For example, some buyers would not think
of purchasing a car or appliance without first consulting Consumer Reports maga-
zine, and most people interested in buying a new car will also collect comparison
product and pricing data on several models and dealers.

Information gathering can be divided into two categories. The “softer” one is
called heightened attention; at this level a person simply becomes more receptive
to information about a product. A consumer thinking about getting rid of his eye-
glasses may start noticing newspaper ads for LASIK eye surgery. If this interest
grows, he may undertake an active information search wherein he talks with friends
who have had the procedure, searches online, makes notes on differences among ser-
vice providers, and gets a recommendation for an ophthalmologist from his primary
care physician or friends. How much effort he expends depends on the strength of
the need, the amount of information the consumer has, the ease of obtaining addi-
tional information, and the satisfaction derived from the search. (With regard to this
latter dimension, marketers should be aware of a category of searchers who derive
pleasure exclusively from searching; they are low-probability buyers. Although they
themselves may not buy, they can act as an important information resource for those
who are ready to make a purchase.) More information gathering is conducted with
more complex, high-risk, and important buying decisions. Consumers will gather lit-
tle information for getting a flu shot, but they will ask many questions about where
to have elective surgery, who will perform it, and how much it will cost.

Perceived Information Availability. Perceptions of what information is available
also affect purchase behavior. Three models of purchase behavior have been estab-
lished, based on information neediness and perceived information availability (see
Table 6.2).16

In the low-involvement model , consumers who face low risk and simple pur-
chase decisions do not gather much information. They believe that there is minimal
information of value available that will help to differentiate alternative choices. For
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TABLE 6.2. Models of Purchase Behavior

Low-Involvement Learning Dissonance
Model Model Attribution Model

Information
Neediness

Low High High

Perceived
Information
Availability

Low High Low

example, a new employee who is required to have a pre-employment physical before
starting work neither needs nor seeks information on alternative providers of the
exam, does not believe that there is much information of value on a routine physical,
and believes that all providers will perform similarly. Many preventive services and
some early disease diagnostic services are in this model.

In the learning model , consumers collect information, analyze it, form attitudes
about alternatives, and then decide what to buy. Economists refer to this process as
the rational man hypothesis because anyone exhibiting this behavior appears to act
rationally. For example, a family helping a senior couple move to an assisted living
facility would develop a list of facilities in the area; obtain referrals from residents,
hospital social workers, and physicians; and visit the facilities and take tours. This
systematic process would provide the information needed to allow the family to rank
the different alternatives and select the best facility. The learning model assumes
that the purchase decision is important, high-risk, and complex, so the buyer wants
plenty of information. The model also assumes that the buyer perceives information
is readily available and believes the information will allow the buyer to distinguish
among purchase alternatives.

The dissonance attribution model is similar to the learning model in that the
purchaser views the buying decision as high-risk or important but does not per-
ceive information to be available that can be used to distinguish among alternatives.
The purchaser is faced with an important decision and arbitrarily decides on a
purchase. After the purchase, the buyer may decide the purchase was a wise or
unwise decision and may even seek information on the purchase choice. This buying
behavior may sometimes appear to be irrational. An example of the dissonance attri-
bution model is the way in which many consumers select a personal physician. The
physician-patient relationship is obviously very personal and can potentially impact
life-or-death decisions. Typically, a physician should be selected based on evaluation
of his or her competence, trustworthiness, and likeability. Most consumers are unable
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to objectively differentiate physicians based on these criteria before choosing; they
may therefore obtain opinions from family and friends, consult the Yellow Pages of
the phone book, or select a doctor based on office location or contracting status with
their insurance plan. An example of a recent innovation to help prospective patients
choose a physician is RateMDs.com, a consumer Web site that records and reports
on consumer experiences (see Field Note 6.1).

FIELD NOTE 6.1.
Web Site Offers Consumers a Free Forum to Rate and Help Select a
Doctor RateMDs.com (http://www.ratemds.com) allows users to rate their doctors in
three categories: punctuality, helpfulness, and knowledge. Users can also write a short
comment about their experiences with their doctors. RateMDs.com was founded by
software engineers Joanne Wong and John Swapceinski and went online February 1,
2004. ‘‘Having visited several doctors in the past few years, I became frustrated with the
treatment I received, and the lack of comparative information available for choosing a
physician,’’ said Wong. ‘‘We decided the time was right to allow patients to ‘give their
doctors a checkup.’’’ RateMDs.com cofounder John Swapceinski said, ‘‘The tremendous
popularity of our site has demonstrated the unmet demand for professional services
information, and what service is more important than medical service? It can literally be
a matter of life and death.’’ Visitors to the site can praise or pan their doctors by leaving
feedback, and research other doctors by reading the comments left by previous visitors.
The site is free of charge to all users.

Information Sources. The health care marketer must be very knowledgeable about
common information sources that consumers use and their relative influence on the
purchase decision. These information sources fall into four groups:

■ Personal. Family, friends, neighbors, acquaintances

■ Commercial. Advertising, Web sites, salespeople, dealers, packaging, displays

■ Public. Mass media, consumer-rating organizations

■ Experiential. Handling, examining, using the product or testing the service

Although the consumer usually receives the most information about a prod-
uct from commercial, marketer-dominated media, the most influential information
comes from personal recommendations or publicly available independent authorities.
The two categories of sources provide complementary functions; commercial media
inform, whereas personal or expert sources legitimize or enhance the evaluation pro-
cess. For example, physicians often learn of new drugs from commercial sources but
turn to other doctors for legitimizing opinions (see Figure 6.2).
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FIGURE 6.2. Information Sources Influencing Physician Prescription
Selection

Field Note 6.2 demonstrates how the Internet is becoming an increasingly pow-
erful and useful consumer tool.

FIELD NOTE 6.2.
On-line Medical Web Sites Compete Currently the best-known and most used
Web site for medical information is WebMD.com, which draws more than forty million
unique users a month to its network of consumer sites. The site lists health news of the
day, the top twelve health topics for men and women, the most common treatments,
how to find a doctor, symptom checking, and so on.

Other Web sites include NIH.gov (from the National Institutes of Health), Yahoo
Health, Mayoclinic.com, and About.com Health (owned by the New York Times Company).
Google and other search engines enable users to type in a word or phrase, such as
‘‘sore throat,’’ and instantly find relevant information about potential causes and risks,
treatments and tests, and alternative medicines.

In 2007 Stephen Case, founder of AOL, along with several notable investors including
Colin Powell and Carly Fiorina, launched a new site called RevolutionHealth.com. He hopes
that in the ensuing five years the site will become as dominant in health care information
as Starbucks is in coffee or Nike in fitness. The site sorts 1,500 medical conditions by the
ailment or treatment. It contains related comments from experts and from other users
of the site, as well as a directory of doctors by specialty and location, along with short
reviews by patients. Information is featured from the Mayo Clinic, Cleveland Clinic, and
Harvard Medical School, which also have their own Web sites. Users can create their
own pages within RevolutionHealth.com for collecting personal and general information,
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which they can keep private or share as they choose. As the site is free, the main
revenue comes from advertising that, it is hoped, will not influence any objective content.
Revolution Health.com’s likelihood of passing up WebMD depends upon how innovative
and distinctive its features are.
Source: Milt Freudenheim, ‘‘AOL Found Hopes to Build New Giant Among a Bevy of
Health Care Web Sites,’’ New York Times, Apr. 16, 2007.

Once a consumer faces a set of choices—say, choosing a health care plan—she
goes through a successive set of screening decisions The individual consumer will
come to know only a subset of the total set of brands available (awareness set), some
of which will meet initial buying criteria (consideration set). As the consumer gathers
more information, only a few will remain as strong contenders (choice set) from
which she makes a final choice.17 An organization must strategize to get its brand
into the prospect’s awareness set, consideration set, and choice set. The organization
must also identify the other brands in the consumer’s choice set so that it can plan
the appropriate competitive appeals.

A marketer’s task is therefore to interview consumers and ask what sources
of information they sought or received in the course of the buying process. This
research is valuable if a substantial percentage of consumers engage in active search
and show some stable patterns of using the information sources. Additional questions
for consumers include the type of information that came from each source and the
influence of each information source on the final decision. This consumer information
can be used to create effective marketing communications content, select the most
appropriate media vehicles, and manage word of mouth.

Evaluation of Alternatives
Although much has been written about subliminal decision making, the most cur-
rent models view the process as cognitively oriented, meaning that consumers form
judgments largely on a conscious and rational basis.

In attempting to satisfy a need, the consumer is also looking for certain benefits
from the product solution; each product is viewed as a bundle of attributes with vary-
ing abilities to deliver these benefits. Naturally, the attributes that are of interest to
buyers vary by product. For example, the attributes sought in a travel medicine clinic
might be up-to-date knowledge of disease incidence in foreign countries, web access
to information, 24x7 access to an affiliated physician in the country being visited,
and an affordable service subscription price. Thus the job of marketers is to segment
these customers according to the attributes that are most important to each group.

Evaluations often reflect beliefs and attitudes that consumers acquire through
experience and learning. These beliefs and attitudes in turn influence buying behav-
ior. A belief is a descriptive thought that a person holds about something. Just as
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important as beliefs are attitudes. An attitude is a person’s enduring favorable or
unfavorable evaluation, emotional feeling, and action tendencies toward some object
or idea.18 People have attitudes toward almost everything: religion, politics, clothes,
music, food, and health care products and services.

Because attitudes economize on energy and thought, they can be very difficult
to change, and a company is well-advised to fit its product into existing attitudes
rather than to try to change attitudes.

The consumer arrives at attitudes, judgments, and preferences toward various
brands through an attribute evaluation procedure, developing a set of beliefs about
where each brand stands on each attribute.19 According to the expectancy-value model
of attitude formation, consumers evaluate products and services by combining their
brand beliefs—the positives and negatives—according to importance. This model
assumes high consumer involvement —that is, the level of engagement and active
processing a consumer undertakes in response to a marketing stimulus.

For example, suppose Margaret has narrowed her choice set to four pediatric
practices for her children on the basis of five attributes: location convenience, office
hours, network affiliation with specialists at an academic medical center, physician
empathy, and costs. If one pediatric practice dominated the others on all the criteria,
we could predict that Margaret would choose it. However, not all practices have the
same benefits in terms of these attributes. The task of the marketing manager is to
segment potential customers into groups with the same or similar preferences and
enhance the attractiveness of the practice by one or several of the following steps:

■ Expand office hours to include nights and weekends (real positioning).

■ Alter consumer beliefs about the brand (psychological repositioning).

■ Alter consumer beliefs about competitors’ brands (competitive depositioning).

■ Alter the importance of weights (to persuade buyers to attach more importance
to the attributes in which the brand excels).

■ Call attention to neglected attributes (such as commitment to the community).

■ Shift the buyer’s ideals (to persuade buyers to change their ideal levels for one
or more attributes).20

Purchase Decisions
In the fourth stage, the consumer forms preferences among the brands in the choice
set and may also form an intention to buy the most preferred brand. At least three
factors can intervene between a purchase intention and a purchase decision. The
first is the attitudes of others . Suppose Margaret prefers pediatric practice A, but
her closest friends strongly recommend practice B; Margaret’s purchase probability
for practice A will be somewhat reduced. The extent to which another person’s
attitude reduces the preference for an alternative depends on two factors: (1) the
intensity of the other person’s negative attitude toward the consumer’s preferred
alternative and (2) the consumer’s motivation to comply with the other person’s
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wishes.21 The more intense the other person’s negativism and the closer the other
person is to the consumer, the more the consumer will adjust his or her purchase
intention. Conversely, a buyer’s preference for a brand will increase if someone he
or she respects favors the same brand strongly.

Related to the attitudes of others is the role played by information intermediaries
who publish their evaluations or recommendations. Examples include The Leapfrog
Group (http://www.leapfroggroup.org), a voluntary organization of large employers
who aim to mobilize “employer purchasing power to alert the health industry that
big leaps in health care safety, quality, and customer value will be recognized and
rewarded. Among other initiatives, Leapfrog works with its employer members to
encourage transparency and easy access to health care information as well as rewards
for hospitals that have a proven record of high quality care.”

The second factor is unanticipated situational factors that may arise to change
the purchase intention. Margaret might lose her job, her husband might lose his,
some other purchase might become more urgent, or a practice staff member might
be rude to Margaret. Marketers know that such unanticipated factors in the critical
contact situation can have a significant influence on the final decision. These factors
explain why preferences and even purchase intentions are not completely reliable
predictors of purchase behavior.

A consumer’s decision to modify, postpone, or avoid a purchase decision is also
heavily influenced by perceived risk , such as the amount of money at stake, the
amount of attribute uncertainty, and the amount of consumer self-confidence.22 A
heart valve replacement would be considered a high perceived risk purchase, given
the expense, the pain, and the possibility of life-threatening complications. In contrast,
going to a dermatologist to treat a plantar wart has a relatively low perceived risk,
because it is a low-cost purchase with little discomfort and a fairly certain outcome.

Consumers develop routines for reducing risk, such as decision avoidance, infor-
mation gathering from friends and professionals, and preference for recognized
names. Regarding this last factor, because many health care purchases have high
perceived risk, consumers often show preference for a particular brand. This sim-
ple, sometimes automatic approach of buying the “recognized brand” can present
a challenge to local health care providers. For example, a patient in Chicago may
choose the Mayo Clinic for a routine operation that could be easily done in a local
community hospital or academic medical center—with lower travel cost, a shorter
waiting time, and the same outcome. Marketers must deeply understand the factors
that provoke a feeling of risk in consumers, then provide information and support
that will reduce the perceived risk.

Post-Purchase Behavior
After the purchase, the consumer may experience dissatisfaction that stems from the
product experience not matching expectation, finding the same product at a lower
price, or hearing favorable things about other brands in the same category.23 The
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marketer therefore must realize that the customer does not stop seeking information
after the sale is complete; marketing communications must supply beliefs and evalu-
ations that reinforce the consumer’s choice and help him or her feel good about the
brand. To successfully accomplish this task, marketers must monitor post-purchase
satisfaction, post-purchase actions, and post-purchase product uses.

Cognitive dissonance theory holds that almost every purchase is likely to lead
to some post-purchase discomfort; the magnitude of the discomfort and what the
consumer will do about it are the key issues marketers must address. For example,
dissatisfied consumers may try to reduce their dissonance by abandoning the ser-
vice or returning the product, or they may try to reduce the dissonance by seeking
information that will confirm its high value (or avoid information that may disconfirm
its high value). The consumer’s coping style and tendency toward cognitive disso-
nance also play roles. Some consumers tend to magnify the gap between expectation
and performance when the product is not perfect, and they will be highly dissatisfied.
Other consumers tend to minimize the gap and will feel less dissatisfied.

The importance of post-purchase satisfaction suggests that product claims must
truthfully represent the product’s likely performance. Some sellers might even under-
state performance levels so that consumers experience higher-than-expected satisfac-
tion with the product.

Health care organizations can take positive steps to help buyers feel good about
their choices. A pediatric practice can send warm, introductory letters to new patients;
solicit customer suggestions for improvements; offer child health information that
will address common questions and concerns; provide information through the chan-
nel the consumer prefers—for example, through e-mail or the practice Web site;
place ads showing satisfied practice consumers; and provide channels for speedy
redress of customer grievances.

One potential opportunity to increase frequency of product use arises when con-
sumers’ perceptions of their usage differ from the reality. For example, many people
underestimate the time since their last preventive care visit to their physician or
dentist. In this case, consumers must be persuaded of the merits of more regular
usage, and any potential hurdles to increased usage must be overcome. In terms
of the latter, product or service designs and packaging can make the product more
convenient and easier to use. The pediatric practice can communicate regularly with
consumers explaining the need for routine vaccinations, physicals, and seasonal rea-
sons for visiting the practice (illnesses in the winter and injuries in the summer). It
can also offer more convenient hours to minimize the perceived barrier of waiting
for the physician.

ORGANIZATIONAL BUYING AND DECISION MAKING

From the individual, we now turn to how organizations make their purchase decisions.
Webster and Wind define organizational buying as the decision-making process by
which formal organizations establish the need for purchased products and services
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and identify, evaluate, and choose among alternative brands and suppliers.24 Orga-
nizational buying differs from the consumer market in a number of significant ways.

Three Types of Markets
There are three types of organizational markets: the business market, the institutional
market, and the government market.

The Business Market. The business market consists of all the organizations that
acquire goods and services used in the production of other products or services that
are sold, rented, or supplied to others (see Chapter Three for a description of the
major health care market segments that this market comprises).

More dollars and items are involved in sales to business buyers than to consumers.
Consider the process of producing and selling a simple wheelchair. Metal and fabric
companies must sell materials to distributors, who sell materials to wheelchair manu-
facturers, who sell wheelchairs to wholesalers, who, in turn, sell them to retailers, who
finally sell the chairs to consumers. Business markets have several other important
characteristics that contrast sharply with those of consumer markets:

■ Fewer, larger buyers. The business marketer normally deals with far fewer and
much larger buyers than the consumer marketer does. For example, the fate of
McKesson, a large drug wholesaler, depends on getting contracts from major
pharmaceutical manufacturers.

■ Close supplier-customer relationship. With the smaller customer base and the
power of the larger customers, suppliers are frequently expected to customize
their offerings to individual business customer needs. For example, pharma-
ceutical benefit management (PBM) companies will supply their health plan
customers with highly customized drug benefit schemes that match the plan’s
price positioning strategy.

■ Professional purchasing. Trained purchasing agents follow formal policies, con-
straints, and requirements when buying. Many of the buying instruments—such
as proposals, and purchase contracts—are not typically found in consumer
buying. A part of this category comprises hospitals that buy through group
purchasing organizations (GPOs).

■ Multiple buying influences. More people typically influence business buying
decisions. Because purchasing committees for major goods often consist of
technical experts and even senior management, business marketers have to send
well-trained sales representatives and teams to deal with these sophisticated buy-
ers. HSS, a medical coding software company, pairs salespeople with systems
engineers to explain technical details to hospital information systems specia-
lists.

■ Multiple sales calls. With more people involved in the selling process, it takes
multiple sales calls to win most business orders, and some sales cycles can take
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years. A study by McGraw-Hill found that it takes four to four-and-a-half calls
to close an average industrial sale. In the case of capital equipment sales for
large projects, it may take multiple attempts to fund a project, and the sales
cycle—between quoting a job and delivering the product—is often measured in
years.25

■ Derived demand. Because demand for business goods is ultimately derived from
the demand for consumer goods or services, business marketers must monitor
the buying patterns of ultimate consumers. For instance, in responding to the
demand from their employer customers for lower-priced insurance premiums,
insurers have responded with “consumer-directed” health plans that have lower
premiums but higher deductibles.

■ Inelastic demand. Total demand for many business goods and services is inelas-
tic. The demand for drugs purchased by hospitals is only somewhat affected by
changes in reimbursement and capital market performance, because physicians
require an adequate supply to effectively treat hospital patients.

■ Fluctuating demand. Demand for business goods and services tends to be more
volatile than the demand for consumer goods and services. Because of the need
to project trends, a given percentage increase in consumer demand can lead
to a much larger percentage increase in the demand for plant and equipment
necessary to produce additional output. On the other hand, negative customer
news can drop demand to zero, as occurred for Merck’s Vioxx when reports
started to link the drug with unexpected deaths.

■ Geographically concentrated buyers. More than half of U.S. business buyers are
concentrated in seven states: New York, California, Pennsylvania, Illinois, Ohio,
New Jersey, and Michigan. This geographical concentration of producers helps
to reduce selling costs. Warsaw, Indiana, is the backbone of the global market
for replacement hips, knees, and shoulders. Warsaw probably controls about 40
percent of the worldwide orthopedics business, and suppliers head there on sales
calls.

■ Direct purchasing. Business buyers often buy directly from manufacturers rather
than through intermediaries, especially items that are technically complex or
expensive such as imaging equipment and information systems.

The Institutional Market. The health care institutional market consists of hospitals,
nursing homes, prisons, and other institutions that must provide health care goods
and services to people in their care. Many of these organizations are characterized by
fixed budgets and captive clienteles. For example, being the food supplier of choice
for the nation’s hospitals means big business.

When hospitals decide on food purchases for patients, the objective is not profit,
because the food is provided as part of the total service package; however, poor
food will cause patients to complain and hurt the hospital’s reputation. The hospital
purchasing agent has to search for institutional food suppliers whose quality meets or
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exceeds a certain minimum standard and whose prices are low. Many food companies
set up a separate division to sell to institutional buyers because of these buyers’
special needs and characteristics. For instance, Heinz produces, packages, and prices
its ketchup differently to meet the requirements of these customers.

The Government Market. The U.S. government buys goods and services valued
at $200 billion, making it the largest customer in the world. Over twenty mil-
lion individual contract actions are processed every year, according to the General
Sources Administration Procurement Data Center. Although most items purchased
are between $2,500 and $25,000, the government also makes purchases, such as for
technology, in the billions. Because their spending decisions are subject to public
review, government organizations require considerable documentation from suppli-
ers. Suppliers are therefore subject to excessive paperwork, bureaucracy, regulations,
decision-making delays, and shifts in procurement personnel, all of which increase
the cost of doing business. In addition to these costs, governments require the lowest
prices. The reasons many companies conduct business with governments are to help
cover fixed costs and receive the endorsement that enables them to access private
contracts more easily.

Buying Situations
Business buyers face many decisions in making a purchase, among which are the
complexity of the problem being solved, the newness of the buying requirement,
the number of people involved, and the time required. Patrick Robinson and others
distinguish three types of buying situations: straight rebuy, modified rebuy, and new
task.26

■ Straight rebuy. The purchasing department reorders on a routine basis (such
as office supplies, sutures) and chooses from suppliers on an approved list.
The suppliers make an effort to maintain product and service quality and often
propose automatic reordering systems to save time. “Out-suppliers” attempt to
offer something new or to exploit dissatisfaction with a current supplier, often
trying to get a small order and then enlarge their purchase share over time.

■ Modified rebuy. The buyer wants to modify product specifications, prices, deliv-
ery requirements, or other terms. The modified rebuy usually involves additional
participants on both sides. The “in-suppliers” become nervous and have to pro-
tect the account, whereas the out-suppliers see an opportunity to propose a better
offer to gain some business.

■ New task. A purchaser buys a product or service for the first time (for example,
a medical office building, a new security system). The greater the cost or
risk, the larger the number of participants and the greater their information
gathering—and therefore the longer the time a decision takes.27 New-task buy-
ing passes through several stages: awareness, interest, evaluation, trial, and
adoption.28 Communication tools’ effectiveness varies at each stage. Mass media
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are most important during the initial awareness stage, salespeople have their
greatest impact at the interest stage, and technical sources are most important
during the evaluation stage.

The business buyer makes the fewest decisions in the straight rebuy situation and
the most in the new-task situation. In the new-task situation, the buyer has to deter-
mine product specifications, price limits, delivery terms and times, service terms,
payment terms, order quantities, acceptable suppliers, and the selected supplier. Dif-
ferent participants influence each decision and the order in which these decisions
are made varies. This new-task situation is the marketer’s greatest opportunity and
challenge. Because of the complicated selling involved in new-task situations, many
companies use a missionary sales force consisting of their most effective salespeople.

Systems Buying and Selling
Many business buyers prefer to buy a total solution to their problem from one
seller. This practice, called systems buying , originated with government purchases
of major weapons and communications systems. The government would solicit bids
from prime contractors who would assemble the package or system. The winning
contractor then bid out and assembled the system’s subcomponents from other con-
tractors.

Sellers have increasingly recognized that buyers like to purchase in this way, and
many have adopted systems selling as a marketing tool. One variant of systems selling
is systems contracting , wherein a single supplier provides the buyer with his or her
entire requirement of MRO (maintenance, repair, operating) supplies. This offering
lowers the buyer’s costs because the seller manages the customer’s inventory and less
time is spent on supplier selection. The seller benefits from reduced procurement and
management costs, price protection over the term of the contract, and lower operating
costs because of a steady demand and reduced paperwork. Systems selling is a
key industrial marketing strategy in bidding to build large-scale industrial projects,
such as hospitals, medical office buildings, pharmaceutical manufacturing plants, and
laboratories.

Decision Makers in the Business Buying Process
As might be expected, the key decision maker for a business purchase varies by the
type of transaction. Purchasing agents are influential in straight-rebuy and modified-
rebuy situations. The new-buy situations can be more complex. For example, in
addition to finance personnel, physicians, nurses, and technical experts in laboratory
or information systems are often involved in the purchase decision of complex and
expensive medical equipment and supplies.29

Buying Center
Webster and Wind call the decision-making unit (DMU) of a buying organization the
buying center . It is composed of “all those individuals and groups who participate in
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the purchasing decision-making process, who share some common goals and the risks
arising from the decisions.”30 The buying center includes organizational members
who play any of these seven roles in the purchase decision process:

1. Initiators. People who request that something be purchased, including users or
others in the organization.

2. Users. Those who will use the product or service; often users initiate the buying
proposal and help define product requirements.

3. Influencers. People who influence the buying decision, including clinical and
technical personnel, who often help define specifications and also provide infor-
mation for evaluating alternatives.

4. Deciders. Those who decide on product requirements or on suppliers.

5. Approvers. People who authorize the proposed actions of deciders or buyers.

6. Buyers. People who have formal authority to select the supplier and arrange the
purchase terms. Buyers may help shape product specifications, but their major
role is selecting vendors and negotiating terms. In more complex purchases,
the buyers might include high-level managers.

7. Gatekeepers. People who have the power to prevent sellers or information
from reaching members of the buying center; examples are purchasing agents,
receptionists, and telephone operators.31

Several individuals can occupy a given role (for example, there may be many
users or influencers), and one individual may occupy multiple roles.32 A purchasing
manager, for example, often occupies simultaneously the roles of buyer, influencer,
and gatekeeper: he or she can determine which sales reps can call on other people
in the organization; what budget and other constraints to place on the purchase; and
which firm will actually get the business, even though others (deciders) might select
two or more potential vendors who can meet the organization’s requirements. The
typical buying center has a minimum of five or six members, and often has dozens,
including people outside the organization, such as government officials, consultants,
technical advisors, and members of the marketing channel.

Buying Center Influences. Buying centers usually include several participants with
differing interests, authority, status, empathy, and persuasiveness. Each participant
is likely to give priority to very different decision criteria. For example, engineering
personnel may be concerned primarily with maximizing the actual performance of
the product; production personnel may be concerned mainly with ease of use and
reliability of supply; financial personnel may focus on the economics of the purchase;
purchasing may be concerned with operating and replacement costs; union officials
may emphasize safety issues; and so on.

Business buyers also respond to subconscious influences when they make their
decisions. Each carries personal motivations, perceptions, and preferences, which are
influenced by the buyer’s age, income, education, job position, personality, attitudes
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toward risk and culture. Based on these and other factors, buyers exhibit different
buying styles. For example, some prefer to conduct rigorous analyses of competitive
proposals before choosing a supplier whereas others may pit the competing sellers
against one another. Occasionally, buyers know exactly which company will win the
bid, but they go through a selection process for the sake of appearances.

Webster cautions that ultimately, individuals, not organizations, make purchas-
ing decisions.33 Individuals are motivated by their own needs and perceptions in
attempting to maximize the rewards (pay, advancement, recognition, and feelings
of achievement) offered by the organization. Personal needs motivate the behavior
of individuals, but organizational needs legitimate the buying decision process and
its outcomes. People are buying solutions to two problems: the organization’s eco-
nomic and strategic problem and their own personal problem of obtaining individual
achievement and reward. In this sense, industrial buying decisions are both rational
and emotional, as they serve both the organization’s and the individual’s needs.34

Buying Center Targeting. To target their efforts properly, business marketers must
answer the questions: Who are the major decision participants? What decisions do
they influence? What is their level of influence? What evaluation criteria do they
use? Consider the following example:

A company sells nonwoven disposable surgical gowns to hospitals. The hospital
personnel who participate in this buying decision include the vice president
of purchasing, the operating-room administrator, and the surgeons. The vice
president of purchasing analyzes whether the hospital should buy disposable
gowns or reusable gowns. If the findings favor disposable gowns, then the
operating-room administrator compares various competitors’ products and
prices and makes a choice. This administrator considers absorbency, antiseptic
quality, design, and cost, and normally buys the brand that meets the functional
requirements at the lowest cost. Surgeons influence the decision retroactively
by reporting their satisfaction with the particular brand.

FOR EXAMPLE

The business marketer is not likely to know exactly what kind of group dynamics
take place during the decision-making process, although whatever information he or
she can discover about personalities and interpersonal factors is useful. Small sellers
concentrate on reaching the key buying influencers . Larger sellers go for multilevel
in-depth selling to reach as many participants as possible. Their salespeople virtually
“live” with high-volume customers. Companies will have to rely more heavily on
their communications program to reach hidden buying influences and keep current
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customers informed.35 Business marketers must periodically review their assumptions
about buying center participants. For years, Kodak, which sold X-ray film to hospital
lab technicians, did not notice that the decision was increasingly being made by
professional administrators. As sales declined, Kodak hurriedly revised its market
target strategy.

In defining target segments, four types of business customers can often be iden-
tified, with corresponding marketing implications:

■ Price-oriented customers (transactional selling). Price is everything.

■ Solution-oriented customers (consultative selling). They want low prices but
will respond to arguments about lower total cost or more dependable supply or
service.

■ Gold-standard customers (quality selling). They want the best performance in
terms of product quality, assistance, reliable delivery, and so on.

■ Strategic-value customers (enterprise selling). They want a fairly permanent
sole-supplier relationship with the supplier.

Risk-and-gain sharing can be used to offset requested price reductions from
customers. For example, suppose Medline, a hospital supplier, signs a hospital agree-
ment promising $350,000 in savings over the first eighteen months in exchange for a
tenfold increase in the hospital’s share of supplies. If Medline achieves less than this
promised savings, it will make up the difference; if it achieves substantially more
than this promise, it participates in the extra savings. To make such arrangements
work, the supplier must be willing to help the customer to build a historical database,
reach an agreement for measuring benefits and costs, and devise a dispute resolution
mechanism.

Stages in the Buying Process
Business buying passes through eight stages, called buy phases , as identified by
Robinson and Associates in the buy grid model.36 In modified-rebuy or straight-rebuy
situations, some stages are compressed or bypassed. For example, in a straight-rebuy
situation, the buyer normally has a favorite supplier or a ranked list of suppliers and
the supplier search and proposal solicitation stages would be skipped. The sections
that follow examine the stages of a typical new-task buying situation.

Problem Recognition. The buying process begins when someone in the organiza-
tion recognizes a problem or need that can be met by acquiring a good or service.
The recognition can be triggered by internal or external stimuli. Internally, problem
recognition commonly occurs when an organization decides to develop a new prod-
uct and needs new equipment and materials, or a machine breaks down and requires
new parts, or purchased material turns out to be unsatisfactory, or a purchasing
manager senses an opportunity to obtain lower prices or better quality. Externally,
the buyer may get new ideas at a trade show, see an ad, become subject to a new
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regulation, face changes in reimbursement for a health care product or service, or
receive a call from a sales representative offering a better product or a lower price.
Business marketers can stimulate problem recognition by direct mail, Web site search
optimization, e-mail, telemarketing, and calling on prospects.

General Need Description and Product Specification. Next, the buyer must deter-
mine the needed item’s general characteristics and required quantity. For standard
items this is simple, but for complex items the buyer will work with others—engineers,
users—to define characteristics like reliability, durability, or price. Hospitals inter-
ested in purchasing a new information system typically form multidisciplinary buying
committees. These committees include system users and influencers. The committee
usually has management, clinical, financial, technical, information systems, physician,
engineering, facilities, outside consultant, and executive management representation,
and decision making is based on group consensus.

The buying organization now develops the item’s technical specifications. Often,
the company will use product-value analysis , a cost-reduction approach in which
components are studied to determine if they can be redesigned or standardized or
made by cheaper production methods. The PVA team will examine the high-cost
components in a given product and identify overdesigned components that last longer
than the product itself. Tightly written specifications will allow the buyer to refuse
components that are too expensive or that fail to meet specified standards. Suppliers
can use product value analysis as a tool for positioning themselves to win an account.

Supplier Search. The buyer next tries to identify the most appropriate suppliers
through trade directories, contacts with other companies, trade advertisements, and
trade shows. Business marketers also put products, prices, and other information
on the Internet.37 E-procurement involves more than acquiring software; it requires
changing purchasing strategy. Many types of purchases can be made directly and
safely on the Internet. If the information is rich enough to satisfy the buyer, there
is no further stage to purchasing. When this is not the case, the buyer proceeds to
request proposals from some of the business buyers he has identified on the Web. The
supplier’s task is to get listed in major online catalogs or services, develop a strong
advertising and promotion program, and build a good reputation in the marketplace.

After evaluating each company, the buyer will end up with a short list of qualified
suppliers. More professional buyers have forced suppliers to change their marketing
to increase their likelihood of making the cut. Consider the following example:
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Misys is a UK-based health information systems company that sells software
and hardware to hospitals, physicians, and home health care companies. Misys
encounters prospects by having salespeople ‘‘cold call’’ hospital chief infor-
mation officers, chief financial officers, chief medical officers, and home care
executive directors. The salespeople attempt to start calling as high on the
organization chart as possible to get the attention of decision makers. At the
Healthcare Information and Management Systems Society (HIMSS) and other
trade shows, Misys also meets prospects who are on a reconnaissance mission
to find companies that can help solve their information system problems. Hos-
pitals learn of Misys through reports from KLAS, a health information system
consulting company that rates different software applications. Prospects can
then visit Misys and other potential suppliers on the Web to learn more about
product capabilities. Finally, referrals from other Misys customers are a source
of prospects, and these referred prospects have the highest statistical likelihood
of becoming Misys customers.

FOR EXAMPLE

Proposal Solicitation. In this stage, the buyer invites qualified suppliers to submit
proposals. When the item is complex or expensive, the buyer will require a detailed
written proposal from each qualified supplier. After evaluating the proposals, the
buyer will invite a few suppliers to make formal presentations. Business marketers
must be skilled in researching, writing, and presenting proposals. Their written pro-
posals should be not just technical documents, but marketing documents that describe
value and benefits in customer terms. Oral presentations should inspire confidence,
positioning the company’s capabilities and resources so that they stand out from the
competition.

If Misys is selected to present a proposal, they will usually join three to seven
other companies that are invited to prepare proposals. The objective of the hospital
in this stage is to whittle down the list of competitors. A common tool to accomplish
this objective is the request for proposal (RFP), which describes in detail all of the
specifications needed for a project or product. Companies that respond to the RFP
often face strict rules in regard to completing the document, including reply dead-
lines and rules for limiting contact with key personnel in the buyer’s organization.
Sometimes companies will enlist the help of a preferred supplier or consultant in
authoring the RFP. Although company policy may require an RFP process, many
are conducted with the winner a foregone conclusion—for example, this is estimated
to be the case for as many as 60 to 70 percent of hospital RFPs.
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Supplier Selection. Before selecting a supplier, the buying center will specify desired
supplier attributes and indicate their relative importance. It will then rate each supplier
on the attributes to identify the most attractive one. Business marketers need to do a
better job of understanding how business buyers arrive at their valuations. Anderson,
Jain, and Chintagunta conducted a study of the principal means business marketers
use to assess customer value and found eight different customer value assessment
(CVA) methods.38 Although companies tended to use the simpler methods, the more
sophisticated ones promise to produce a more accurate picture of customer-perceived
value.

The choice and importance of different attributes vary with the type of buy-
ing situation.39 Delivery reliability, price, and supplier reputation are important for
routine-order products. For procedural-problem products, such as a copying machine,
the three most important attributes are technical service, supplier flexibility, and prod-
uct reliability. For political-problem products that stir rivalries in the organization
(such as the choice of a computer system), the most important attributes are price,
supplier reputation, product reliability, service reliability, and supplier flexibility.

Despite moves toward strategic sourcing, partnering, and participation in cross-
functional teams, buyers still spend a large portion of their time haggling with sup-
pliers on price. Marketers can counter the request for a lower price in several ways.
They may be able to show evidence that the life-cycle cost of using their product is
lower than that of competitors’ products. They can also cite the value of the services
the buyer now receives, especially if those services are superior to those offered
by competitors. As part of the buyer selection process, buying centers must also
decide how many suppliers to use. Companies are increasingly reducing the number
of suppliers.

Order-Routine Specification. After selecting suppliers, the buyer negotiates the final
order, listing the technical specifications, the quantity needed, the expected time of
delivery, return policies, warranties, and so on. In the case of maintenance, repair,
and operating (MRO) items, buyers are moving toward blanket contracts rather than
periodic purchase orders. A blanket contract establishes a long-term relationship in
which the supplier promises to resupply the buyer as needed, at agreed-upon prices,
over a specified period of time. Because the seller holds the stock, the blanket
contract is sometimes called a stockless purchase plan . The buyer’s computer auto-
matically sends an order to the seller when stock is needed. Blanket contracting leads
to more single-source buying and ordering of more items from that single source;
out-suppliers have difficulty breaking in unless the buyer becomes dissatisfied with
the in-supplier’s prices, quality, or service.

Companies that fear a shortage of key materials are willing to buy and hold
large inventories. For example, hospital pharmacies experience temporary drug short-
ages regularly, and these shortages create a cascading effect in the search for other
drugs as substitutes. These shortages have become more commonplace because drug
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wholesalers no longer have a financial incentive to carry large inventories. As a
result, hospital pharmacies need to anticipate market demand for drugs, load their
inventories accordingly, and continue to balance the cost of holding the drugs with
controlling costs.

Performance Review. In the final stage of the buying process, the buyer periodically
reviews the performance of the chosen supplier(s) using one of three methods:

■ Contact the end users and ask for their evaluations.

■ Rate the supplier on several criteria using a weighted score method.

■ Aggregate the cost of poor supplier performance to come up with adjusted costs
of purchase, including price.

The performance review may lead the buyer to continue, modify, or end the rela-
tionship with the supplier. To keep customers, the supplier should assess the same
variables that are monitored by the product’s buyers and end users. For example,
because Misys states that using its software will reduce a hospital’s accounts receiv-
able cycle by a certain number of days, the customer will monitor this measure for
the first ninety days to ensure that this claim is substantiated. If there is a discrepancy,
the hospital’s contract may call for a pricing modification or other change.

Business Relationships: Risks and Opportunities
Building strong business relationships depends on how the buyer perceives the sup-
plier’s credibility. Corporate credibility refers to the extent to which customers
believe that a firm can design and deliver offerings that satisfy their needs and
wants. Corporate credibility relates to the reputation that a firm has achieved in the
marketplace, and it is the foundation for a strong business relationship. It is difficult
for a firm to develop strong ties with another firm unless it is seen as highly credible
based on these three factors:

■ Corporate expertise. The extent to which a company is seen as able to make
and sell products or conduct services

■ Corporate trustworthiness. The extent to which a company is seen as motivated
to be honest, dependable, and sensitive to customer needs

■ Corporate likeability. The extent to which a company is seen as likable, attrac-
tive, prestigious and dynamic

Buvik and John note that in establishing a customer-supplier relationship, there
is tension between safeguarding and adaptation.40 Vertical coordination can facilitate
stronger customer-seller ties but at the same time may increase the risk posed to the
customer’s and supplier’s specific investments. Specific investments are those expen-
ditures tailored to a particular company and value chain partner (such as investments
in company-specific training, equipment, and operating procedures or systems).41

Specific investments help firms grow profits and achieve their positioning.42 Yet
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they also entail considerable risk to both customer and supplier. Transaction theory
from economics maintains that because these investments are partially sunk (and
to that extent cannot be recovered), they lock in the investing firms to a particular
relationship. A buyer may be vulnerable to holdup because of switching costs; a
supplier may be more vulnerable to holdup in future contracts because of dedicated
assets or expropriation of technology or knowledge.

Another concern arises when buyers cannot easily monitor supplier performance.
Opportunism can be thought of in terms of “some form of cheating or undersupply
relative to an implicit or explicit contract.”43 It may involve blatant self-interest and
deliberate misrepresentation that violates contractual agreements. An information
systems company that demonstrates software functionality during the sales process,
but knows that its technology cannot possibly deliver this functionality, hurts itself as
well as tarnishes the entire industry through this form of opportunism. Opportunism
is a concern because firms must devote resources to oversight that otherwise could be
allocated to more productive purposes. Contracts may become inadequate to govern
supplier transactions when supplier opportunism becomes difficult to detect, firms
make specific investments in assets that cannot be used elsewhere, and contingencies
are harder to anticipate. A joint venture (versus a simple contract) is more likely when
the supplier’s degree of asset specificity is high, monitoring the supplier’s behavior is
difficult, and the supplier has a poor reputation.44 A supplier with a strong reputation
will try to avoid opportunism to protect its valuable intangible asset.

SUMMARY

The starting point for marketing planning is to understand how members of the target
market make their buying decisions. We examined separately the decision influences
and processes of both individual consumers and business organizations.

Individual consumers’ choices are influenced by their cultural, social, and per-
sonal factors, as well as their psychological processes of motivation, perception,
learning, and memory. At least five roles—initiator, influencer, decider, buyer, and
end user—may be played out in the buying process. A single individual buyer may go
through five stages in buying a product or service: problem recognition, information
search, evaluation of alternatives, purchase decision, and post-purchase behavior.

Organizations such as for-profit firms, institutions, and government agencies also
must make buying decisions to obtain the inputs for their operations. Those who sell
to business buyers will deal with far fewer customers and face more professional
buyers, and other factors will be different from those that affect consumer buyers.
The business buying process varies depending on whether the situation is one of a
straight buy, rebuy, or new task. In simpler situations the buying center will consist of
a purchasing agent who will do the buying; in more complicated situations a number
of people will participate in the buying process. The buying process consists of prob-
lem recognition, general need description and product specification, supplier search,
proposal solicitation, supplier selection, order routine specification, and performance
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review. Business marketers work hard to establish relations, often by making specific
investments tailored to the buyer, which improves the relationship, but carries some
risk.

DISCUSSION QUESTIONS

1. The Kate B. Reynolds Foundation made a three-year grant to establish a clinic in
a medically underserved, low-income neighborhood. What can be done to draw
in low-income people to use this clinic, given their likely needs and concerns?

2. Most needs for health care services and products seem tied to the physiological
and safety needs shown in Maslow’s hierarchy of needs pyramid. Describe the
types of health care needs that could be related to the upper levels of Maslow’s
pyramid—the social, esteem and status, and self-actualization levels.

3. Media stories have recently focused on the obesity epidemic in the United States.
If most health behavior is learned, how would you recommend that consumers
learn to (a) avoid becoming obese in the first place or (b) change their health
behaviors if they are currently obese?

4. Pharmaceutical companies hire contract research organizations (CROs) to out-
source portions of their clinical research functions. Many of the large “big
pharma” companies prefer making provider agreements with the five largest
CROs. Smaller competing CROs, however, frequently have the same or better
clinical research capabilities and charge lower fees. As the chief marketingofficer
of one these smaller CROs, how would you convince a big pharma company to
use your services?
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LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the main components of a health care marketing information
system?

2. What systems help health care organizations maintain and use their internal
records?

3. What methods can health care organizations use to gather and respond to mar-
keting intelligence on opportunities and threats?

4. What are the main methods for conducting reliable marketing research?

5. How can a health care organization improve its research tools and sources?
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OPENING EXAMPLE
Blue Cross Blue Shield Investigates the Effectiveness of Its Advertising in
Selling Its Health Plan In late 2000, a large Blue Cross/Blue Shield (BCBS) health care
plan in the Midwest decided to examine the effectiveness of its advertising campaign. This
branding campaign, consisting of TV, radio, and print ads, was intended to position the
health plan favorably among a specifically targeted segment of prospective plan members.

Health plans rely on actuaries to forecast the health risk and medical costs of plan
members. If a health plan attracts a larger number of low risk members with high loyalty,
its profit is larger. Conversely, if a health plan attracts a larger number of high risk
members, and fails to maintain loyalty among the lower risk members, profits will be
lower. Attracting and retaining higher risk members is referred to as ‘‘adverse selection’’
and is something health plans work to minimize.

This BCBS plan was targeting consumers to reduce the health plan’s risk of adverse
selection. One of the key goals of the research was to gather evidence to show that
the advertising supported this outcome. By using a random telephone survey of 1,200
consumers in a four state region, the Plan looked at levels of unaided recall, aided recall,
and preference. Unaided recall refers to asking consumers an open-ended question about
remembering an advertisement but does not mention possible choices. An example of
an unaided recall question is ‘‘Do you recall any ads for health plans?’’ An aided recall
question usually follows an unaided question and does offer choices: ‘‘Do you recall any
advertisements for: Blue Cross-Blue Shield, Aetna, or Cigna?’’. A preference question asks
which plan is preferred. If a consumer has a relatively high level of advertising recall, and
a positive attitude or preference for a particular product, then the consumer is more likely
to purchase that product if it meets a need.

This BCBS research study incorporated the Profiles of Activities and Attitudes Toward
Healthcare (PATH) Model. The PATH Model is unique in that it provides a multidimensional
picture of health care consumer priorities, behaviors and attitudes. The PATH Model
identifies nine distinct segments based on thinking and behavior among adults that are
independent of any demographic, geographic, or socioeconomic factors. These patterns
of thinking and behavior describe consumer health care preferences and actions that
predict response to marketing communications as well as medical risk levels. By analyzing
the ad recall and preference levels across adults based on their PATH type, the health plan
was able to evaluate its positioning with consumers who had lower medical risk, lower
costs, and higher plan loyalty.

This marketing research study showed that the branding campaign had not been
successful in attracting consumers with the lower risk PATH types. In particular, the findings
revealed that ad recall and brand preference levels among the most desirable consumer
types were below average. To compound the problem, the research also revealed that
both ad recall and plan preference levels were higher among consumers with PATH types
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linked to above average medical costs and higher levels of plan loyalty. This represented a
double adverse selection outcome. The advertising was helping to both attract and retain
higher risk members.

Based on the findings of this research study and the insights revealed by the PATH
model, BCBS started afresh and created an advertising campaign more favorably tailored
to those adults with lower risk and higher loyalty. Follow-on research confirmed the
health plan’s success at targeting and appealing to the consumers it wanted to meet its
marketing objectives. A few percentage point increases in the representation of PATH
types with lower risk and higher loyalty translated into millions of dollars of reduced
risk, longer retention of high margin members, and less resources spent on new member
recruitment.

OVERVIEW: THE NEED FOR MARKET INFORMATION

The PATH market research helped the Blue Cross/Blue Shield health plan create
more effective advertising that led to a more valuable membership mix and increased
profitability. Many health care organizations are not as market-driven. Managers in
these organizations are often not aware of the capabilities or the range of market
research tools available. Interestingly, although physicians always begin patient care
with a highly structured and documented patient history and physical exam, most
doctors do not apply this same evaluative rigor to making marketing decisions. Often,
intuition is the basis for such choices as selecting a location for a satellite office,
offering a new medical service, or determining how to increase patient visits. A
doctor would not prescribe a drug for an illness by forgoing a thorough patient
evaluation and instead relying on guesswork and hoping for the best. Likewise,
making management decisions without appropriate market research is perilous to the
financial success of the organization.

The health care marketing environment is changing at an accelerating rate, so
the need for real-time market information is greater than at any time in the past.

Technology is creating radical shifts in treatment outcomes, locations, costs,
and prices. Regulations are decreasing in certain markets and increasing in others.
Reimbursement changes frequently. Managers need more information more quickly.
Additionally, consumers are becoming increasingly savvy in selecting health care
providers and treatments; this push is being fueled largely by the information explo-
sion of the Internet.

To reduce business risk and predict the needs and preferences of both pur-
chasers and users of health care, sellers of health care services and products must
turn to marketing research. As sellers attempt to increase their use of branding,
product differentiation, advertising, and promotion, they require information on the
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cost-effectiveness of these marketing tools. The seven characteristics of good market
research practice are as follows:1

1. Scientific method: Effective marketing research uses the principles of the sci-
entific method: careful observation, formulation of hypotheses, prediction, and
testing.

2. Research creativity: At its best, marketing research develops innovative ways
to solve a problem: for example, a hospital catering to heart patients collected
consumer demographic and disease interest data through its Web site, then used
the data to contact the consumers, inviting them to join an affinity “club” with
member meetings and discounts related to heart health.

3. Multiple methods: Marketing researchers shy away from overreliance on any
one method. They also recognize the value of using two or three methods to
increase confidence in the results.

4. Interdependence of models and data: Marketing researchers recognize that data
are interpreted from underlying models that guide the type of information
sought.

5. Value and cost of information: Marketing researchers show concern for esti-
mating the value of information against its cost. Costs are typically easy to
determine, but the value of research is harder to quantify. It depends on the
reliability and validity of the findings and management’s willingness to accept
and act on those findings.

6. Healthy skepticism: Marketing researchers show a healthy skepticism toward
glib assumptions made by managers about how a market works. They are alert
to the problems caused by “marketing myths.”2

7. Ethical marketing: Marketing research, ethically conducted, benefits both the
sponsoring company and its customers. The misuse of marketing research can
harm or annoy consumers, increasing their resentment at what they regard as
an invasion of their privacy or a disguised sales pitch.

THE COMPONENTS OF A MODERN MARKETING
INFORMATION SYSTEM

In today’s information-focused society, organizations with superior information enjoy
a competitive advantage. The organization can choose its markets better, develop
superior offerings, and execute more effective marketing planning.

Health care companies’ information systems have quite a wide range of capabili-
ties. Some companies, such as health plans and pharmaceutical firms, have developed
marketing information systems that rapidly provide management with valuable detail
about customer wants, preferences, and behavior. These systems derive data from
diverse sources that range from disease patterns and prevalence to pricing of existing
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products against competitors’ brands. At the other end of the spectrum may be a
physician’s office that lacks any data compiling capability, keeps paper-based charts,
and outsources all of its billing. Still other organizations in the middle of this range
may have departments that limit their work to routine patient or customer satisfaction
tracking or the occasional community survey.

The marketing manager’s role here is to act as the primary two-way conduit
between the decision makers in the health care organization and the environment.
This manager not only gathers and synthesizes the information that others request,
but also suggests what information should be acquired to make more informed deci-
sions at both the operational and strategic levels. To meet these needs, organizations
design marketing information systems (MIS), which we define as people, equipment,
and procedures to gather, sort, analyze, evaluate, and distribute needed, timely, and
accurate information to decision makers .

The data for the MIS can come from many sources; for example, internal company
records, marketing intelligence activities, marketing research, and marketing decision
support analysis. The organization’s MIS should balance managers’ wants and needs
with what is economically feasible. To accomplish this goal, an internal MIS committee
should interview a cross-section of managers to discover the firm’s information needs.
The following are some important questions that must be answered:3

1. What decisions do you regularly make?

2. What information do you need to make these decisions?

3. What information do you regularly get?

4. What special studies do you periodically request?

5. What information would you want that you are not getting now?

6. What information would you want daily? Weekly? Monthly? Yearly?

7. What magazines and trade reports would you like to see on a regular basis?

8. What topics would you like to be kept informed of?

9. What data analysis programs would you want?

10. What are the four most helpful improvements that could be made in the present
marketing information system?

INTERNAL RECORDS SYSTEM

Examples of internal data that can be useful for health care companies include

■ Inpatient admissions patient visits and procedure volume

■ Revenue, costs, and margins

■ Product sales, procedure volumes

■ Prices
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■ Inventory levels

■ Receivables and payables

HEALTH CARE SERVICES: THE CLINICAL
AND FINANCIAL SYSTEMS

One important problem many health care organizations face is fragmentation and lack
of interoperability among its functional information systems. For example, the heart
of the internal records system for any health care service organization resides in the
clinical and financial functions, which are often not integrated. Further, even given
a single function, like billing or charting patient clinical data, there may be a mix of
automated and manual systems, unnecessary duplication of data entry, or wasteful
decentralization of inputs. For example, if one follows a patient through a hospital,
how many times is the unique registration number manually entered into the system?
How often is the patient asked about medications or allergies? Many larger and
financially sound hospitals are seeking to remedy these problems by implementing
enterprise-wide information systems that will integrate this disparate information and
reduce redundancy.

For most health services marketing managers, however, finding, reconciling,
and ensuring the accuracy of the clinical and financial data is often a challenge.
Table 7.1 describes potential uses of internal records for health care providers. It
should be noted that internally generated information will rarely be used alone in
making marketing decisions.

HEALTH CARE PRODUCTS: THE ORDER-TO-PAYMENT CYCLE

An increasing number of companies are using the Internet and their proprietary
intranets to improve the speed, accuracy, and efficiency of the order-to-payment
cycle. In health care product companies, sales representatives, dealers, and customers
dispatch orders to the company by fax, e-mail, or on-line communications. The sales
department prepares invoices and transmits copies to appropriate departments. Com-
puterized warehouses fill these orders quickly. Out-of-stock items are back ordered.
Shipped items are accompanied by shipping and billing documents that are sent to
the ordering departments.

For example, Allegiance Healthcare supplies hospital purchasing departments
with computers so that the hospitals can electronically transmit their orders. The
timely arrival of orders enables Allegiance to cut inventories, improve customer
service, and obtain better terms from suppliers for higher volumes.

THE MARKETING INTELLIGENCE SYSTEM (MIS)

Whereas the internal records system supplies results data, the marketing intelli-
gence system supplies external environmental data. These data can come from such
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TABLE 7.1. Examples of Internal Records Supporting Health Care
Marketing Applications

Marketing Data and
Application Information Location of Data

Heart Center
Marketing Plan

Primary care referral data over
the past three years, current
baseline use, and capacity of
the facility

Physician call center, billing
department, personnel
staffing records

Service-Line
Profitability
Analysis

Admissions data sorted by
ICD-9CM diagnosis Charge
master pricing data

Admissions department, health
information management
department, patient
accounting department

Physician Billing
Service Market
Share Analysis

Number of physician clients
Number of practice clients
Number of medical
specialties served

Client service department
Finance department
Coding department

Health Plan
Member
Profitability
Forecast

New member volume trends
Premium revenue trends
Medical cost trends

Sales department
Finance department
Actuarial department

Hospital
Information
System Sales
Performance
Analysis

Number of referrals
Number of sales calls
Sales closed to sales
call ratios

Marketing call center
Field sales management
Finance department
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secondary sources as books, newspapers and trade publications or can be gathered
from primary sources by researching competitors; talking to customers, suppliers,
and distributors; and conducting primary marketing research.

The concept of collecting and analyzing market intelligence may be alien to
some sectors of the health care market but is routine for others. For example, physi-
cians may not want to admit that they have competitors; pharmaceutical companies,
however, take competitors extremely seriously. Collecting and analyzing market-
ing intelligence is not unethical. An important component of market intelligence is
understanding the strengths and weaknesses of competitors. Leonard Fuld, presi-
dent of Fuld & Company, published a side-by-side comparison of what constitutes
good market and competitive intelligence and how it contrasts with some negative
perceptions of intelligence gathering (see Table 7.2).4

A health care organization can take several steps to improve the quality of its
marketing intelligence. First, it can train those in the organization who are closest
to the customer to identify customer needs and potential market trends. Although
salespeople often are best positioned to fulfill that function, anyone in the organization
can contribute to a better understanding of customers, including phone operators,
maintenance staff, and other employees with direct customer contact. In addition to
training employees to identify opportunities, the organization must also give them the
means and appropriate channels to communicate the information. For example, if a

TABLE 7.2. What Is Competitive Intelligence?

Market Competitive Is . . . Market Competitive Is Not . . .

1. Information that has been
analyzed to the point where
you can make a decision.

Spying. Spying implies illegal or unethical
activities.

2. A tool to alert management to
early warning of both threats
and opportunities.

A crystal ball. There is no such thing as a
true forecasting tool. Intelligence does
give organizations good approximations
of reality, near- and long-term.

3. A means to deliver reasonable
assessments. Competitive
intelligence offers approximations
and best views of the market and
the competition. It is not a peek at
the rival’s financial books.

Database search. Databases offer just
that—data. They certainly do not replace
human beings who need to make
decisions by examining the data and
applying their common sense,
experience, analytical tools, and intuition.
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(Table 7.2 continued)

4. Comes in many flavors. A
research scientist sees it as a
heads-up on a competitor’s new
R&D initiatives. A salesperson
considers it insight on how his or
her company should bid against
another firm in order to win a
contract. A senior manager
believes intelligence to be a
long-term view on a marketplace
and its rivals.

The Internet or rumor chasing. The
Internet is primarily a communications
vehicle, not a deliverer of intelligence.
You can find hints at competitive
strategy, but you will also uncover
rumors disguised as fact, or speculation
dressed up as reality.

5. A way for companies to
improve their bottom line.

Paper. Think face-to-face discussion or a
quick phone call if you can, rather than
paper delivery. Unfortunately, many
managers think that by spending
countless hours on computer-generated
slides, charts and graphs, and footnoted
reports, they have delivered intelligence.

6. A way of life, a process. If a
company uses competitive
intelligence correctly, it becomes a
way of life for everyone in the
organization—not just the
strategic planning or marketing
staff. It is a process by which
critical information is available for
anyone who needs it.

A job for one smart person. At best, the
director of marketing keeps management
informed and ensures that others in the
organization become trained in ways to
apply this tool.

7. Part of all best-in-class
companies. Best-in-class
organizations apply competitive
intelligence consistently. The
Malcolm Baldrige Quality Award,
the most prestigious total quality
award for American corporations,
includes the gathering and use of
external competitive information
as one of its winning qualifications.

An invention of the 20th century.
Competitive intelligence has been around
as long as business itself. The 19th
century British financier Nathan
Rothschild cornered the market on British
government securities by using carrier
pigeons to receive early warning of
Napoleon’s defeat at Waterloo.
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(Table 7.2 continued)

8. Directed from the executive
suite. The best-in-class intelligence
efforts receive their direction and
impetus from the CEO. While the
CEO may not run the program, he
dedicates budget and personnel;
most important, he promotes its
use.

Software. Software does not in and of
itself yield intelligence. It collects,
contrasts, and compares. True analysis is
a process of people reviewing and
making sense of the information.

9. Seeing outside yourself.
Organizations that successfully
apply competitive intelligence gain
an ability to see outside
themselves. Competitive
intelligence pushes the
not-invented-here syndrome out
the window.

A news story. While media reports may
yield interesting sources for the
competitive intelligence analyst to
interview, they are not always the most
timely or specific enough for critical
business decisions.

10. Both short- and long-term. A
company can use intelligence for
many immediate decisions, such
as how to price a product or place
an advertisement. At the same
time, you can use the same set of
data to decide on long-term
product development or market
positioning.

A spreadsheet. Intelligence comes in many
forms, only one of which is a spreadsheet
or some quantifiable result. Management
thinking, marketing strategy, and ability
to innovate are only three among a host
of issues that rely on a wide range of
subjective, non-numeric intelligence.

Source: Fuld, ‘‘What Competitive Intelligence Is and Is Not!’’ [http://fuld.com/Company/CI.html], March
2007.

pharmaceutical sales representative finds out from physicians that two local hospitals
are merging and will be consolidating drug purchases, what method does she use
and to whom does she communicate this information to make sure it gets to the right
people in a timely fashion? To encourage such communication, the drug firm could set
up a reward program for those who exchange valuable intelligence. An organization
could also identify those who are in a position to gather intelligence about competitors
and industry trends, such as salespeople who call on the organization and also on their
competitors, experts who speak at professional association meetings, and exhibitors
at trade shows who also work with their competitors.
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Secondary data sources are also useful. For example, marketers can access free
e-mail subscriptions to daily news pertaining to health care market changes. Two
sources of these e-mail services are HealthLeaders magazine (www.healthleadersmedia
.com), which delivers daily links to news articles in publications across the nation, and
America’s Health Insurance Plans (www.ahip.org).

Companies can also collect competitive intelligence from other publicly available
information about competitors. For example, valuable information can be obtained
by purchasing competitors’ products; attending their open houses; exhibiting at trade
shows; reading their published reports (including financial filings, if they are publicly
traded firms); attending stockholders’ meetings; talking to their employees, dealers,
distributors, suppliers, and freight agents; and collecting their ads.

The organization can set up an advisory panel made up of its representative,
largest, most outspoken, or most sophisticated customers. For example, Hitachi Data
Systems, which sells data storage technology to health care organizations, holds a
three-day meeting with its customer panel of twenty members every nine months.
They discuss service issues, new technologies, and customers’ strategic requirements.
The discussion is free-flowing, and both parties gain: Hitachi gains valuable infor-
mation about customer needs, and the customers feel more bonded to a company
that listens closely to their comments.5

Another advisory panel could include industry experts. For example, medi-
cal device manufacturers have scientific advisory panels made up of physicians or
engineers to recommend product innovations or marketing techniques to enhance cus-
tomer satisfaction. The organization can purchase information from outside suppliers
such as the A.C. Nielsen Company, Press Ganey, IMS, or Information Resources,
Inc. These research firms can often gather more and better data at a much lower
cost than the company could manage on its own, and they can provide industry-wide
comparisons for benchmarking.

Regardless of the sources, organizations should balance internal access to this
intelligence with the need to keep it safe and secure. Such tools as read-only files
and password-protected intranets can help achieve this balance. A number of differ-
ent types of software programs are available to meet the needs for organizing and
distributing market intelligence. Such software can perform the following sample
tasks:6

■ Organize, analyze, and distribute competitor information. This software is useful
for short, up-to-date reports that compare products or services, profile companies
and key people, and the like, so that others in your company who “just want
to use the information” can easily get the reports via a browser, without ever
having to learn how to use a new piece of software. Example: STRATEGY!
software (www.strategy-software.com).

■ Organize information about your competitive environment for easier analysis. A
relational database will help meet this need. Examples: STRATEGY! software
(www.strategy-software.com); Wincite Systems (www.wincite.com).
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■ Monitor competitors’ Web sites automatically. If a competitor’s Web site chan-
ges, the tool will let you know and show you only what has changed since
the last time you saw it. Examples: Copernic Tracker (www.copernic.com/en/
products/tracker).

■ Search for and compile very specific information automatically from the Inter-
net. Useful, for example, to find any discussion about Pfizer happening anywhere
on the Internet, including expressions of dissatisfaction that may occur in chat
groups, and so on. Example: WebQL Software (www.caesius.com).

■ Provide and facilitate a competitor intelligence (CI) workflow system, or portal
solution. This software is useful if you need a system specifically designed
for organizations where top executives post key intelligence questions to their
analysts. The analysts can then compile documents for analysis and commentary.
Examples: Cipher Systems (www.cipher-sys.com).

■ Furnish a decision-support software. This software helps ask questions of a
group trying to arrive at a specific decision in a disciplined way. Example:
Wisdombuilder (www.wisdombuilder.com).

■ Establish a database that is designed and built to meet exact structural expec-
tations that you have already identified. This software is useful if you have
an idea of exactly what you need in terms of how your market information
should be structured in a relational database framework. Example: Wincite,
(www.wincite.com); alternatively, a contractor can provide custom software and
database programming.

■ Use the work product solely for your own benefit. This software compiles infor-
mation about people, products, and companies that are most important to you;
it is not intended to generate reports or share with others. Example: Microsoft
Excel (www.microsoft.com/excel).

■ Track and understand what people are saying about your company, products, or
services. Consulting and technology services can be used to monitor what is
being said about your brand and competitors’ brands on the Internet. Example:
Brandpulse by Intelliseek (www.intelliseek.com).

MARKETING RESEARCH SYSTEM

We define marketing research as the systematic design, collection, analysis, and
reporting of data and findings relevant to a specific marketing situation facing the
company.

Marketing research acts as a risk reduction tool. Managers can verify assump-
tions, gain new insights into consumers and competitors, and recognize emerging
market opportunities. It is the primary job of the marketing researcher to iden-
tify and analyze market data and information and to offer the perspective of the
customer.
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Preview of the Marketing Research Process
Alan Andreasen recommends that we begin our research journey with the end in
mind. He calls this “backward research” and states, “The secret here is to start with
the decisions to be made and to make certain that the research helps management
reach those decisions.”7

As an overview, here are eight areas of questions that must be answered when
planning a research project:

1. Purpose: What decisions will this research will help inform? What are the
questions that you need this research to help answer?

2. Informational objectives: What specific information do you need to make this
decision or answer these questions?

3. Audience: From whom do you need the information? Whose opinion matters?

4. Technique: What is the most efficient and effective way to gather this informa-
tion?

5. Sample size, source, and selection: How many respondents should you survey,
given your desired statistical confidence levels? Where will you get names
of potential respondents? How do you select (draw) your sample from this
population to ensure your data are representative of your target audience for
the research?

6. Pretest and fielding: Who will pretest the survey instrument (such as a ques-
tionnaire, focus group discussion guide) and conduct the research, and when?

7. Analysis: How will data be analyzed and by whom, to meet the planners’
needs?

8. Report: What information should be included in the report, and what format
should be used for reporting?

Exploratory Marketing Research
After considering these questions and reviewing internal records systems and mar-
ket intelligence systems, exploratory research will help the marketer more fully
understand the organization’s marketing decisions in the context of the environ-
ment. Exploratory research includes secondary data gathering, as well as surveying
primary sources, such as interviewing individuals and groups.

Secondary Data Research. Secondary sources are publicly available data that have
been previously collected. The appendix at the end of this chapter shows a sample of
the rich variety of available secondary data sources.8 Data obtained in this fashion
provide a starting point for analysis and offer the advantages of low cost and ready
availability.

Although secondary data are likely to provide many useful ideas and findings,
the researcher must be careful in making inferences. These data were often collected
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for purposes and under conditions that might be different from those the researcher
desires and, thus, might limit their usefulness. Because researchers may find that
the secondary data still leave many questions unanswered, they may need to collect
primary data, through either observation or interviewing.

Primary Marketing Research
Primary marketing research is defined as data that is collected for the first time and
is customized to fit a specific need.

Primary data are most often collected in five ways: informal observation, focus
groups, qualitative surveys, quantitative surveys, and behavioral research. The most
appropriate choice of a methodology hinges on cost-benefit trade-offs and the ques-
tions the study is intended to answer. In determining which method is best, the
organization should ask itself: How soon does it need the information? How critical
is the information to making the next decision? What resources (money, time, and
personnel) can it afford to devote? Is there a better way to get the information at a
lower cost?

Observational Research. New data can be gathered by observing the relevant actors
and settings. Northwestern Memorial Hospital in Chicago regularly contracts with
professional “mystery shoppers” who pose as hospital patients. These researchers
visit Northwestern’s competitors—as well as Northwestern itself—and note how
they are treated by registration clerks, nursing staff, physicians, and others. They
also listen and observe how employees respond to each other and listen to surround-
ing patients tell stories and make comments. This exploratory research can yield
some useful hypotheses about how patients feel about different hospitals and their
services.

Focus Group Research. Focus group research is very popular among health care
service organizations because it is relatively low cost. A focus group is a gathering
of eight to ten people who are invited to spend a few hours with a skilled mod-
erator to discuss a product, service, organization, or other marketing entity. The
participants should be representative of the market segments related to the research
focus (for example, women likely to use maternity services, primary care physicians
with above-average cardiology referral volume, or key opinion leaders in oncology
research). The moderator needs to be objective, knowledgeable on the issue, and
skilled in group dynamics. The moderator encourages free and easy discussion, hop-
ing that the group dynamics will reveal deep feelings and thoughts, while at the same
time focusing the discussion on the subject in a neutral fashion. Critics have argued
that although focus groups have an advantage in bringing many people together at
the same time, they could potentially suffer from “group think” and distort individual
opinions. A skilled focus group moderator significantly reduces this risk.

Focus group research is a form of qualitative research whose conclusions cannot
be projected to the entire market.9 To be able to project results to the entire market,
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researchers much conduct quantitative research studies based on statistically valid
and reliable methods, using randomized samples of sufficient size (see the following
section on survey research). Focus groups provide directional data if participant
response patterns emerge over the course of at least four or five groups. Ideally, the
results from the focus group research are followed by a form of quantitative research
to statistically test the hypotheses and conclusions. Focus groups follow a structured
discussion guide and often include:

■ Free associations (to learn top-of-mind thoughts and feelings about a specific
topic)

■ Conceptual mapping (to graphically map concepts and their associative meanings
maps)

■ Perceptual mapping (to identify a brand’s strengths and weaknesses on selected
key attributes relative to the competition)

■ Mind mapping (a technique to capture free associations on paper in a nonlinear
way)

■ Concept statement testing (often used to measure resonance with an advertise-
ment or new product concept)

■ Story telling

The discussion—which is recorded through note taking, captured on audiotape
or videotape, or observed by researchers behind a one-way mirror—is subsequently
studied to understand consumer beliefs, attitudes, and behavior. Findings are ana-
lyzed, conclusions are synthesized, and the results of the groups along with next
steps are reported and presented.

The Pros and Cons of On-Line Focus Groups
On-line focus groups and web-based surveys are two recent innovations in qualitative
research. Using a secure DSL line and a chat-mediated, web-based virtual room,
respondents with access to personal computers and web browsers are recruited, based
on research specifications. Because the respondents cannot see one another, they tend
to speak very freely. In addition, respondents who would be quiet in a traditional
focus group tend to come out more in this situation. Clients are able to witness
the entire session from their own PCs. In the privacy of the researcher’s virtual
backroom, clients can communicate with one another from different locations, as well
as with the moderator. The respondents do not see these backroom communications.
The entire session is automatically recorded and a verbatim transcript is available
immediately.10

The disadvantages of on-line focus groups are many. The security of the internet
focus group is not nearly as tight as it is with live sessions. As a result, in the internet
environment you never know who is really talking, as opposed to a live situation in
which participants must have photo identification to be considered for the group.



192 Strategic Marketing for Health Care Organizations

The inability to view body language is also a drawback because the nonverbal
response of a participant in a focus group is as important as what the participant
says in terms of determining the participant’s feelings toward a particular topic under
discussion. Although the internet focus group technique is not nearly as encumbered
by the problems of one person influencing the other, there is not the same sense of
community and sharing of information in this milieu as in a live group discussion.
Further, the moderator becomes more of a “traffic cop” in the internet environment,
whereas in a live focus group this individual is integral to the flow and dynamics of
the group setting.

Another important benefit of traditional focus groups that does not exist with the
internet version is the ability to show external stimuli to the people in the groups
to obtain their reactions. An example is storyboards for a new advertising campaign
or a new packaging design for a household product. Although it is possible to send
images over the Internet to people to get their reactions, in the current state of the
technology there can be major problems in terms of both the quality of the ultimate
image that is downloaded and the speed with which it is received. Further, the image
is only two-dimensional in the internet world, whereas with in-person focus groups,
the stimuli can be three-dimensional and involve other senses such as touch, sound,
or taste.11 For example, taste-testing a liquid medication additive for texture and
palatability obviously cannot be accomplished on-line.

Individual In-Depth Interview Research. Another type of research is the individual
in-depth interview. Here a skilled interviewer spends one or two hours with one
interviewee posing probing questions. The assumption is that the interviewee may
not be fully conscious of the reasons for his or her behavior or may have erected
many defenses against honest or complete answers. The interviewer may use pro-
jective techniques such as word associations or filling in the blanks to gain a deeper
understanding of the person’s perceptions, preferences, and decision processes. The
interviewer may interview several such persons on this one-to-one basis until some
common insights are discovered and further interviews are unnecessary. Although
less efficient than focus groups, in-depth interviews are more private and can elicit
different insights.

Survey Research. Surveys are best suited for descriptive research. Organizations
undertake surveys to learn about people’s knowledge, beliefs, preferences, and satis-
faction, and to measure their magnitudes in the general population. Here are several
examples of survey techniques:

■ Customized questionnaires that are organization-specific; for example, to deter-
mine public views of a particular hospital, pharmaceutical company, product or
service

■ Industry questionnaires with added organization-specific questions; for example,
to determine the position of the organization, product, or service in the market-
place
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■ Questions to an ongoing consumer panel run by itself or an independent mar-
keting research firm

■ A mall intercept study that asks people in a shopping mall to volunteer to answer
research questions

Surveys can be either qualitative or quantitative. Small sample surveys of twenty-
five to two hundred respondents—that may or may not use random samples—can
yield helpful information by using the telephone, mail, or on-line interviewing. Qual-
itative survey data can be directional, but cannot be used to draw conclusions about
the entire market. The key is to identify consistencies in the patterns of responses
that may be used to identify marketing hypotheses.

Sampling plan. The first question to be answered in primary marketing research
is, who does it make the most sense to interview? Designing a sampling plan calls
for three decisions:

■ Sampling unit: Who is to be surveyed?

■ Sample size: How many people should be surveyed?

■ Sampling procedure: How should the respondents be chosen?

Sampling unit: Who is to be surveyed? The marketing researcher must define
the target population that will be sampled. Should we base our survey more on the
opinions of “heavy users” of our services, or should we give more weight to those
who have less experience whom we would like to recruit? If the survey will use a
random sampling, then a sampling frame must be developed so that everyone in the
target population has an equal or known chance of being sampled.

Sample size: How many people should be surveyed? The “real” answer to a survey
question can be found if everyone in the market answers a question. Sampling is
done because asking every member of a market a series of questions is not feasible.
Although it is often assumed that the larger the sample the better, the most important
element of a sample is not its size, but its variability. For example, the answer given
to the question “What color is a clear sky?” is highly likely to be “blue” and have
a low level of variability. In contrast, the answer to the question “What are the
main problems of the U.S. health care system?” has a much higher variability. For
technical reasons, the closer the result is to 50 percent, the larger the confidence
range is around that result. Because there is no one confidence range for a sample of
a particular size, most researchers talk in terms of the maximum sampling error (the
error when the observed percentage result is 50 percent) when selecting a sample
size for study.

Table 7.3 can be read in the following manner: in a random sample of 400
interviews, if an observed percentage result is 50 percent, the chances are approxi-
mately 95 in 100 that a range of ±5 percent (45 percent to 55 percent) includes the
true percentage results in the entire population. As a rule of thumb, the minimum
recommended sample size for a random sample is 200.
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TABLE 7.3. Range of Sampling Errors (Plus and Minus)
Due to Sample Size (95 Percent Confidence Level)

Percentage Result Obtained

Sample 50 40 Percent or 30 Percent or 20 Percent or
Size Percent 60 Percent 70 Percent 80 Percent

25 +20.0 +19.6 +18.3 +16.0

75 11.5 11.3 10.5 9.2

100 10.0 9.8 9.2 8.0

150 8.2 8.0 7.5 6.6

200 7.1 7.0 6.5 5.7

400 5.0 4.9 4.6 4.0

600 4.1 4.0 3.8 3.3

1,000 3.2 3.1 2.9 2.6

3,000 1.8 1.7 1.7 1.5

Sampling procedure: How should the respondents be chosen? A computerized
random number generator is one method for selecting participants for a survey using
a random sample. When the cost or time involved in probability sampling is too high,
marketing researchers will take non-probability samples. The following list describes
three types of probability sampling and three types of non-probability sampling. Some
marketing researchers believe that non-probability samples are very useful in many
circumstances, even though they do not allow sampling error to be measured. For
example, pharmaceutical companies conduct sample opinion research from “thought
leaders” in the relevant clinical discipline.

Probability Sample

■ Simple random sample: Every member of the population has an equal chance
of selection.
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■ Stratified random sample: The population is divided into mutually exclusive
groups (such as age groups), and random samples are drawn from each group.

■ Cluster (area) sample: The population is divided into mutually exclusive groups
(such as city blocks), and the researcher draws a sample of the groups to interview.

Non-Probability Sample

■ Convenience sample: The researcher selects the most accessible population
members.

■ Judgment sample: The researcher selects population members who are good
prospects for accurate information.

■ Quota sample: The researcher finds and interviews a prescribed number of peo-
ple in each of several categories.

Questionnaires. Questionnaire content . A questionnaire consists of a set of ques-
tions presented to respondents. Because of its flexibility, the questionnaire is by far
the most common instrument used to collect primary data. Questionnaires need to
be carefully developed, tested, validated, and debugged before they are administered
on a large scale. For example, numerous studies have shown that opinions about
institutions are very different from those about individuals: “How do you feel about
physicians?” and “How do you feel about your physician?” elicit very different
responses.

Questionnaire development . The research questions should reflect the study’s
research issues, which in turn are based on the marketing decisions being considered.
The questionnaire developer should exercise care in the wording and sequencing of
questions. The survey must use simple, direct, unbiased wording and be pretested
with a sample of respondents. A few general rules are: (1) the lead question should
attempt to create interest, (2) difficult or personal questions should be asked toward
the end, and (3) the questions should flow in a logical order.

Marketing researchers distinguish between closed-end and open-end questions.
Closed-end questions specify all the possible answers and provide answers that are
easier to interpret and tabulate. Open-end questions allow respondents to answer in
their own words and often reveal more about how people think. They are especially
useful in exploratory research, in which the researcher is looking for insight into
how people think and feel about a product or issue rather than in measuring how
many people think a certain way.

Methods of contact to administer questionnaires . In preparing a questionnaire,
the researcher carefully chooses how the survey respondents will be reached: through
mail, telephone, personal, or on-line interview.

The mail questionnaire is the best way to reach people who would not give per-
sonal interviews or whose responses might be biased or distorted by the interviewers.
Mail questionnaires require simple and clearly worded questions. Unfortunately, the
response rate is usually low or slow.
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A majority of hospitals rely on mail questionnaires for patient satisfaction data.
Questionnaires are mailed to all discharged patients, and because they do not have
an incentive to return the survey, the rate of return is often less than 30 percent; a
high level of nonresponse bias in the data occurs if the rate of return is less than
70 percent. The results, therefore, represent a convenience sample, not a random
sample. Although most of the responses in this type of survey are very positive (and
thus of little true statistical value), the extremely dissatisfied patients who are often
motivated to respond may serve as a good disaster check and signal to improve
service.

Telephone interviewing is the best method for gathering information quickly.
The interviewer is able to clarify questions if respondents do not understand them,
and the response rate is typically higher, around 85 percent, depending on the quality
of the sample. The main drawback is that the interviewers have only a limited time
before the respondent loses interest in the survey or simply hangs up the phone.
Telephone interviewing is getting more difficult because of answering machines,
caller ID, and people’s general suspicions of telemarketing. Using this method in the
business-to-business environment works well if the interviewee is paid.

Personal interviewing , or in-depth interviewing (IDI), is the most versatile
method. The interviewer can ask more questions and record additional observa-
tions about the respondent, such as dress and body language. However, personal
interviewing is the most expensive method and requires more administrative plan-
ning and supervision than the other three. It is also subject to interviewer bias or
distortion.

Personal interviewing takes two forms. In arranged interviews , respondents are
contacted for an appointment, and often a small payment or incentive is offered.
Intercept interviews involve stopping people at a shopping mall or busy street cor-
ner and requesting an interview. Intercept interviews have the drawback of being
non-probability samples, and they must not require too much time.

Market researchers are using on-line interviewing more frequently because it
provides information faster than traditional research techniques. On-line techniques
include the following:

■ Including a questionnaire on the organization’s Web site and offering an incentive
for responses.

■ Placing a banner on some frequently visited sites (such as Yahoo!), inviting
people to answer some questions and enter a drawing to win a prize.

■ Entering a target chat room and seeking volunteers for a survey.

In collecting data on-line, however, the company must recognize that because
the participants are self-selected, the responses are not representative of a target
population. The opinions of consumers who do not use the Internet or who do not
want to answer a questionnaire are missing. Still, the information can be useful for
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exploratory research in suggesting hypotheses that might be investigated subsequently
in a more scientific survey.

Behavioral Research. Behavioral research focuses on measures of actual behavior to
describe health care consumers. Product scanning in grocery store check-outs collects
data representing purchase behaviors. In a health care context, the number of visits to
a doctor’s office, the number of visits to an emergency department, and the number
of prescription refills all represent measures of behavior. Behavioral research focuses
on what happens, but it cannot explain why something happens.

THE PATH MODEL: UNDERSTANDING THE HEALTH CARE
CONSUMER

Attitudinal research, also referred to as psychographics, focuses on measures of atti-
tudes, opinions, and interests. It attempts to identify the “why” behind the observed
behavior. In health care, the Profiles of Activities and Attitudes Toward Healthcare
(PATH) Model is a hybrid between the two approaches. PATH takes measures of
described behavior (for example, “I regularly participate in active or competitive
sports”) and beliefs (for example, “Doctors often prescribe drugs to patients with-
out knowing all the side effects”) and uses these measures to infer health priorities.
Health priorities are more relevant than attitudes, because priorities are what actually
shape our behavior. Behavior indicates priorities.

PATH has been linked to health care trends including prevalence of disease,
claims rates, patient satisfaction, loyalty, response to interventions, communications,
and adherence levels. For example, PATH is used in hospital marketing communi-
cations to attract patients with specific diseases. It is also used by health plans to
avoid adverse selection and increase member loyalty. Additionally, PATH is used
in demand management and disease management interventions to improve outcomes
among employees or consumers with chronic conditions, such as diabetes, hyperten-
sion, or cancer.

The PATH Model essentially identifies and explains the dynamics of consumer
health buying behavior. It is the most researched, tested, validated, and applied
consumer behavior model in the field. Its efficacy stems from the fact that up to
45 percent of an individual’s actual health service utilization can be explained by
health-related perceptions and attitudes.12

Here is how the PATH model works:

1. Consumers answer a twenty-question questionnaire.

2. The questionnaire results are entered into the PATH Model algorithm.

3. The questionnaire responses are evaluated across eleven health care dimensions
that have been found to be most predictive of health care attitudes and behavior.

4. Consumers are classified into the nine PATH groups.
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The nine PATH types and the eleven health care dimensions are shown in
Figure 7.1. The relationships between PATH classifications and health care man-
agement applications are shown in Figure 7.2.

Collecting Research Data
The data collection phase of marketing research is generally the most expensive and
the most prone to error. In the case of surveys, four major problems arise: (1) some
respondents will not be reachable and must be recontacted or replaced, (2) some
respondents will refuse to cooperate, (3) some respondents will give biased or dis-
honest answers, and (4) some interviewers will be biased or dishonest. Yet data
collection methods are rapidly improving, thanks to computers and more sophisti-
cated telecommunications. For example, computers now automate the key activities
of a telephone interviewing facility. Computer-assisted telephone interviewing sys-
tems, or CATI, support interviewers in conducting interviews. The software manages
the questionnaire, skip patterns are executed exactly as intended, responses are within
range, and there are no missing data. CATI systems also allow survey responses to
be entered directly into electronic databases and manual data entry is eliminated.

Analyzing the Information
The next step in the marketing research process is to extract findings from the col-
lected data. The researcher tabulates the data and computes frequency distributions,
averages and measures of dispersion for the major variables. The researcher also
applies some advanced statistical techniques and decision models in the hope of
discovering additional findings. The following are several quantitative tools used in
marketing decision support systems.

1. Multiple regression: A statistical technique for estimating a “best fitting” equa-
tion, showing how the value of a dependent variable varies with changing values
in a number of independent variables. Example: A pharmaceutical company
can estimate how unit sales are influenced by changes in the level of company
advertising expenditures, sales force size, and price.

2. Discriminant analysis: Classifies an object or persons into two or more cate-
gories. Example: A large pharmacy retail chain can determine the variables that
discriminate between successful and unsuccessful store locations.

3. Factor analysis: Determines the few underlying dimensions of a larger set of
intercorrelated variables. Example: A medical device company is interested in
isolating those personality traits of its salespeople that are most likely to lead to
success in selling sophisticated, complex, customized equipment to orthopedic
surgeons.

4. Cluster analysis: Separates objects into a specified number of mutually exclu-
sive groups so that the groups are relatively homogeneous. Example: An
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Inputs Applications

• Defining and
targeting markets

• Communications
planning

• Branding and
positioning 

• Strategy development

• Marketing message
design

• Pre- and
post-campaign
creative evaluation

• Disease management 

FIGURE 7.2. PATH Model Dynamics and Applications

academic medical center marketing researcher wants to classify a set of cities
into four distinct groups to decide where to expand its world-renowned services.

5. Conjoint analysis: Respondents’ ranked preferences are deconstructed to deter-
mine the inferred utility function for each attribute and their relative importance.
Example: A health plan can determine the total utility delivered by different
combinations of benefits for a given premium.

6. Multidimensional scaling: Produces perceptual maps of competitive products
or brands. Objects are represented as points in a multidimensional space of
attributes in which their distance from one another is a measure of dissimilarity.
Example: A health information systems company wants to see where its brand
is positioned in relation to competitive brands.

Presenting the Findings and Conclusions
As the second-to-last step, the researcher presents the findings that are relevant to
the major marketing decisions facing management. Health care service organizations
often find that they have a high volume of data but lack a focused analysis committed
to actionable decisions.

Making the Decision
The managers who commissioned the research need to weigh the evidence, under-
standing that the findings could suffer from a variety of errors. If their confidence in
the findings is low, they may decide against introducing the new service or product.
They may even decide to study the issues further and do more research. The deci-
sion is theirs, but the hope is that if the new product or service is introduced to the
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market, the research will provide them with insight to make the launch successful,
and measure ongoing results.

MARKETING DECISION SUPPORT SYSTEM

A growing number of organizations are using a marketing decision support system
(MDSS) to help their marketing managers make better decisions. An MDSS is a coor-
dinated collection of data, systems, tools, and techniques with supporting software
and hardware with which an organization gathers and interprets relevant information
from its own business and the environment and turns it into a basis for marketing
action.13 Sometimes referred to as a “marketing information dashboard,” key indi-
cators of marketing and business performance are automatically updated and made
available on managers’ computer desktops.

Suppliers of Marketing Research
Companies generally budget marketing research at 1 percent to 2 percent of total
revenue. Most large health care product companies have their own marketing research
departments, which often outsource data collection and reporting, using third parties
to ensure study confidentiality and to minimize bias. If the research participants know
that, for example, the medical device manufacturer Boston Scientific is sponsoring
the study, the participants’ personal feelings and biases about the company and its
products will likely influence their responses.

Health care service companies are less likely to have their own research depart-
ments because market research is often a low priority. Hospitals, for example, may
contract with an outside research company to conduct patient satisfaction research.
They may also subscribe to a market research service that provides regular infor-
mation based on secondary data about the hospital environment. The research data
received from the latter source is not usually tied to specific marketing decisions, and
its accuracy, value, and cost-effectiveness can be questionable. Also, to be useful,
there must be a group of comparable organizations for benchmarking purposes.

If health care firms choose to outsource their marketing research, there are
numerous choices. The GreenBook Worldwide Directory of Marketing Research
Companies and Services , published by the New York Chapter of the American Mar-
keting Association, lists seventeen health care categories, out of a total of over four
hundred categories that represent thousands of market research companies globally.
These companies fall into three major categories:

1. Syndicated service research firms. These firms specialize in collecting continu-
ous consumer and trade information, which they sell in the form of standardized
product reports on a subscription fee basis to all clients. The Advisory Board,
based in Washington, D.C., provides health care market study reports based on
the collective interests of their health care clients. By sharing the financial bur-
den of conducting this wide-ranging, often qualitative research, the Advisory
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Board members can purchase this information at a lower price than if they
commissioned it individually.

2. Custom marketing research firms. These types of firms develop research studies
based on the needs of specific clients. The cost of conducting this type of
research depends on the type of research conducted (qualitative, quantitative,
psychographic, and so on), the number of interviews or research participants
involved, and the level of analytical sophistication needed. The cost and scope
of custom marketing research can be scaled to help make low to high risk and
return marketing decisions.

3. Specialty-line marketing research firms. These firms provide specialized ser-
vices to other marketing research firms and to organizations’ marketing depart-
ments. The best example is a field service firm—such as the Telephone Centre
in Greensboro, North Carolina—that sells telephone and on-line interview-
ing services to clients who are capable of preparing their own questionnaires,
gathering their own data, conducting analysis, and reporting results.14

Overcoming Barriers to the Use of Marketing Research
In spite of the rapid growth of marketing research, many companies still fail to use
it sufficiently or correctly, for several reasons:15

■ A narrow conception of the research: Many managers see marketing research
as a fact-finding operation. They expect the researcher to design a question-
naire, choose a sample, conduct interviews, and report results, often without a
careful definition of the problem or of the decisions facing management. When
fact-finding fails to be useful, management’s idea of the limited usefulness of
marketing research is reinforced.

■ Uneven caliber of researchers: Some managers view marketing research as little
more than a clerical activity and treat it as such. Less competent marketing
researchers are hired, and their weak training and deficient creativity lead to
unimpressive results. The disappointing results reinforce management’s prejudice
against marketing research. Management continues to pay low salaries to its
market researchers, thus perpetuating the problem.

■ Poor framing of the problem: In the famous case when Coca-Cola introduced
the New Coke brand after much research, its failure was largely due to not
setting up the research problem correctly. The issues concerned how consumers
felt about Coca-Cola as a brand and the longer-term taste of the product—not
a quick taste-test in isolation.

■ Late and occasionally erroneous findings: Managers want results that are cheap,
accurate, conclusive, and fast—but good marketing research takes time and
money. Managers need to recognize that they will trade off accuracy if speed
and price are their highest priorities.
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■ Personality and presentational differences: Differences between the styles of
line or operations managers and marketing researchers often get in the way
of productive relationships. To a manager who wants concreteness, simplicity,
and certainty, a marketing researcher’s report may seem abstract, complicated,
and tentative. Yet in more progressive organizations, marketing researchers are
increasingly being included as members of the product management team, and
their influence on overall strategy is growing.

DEVELOPING A MARKETING RESEARCH PLAN:
APPLICATION AND EXAMPLE

Developing a plan is the first step in an effective marketing research study. The
purpose of a marketing research plan is to ensure that the needs of all the organiza-
tion’s stakeholders are being met and that the marketing research results and process
are clearly communicated and approved. The example illustrates how a physician
practice used marketing research to increase its market share.

1. Background
The Background section of the plan briefly provides an overview of the situation.
It can include changing environmental or market conditions, product innovations,
corporate vision, or other events or circumstances that have prompted the need for
marketing research. The following sample would be prepared as part of a contract
with an outside consulting firm.

Regional Radiology (RR) had an opportunity to expand its imaging services in
a new geographic market segment by leasing office space to provide four-slice
CT imaging services. RR had forecast that the proposed office would break even
with eight hundred scans annually or approximately 3.2 scans per day. There
were no other office locations currently being considered for evaluation.

FOR EXAMPLE

2. Marketing Research Recommendation
The research recommendation includes three sections: (a) marketing decisions, (b)
research objectives, and (c) research methodology.

a. Marketing Decisions. Thinking through the decisions to be made with the research
results will lead to a higher likelihood of action being taken; however, the marketing
problem should not be defined too narrowly in the context of the research study.
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■ Should Regional Radiology invest in the equipment, space, and staff to open a
satellite office in this new location?

■ If they do invest, which specific area referring physicians should RR target?

■ Based on referring physician preferences, what would be the best approach for
building awareness, trial, and preference for this new CT imaging service?

■ What other related services could RR potentially provide to meet the needs of
referring physicians (for example, ultrasound or MRI)?

b. Marketing Research Objectives. This section of the research plan focuses on
the research data and information that must be collected to support the market-
ing decisions. In this particular situation, the marketing decision to establish, or
not establish, a new satellite office relied on analyzing the data elements listed
below.

■ Profile specific physicians likely to refer patients to the new CRR office.

■ Estimate the total number of CT imaging referrals by area physicians.

■ Identify and rank the factors most important in referral decisions and in changing
referral patterns.

■ Measure levels of satisfaction with imaging center competitors.

■ Estimate referral share percentage by competitor among survey respondents.

■ Identify related market opportunities for CRR.

■ Specify strategies to build CRR referrals.

c. Marketing Research Methodology. The selection of the best research method-
ology depends on the nature of the research needed and the available budget. The
marketing manager needs to balance the cost of the research with its value. Secondary
research should always be conducted first. If the secondary research is unable to pro-
vide the data needed to make the marketing decisions, primary research should be
considered.

Selecting a primary research methodology calls for decisions on the data sources,
research approaches, research instruments, sampling plan, and contact methods.

d. Work Plan. The work plan, based on the marketing decisions and research
issues, details the process and workflow needed to complete the market research
project.

e. Schedule and Costs. The final step estimates the time and money to complete the
project.
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Phase I. We will review the area population growth projections and other
secondary market data that RR has already collected. We will develop a
sampling plan to complete telephone interviews based on the RR list of referring
physicians and physician extenders. We expect to complete ten interviews in
the four targeted zip codes, based on our preliminary review of the list, but we
are interested in completing additional interviews if possible.

A questionnaire will be developed, incorporating the research issues that
will help us collect the information needed to make the best marketing
decisions. We will work closely with RR to refine the survey instrument to
ensure that it captures the data needed. The questionnaire will be pretested to
identify any opportunities to improve clarity and execution.
Phase II. We will look up the telephone numbers of the prospective physician
respondents and contact them by phone to obtain their fax numbers. We
will then send a fax advising them that we will be conducting a telephone
survey and requesting their participation. To prepare the physicians for the
interview, the letter will include the survey topics. As an incentive for partici-
pation, the physician will be offered a $50.00 honorarium for completing the
five-to-seven-minute interview.

We will phone each physician to schedule an interview. Additionally, we
will leave a toll-free phone number for the physicians to call us, if they wish, to
arrange an interview appointment. The respondents will not know that CRR is
sponsoring this study.
Phase III. We will tabulate and analyze the data and write a detailed report that
includes study conclusions, findings, and indicated actions. A written report will
be delivered along with a summary presentation.

FOR EXAMPLE
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We anticipate that the Phase I sampling plan and questionnaire development
process can be completed within one week from proposal approval. The field
work of Phase II can be completed in two weeks. The Phase III analysis,
reporting, and presentation stage will be completed within one week from the
conclusion of the field work. The entire study will be completed within four
weeks.

We estimate the cost of such a study is about $10,000 including all ques-
tionnaire development, sample, honoraria, analysis, reporting, and the on-site
presentation. Of course, the exact amount will vary by location and scope of
work.

FOR EXAMPLE

FORECASTING AND DEMAND MEASUREMENT

One major reason for undertaking marketing research is to identify new market
prospects by measuring and forecasting the size, growth, and profit potential of each
opportunity. Sales forecasts, based on demand estimates, are used by finance depart-
ments, to plan for the needed cash for investment and operations; by manufacturing,
to establish capacity and output levels; by purchasing, to acquire the right amount of
supplies; and by human resources, to hire the needed number of workers. Although
marketers are responsible for preparing the sales forecasts based on estimates of
demand, managers need to define what they mean by market demand. The first step
is to determine which market to measure.

Which Market to Measure?
In determining the size of a market, we offer some working definitions about the
number of buyers who might exist for a particular offer. Let us start with the definition
of market: the set of all actual and potential buyers of a firm’s offer.

The potential market is the set of consumers who profess a sufficient level of
interest in a market offer; but consumer interest is not enough to define a market.
Potential consumers must have enough income and must have access to the product.
The available market is the set of consumers who have interest, income, and access
to a particular offer.

For some products, the company or government may restrict sales to certain
groups. For example, many drug sales require a prescription from a physician. In
this case, the eligibles constitute the qualified available market: the set of consumers
who have interest, income, access, and qualifications for the particular market offer.

A company can go after the whole available market or concentrate on certain
segments. The target market is the part of the qualified available population the
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organization decides to pursue. (We discuss this concept in depth in Chapter Eight.)
An academic medical center, for example, might decide to concentrate its marketing
and distribution effort on the East Coast, while an urban community hospital will
typically focus on a radius of five to ten miles. Finally, the penetrated market is the
set of consumers who are buying the company’s product. The medical center may
care for patients in its target market as well as those from other parts of the United
States and the world.

Demand Measurement
Once the organization has defined its market, the next step is to estimate market
demand. Market demand for a product or service is not a fixed number but a function
of the total volume that would be bought by a defined customer group in a delineated
geographical area during a given time period in a distinct marketing environment
using a specific marketing program. The market demand measurement is not a fixed
number, but is a function of the stated conditions.

The dependence of total market demand on underlying conditions is illustrated
in Figure 7.3 (a). The horizontal axis shows different possible levels of industry
marketing expenditure in a given time period. The vertical axis shows the resulting
demand level. The curve represents the estimated market demand associated with
varying levels of industry marketing expenditure.

Some base sales (called the market minimum , labeled Q1 in the figure) take place
without any demand-stimulating expenditures. Higher levels of industry marketing
expenditures yield higher levels of demand, first at an increasing rate, then at a
decreasing rate. Marketing expenditures beyond a certain level do not stimulate
much further demand, suggesting an upper limit to market demand called the market
potential (labeled Q2).

The level of industry marketing significantly affects the total size of an expansible
market . In Figure 7.3 (a), the distance between Q1 and Q2 is relatively large. In a
relatively nonexpansible market —one not much affected by the level of marketing
expenditures—the distance between Q1 and Q2 is relatively small. Organizations
operating in a nonexpansible market must accept the market’s size (the level of
primary demand for the product class) and try to win a larger market share (the
level of selective demand for the organization’s service or product).

The market demand curve shows alternative current forecasts of market demand
associated with different possible levels of industry marketing effort in the current
period. Because only one level of industry marketing expenditure will actually occur,
the market demand corresponding to this level is called the market forecast . The
market forecast shows expected market demand, not maximum market demand.

Market potential is the limit approached by market demand as industry market-
ing expenditures approach infinity for a given marketing environment. The phrase
“for a given market environment” is crucial. The market demand for many prod-
ucts is higher during prosperity than during recession, as illustrated in Figure 7.3
(b). Organizations cannot do anything about the position of the market demand
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(a) Marketing demand as a function of industry marketing expenditure
(assumes a particular marketing environment)

Planned 
expenditure

Prosperity

Recession

FIGURE 7.3. Marketing Demand Functions

Source: Kotler and Keller, A Framework for Marketing Management, 3rd ed. Upper Saddle River,
N.J.: Prentice Hall, 2007.

function—which is determined by the marketing environment—but their marketing
spending can influence their location on the function.

Organization Demand and Sales Forecast
Organization demand is the firm’s estimated share of market demand at different
levels of company marketing effort in a given time period. Ultimately, the company’s
share of market demand depends on how such factors as its products, services, prices,
and communications are perceived relative to its competitors’. If these factors are
equal, however, the company’s market share depends on the size and effectiveness
of its marketing expenditures relative to competitors. Marketing model builders have
developed sales-response functions to measure how a company’s sales are affected
by its marketing expenditures, marketing mix, and marketing effectiveness.16
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Once marketers have estimated organization demand, they next choose a level
of marketing effort to produce an expected level of sales. The organization sales
forecast is the expected level of organization sales based on a chosen marketing plan
and an assumed marketing environment. The organization sales forecast is graphed
with company sales on the vertical axis and organization marketing effort on the
horizontal axis, as in Figure 7.3. Note that the sales forecast is the result of an
assumed marketing expenditure plan.

A sales quota is the sales goal set for a product line, corporate division, or sales
representative. It is primarily a managerial device for defining and stimulating sales
effort. A sales budget is a conservative estimate of the expected sales volume and is
used primarily for making current purchasing, production, and cash-flow decisions.
The sales budget is based on the sales forecast and avoidance of excessive risk, so
it is generally set slightly lower than the sales forecast.

Organization sales potential is the sales limit approached by customer demand
as the company’s marketing effort increases relative to competitors. The absolute
limit of company demand is, of course, the total market potential. Even when orga-
nization marketing expenditures increase considerably, in most cases organization
sales potential is less than the market potential; each competitor has a core of loyal
buyers who are not very responsive to other organizations’ efforts to woo them.

Estimating Current Demand
In estimating current marketing demand, executives want to examine total market
potential, area market potential, and total industry sales and market shares.

Total Market Potential. Total market potential is the maximum number of sales
that might be available to all the firms in an industry during a specified period,
under a given level of industry marketing effort and environmental conditions. A
common way to determine total market potential is to estimate the possible number
of buyers and multiply this figure by both the average quantity each purchases and
the price of each unit. For example, assume that one hundred million people buy
over-the-counter cold medicine each year, the average cold preparation buyer buys
three units or boxes a year, and the average price of a box is $7; the total market
potential for boxes of cold preparations is $2.1 billion (100 million × 3 × $7).

The most difficult component to estimate is the number of buyers for the specific
product or market. Organizations can start with a total population, eliminate groups
that obviously would not buy the product, and do research to eliminate groups without
interest or money to buy. What remains is a prospective pool of potential buyers that
organizations can include in the calculation of total market potential.

Area Market Potential. Because organizations face the problem of selecting
the best territories and allocating their marketing budget optimally among them,
they need to estimate the market potential of different cities, states, and nations.
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Business-to-business marketers primarily use the market-buildup method, whereas
consumer marketers primarily use the multiple-factor index method.

The market-buildup method calls for identifying all the potential buyers in an
area and estimating their potential purchases. This method works well if organi-
zations have a list of all potential buyers and a good estimate of what each will
buy—data that can be difficult to gather. An efficient method makes use of the
North American Industry Classification Systems (NAICS), a six-digit code of clas-
sifying industry sectors that provides statistics comparable across the United States,
Canada, and Mexico.17 To use the NAICS, an operating table manufacturer would
first determine the six-digit NAICS codes that represent the hospitals, physician prac-
tices, and ambulatory surgery centers that are likely to require its products. Then the
manufacturer determines an appropriate base for estimating the number of operating
tables that will be used, such as customer industry sales. Once the company estimates
the rate of operating table ownership relative the customer industry’s sales, it can
compute the market potential.

Consumer companies also estimate area market potentials; however, because
their customers are too numerous to be listed, they often use the index method .
A drug marketer, for example, might assume that the market potential for drugs is
directly related to population size. If Virginia has 2.28 percent of the U.S. population,
the company might assume that state will account for 2.28 percent of all drugs sold.
In reality, drug sales are also influenced by other factors. Thus, it makes sense to
develop a multiple-factor index, with each factor assigned a specific weight. For
example, if Virginia has 2.00 percent of the U.S. disposable personal income, 1.96
percent of U.S. retail sales, and 2.28 percent of U.S. population, the respective
weights for these factors are 0.5, 0.3, and 0.2. The buying-power index for drugs in
Virginia would be

0 .5 (2 .00 ) + 0 .3 (1 .96 ) + 0 .2 (2 .28 ) = 2 .04

In addition to estimating total market potential and area potential, a company
needs to know the actual industry sales taking place in its market. This information
may be available from trade associations and marketing research firms, although not
for individual competitors. For example, Nielsen Media Research audits retail sales in
various product categories in supermarkets and drugstores and sells this information
to interested companies. These audits can give a company valuable information about
its total product-category sales as well as brand sales. It can compare its performance
to the total industry or any particular competitor to see whether it is gaining or losing
share.

It is typically harder for business marketers to estimate industry sales and market
share than it is for consumer-good manufacturers. Business marketers have no source
equivalent to the Nielsens, and distributors typically will not supply information
about how much of competitors’ products they are selling. Business-goods marketers
therefore operate with less knowledge of their market-share results.
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Estimating Future Demand
Forecasting is the art of anticipating what buyers are likely to do under a given set
of conditions. Very few products or services lend themselves to easy forecasting of
future demand; those that do generally involve a product whose absolute level or
trend is fairly constant and for which competition is nonexistent (public utilities) or
stable (pure oligopolies). In most markets, total demand and company demand are
not stable; the more unstable the demand, the more critical is forecast accuracy and
the more elaborate is the forecasting procedure.

Organizations commonly use a three-stage approach to prepare a sales forecast.
They first prepare a macroeconomic forecast, which projects such factors as inflation,
unemployment, interest rates, consumer spending, business investment, government
spending, and payer reimbursement rates. They then prepare an industry forecast
and finally an organization-specific sales forecast. Based on these estimates and
assumptions that the firm will win a certain market share, marketers issue their final
forecast. Methods for sales forecasting are shown in Table 7.4.

TABLE 7.4. Sales Forecast Methods

Forecast Method Description Use

Survey of buyers’
intentions

Survey consumers or
businesses about purchase
probability, future finances,
and expectations about the
economy.

To estimate demand for
industrial products, consumer
durables, purchases requiring
advance planning, and new
products.

Composite of sales
force opinions

Have sales representatives
estimate how many current
and prospective customers
will buy the company’s
products.

To gather detailed forecast
estimates broken down by
product, territory, customer,
and sales representative.

Expert opinion Obtain forecasts from experts
such as dealers, distributors,
suppliers, consultants, and
trade associations; can be
purchased from economic
forecasting firms.

To gather estimates from
knowledgeable specialists who
may offer good insights.
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(Table 7.4 continued)

Past-sales analysis Use time-series analysis,
exponential smoothing,
statistical demand analysis,
or econometric analysis to
analyze past sales.

To project future demand on the
basis of an analysis of past
demand.

Market-test
method

Conduct a direct market test to
understand customer
response and estimate
future sales.

To better forecast sales of new
products or sales in a new
area.

Source: Kotler and Keller, A Framework for Marketing Management, 3rd ed. Upper Saddle River, N.J.:
Prentice Hall, 2007.

SUMMARY

A steady flow of market and competitive information is required for developing
effective marketing plans and managing marketing activities. Health care organi-
zations get their information by examining internal records, by applying marketing
intelligence scanning, and by conducting marketing research. The information comes
in the form of secondary (preexisting) and primary data.

Primary data are drawn from observational research, focus group research, indi-
vidual in-depth interviews, and well-designed surveys. Surveys supply the final quan-
titative picture of the market situation. Surveys involve administering a well-tested
questionnaire to a sufficient size sample population that is drawn on a probability
basis. The data are then turned into findings with the help of statistical analysis and
quantitative decision models.

DISCUSSION QUESTIONS

1. Popular marketing metrics such as customer acquisition, satisfaction, and reten-
tion can sometimes turn out to be poor indicators of customers’ true percep-
tions and, ultimately, marketing success. Explain how these metrics could mask
important marketing problems for hospitals, medical device companies, and
health care plans.

2. Senior executives may view marketing research as overly complex, too expen-
sive, or offering no new insights. As a marketing manager, how could you
structure a marketing research recommendation to overcome these objections?
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3. You are the chief marketing officer of a pharmaceutical company. Your company
has received FDA approval for a new prescription-only drug to treat early signs
of Alzheimer’s disease. How would you measure market demand and develop a
sales forecast for this new product?

4. On-line marketing research surveys are becoming more common. What are the
pros and cons of using the Web to conduct a focus group? How does the statistical
validity and reliability of a quantitative on-line survey compare with the validity
and reliability of a telephone survey?

APPENDIX: SECONDARY-DATA SOURCES

A. Internal Sources
Company profit-loss statements, balance sheets, sales figures, sales-call reports,

invoices, inventory records, and prior research reports.

B. Government Publications

Statistical Abstract of the United States

County and City Data Book

Industrial Outlook

Marketing Information Guide

Other government publications include the Annual Survey of Manufacturers;
Business Statistics; Census of Manufacturers; Census of Population; Census of Retail
Trade, Wholesale Trade, and Selected Service Industries ; Census of Transportation;
Federal Reserve Bulletin; Monthly Labor Review ; Survey of Current Business; and
Vital Statistics Report .

C. Periodicals and Books

Business Periodicals Index

Standard and Poor’s Industry

Moody’s Manuals

Encyclopedia of Associations

Marketing journals include Marketing Health Services , the Journal of Marketing ,
Journal of Marketing Research, and Journal of Consumer Research .

Useful health care and marketing trade magazines include HealthLeaders ,
Modern Healthcare, B to B , Hospitals & Health Networks , Advertising Age, Chain
Store Age, Progressive Grocer , Sales & Marketing Management , and Stores .
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Useful general business periodicals include Business Week , Fortune, Forbes , The
Economist, Inc., Fast Company , Wall Street Journal , Financial Times , and Harvard
Business Review .

D. Commercial Data
Nielsen Company . Ad*Views Media Data, data on products and brands sold

through retail outlets (Retail Index Services), supermarket scanner data (Scantrack),
data on television audiences (Media Research Services), magazine circulation data
(Neodata Services, Inc.), and others.

MRCA Information Services . Data on weekly family purchases of consumer
products (National Consumer Panel) and data on home food consumption (National
Menu Census).

SAMI/Burke. Reports on warehouse withdrawals to food stores in selected market
areas (SAMI reports) and supermarket scanner data (Samscam).

Simmons Market Research Bureau (MRB Group). Annual reports covering tele-
vision markets, sporting goods, and proprietary drugs, with demographic data by sex,
income, age, and brand preferences (selective markets and media reaching them).

Other commercial research houses selling data to subscribers include the Audit
Bureau of Circulation; Arbitron, Audits and Surveys; Dun & Bradstreet; National
Family Opinion; Standard Rate & Data Service; and Starch.

E. Internet Data—Health Care Industry–Specific Internet Resources
Achoo HeadlineNews . Health care news service covering over 150 news topics,

including biotechnology, clinical trials, the pharmaceutical industry, companies, and
regulations.

ClinicalTrials . This site helps you find clinical trials in the U.S. and Canada.
One can also register for future clinical trials.

Drug InfoNet . Health and medical information as well as links to manufacturer
press releases and product approval sites.

eMedicine World Medical Library . Offers resources as dictionary, thesaurus, and
translator and gives access to the eMedicine Journal. Also includes a section, “Recalls
and Alerts.”

Health On the Net Foundation. This site offers online health information, medical
articles, dossiers, and a very complete calendar of medical events.

Healthfinder . Links to current and government health news, on-line publications,
clearinghouses, databases, and support and self-help groups.

HighWire Press . This site provides a collection of scientific and medical mag-
azines, some full text some indexed. Included are well-known publications such as
Science, Pediatrics , and the Proceedings of the National Academy of Sciences .

Journal of the American Medical Association. Full-text articles available for
purchase.

Mayo Clinic. A newsstand with current health news, resources, including infor-
mation on drugs and diseases.
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National Coalition on Health Care. Full-text articles, press releases, reports, and
speeches from the U.S. alliance composed of businesses, consumers, and health care
providers who want to improve the health care system.

National Library of Medicine. The world’s largest biomedical library.
Physicians Online. Physicians on-line site uniting physicians, managed health

care organizations, and pharmaceutical companies. Access limited to U.S. physicians
and other prescribing health care professionals.

Reuters Health Information . Subscription-based health and medical news. Also
includes a news archive and a drug database.

The Lancet . Medical journal from the U.K. Free access to selected articles and
pay-per-view option. Also features conferences and discussion groups.

F. Internet Data—General Industry Internet Resources
Lexis Nexis . Contains legal data and nonlegal full text material from 7,100 mag-

azine and newspaper sources (www.lexisnexis.com).
Dun and Bradstreet . Provides Dun and Bradstreet credit information on thou-

sands of companies (www.dnb.com).
Hoovers . Provides detailed profiles on 12,000 corporate firms (www.hoovers.

com).
Moody’s . Provides credit information and credit ratings of companies (www.

moodys.com).
www.marketguide.com. Provides financial information on 10,000 publicly traded

companies.
American Marketing Association (www.ama.org).
Commerce Net . Industry association for internet commerce (www.commerce.

net).
Gale’s Encyclopedia of Associations (www.gale.com).
A Business Researcher’s Interests . Provides links to business directories, media

sites, marketing-related resources, and much more (www.brint.com).
Bloomberg Personal . Timely news and financial services (www.bloomberg.com).
C/Net. Journalistic coverage of high technology, computers, and the Internet

(www.cnet.com).
Company Link . Free basic directory data, press releases, stock prices, and SEC

data on 45,000 U.S. firms; more information available to subscribers (www.
companylink.com).

EDGAR. Public company financial filings (www.sec.gov/edgarhp.htm).
National Trade Data Bank . Free access to over 18,000 market research reports

analyzing trends and competition in scores of industries and for hundreds of products
(www.stat-usa.gov).

Public Register’s Annual Report Service. Allows searches of 3,200 public com-
panies by company name or industry and offers annual reports via e-mail (www.prars.
com/index.html).
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Quote.Com . Access to a wide range of business wires, companies’ directories,
and stock quotes (www.quote.com).

Government Information.
Census Bureau (www.census.gov).
FedWorld . A program of the U.S. Department of Commerce, serves as a clear-

inghouse for over 100 federal government agencies (www.fedworld.gov).
Thomas . Indexes federal government sites (thomas.loc.gov).
US Business Advisor (www.business.gov)

International Information.
CIA World Factbook . A comprehensive statistical and demographic directory

covering 264 countries around the world (www.odic.gov/cia/publications).
The Electronic Embassy (www.embassy.org).
I-Trade. Free and fee-based information services for firms wishing to do business

internationally (www.i-trade.com).
The United Nations (www.un.org).
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LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the different levels of market segmentation?

2. How can a health care organization divide a market into segments?

3. How can an organization choose the most attractive target markets?

4. How can an organization choose and communicate an effective positioning in
the market?

5. How can the organization analyze the competitors’ strategies, objectives,
strengths, and weaknesses?
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OPENING EXAMPLE
A Fall Prevention Program for Seniors Succeeds Through Segmentation
and Targeting In Washington State, more people aged sixty-five and older are
hospitalized due to falls than people of all other age groups are hospitalized due to motor
vehicle accidents. This statistic was at the heart of a comprehensive report prepared by the
Washington State Injury Prevention Program, which led to a three-year, $900,000 CDC
grant to develop a fall prevention program.

The Washington State Department of Health—believing that a physical fitness
program for seniors could decrease the number of falls and, therefore, reduce health
care costs—decided to use a marketing approach to test this hypothesis. First, they
conducted a market segmentation analysis of the senior population. The analysis divided
the senior population by age, fall incidence, and physical fitness level. From the resulting
information, the Department found that their target market—people aged seventy to
seventy-nine—seemed to have a fall incidence and fitness capacity that could be most
easily improved through the physical fitness program.

The Department then selected one county for a test market. Qualitative market
research was conducted to understand the target market’s perceptions of the fitness
program concept. The research asked potential participants about their preferences
related to program benefits, barriers to joining, and barriers to regular attendance, and
competing programs.

The marketing research conclusions were used to develop the product and a posi-
tioning strategy that focused on the particular benefits that were important to the target
market. The positioning statement read: ‘‘A fitness class for seniors that works, as it will
improve strength and balance; is safe, as it has experienced skilled instructors offering
tested exercises; and is fun, as it offers an opportunity to meet others and get out of the
house. It is an important and worthwhile activity for seniors wanting to stay independent,
be active, and prevent falls.’’

The fitness program was named S.A.I.L. (Stay Active and Independent for Life),
with a tagline of ‘‘A Strength and Balance Fitness Class for Seniors.’’ It consisted of a
one-hour strength and balance fitness class that met three times a week with up to twenty
participants. A fall prevention booklet was created and distributed that advised seniors
how to create an exercise plan, manage health care needs, build a strong foundation
for balance, and make a safe home. An optional safety effectiveness assessment was
also developed. The research indicated that pricing each S.A.I.L. class at $2.50 would be
acceptable. The scheduled meeting times and locations were arranged for the convenience
of the prospective participants based on the research respondents’ preferences.

Promotional messages built brand awareness, and the media used to deliver the
messages were ‘‘senior-based’’ and included senior center newsletter ads and articles,
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brochures for physicians and senior center staff members, and sandwich board signs at
senior centers.

S.A.I.L. has been successful in reducing injuries from falls among Washington State
seniors. It has also been adopted by other state health departments throughout the nation.

One important reason for the successful approach used by the Washington State
Health Department’s S.A.I.L. program was that it employed target marketing. To compete
more effectively and reach appropriate customers, many organizations are now embracing
this strategy. Instead of scattering their marketing effort using a ‘‘shotgun’’ approach,
they focus on those consumers they have the greatest chance of satisfying, through
a ‘‘rifle’’ approach. Target marketing requires that marketers (1) identify and profile
distinct groups of buyers who differ in their needs and preferences (market segmentation),
(2) select one or more market segments to enter (market targeting), and (3) establish
and communicate the distinctive benefits of the organization’s market offering (market
positioning).

OVERVIEW: MARKET SEGMENTATION

Sellers that use mass marketing engage in the mass production, distribution, and
promotion of one product for all buyers. Henry Ford epitomized this strategy when
he offered the Model-T Ford “in any color, as long as it is black.” Coca-Cola
also practiced mass marketing when it sold only one kind of Coke, in a 6.5-ounce
bottle.

The argument for mass marketing is that it creates the largest potential market,
that leads to the lowest costs, that in turn can lead to lower prices or higher margins.
Critics note that the increasing splintering of the market and the proliferation of
advertising media and distribution channels make it more difficult and increasingly
expensive to reach a mass audience. Some claim that mass marketing is dying. Not
surprisingly, therefore, many organizations are turning to micromarketing at one of
four levels: segments, niches, local areas, and individuals.

Segment Marketing
A market segment consists of a group of customers who share a similar set of needs
and wants , such as health insurance customers who want low premiums versus
other customers who want generous health care benefits. A segment is not a sector .
“Young, middle-income health insurance buyers” is a sector, not a segment, because
these buyers will differ in what they want in a health insurance product. Marketers
do not create the segments; their task is to identify different benefit segments and
decide which to target.
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Because the wants of segment members are similar but not identical, Anderson
and Narus urge marketers to present flexible market offerings instead of one standard
offering to all of a segment’s members.1 A flexible market offering consists of the
product and service elements that all segment members value, plus discretionary
options —perhaps for an additional charge—that some members value. For example,
most health insurance companies offer similar benefits; for an additional charge,
customers can obtain vision care benefits that also cover periodic eye examinations
and corrective lenses.

Niche Marketing
A niche is a more narrowly defined customer group seeking a distinctive mix of ben-
efits. Marketers usually identify niches by dividing a segment into subsegments. For
example, LifeInsure.com, a California-based insurance agency, sells life insurance
to smokers, charging a high price for coverage to build in profits from this high-risk
group. An attractive niche has these characteristics: its customers have a distinct set
of needs, they will pay a premium to the firm that best satisfies their needs, the niche
is not likely to attract other competitors, the niche company gains certain economies
through specialization, and the niche has size, profit, and growth potential.

Segments are fairly large and attract several competitors; niches are fairly small
and may attract few rivals. Niche marketers presumably understand and satisfy
their customers’ needs so well that the customers willingly pay a premium. As
marketing efficiency increases, niches that were seemingly too small may become
more profitable.2

Tom’s of Maine, which produces a line of all-natural dental health and other
products, often commands a 30 percent premium on its toothpaste because its unique,
environmentally friendly products and charitable donation programs appeal to con-
sumers who have been turned off by big businesses.3 The concept of natural personal
care products made without artificial or animal ingredients or chemicals is a market
niche that Tom’s of Maine has exploited since its founding, in 1970, with a $5,000
loan and a single product. The company is now a leading natural care brand, with
nearly two hundred employees and ninety oral and body care products distributed
through more than forty thousand retail outlets worldwide. Tom Chappell began with
a set of beliefs and values based on a relationship-building model and safe, effective
natural products marketed in a socially responsible and environmentally sensitive
manner.

The low cost of internet marketing has also led to many small start-ups aimed
at niches. The recipe for internet niche-finding success is to choose a hard-to-find
product that customers do not need to see and touch. For example, as the cost of
pharmaceuticals continues to escalate, there is strong demand for branded drugs
at lower prices purchased through the Web. Unfortunately, this demand has led to
counterfeiting and illegal channeling of pharmaceuticals from foreign countries. (The
problem is so great the FDA has set up a Web site to keep the public informed about
this problem: http://www.fda.gov/counterfeit/.)
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Local Marketing
Target marketing is tailored to the needs and wants of local customer groups, includ-
ing trading areas, neighborhoods, and even individual retail outlets. Local hospitals
that are owned by national chains provide different mixes of health care services
depending on particular market demographics.

American Drug, one of the largest U.S. drugstore retailers, had its marketing
team assess shopping patterns at hundreds of its Osco and Sav-on Drug Stores
on a market-by-market basis. Using scanned data, the company fine-tuned the
stores’ product mix, revamped store layout, and refocused marketing efforts to
more closely align with local consumer demand. Depending on the local demo-
graphics, each store unit varies the amount and type of merchandise in such
categories as hardware, electrical supplies, automotive products, cookware,
over-the-counter drugs, and convenience goods.4

FOR EXAMPLE

Local marketing reflects a growing trend toward grassroots marketing, concen-
trating on getting as close and personally relevant to individual customers as possible.
A large part of local, grassroots marketing is experiential marketing , which promotes
an offering by connecting it with unique and interesting experiences. One market-
ing commentator describes experiential marketing this way: “The idea is not to sell
something, but to demonstrate how a brand can enrich a customer’s life.”5

Proponents of local marketing see national advertising as wasteful because it
fails to address local needs. Opponents argue that local marketing drives up manu-
facturing and marketing costs by reducing economies of scale. Logistical problems
become magnified when organizations try to meet varying local requirements. Also,
a brand’s overall image might be diluted if the product and message vary in different
localities.

Patterns of Market Segmentation
Market segments can be defined in many different ways. One common method is
to identify preference segments . Suppose buyers are asked to compare how much
they value two health care product attributes: ease of use versus low price. Three
different patterns can emerge, as shown in Figure 8.1.

1. Homogeneous preferences. Figure 8.1(A) shows a market in which all the
consumers have roughly the same preferences. The market shows no natural
segments. We would predict that health information systems would be similar
and cluster around the middle of the scale in both ease of use and price.



222 Strategic Marketing for Health Care Organizations

(A) Homogeneous 
preferences

(B) Diffused
preferences

(C) Clustered 
preferences

Ea
se

 o
f 

u
se

Price

Ea
se

 o
f 

u
se

Price

Ea
se

 o
f 

u
se

Price

FIGURE 8.1. Basic Market-Preferences Patterns

2. Diffused preferences. At the other extreme, consumer preferences may be scat-
tered throughout the field of possibilities, as shown in Figure 8.1(B), indicating
a high level of variance in consumer preferences. One brand might position
in the center to try to appeal to the most people. If several brands are in the
market, they are likely to position themselves throughout the field to target
consumer preference differences.

3. Clustered preferences. An intermediate possibility is the formation of distinct
preference clusters called natural market segments , as shown in Figure 8.1(C).
The first firm in this market might (1) position in the center to appeal to all
groups, (2) choose only the largest market segment (concentrated marketing),
or (3) provide different offerings to different segments that favor ease of use or
price. If the first firm to enter chooses one segment, other competitors would
enter and introduce different offerings to the other segments.

SEGMENTATION OF CONSUMER MARKETS

Because of the inherent differences between consumer and business markets, mar-
keters cannot use exactly the same variables to segment both. In this section we will
discuss segmenting consumer markets; we will present business market segmentation
in the following section.

Two broad groups of variables are used to segment consumer markets. Some
researchers try to form segments by looking at descriptive characteristics: geographic,
demographic, and psychographic. They then examine whether these customer seg-
ments exhibit different needs or product responses. Other researchers first try to form
segments by looking at behavioral aspects, such as responses to benefits, use occa-
sions, or brands. With the segments formed in this way, the researcher sees whether
different characteristics are associated with each consumer-response segment.

Regardless of which type of segmentation scheme is employed, the key is that the
marketing program can be profitably adjusted to recognize customer differences. The
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major segmentation variables—geographic, demographic, psychographic, and beha-
vioral segmentation—are summarized in Table 8.1 and described in the sections that
follow.

Geographic Segmentation
Geographic segmentation divides the market into different geographical units such as
nations, states, regions, counties, cities, or neighborhoods. A medical supply company

TABLE 8.1. Major Segmentation Variables for Consumer
Markets

Geographic ■ Nation or country
■ State or region
■ City or metro size
■ Density
■ Climate

Demographic ■ Age, race, gender
■ Income, education
■ Family size
■ Family life cycle
■ Occupation
■ Religion, nationality
■ Generation
■ Social class

Psychographic ■ Lifestyle
—Activities
— Interests
—Opinions

■ Personality
■ Core values

Behavioral ■ Occasions
■ Benefits
■ User status
■ Usage rate
■ Loyalty status
■ Buyer-readiness
■ Attitude
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can operate in one, a few or all geographic areas, but it must pay attention to local
variations. Most local community hospitals serve a specific and limited geography
called a “service area” (often a radius of only five to ten miles if situated in an urban
or suburban locale) and must tailor their offerings to meet the specific needs of their
communities. Large hospital groups, such as HCA and Tenet, are capable of either
adapting service offerings to local geographic markets or providing the same service
configuration across their national spectrum of hospitals.

Regional marketing is capable of drilling down to a specific zip code.6 Some
approaches combine geographic data with demographic data to yield richer descrip-
tions of consumers and neighborhoods. Claritas, Inc. has developed a geoclustering
approach called PRIZM (Potential Rating Index by Zip Markets) that classifies over
half a million U.S. residential neighborhoods into fifteen distinct groups and sixty-
two distinct lifestyle segments called PRIZM Clusters.7 The groupings take into con-
sideration thirty-nine factors in five broad categories: (1) education and affluence,
(2) family life cycle, (3) urbanization, (4) race and ethnicity, and (5) mobility. The
clusters have descriptive titles such as Blue Blood Estates, Winner’s Circle, Home-
town Retired, Latino America, Shotguns and Pickups , and Back Country Folks . The
underlying assumption is that the inhabitants of these clusters tend to lead similar
lives, drive similar cars, have similar jobs, and read similar magazines.

Demographic Segmentation
Using this method, the market is divided into groups on the basis of age and
other demographic variables. This segmentation method is the most popular because
consumer wants, preferences, and usage rates are often associated with demographic
variables, and these variables are easy to measure. Even when the target market is
described in nondemographic terms such as a personality type, the link to demo-
graphic characteristics is needed to estimate the size of the market and the media
that can be used to reach it.

The following demographic categories are frequently used to segment markets.
Age and life-cycle stage. Consumer wants, abilities, and health needs change

with age. Toothpaste brands such as Crest and Colgate offer three main lines of
products to target children, adults, and older consumers. Several medical special-
ties also focus on different age groups: pediatricians treat children, obstetricians
focus on women ages fifteen to fifty, adult cardiologists tend to treat mainly people
over age fifty, and, of course, geriatricians treat older adults. Age and life cycle
can sometimes be tricky segmentation variables because a product that is intended
for a particular age group can actually draw more attention from a completely
unexpected group.8 For example, Viagra and other erectile dysfunction drugs were
intended to primarily help men over sixty, but teenagers and young men in their
twenties have also adopted these drugs for use with alcohol and other recreational
drugs.9

Life stage. Persons in the same part of the life cycle may differ in their life
stage. Life stage defines a person’s major concern, such as their children’s school
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grade levels, marital status and changes, responsibility of caring for an older parent,
homeowner status, and so on. These life stages present opportunities for marketers
who can help people cope with their major concerns.

Gender . Men and women tend to have different attitudinal and behavioral orien-
tations based partly on genetic makeup and partly on socialization. As an example,
women tend to be more communal-minded and men tend to be more self-expressive
and goal-directed; women tend to take in more of the data in their immediate envi-
ronment, whereas men tend to focus on the part of the environment that helps
them achieve a goal. Increased sensitivity to women’s health care needs and pref-
erences have resulted in health care organizations’ seeking more women physi-
cians; investing more resources in women’s health concerns related to infertility,
menopause, and osteoporosis; and developing better techniques for treating breast
cancer.

Disease, organ system, or diagnostic category . Most health care providers first
segment their markets according to the disease, organ system, or diagnosis of the
patient. Medical subspecialties are organized in this fashion; for example, heart
(cardiology), joints (rheumatology), cancers (oncology), hormones (endocrinology),
and skin (dermatology). Institutions sometimes specialize along these lines also; for
example, some hospitals treat only patients with psychiatric problems, rehabilitation
needs, or cancers. Even though many institutions consider themselves to be general
hospitals, they will still choose to concentrate their resources in a few select disease
categories. Likewise, they may also choose not to provide services in certain health
care categories, such as obstetrics.

Payer mix . How patients pay for their care is also an important segmentation
variable. Growth in the proportion of the uninsured and Medicaid eligibles relative
to commercially insured patients is usually an indicator that financial results will
worsen. Most hospitals and physician practices analyze changes in payer mix and
reimbursement regulations to ensure that current and new health care services do not
jeopardize the financial viability of the organization.

Income. Income segmentation is a long-standing practice in health care. Dis-
cretionary services—that is, those elective procedures not covered by insurance—
present an opportunity for providers to gain extra revenue. Cosmetic surgery is an
example in this category. Providers can also offer extended services for covered
benefits, such as private rooms not required for medical reasons. Phillips House is a
care center at the Massachusetts General Hospital that caters to international patients
and those in the high-end income bracket, as the following description from its Web
site explains.

For patients seeking the comfort and elegance characteristic of a fine hotel, the
Phillips House is the ideal choice. The Phillips House combines the atmosphere of a
luxury hotel with world-class medical and hospital care. A particular market niche
for Phillips House is international patients, patients with special needs, and those
requiring a high level of personal service. Private rooms have elegant mahogany
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appointments, customized menus, satellite television with access to foreign channels,
business services, and accommodations for guests and members of the entourage.10

Increasingly, companies are finding that their markets are “hourglass shaped” as
middle market Americans migrate toward more premium products.11

Generation. Each generation is profoundly influenced by the times in which it
grows up—the music, movies, politics, and defining events of that period. Demogra-
phers call these groups cohorts . Because cohort members share the same experiences
and have similar outlooks and values, effective marketing appeals use the icons
and images that are prominent in the targeted cohort’s experiences. People born
between 1925 and 1945, known as the Silent Generation or as children of the Great
Depression, are typically trusting conformists who value stability. These people are
often less likely to question medical professionals or to have unrealistic expectations
around aging. In contrast, the post–World War II baby boomers grew up questioning
authority and strongly attempt to resist the limitations of growing older.

Social class . Social classes are relatively homogeneous and enduring divisions
in a society that is hierarchically ordered and whose members share similar values,
interests, and behaviors. Social class is distinguished using variables such as income,
occupation, education, and type of residence; each class may show distinct health
behaviors and health care consumption patterns. For example, certain types of sports
injuries, like tennis elbow, are found primarily in the upper and upper middle classes;
heroin addiction, on the other hand, is found primarily in the lower classes, as is
lead paint poisoning in children.

Psychographic Segmentation
Psychographics is the science of using psychology and demographics to better under-
stand consumers. In psychographic segmentation, buyers are divided into different
groups on the basis of lifestyle, personality, or values. People within the same demo-
graphic group can exhibit very different psychographic profiles.

One of the most popular commercially available classification systems based on
psychographic measurements is SRI Consulting Business Intelligence’s VALS frame-
work. VALS classifies all U.S. adults into eight primary groups based on personality
traits and key demographics. The segmentation system is based on responses to a
questionnaire featuring four demographic and thirty-five attitudinal questions. The
VALS system is continually updated with new data from more than eighty thousand
surveys per year.12

The major attributes of the four groups with ample resources are as follows:

1. Innovators. Successful, sophisticated, active, “take-charge” people with high
self-esteem. Their purchases often reflect cultivated tastes for relatively upscale,
niche-oriented products and services.

2. Thinkers. Mature, satisfied, and reflective people who are motivated by ideals
and value order, knowledge, and responsibility. They favor durability, function-
ality, and value in products.
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3. Achievers. Successful career- and work-oriented people who value consensus
and stability. They favor established, prestige products that demonstrate success
to their peers.

4. Experiencers. Young, enthusiastic, impulsive people who seek variety and ex-
citement. They spend a comparatively high proportion of income on fashion,
entertainment, and socializing.

The major attributes of the four groups with more limited resources are as fol-
lows:

1. Believers. Conservative, conventional, and traditional people with concrete be-
liefs. They favor familiar, American products and are loyal to established brands.

2. Strivers. Trendy and fun-loving people who seek approval of others but are
resource-constrained. They favor stylish products that emulate the purchases of
those with greater material wealth.

3. Makers. Practical, self-sufficient, traditional, and family-oriented people who
focus on their work and home context. They favor basic products with a prac-
tical or functional purpose.

4. Strugglers. Elderly, resigned, passive people who are concerned about change.
They are loyal to their favorite brands.

You can find out which VALS type you are by going to SRIC-BI’s Web site
(www.sric-bi.com).

Lifestyle segmentation schemes are by no means universal. The Japanese version
of VALS divides society into ten segments on the basis of two key consumer
attributes: life orientation (traditional ways, occupations, innovation, and self-
expression) and attitudes toward social change (sustaining, pragmatic, adapting, and
innovating).

Behavioral Segmentation
In behavioral segmentation, buyers are divided into groups on the basis of their
knowledge of, attitude toward, use of, or response to a product. Decision roles are
one such variable. People play five roles in a buying decision: initiator, influencer,
decider, payer , and user . Recall our discussion in Chapter Two about the differ-
ence between a customer and stakeholder. As another example here, suppose a wife
decides to adopt a healthier lifestyle, and she initiates a purchase by requesting a
new treadmill for her birthday. The husband may then seek information from many
sources, including a friend who has a treadmill and is a key influencer in what mod-
els to consider. After presenting the alternative choices to his wife, she chooses the
model, he pays for it, and the entire family ends up using it. Different people are
playing different roles, but all are crucial in the decision-making process and ultimate
consumer satisfaction.
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Many marketers believe that behavioral variables—occasions, benefits, user
status, usage rate, loyalty status, buyer-readiness stage, and attitude—are the best
starting points for constructing market segments.

Occasions. Buyers can be distinguished according to the occasions when they deve-
lop a need, purchase a product, or use a product. For example, patients who visit
their physician do so when they are feeling ill, when it is time to have a routine
physical exam, in preparation for an overseas trip that requires a vaccination, and
when they feel a need for medical advice.

Benefits. Buyers can be classified according to the benefits they seek. Some con-
sumers are interested in one particular benefit whereas others want a benefit bundle.
The health care market includes four different benefits buyers. The quality buyer
wants the best product regardless of cost; an example is the patient who chooses a
hospital based on the U.S. News and World Report annual “Best Hospitals” listing.
Service buyers prefer the best personal treatment; they assume that medical expertise
is fairly equal. Value buyers are price sensitive; they want the lowest price and high-
est medical care combination. Economy buyers are also price sensitive, but they are
concerned much more about price than about care. Consumers largely assume that the
health care system can offer the benefits of alleviating pain, providing reassurance
and comfort, curing illness, and prolonging life. The responsibility for communi-
cating that these benefits cannot always realistically be provided rests with many
stakeholders: employers, payers, providers, government, and media.

User Status. Markets can be segmented into nonusers, ex-users, potential users,
first-time users, and regular users of a product. Blood banks cannot rely only on
regular donors to supply blood; they must also recruit first-time donors and contact
former donors. Each will require a different marketing strategy. Included in the
potential user group are consumers who will become users in connection with some
life stage or life event. For example, persons who have a loved one who needs
blood may start to donate blood regularly after they have seen the need. From the
standpoint of company size, market-share leaders focus on attracting potential users,
and smaller firms focus on trying to lure users away from the market leader.

Usage Rate. Markets can be segmented into light, medium, and heavy product users.
Heavy users are often a small percentage of the market but account for a high percent-
age of total consumption. For example, physician referrals for hospital admissions
often reflect the 80:20 pattern, wherein 80 percent of all hospital admissions come
from 20 percent of the total admitting physicians. Since these patterns are critical
to financial success, hospitals must ensure that referral data is accurate and compre-
hensive; they should understand why some physicians refer (and why others do not
refer) and develop strategies for further bonding with heavy referrers.

Buyer-Readiness Stage. A market consists of people in different stages of readiness
to buy a product. Some are unaware of the product, some are aware, some are
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informed, some are interested, some desire the product, and some intend to buy.
The relative numbers make a big difference in designing the marketing program.
Consider an example from India. With the growing consumption of junk foods,
obesity and diabetes are becoming more common. In many places, however, people
are not aware of what diabetes is. At the start of a health promotion program to
combat diabetes, a health agency’s effort should therefore focus first on disease
awareness-building, advertising using a simple message. Later the advertising should
dramatize the benefits of screening tests. The campaign can then move on to a stage
that emphasizes the value of treatment.

Loyalty Status. Buyers can be divided into four groups according to brand loyalty
status: hard-core loyals (who always buy one brand), split loyals (who are loyal to
two or three brands), shifting loyals (who shift loyalty from one brand to another),
and switchers (who show no loyalty to any brand).13 A hospital can learn a great
deal by analyzing the degrees of consumer brand loyalty. By studying its hard-core
loyals, the hospital can identify its products’ strengths. By studying its split loyals,
the hospital can pinpoint which brands are most competitive with its own. By looking
at customers who are shifting away from its brand, the hospital can learn about its
marketing weaknesses and attempt to correct them. However, what appear to be
brand-loyal purchase patterns may in reality reflect habit, indifference, a low price,
easier access, a high switching cost, or the nonavailability of other brands.

Attitude. Five attitude groups can be found in any market: enthusiastic, positive,
indifferent, negative, and hostile. For example, hospitals can classify referring physi-
cians into these groups. They thank enthusiastic referrers and suggest that they
continue to refer; they reinforce those who are positively disposed; they try to win the
referrals of indifferent physicians; they spend no time trying to change the attitudes
of negative and hostile physicians.

The Conversion Model has been developed to measure the strength of the psy-
chological commitment to a brand, consumers’ openness to change, and the ease with
which a consumer can be converted to another choice.14 The model assesses commit-
ment based on factors such as consumer attitudes toward and satisfaction with current
brand choices in a category and the importance of the brand selection decision.15

Segmentation of Business Markets
While business markets can be segmented with some of the same variables used
in consumer market segmentation—such as geography, benefits sought, and usage
rate—marketers must also use other variables. As an example, consider a large
hospital attempting to sell its laundry services to smaller hospitals and other health
care organizations.

Organization size: Businesses could be segmented by size based on revenue,
number of employees, market share, and other variables. The hospital could decide
that small hospitals may best fit with its offering.
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Geographic location: Geographic divisions could be established as within the
same city, within the same county, or within a fifty-mile radius. The hospital may
decide to focus on other hospitals that are within a convenient, one-hour radius that
can be efficiently served.

Interest profile: The hospital could identify other hospitals, restaurants, nurs-
ing homes, or assisted living facilities that have demonstrated an interest in highly
sanitary laundry services.

Resource level: Businesses differ in the amount of money that they are willing to
invest in particular programs. The hospital would want to segment potential customers
by their level of revenue or profit and ability to purchase industrial laundry services.

Buying criteria: Businesses differ in the qualities they prefer in product and
service decisions. A business customer that does not value laundry services that place
a high priority on sanitation along with a higher price will not be a good prospect for
the hospital. For example, uniforms for groundskeepers need to be clean but don’t
have to be sterile.

Buying process: Businesses differ in how much documentation they require and
length of time they take to make a decision. The hospital may want to work with
organizations that require less documentation and make decisions quickly.

Sequential Segmentation
Business marketers generally identify segments through a sequential process. Con-
sider a specialty hospital company that first undertook disease-based, macro-
segmentation. After considering several markets, it chose to focus on heart disease,
and it needed to determine the most attractive mix, within that category, of such
products as disease prevention, diagnosis, nonsurgical and surgical treatment, and
rehabilitation. Deciding to focus on surgery, it considered the best geographic loca-
tion, choosing medium-size cities close to major transportation hubs and without
competing programs. The second stage consisted of microsegmentation. The com-
pany distinguished among customers buying on price, service, or quality. Because
the hospital company had a high-service profile, it decided to concentrate on the
service-motivated segment.

Business buyers also seek different benefit bundles based on their stage in the
purchase decision process:16

■ First-time prospects. Customers who have not yet purchased but want to buy
from a vendor who understands their business, who explains things well, and
whom they can trust

■ Novices. Customers who are starting their purchasing relationship and thus want
easy-to-read manuals, hotlines, a high level of training, and knowledgeable sales
reps

■ Sophisticates. Established customers who want speed in maintenance and repair,
product customization, and good technical support
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These segments may also have different channel preferences. First-time prospects
prefer to deal with a company sales person rather than a catalog or direct-mail
channel, because the latter provide too little information and do not provide a sense of
comfort. Sophisticates, on the other hand, may want to conduct more of their buying
over electronic channels. By addressing these differences, marketers can successfully
start or continue relationships with business customers.

MARKET TARGETING

Once the firm has identified its market segment opportunities, it has to decide how
many and which ones to target. Marketers are increasingly combining several vari-
ables in an effort to identify smaller, better-defined target groups. Thus a health
information systems company may not only identify a group of large health systems,
but within that group may distinguish several segments depending on financial ability
to buy, age of legacy system, management outlook, and brand preferences. These
characteristics have led some market researchers to advocate a needs-based mar-
ket segmentation approach. Roger Best proposed the seven-step approach shown in
Table 8.2.

Effective Segmentation Criteria
Not all segmentation schemes are useful. For example, aspirin buyers could be divi-
ded into blond and brunette customers, but hair color is undoubtedly irrelevant to the
product’s purchase. Furthermore, if all aspirin buyers consumed the same number of
pills each month, believed all brands are the same, and would pay only one price,
this market would be minimally segmentable.

To be useful, market segments must rate favorably on five key attributes:

■ Measurable. The size, purchasing power, and characteristics of the segments can
be measured.

■ Substantial. The segments are large and profitable enough to serve; each should
be the largest possible homogeneous group worth going after with a tailored
marketing program.

■ Accessible. The segments can be effectively reached and served.

■ Differentiable. The segments are conceptually distinguishable and respond dif-
ferently to different marketing mix elements and programs. If two segments
respond similarly to an offer, they are not separate segments.

■ Actionable. Effective programs can be formulated for attracting and serving the
segments.

Evaluating and Selecting the Market Segments
In evaluating different market segments, the firm must look at two factors: the
segment’s overall attractiveness and the company’s objectives and resources. How
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TABLE 8.2. Steps in the Segmentation Process

1. Needs-Based
Segmentation

Group customers into segments based on similar needs and
benefits sought by customer in solving particular
consumption problem.

2. Segment
Identification

For each needs-based segment, determine which
demographics, lifestyles, and usage behaviors make the
segment distinct and identifiable (actionable).

3. Segment
Attractiveness

Using predetermined segment attractiveness criteria (such as
market growth, competitive intensity, and market access),
determine the overall attractiveness of each segment.

4. Segment
Profitability

Determine segment profitability.

5. Segment
Positioning

For each segment, create a value proposition and the
product-price positioning strategy based on that segment’s
unique customer need and characteristics.

6. Segment ‘‘Acid
Test’’

Create segment storyboards to test the attractiveness of each
segment’s positioning strategy.

7. Marketing-Mix
Strategy

Expand segment positioning strategy to include all aspects of
the marketing mix: product, price, promotion, and place.

Source: Best, Market Based Management & Hot Topics & EBIZ PKG, 2nd ed., Copyright 2001.
Electronically reproduced by permission of Pearson Education, Inc., Upper Saddle River, New Jersey.

well does a potential segment score on the five key criteria? Does a potential seg-
ment have characteristics that make it generally attractive, such as large size, rapid
growth, high profitability, substantial scale economies, and low risk? Does investing
in the segment make sense given the firm’s objectives, competencies, and resources?
Some attractive segments may not mesh with the company’s long-run objectives,
or the company may lack one or more necessary competencies to offer superior
value.

Single-Segment Concentration. QHR, formerly Quorum Health Resources, con-
centrates on the small hospital market for consulting and management services,
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whereas Ernst & Young focuses on larger hospitals. Through concentrated market-
ing, each firm gains a strong knowledge of its target segment’s needs and behaviors,
thereby achieving a strong market presence. Furthermore, each firm attains operating
economies by specializing in the segment’s product needs, channels, and promo-
tion. Concentrated marketing involves risks, such as a particular market segment’s
turning sour due to changes in buying patterns or new competition; therefore many
companies prefer to operate in more than one segment.

Selective Specialization. Here the firm selects a number of segments, each objec-
tively attractive and appropriate. There may be little or no synergy among the
segments, but each promises to be a moneymaker. This multisegment strategy has
the advantage of diversifying the firm’s risk. When Procter & Gamble launched Crest
Whitestrips, initial target segments included newly engaged women and brides-to-be,
as well as gay males.

Product Specialization. Another approach is to specialize in making a certain prod-
uct for several segments. The microscope marketplace is roughly divided into the
bio-med, industrial, and geology segments. Although the frames may be the same
across markets, the optics and accessory modules change. Each market has its defin-
ing uses and sales requirement. The firm makes different microscopes for the different
customer groups and builds a strong reputation in the specific product area. The
downside risk is that the product may be supplanted by an entirely new technology.

Market Specialization. The firm concentrates on serving many needs of a particular
customer group. One health care product example is a firm that sells an assortment of
products only to university research laboratories. The firm gains a strong reputation
in serving this customer group and becomes a channel for additional products the
customer group can use. The downside risk is that the customer group may suffer
budget cuts or shrink in size.

Full Market Coverage. Some firms attempt to serve all customer groups with all the
products they might need. Large firms can cover a whole market in two broad ways:
through undifferentiated marketing or differentiated marketing.

In undifferentiated marketing , the firm ignores segment differences and goes
after the whole market with one offer. It designs a product and a marketing program
that will appeal to the broadest number of buyers and then uses mass distribution
backed by mass advertising to create a superior product image. The narrow product
line helps hold down the costs of research and development, production, inven-
tory, transportation, marketing research, advertising, and product management. The
undifferentiated advertising program keeps down advertising costs. Presumably, the
company can turn its lower costs into lower prices to win the price-sensitive seg-
ment of the market. Lower costs may be accomplished at the expense of customer
satisfaction, due to the failure of meeting individual needs; competitors may then
have an incentive to reach the neglected segments and to increase market share.
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In differentiated marketing , the firm operates in several market segments and
designs different products for each segment. The best way to manage multiple seg-
ments is to appoint segment managers with sufficient authority and responsibility for
building the segment’s business. At the same time, segment managers should not be
so focused as to resist cooperating with other groups in the company.

Consider the following situation: Baxter operated several divisions selling differ-
ent products and services to hospitals. Each division sent out its own invoices. Some
hospitals complained about receiving as many as seven different Baxter invoices
each month. Baxter’s marketers finally convinced the separate divisions to send the
invoices to headquarters so that the company could send one invoice a month to its
customers.

Differentiated marketing typically creates more total sales than undifferentiated
marketing, but it also increases the costs of product modification, manufacturing,
administration, inventory, and promotion. It is difficult to predict how this strat-
egy will affect profitability. Some organizations take differentiated marketing to
an extreme, launching more segmented programs than are economically feasible.
This strategy can be the result of internal management pressures to keep up with
competitors, but narrowing and deepening the product offering based on validated
market needs usually results in better financial results. On the other hand, to achieve
their missions, many community hospitals try to serve all segments in their service
areas, with profitability as a secondary concern.

Additional Considerations
Three other considerations must be taken into account in evaluating and selecting
segments: segment-by-segment invasion plans, updating segmentation schemes, and
ethical choice of market targets.

Segment-by-Segment Invasion. An organization should enter one segment at a
time and avoid letting rivals know which segments will be next. Unfortunately, too
many companies fail to develop a long-term segment entry plan, often called an inva-
sion plan. When a company’s invasion plans are thwarted by blocked markets, the
invader must then break into it using a mega-marketing approach. Mega marketing is
the strategic coordination of economic, psychological, political, and public-relations
skills to gain the cooperation of a number of parties in order to enter or operate in
a given market.

Updating Segmentation Schemes. Market segmentation analysis must be done
periodically because segments change. One way to discover new segments is to
investigate the hierarchy of attributes consumers examine in choosing a brand. This
process is called market partitioning . Buyers who first decide on price are price
dominant; those who first decide on the type of product are product dominant;
those who first decide on the brand are brand dominant. Customers also combine
their preferences among these features. For example, those who are type/price/brand
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dominant make up a segment; those who are quality/service/type dominant make up
another segment. Each segment may have distinct demographics, psychographics,
and mediagraphics.17

Ethical Choice of Market Targets. Market targeting sometimes generates public
controversy.18 The public is concerned when marketers take unfair advantage of
vulnerable groups (such as children) or disadvantaged groups (such as inner-city
poor people) or promote potentially harmful products. The public is concerned when
health insurers are unwilling to insure higher-risk patients, even at higher prices.
Socially responsible marketing calls for targeting that serves not only the company’s
interests, but also the interests of those targeted.

MARKET POSITIONING

No organization can succeed if its products and offerings resemble every other prod-
uct and offering; marketing strategy must be built on segmentation, targeting, and
positioning (STP). An organization first discovers different needs and groups in
the marketplace. Second, it targets those needs and groups that it can satisfy in a
superior way. Then it positions its offering so that the target market recognizes the
organization’s distinctive offering and image. If an organization does a poor job of
positioning, the market will be confused. If an organization does an excellent job of
positioning, then it can work out the rest of its marketing planning and differentiation
from its positioning strategy.

Positioning is the act of designing the organization’s offering and image to
occupy a distinctive place in the mind of the target market. The goal is to locate
the brand in the minds of consumers to maximize the potential benefit to the
organization. A good brand positioning helps guide marketing strategy by clari-
fying the brand’s essence, what goals it helps the consumer achieve, and how it
does so in a unique way. The result of positioning is the successful creation of a
customer-focused value proposition , a cogent reason why the target market should
buy the product.

The word positioning was popularized by two advertising executives, Al Ries
and Jack Trout. They see positioning as a creative exercise done with an existing
product: “Positioning starts with a product. A piece of merchandise, a service, a
company, an institution, or even a person. . . . But positioning is not what you do
to a product. Positioning is what you do to the mind of the prospect. That is, you
position the product in the mind of the prospect.”19

Rather than letting the customer figure out where the product or service exists
vis-à-vis its competitors, successful companies position their offerings by pointing out
the similarities and differences between brands. Therefore, deciding on a positioning
strategy requires that a company determine a competitive frame of reference by iden-
tifying the target market, the nature of the competition, and the ideal points-of-parity
and points-of-difference in brand associations.
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Competitive Frame of Reference
A starting point in defining a competitive frame of reference for a brand positioning
is to determine category membership—the products or sets of products with which
a brand competes and that function as close substitutes. As discussed later in this
chapter, competitive analysis considers a host of factors—including the resources,
capabilities, and likely intentions of various other firms—in choosing those markets
in which consumers can be profitably serviced.

Target market decisions are often a key determinant of the competitive frame
of reference. Determining the proper competitive frame of reference requires under-
standing consumer behavior and the consideration sets that consumers use in making
brand choices. In the United Kingdom, for example, the Automobile Association
has positioned itself as the fourth “emergency service”—along with police, fire, and
ambulance—to convey greater credibility and urgency.

Points-of-Parity and Points-of-Difference
After a firm defines the customer target market and nature of competition, its mar-
keters can define the appropriate points-of-difference and points-of-parity associa-
tions.20 Points-of-difference are attributes or benefits consumers strongly associate
with a brand, positively evaluate, and believe that they could not find to the same
extent with a competitive brand. Strong, favorable, and unique brand associa-
tions that make up points-of-difference may be based on virtually any attribute or
benefit.

Points-of-parity , on the other hand, are associations that are not necessarily
unique to the brand but may in fact be shared with other brands. Two basic forms are
category and competitive points-of-parity. Category points-of-parity are associations
consumers view as essential to be a legitimate and credible offering within a certain
category, although perhaps not sufficient for brand choice. Consumers might not
consider a home health agency to be truly a home health agency unless it is able to
send nurses to patient residences, provide advice to improve daily living, and offer
various durable medical equipment options. Category points-of-parity may change
over time due to technological advances, legal developments, or consumer trends.
For example, home health agencies may also need to provide infusion therapies to
fit into this category.

Competitive points-of-parity are associations designed to negate competitors’
points-of-difference. If a brand can “break even” in those areas where the competitors
are trying to find an advantage and can achieve advantages in some other areas, the
brand should be in a strong—and perhaps unbeatable—competitive position. To
achieve a point-of-parity on a particular attribute or benefit, a sufficient number of
consumers must believe that the brand is “good enough” on that dimension. Often,
the key to positioning is not so much in achieving a point-of-difference as it is
achieving points-of-parity. This positioning is akin to the integrated, “total solution”
strategy we discussed in Chapter Two.
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Establishing Category Membership
Target customers are aware that Blue Cross/Blue Shield is a leading health insurance
brand, Nexium is a leading heartburn drug brand, and the Mayo Clinic is a leading
physician group. Often, however, marketers must inform consumers of a brand’s
category membership, especially when it is not always apparent; for example, when
a new product is introduced. There are also situations in which consumers know a
brand’s category membership but may not be convinced that the brand is a valid
member of the category. For example, physicians may be aware that Agfa produces
digital X-ray equipment, but they may not be certain whether Agfa X-ray machines
are in the same class with those of Siemens, General Electric, and Kodak. Agfa
might find it useful to reinforce category membership.

It is important that consumers understand what the brand stands for and not
just what it is not . Because brands are sometimes affiliated with categories in
which they do not hold membership, they should not be trapped between categories,
unless the company is trying to invent a new category. The preferred positioning
approach is therefore to inform consumers of a brand’s membership before stating
its point-of-difference; consumers need to know what a product is and what function
it serves before deciding whether it dominates the brands against which it competes.
There are three main ways to convey a brand’s category membership:

■ Announcing category benefits. To reassure consumers that a brand will deliver
on the fundamental reason for using a category, benefits are frequently used to
announce category membership. Thus dental tools might claim to have durability
and antacids might announce their efficacy in reducing stomach distress.

■ Comparing to exemplars. Well-known, noteworthy brands in a category can also
be used to specify category membership. Using the Agfa X-ray example, Agfa
could advertise its market position vis-à-vis its larger competitors to establish
itself in the desired category. A corollary technique is for an organization to
publicize its affiliations with better-known category leaders. For instance, when
Raleigh Community Hospital was a brand without a strong positioning, adver-
tising announced its ownership by Duke Health System, a recognized brand in
the category.

■ Relying on the product descriptor. The product descriptor that follows the brand
name is often a very concise means of conveying category origin. For example,
Grane Healthcare attaches the descriptor “Pennsylvania’s Premier Senior Living
Provider” to explain its category.

Choosing Points-of-Parity and Points-of-Difference
Points-of-parity are driven by the needs of category membership (to create category
points-of-parity) and the necessity of negating competitors’ points-of-difference (to
create competitive points-of-parity). In choosing points-of-difference, two important
considerations are that consumers find the points-of-difference desirable and that the
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firm has the capabilities to deliver on the points-of-difference. The three key con-
sumer desirability criteria for target customers are that the product must be personally
relevant and important, distinctive and superior, and believable and credible.

Additionally, there are three key deliverability criteria for points-of-differ-
ence: feasibility —that is, the organization must be able to actually create the
points-of-difference; communicability —that is, the brand must substantiate that it
can deliver the desired benefit; and sustainability —that is, the positioning must be
preemptive, defensible, and difficult to attack.

Creating Points-of-Parity and Points-of-Difference
One common difficulty in creating a strong competitive position is that many of the
attributes or benefits that make up the points-of-parity and points-of-difference are
negatively correlated. If consumers rate the brand highly on one particular attribute
or benefit, they may also rate it poorly on another important attribute. For example, it
might be difficult to position a brand as “inexpensive” and at the same time assert that
it is “of the highest quality.” Moreover, individual attributes and benefits often have
positive and negative aspects. A health information system is not easily positioned as
both “cutting edge” and “a longstanding market leader.” A legacy leadership position
could be positive and suggest experience, financial stability, and expertise. On the
other hand, it could also easily be regarded as negative, as it might imply being
rooted in old technology and not innovative.

An expensive but sometimes effective approach to address negatively correlated
attributes and benefits is to launch two different marketing campaigns, each one
devoted to a different brand attribute or benefit. These campaigns may run concur-
rently or sequentially. Head & Shoulders shampoo met success in Europe with a
dual campaign: one emphasized its dandruff removal efficacy, another highlighted
the appearance and beauty of hair after its use. This approach might cause consumers
to be less critical when judging the points-of-parity and points-of-difference benefits
in isolation.

Linkage with well-known branded ingredients may also lend credibility to a
questionable attribute in consumers’ minds. Vytorin pairs Merck’s Zocor—a highly
successful, well-known medication—and Schering-Plough’s Zetia. The latter med-
ication was a little-known entity that works synergistically with Zocor to lower
cholesterol. The two companies set up a joint venture in 2001 to develop this com-
bination; Vytorin quickly became the world’s second-best-selling fixed-combination
product ever because it tackles lipid levels convincingly in two entirely different
ways. The linkage with a well-known brand helped to establish Zetia’s credibility.

Differentiation Strategies
Products must be differentiated to be branded. This differentiation can be based on
characteristics of the product or service, but also through attributes of personnel,
channels, and images (see Table 8.3).21
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TABLE 8.3. Differentiation Variables

Product Services Personnel Channel Image

Form Ordering ease Competence Coverage Symbols, colors,
slogans

Features Delivery Courtesy Expertise Atmosphere

Conformance Installation Credibility Performance Events

Durability Customer
training

Reliability Brand contacts

Reliability Customer
consulting

Responsiveness

Reparability Maintenance
and repair

Communication

Style

Design

Quality

Product Differentiation. Physical products vary in their potential for differentia-
tion. At one extreme are health care products that allow little variation, such as
scalpels, aspirin, and crutches. Yet even for these, some differentiation is possible.
For example, MYCO Medical, a distributor of scalpel blades to physicians, can offer
an imported blade at a very low price with extremely responsive sales and account
service. At the other end of the spectrum, there are products that can be highly dif-
ferentiated, such as clinical software and eyeglasses. Products can be differentiated
through the following attributes:22

■ Form. This attribute refers to the product’s size, shape, or physical structure.
For example, aspirin can be differentiated by dosage size, shape, and coating.

■ Features. The characteristics that supplement the product’s basic function are
its features. Marketers can identify and select new features by researching needs
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and calculating customer value versus organization cost for each potential fea-
ture. With a pharmaceutical product, a useful feature can be duration of action;
for example, shorter for a sleeping pill and longer for blood pressure medica-
tion. Regarding each feature, they should also think about how many customers
want it, how much time they should devote to introducing it, and how easily
rivals can copy it. Organizations must also think in terms of feature bundles or
packages. Health information systems companies often bundle software modules,
which lowers product development and packaging costs. As well, pharmaceutical
companies manufacture combinations of medications whose branded ingredients
would be more costly if purchased separately. Each organization must decide
whether to offer feature customization at a higher cost or a few standard packages
at a lower cost.

■ Performance quality. Most products are established at one of four performance
levels: low, average, high, or superior. Performance quality is the level at which
the product’s primary characteristics operate; for example, how well it does what
it claims to do. Firms should not necessarily design the highest performance
level possible, but rather the level that is appropriate to the target market and
competitors’ performance levels. A company must also manage performance
quality through time. Continuously improving the product can produce higher
returns and market share. Lowering quality in an attempt to cut costs often has
dire consequences.

■ Conformance quality. Conformance quality reflects the degree to which all of the
produced units are identical and consistently meet the promised specifications.
The conformance quality of medical devices, such as pacemakers, is easy to
evaluate; they are checked often according to preset parameters, and malfunctions
have obvious consequences. On the other hand, although the government may
monitor manufacturing practices, the consumer may not be able to easily evaluate
the potency conformance of medications. The problem with low conformance
quality is that the product will disappoint some buyers and may lead to legal
repercussions.

■ Durability. Durability, a measure of the product’s expected operating life under
natural or stressful conditions, is a valued attribute for certain products. Buyers will
generally pay more for medical devices and equipment that have a reputation for
being long lasting. This rule is subject to some qualifications. The additional price
must not be excessive, or third-party payers are unlikely to offer reimbursement
for it. Furthermore, the product must not be subject to rapid technological obso-
lescence. Also, as a practical matter, the product must match the life expectancy
of the user; an innovative, expensive pacemaker that will last thirty years is not
likely to add value when implanted in a ninety-year-old patient.
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■ Reliability. Buyers normally will pay a premium for more reliable products.
Reliability is a measure of the probability that a product will not malfunction
or fail within a specified time period. Many health care products and services
have had reputations for reliability in the past, but such occurrences as internal
defibrillator malfunctions have negatively affected company images.

■ Reparability. Reparability is a measure of the ease of fixing a product when
it malfunctions or fails. Ideal reparability would exist if users could fix the
product themselves with little cost in money or time. Some products include
a diagnostic feature that allows service people to correct a problem over the
telephone or advise the user how to correct it.

■ Style. Style is the product’s look and feel to the buyer. Style has the advantage
of creating distinctiveness that is difficult to copy. On the negative side, strong
style does not always mean high performance. Although health care product
manufacturers usually emphasize functionality, style may be used to distinguish
a product from its competitors. For example, the advertising campaign for the
stomach acid-reducing medication, Nexium, relies on its appearance as “the
Purple Pill.”

■ Design. As competition intensifies, design offers a potent way to differentiate
and position a company’s products and services.23 Design integrates all of the
product qualities. To the organization, a well-designed product is one that is easy
to manufacture and distribute. To the consumer, a well-designed product is one
that is pleasant to look at and easy to open, install, use, repair, and dispose of
after its useful life.

Services Differentiation. When the physical product cannot easily be differentiated,
the key to competitive success may lie in adding valued services and improving their
quality:

■ Ordering ease. This benefit refers to how easy it is for the customer to place an
order with the company. Baxter Healthcare has eased the ordering process by
supplying hospitals with computer terminals that they use to send orders directly
to Baxter; UCLA Medical Center and Emory Healthcare now provide access to
physician appointments through the hospital Web site.

■ Delivery. Attributes of how well the offering is delivered include speed, accu-
racy, and care. Today’s customers have grown to expect delivery speed: pizza
delivered in half an hour, film developed in one hour, eyeglasses made in one
hour, cars lubricated in fifteen minutes. MedScribe, a medical transcription com-
pany based in Jacksonville, Florida, uses digital dictation technology to turn
around dictated medical records from hospitals across the country in one hour
to twenty-four hours, or even less, depending on specific client needs.
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■ Installation. This feature refers to the work done to make a product operational
in its planned location. Differentiating at this point in the consumption chain is
particularly important for organizations with complex products. Ease of installa-
tion becomes a true selling point, especially when the target market is technology
novices. For new hospital customers wishing to convert their legacy health infor-
mation system to a new McKesson Health product, a specially trained team
of McKesson experts is available on-site during the installation period. These
McKesson employees have all had direct hospital experience and understand the
perspective of the customer.

■ Customer training. Training the customer’s employees to use products properly
and efficiently is a key differentiator. General Electric not only sells and installs
sophisticated imaging equipment in hospitals, it also gives extensive training to
hospital users of this equipment.

■ Customer consulting. Customer needs can go beyond the product purchased.
To satisfy total customer requirements, the seller needs to offer other products
or services or help customers assess how to best solve their problems. Many
customers are willing to pay a premium for these extras because they anticipate
improved profitability.24

■ Maintenance and repair. When something does go wrong, the customer wants
to be able to fix it quickly to restore full functioning. Many computer hardware
and health care software companies offer technical support over the phone or by
fax or e-mail.

A4 Health Systems, a provider of electronic health records, offers on-line tech-
nical support or “e-support” for its customers. In the event of a service problem,
customers can use various on-line tools to find a solution. Those aware of the spe-
cific problem can search an on-line database for fixes; those who are unaware can
use diagnostic software that finds the problem and searches the on-line database for
an automatic fix. Customers can also seek on-line help from a technician.25

Health care service marketers frequently complain that differentiating their
services is difficult because they believe that their offering is a commodity. To the
extent that customers view a service as fairly homogeneous, they may actually care
less about the provider than the price. For example, few patients ask prospective
physicians about their training and board certification. One of the more frequent
questions in selecting a doctor is whether he or she participates with the consumer’s
health plan. Although the particular health care service provider is a critical element
of service delivery, price is becoming increasingly important to consumers with the
growth of high-deductible health plans.

Health care service offerings can be effectively differentiated. One approach
used by innovative hospitals has been to differentiate as well as improve their
product (see sidebar).
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HOSPITALS TURN TO BUILDING BETTER
HEALING ENVIRONMENTS
There is increasing evidence that well-designed environments that are pleasant, aesthetic,
and quiet and naturally lit result in patients healing faster, requiring less medication, and
leaving the hospital sooner. Kaiser Permanente noticed that patients in rooms facing the
sunniest exposures had shorter hospital stays, used less medicine, and reported higher
satisfaction with their hospital experience. Banner Good Samaritan Medical Center in
Phoenix developed an outdoor healing garden with desert plants and benches and is
able to monitor their patients’ conditions via wireless telemetry devices. The St. Francis
Medical Center in Peoria, Illinois, developed a third corridor to reduce the noise of passing
service and delivery carts. The Montefiore Medical Center in the Bronx, N.Y., introduced
a program called ‘‘Silent Hospitals Help Healing’’ by monitoring and discouraging hallway
conversations and limiting intercom volumes.

An increasing number of hospitals are rethinking the ‘‘hospital experience’’ from the
patient’s point of view. No patient is happy walking down the dark halls of a hospital in
an open-back blue gown. At Memorial Hermann Healthcare System Hospitals, patients
are told they can bring their own pajamas to wear around the hospital.

Two of the Memorial Hermann hospitals are going further. They have added gourmet
chefs and room service to replace plain food served only at scheduled times. They are
adding healing gardens, more uplifting hospital colors, and soothing music. They are
considering adding pet therapy, marble hot tubs, and aromatherapy to replace the smells
of rubbing alcohol and disinfectant.

The aim is to change the impersonal character of hospitals to one that ‘‘addresses
the mental and spiritual aspects of healing.’’ According to Jean Sedita, clinical director of
medical-surgical nursing at Memorial Hermann, ‘‘It’s costly. But when you look at what
drives patients to get better, in creating that environment—quiet, stress-free—it helps
with the healing process.’’
Sources: L. Landro, ‘‘Hospitals Build a Better ‘Healing Environment.’’’ Wall Street Journal,
Mar. 21, 2007, p. D9; and ‘‘System Looks at the Ins and Outs of Holistic Patient Environ-
ment.’’ Modern Healthcare, Jan. 8, 2007, p. 36.

Sometimes an organization achieves differentiation through the sheer range of
its service offerings and the success of cross-selling its various offerings. The major
challenge is that most service offerings and innovations are easily copied. The orga-
nization that regularly introduces advances will gain a succession of temporary
advantages over competitors and become known as an innovator.
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Personnel Differentiation
Service organizations, as well as product companies, can gain a strong competitive
advantage through their people. A more satisfied workforce has higher productivity
and conveys a better image to its customers. Superior organizations have employees
who exhibit competence (skill and knowledge), courtesy (respect and considera-
tion), credibility (trustworthiness), reliability (consistent and accurate performance),
responsiveness (a sense of urgency), and communication (desire to understand cus-
tomers and communicate clearly).26 Griffin Hospital, in Connecticut, has been suc-
cessful in differentiating itself as one of the best places in the nation in which to
work (see sidebar).

GRIFFEN HOSPITAL USES CUSTOMER FOCUS
TO IMPROVE ITS RATING
Griffin Hospital in Derby, Connecticut, was named the fourth best place to work in the
nation, according to Fortune Magazine’s list of the ‘‘Top 100 Companies to Work for
2006’’; it was the sixth year in a row it made this list. What is this hospital’s secret? Simply
stated, it’s a relentless focus on patient care with no detail left unattended. This was not
always the case with Griffin Hospital.

Located in a working-class, economically depressed region, the hospital’s financial
situation was poor in the early 1980s. It was losing market share to seven larger health care
institutions including nearby Yale–New Haven Medical Center. Griffin’s strength was that
it was the most affordable hospital in the state. Unfortunately, lower prices also meant
less money to invest in new technology and updated facilities. A survey conducted by the
hospital in 1982 showed that Griffin was the #1 hospital consumers hoped to avoid.

Today, Griffin is giving other hospital executives ‘‘benchmarking’’ tours to show them
how to replicate Griffin’s success. Outpatient visits have soared 72 percent since 1998, and
admissions are up 25 percent since 1999. The consulting firm Total Benchmark Solutions
ranked Griffin twelfth among 2,053 hospitals across the nation for the quality of its care.

The Griffin reputation for quality care also attracts like-minded employees and doc-
tors. Although Griffin employees are paid 5 to 7 percent less in a fiercely competitive field
with chronic labor shortages, the hospital had more than 5,100 applicants in 2005 for
only 160 jobs. Focusing on patient care and customer service is attractive to doctors and
nurses whose job satisfaction is directly related to the level of care they are able to offer.
For example, decentralized nursing stations, or pods, allow nurses to have easier access to
patient rooms. The Griffin patient-to-nurse ratios are among the highest nationally. Each
nurse cares for only four patients during day shifts, while the norm in other hospitals is
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usually seven to ten patients. Overhead paging in the patient care areas is limited to just
ten to twelve pages each day so patients can get more rest and get better faster.

To make sure that employees and doctors clearly understand the importance of
patient-centered care, each new member of the team meets with Griffin CEO Patrick
Charmel and two other top executives on their first day of work. ‘‘We know clearly from
the orientation session that Pat and I do that the clinicians are coming to Griffin because
of the approach to patient care. It’s the reason they went into their professions [in the first
place back] when they were in school,’’ according to William Powanda, a Griffin Hospital
vice president.
Source: R. Kalra, ‘‘2 State Employers on Fortune’s List.’’ Hartford Courant, Jan. 11, 2006.

Channel Differentiation
Organizations can achieve competitive advantage through the way they design their
distribution channel coverage, expertise, and performance. Drug wholesalers achieve
a competitive advantage through channel performance. Biomet, in the orthopedic
implant product segment, has also distinguished itself by developing and managing
high-quality direct-marketing channels.

Image Differentiation
Buyers respond differently to company and brand images. Identity is the way in
which an organization aims to help customers recognize its products or position
itself. Image is the way the public perceives the company or its products. An effec-
tive image establishes the offering’s character and value proposition, conveys its
character in a distinctive way, and delivers emotional power beyond a mental image.
To be effective, both identity and image need to be consistently conveyed through
every communication vehicle and brand contact, including symbols, colors, slogans,
atmosphere, media, and special events.

COMPETITIVE FORCES AND COMPETITORS

It would seem a simple task for an organization to identify its competitors. Stryker
knows that Synthes is a major orthopedic implant competitor; Pfizer knows that
its statin drug Lipitor competes with AstraZeneca’s Crestor. However, the range of
an organization’s actual and potential competitors is actually much broader than it
may first appear. An organization is more likely to be hurt by emerging competitors
or new technologies than by current competitors. Rapid health care service market
changes in China illustrate this point (see sidebar).
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CHINA BECOMES AN ACTIVE HEALTH
CARE MARKET
Local Chinese hospitals, which are mostly state-owned, now have several new global
competitors that they probably did not anticipate. Leading international health care
providers are speeding up efforts to market Western-style medical services to China’s elite.
The competitive moves are targeting high-income Chinese who have traditionally used
their local hospitals but who are now considering other options due to rising personal
income levels.

For example, Chindex International, a U.S.-based health care company that targets
the Chinese market, has joined with Fesco Insurance Brokerage, the Chinese state-run
human resources group, to introduce a new insurance plan aimed mainly at upper-income
Chinese. Wealthy Chinese who frequently travel abroad now want the same health care
and payment options as foreigners. Chindex has two hospitals operating under the brand
United Family Hospitals & Clinics (UFHC) in Beijing and Shanghai, and it expects to open
two more. While more Chinese can now afford UFHC services, the new insurance product
will assist buyers in planning for their health care needs.

HCA, the largest hospital chain in the U.S., is also considering offering a new patient
referral service for wealthy Chinese, to assist them in visiting Western hospitals for various
medical procedures. Cedars-Sinai Medical Center, the Los Angeles hospital that caters to
the Hollywood Set, is also attempting to develop patient referrals from China. The Medical
Center has employees who speak fluent Mandarin.
Source: Financial Times Limited, Oct. 24, 2006.

Industry Concept of Competition
An industry is a group of firms that offers a product or class of products that are close
substitutes for each other. Industries are classified according to number of sellers;
degree of product differentiation; presence or absence of entry, mobility, and exit
barriers; cost structure; degree of vertical integration; and degree of globalization. In
the following section, we pick up from the discussion of strategy in Chapter Five.

Number of Sellers and Degree of Differentiation. The starting point for describing
an industry is to specify the number of sellers and determine whether the product is
homogeneous or highly differentiated. These characteristics give rise to four industry
structure types. In a pure monopoly , only one firm provides a certain offering in
a specific area (such as a regional power company). An unregulated monopolist
might charge a high price, do little or no advertising, and offer minimal service.
If partial substitutes are available and there is some danger of competition, the
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monopolist might invest in more service and technology. A regulated monopolist
is required to charge a lower price and provide more service as a matter of public
interest.

In an oligopoly , a small number of usually large firms produce offerings that
range from highly differentiated to standardized. In pure oligopoly , a few organiza-
tions produce essentially the same commodity (such as gasoline), so all have difficulty
charging more than the going price. If competitors match services, the only way to
gain a competitive advantage is through lower costs; however, as noted previously,
price wars are destructive for all industry members. In differentiated oligopoly , a
few organizations (such as hospitals) put forward offerings partially differentiated
by quality, features, styling, or services. Each competitor may seek leadership in
one attribute, attract customers seeking that attribute, and charge a premium for its
special expertise or product.

Monopolistic competition means that many competitors are able to differentiate
their offers in whole or in part. An example is assisted living facilities. Competitors
focus on market segments in which they can better meet customer needs and charge
more. In pure competition, many competitors offer the same product and service, so
without differentiation all prices will be the same. No competitor will advertise unless
advertising can create psychological differentiation (such as in health insurance), in
which case the industry is in actuality monopolistically competitive.

An industry’s competitive structure can change over time; this is often due
to events in other parts of its sector. For example, in the 1980s the traditional
health insurance market changed from being composed overwhelmingly of traditional
indemnity plans to predominantly managed-care products. As these plans became
more competitive, they offered pharmaceutical benefits. When costs for this bene-
fit rose, pharmaceutical benefit management (PBM) firms were created, altering the
supply chain and industry structure for wholesalers.

Degree of Vertical Integration. Many organizations benefit from vertical integra-
tion— integrating backward or forward to offer a total solution that advantageously
positions its services and products vis-à-vis competitors. An example is the interna-
tionally known Aravind Eye Care System in Madurai, India. This eye-care hospital
not only provides quality and affordable eye care to all, but also conducts research,
provides training for specialists. and manufactures intra-ocular lenses, pharmaceuti-
cals, and sutures for use in cataract surgery.

Vertical integration often lowers costs, and firms gain a larger share of the
value-added stream. Also, a vertically integrated firm can manage prices and costs
in different parts of the value chain to earn profits where taxes are lowest. On the
other hand, vertical integration may raise costs in certain parts of the value chain and
restrict a firm’s strategic flexibility, which is why organizations outsource activities
that specialists can handle better and more cheaply.
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Market Concept of Competition
Using the market approach, competitors are organizations that satisfy the same
customer need. For example, a customer who buys a flu vaccination wants disease
prevention—a need that can be satisfied by a personal physician, a “minute clinic”
in a drug store, an urgent care center, a hospital emergency room, or a county health
department. The market concept of competition reveals a broader set of actual and
potential competitors. Rayport and Jaworski suggest profiling a company’s direct and
indirect competitors by mapping the buyer’s steps in obtaining and using the prod-
uct. They suggest a competitor map composed of three concentric domains, with the
center listing consumer buying activities; the first outer ring listing direct competitors
with respect to each consumer activity; and the second outer ring listing indirect com-
petitors that may increasingly become direct competitors (see Figure 8.2). This type
of analysis highlights both the opportunities and the challenges a company faces.27

Analyzing Competitors
Once an organization identifies its primary competitors, it must ascertain their strate-
gies, objectives, strengths, and weaknesses.

Strategies. A group of firms following the same strategy in a given target market is
called a strategic group.28 For example, suppose an organization wants to enter the
surgical supplies industry. What is its strategic group? It discovers a range of possi-
bilities that can be characterized by the dimensions of product quality and level of ver-
tical integration. For example, analysis of this group would find that Group A (narrow
product line, high cost, high quality, and low vertical integration) has one competitor
(Teleflex Medical), while group B (full product line, moderately priced, lower qual-
ity, and the same vertical integration) has three (Davis & Geck, Chengbiao Medical

FIGURE 8.2. Competitor Map
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Supplies, and Johnson & Johnson). Important insights emerge from this analysis.
First, the height of the entry barriers differs for each group. Second, if the company
successfully enters a group, the members of that group become its key competitors.

Objectives. Once a company has identified its main competitors and their strategies,
it must ask, What is each competitor seeking in the marketplace? What drives each
competitor’s behavior? Many factors shape a competitor’s objectives, including size,
history, current management, and financial situation. If the competitor is a division
of a larger company, it is important to know whether the parent company is running
it for growth or profits or is milking it.29

Note that companies differ in the emphasis they put on short-term versus long-
term profits. Many U.S. firms have been criticized for operating on a short-run
model, largely because current performance is judged by stockholders who might lose
confidence, sell their stock, and cause the company’s cost of capital to rise. Japanese
firms operate largely on a market-share-maximization model. They receive much of
their funds from banks at a lower interest rate and in the past have readily accepted
lower profits. An alternative assumption is that each competitor pursues some mix
of objectives: current profitability, market-share growth, cash flow, technological
leadership, or service leadership. Finally, an organization must monitor competitors’
expansion plans.

Strengths and Weaknesses. When analyzing competitors, an organization should
monitor three variables:

1. Share of market. The competitor’s share of the target market

2. Share of mind. The percentage of customers who named the competitor in
response to the statement “Name the first company that comes to mind in this
industry”

3. Share of heart. The percentage of customers who named the competitor in
response to the statement “Name the company from which you would prefer
to buy the product”

Companies that make steady gains in mind share and heart share will inevitably
make gains in market share and profitability. To improve market share, many compa-
nies benchmark their most successful competitors, as well as world-class performers.

Selecting Competitors. After the company has conducted customer value analysis and
examined competitors carefully, it can focus its attack on one of the following classes
of competitors: strong versus weak, close versus distant, and “good” versus “bad.”

■ Strong versus weak. Most organizations aim at weak competitors because this
tactic requires fewer resources per share point gained. The organization should
also compete with strong competitors to keep up with the best. Even strong
competitors have some weaknesses.
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■ Close versus distant. Most organizations compete with competitors who resem-
ble them the most, yet companies should also recognize distant competitors,
as they can offer substitutes for the organization’s products or services. For
example, an orthopedic clinic that offers rehabilitation services competes not
only with local sports medicine programs but also with on-line instructional
resources.

■ “Good” versus “bad.” Every industry includes “good” and “bad” competitors.30

An organization should support its good competitors and attack its bad com-
petitors. Good competitors play by the industry’s rules; they make realistic
assumptions about the industry’s growth potential; they set prices in reasonable
relation to costs; they favor a healthy industry; they limit themselves to a por-
tion or segment of the industry; they motivate others to lower costs or improve
differentiation; and they accept the general level of their share and profits. Bad
competitors try to buy share rather than earn it; they take large risks; they invest
in overcapacity; and they upset industrial equilibrium.

Competitive Strategy
An organization can gain further insight into its competitive position by classifying
its competitors and itself according to the roles each plays as market leader, market
challenger, market follower, or market nicher. On the basis of this classification, the
company can take specific actions in line with its current and desired roles.

Market-leader strategies. Many industries contain a very small number of firms
that are the acknowledged market leaders. Such leaders may have one or more
of the following characteristics: having the largest market share; leading the other
firms in price changes, new product introductions, distribution coverage, and pro-
motional intensity; and being opinion or thought leaders. Ries and Trout argue that
well-known products generally hold a distinctive position in consumers’ minds. Nev-
ertheless, unless a dominant firm enjoys a legal monopoly, it must be sure not to
miss key developments. A product innovation may affect the leader, such as when
a relatively unknown firm (Fonar) developed the first open and first stand-up MRI
scanners. Another risk is that the dominant firm might look old-fashioned compared
with newer, energetic rivals; some customers may want to “buy futures” in dealing
preferentially with these innovative firms.

Enduring as market leader calls for action on three fronts: expanding total market
demand, protecting its current market share through good defensive and offensive
actions, and trying to increase its market share, even if market size remains constant.

Expanding the total market . The dominant firm normally gains the most when
the total market expands. If Americans increase their purchases of health insurance,
UnitedHealth Group stands to gain because it sells the largest share of the nation’s
health insurance. It can attract buyers who are unaware of the product or who are
resisting it because of price or the lack of certain features. An organization can search
for new buyers who might use the product (market-penetration strategy), those who
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have never used the product category (new-market segment strategy), or those who
live elsewhere (geographical-expansion strategy).

To increase usage, marketers can boost the level or quantity of consumption or
increase the frequency of consumption. Consumption can sometimes be increased
through packaging or product design. Increasing frequency of use involves identi-
fying additional opportunities to use the brand in the same basic way or finding
completely new and different ways to use it. Product development can also spur new
uses. Chewing gum manufacturers are exploring ways to make “nutraceutical” prod-
ucts as a cheap, effective delivery mechanism for medicine. The majority of Adam’s
chewing gums (ranked number two in the world) claim health benefits. Aquafresh
and Arm & Hammer are two dental gums that have also achieved some success.31

Defending market share. While trying to expand total market size, dominant
organizations must also defend current business against domestic and foreign rivals.
The most constructive response is continuous innovation in new offerings, customer
services, distribution effectiveness, and cost cutting. Additionally, leaders must con-
sider which segments to defend, even at a loss, and which to surrender. The aim
of defensive strategy is to reduce the probability of attack, divert attacks to less
threatening areas, and lessen their intensity. A dominant firm can choose from six
defensive strategies.

1. Position defense. This action involves occupying the most desirable market
space in the minds of the consumer and making the brand virtually impregnable.
Market leaders often own key category benefits that play a crucial role in consumer
choice; for example, Johns Hopkins has held the number one spot in the U.S. News
& World Report’s annual “Best Hospitals” list for sixteen years in a row.

2. Flank defense. Although position defense is important, the market leader
should also erect outposts to protect a weak front or possibly serve as an invasion
base for counterattack. For example, an academic medical center could build primary
care practices in areas that it wants to penetrate for increased referrals for tertiary
services.

3. Preemptive defense. A more aggressive maneuver is to attack before the com-
petitor starts its offense. An organization can launch a preemptive defense in several
ways. It can wage guerrilla action across the market—hitting one competitor here,
another there—and keep everyone off balance, or it can try to achieve a grand
market envelopment. Another approach is to send out market signals and dissuade
competitors from attacking.32 A firm can also introduce a stream of new prod-
ucts supported by preannouncements—deliberate communications regarding future
actions.33 For example, McKesson, a leader in health information systems, could
announce the release of a new and improved version of its software months before
it is actually offered. Of course, it must launch when it says it will be ready. Past
failures in this tactic have caused stock prices to plummet in sectors ranging from
pharmaceuticals to information technology.

4. Counteroffensive defense. When attacked, most market leaders will respond
with a counterattack. In a counteroffensive, as in actual battle, the leader can meet
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the attacker frontally, hit its flank, or launch a pincer movement. An effective
counterattack is to invade the attacker’s main territory so that it will have to pull back
to defend the territory. Another common form of counteroffensive is the exercise of
economic or political clout. The leader may try to crush a competitor by subsidiz-
ing lower prices for the vulnerable product with revenue from its more profitable
products—being careful to avoid legal repercussions of predatory pricing. As men-
tioned above, the leader may also prematurely announce that a product upgrade will
be available, to cause customers to hesitate before buying the competitor’s product.

5. Mobile defense. Here, the leader stretches its domain over new territories
that can serve as future centers for defense and offense through market broaden-
ing and market diversification. With market broadening, the organization focuses
on the underlying generic need, not the current product, and gets involved in R&D
across the whole range of technology associated with that need. Thus hospitals have
been known to recast themselves into “systems” that enter into arrangements with
physician practices, educational services, urgent care, diagnostic services, clinical
research, and other medical areas. Market diversification involves shifting into unre-
lated industries. When U.S. tobacco companies like Reynolds and Philip Morris
finally acknowledged the health hazards associated with cigarette smoking, they
were not content with position defense or even with looking for cigarette substitutes.
Instead they quickly moved into new industries, such as beer, liquor, soft drinks, and
frozen foods.

6. Contraction defense. Large companies sometimes recognize that they can no
longer defend all of their territory. The best course of action then appears to be
planned contraction (also called strategic withdrawal), giving up weaker territories,
and reassigning resources to stronger territories. Coastal Physician Services, best
known for staffing hospital emergency departments, decided to enter the managed
care business in 1994. Several years later, after significant financial losses, Coastal
sold its unprofitable health plan subsidiary.

Expanding market share. Market leaders can improve profitability by increasing
their market share. In many markets, one share point is worth tens of millions of
dollars. Because the cost of buying higher market share may far exceed its revenue
value, a company should consider four factors before pursuing increased market
share:

■ The first factor is the possibility of provoking antitrust action. Jealous competitors
are likely to cry “monopoly” if a dominant firm makes further inroads.

■ The second factor is economic cost. Profitability may fall, not rise, with further
market share gains beyond a certain level. “Holdout” customers may dislike
the company, be loyal to competitive suppliers, have unique needs, or prefer
dealing with smaller suppliers. Also, the cost of legal work, public relations,
and lobbying rises with market share. Pushing for higher market share is less
justified when there are few scale or experience economies, unattractive market
segments exist, buyers want multiple supply sources, and exit barriers are high.
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Some leaders have even increased profitability by selectively decreasing market
share in weaker areas.34 This strategy was particularly successful in the man-
aged care industry when companies such as Aetna shifted from a market share
maximization strategy to one that better managed a smaller book of business,
thus returning to it profitability.

■ The third factor is pursuing the wrong marketing-mix strategy. Companies that
successfully gain share typically outperform competitors in three areas: new-
product activity, relative product quality, and marketing expenditures.35 As men-
tioned previously, companies that cut prices more deeply than competitors
typically do not achieve significant gains, as enough rivals meet the price cuts
and others offer other values so that buyers do not switch.

■ The fourth factor is the effect of increased market share on actual and perceived
quality.36

Other Competitive Strategies. Firms that are not market leaders in an industry are
often called runner-up or trailing firms, even though they may be quite large in their
own right. These firms can adopt one of two postures. They can attack the leader and
other competitors in an aggressive bid for further market share (market challengers),
or they can take a self-protective stance (market followers).

Market-challenger strategies . A market challenger must first define its strategic
objective. If it decides to increase market share, the challenger must decide who to
attack. Attacking the market leader can potentially result in a high payoff if that
leader is not serving the market well. The risk with this strategy is that this action
may get the attention of the market leader, which may then acquire the competitor.
Such a scenario developed when, in 2006, United Health Group bought Nevada-based
Sierra Health Services, Inc. The challenger can also attack firms of its own size that
are underperforming, underfinanced, have aging products, charge excessive prices,
or are not satisfying customers in other ways. A third choice is to attack small local
and regional firms.

Given clear opponents and objectives, there are five general market challenger
options:

■ Frontal attack. Match the opponent’s product, advertising, price, and distribu-
tion. The side with the greater resources will win. If the competitor can convince
the market that its offering is equal to that of the leader’s—and if the market
leader does not retaliate—a modified frontal attack can be effective.

■ Flank attack. A flanking strategy is another term for identifying shifts in market
segments that are causing gaps to develop, then filling the gaps and developing
them into strong segments. Because they use fewer resources, flank attacks are
particularly attractive to a small challenger and are much more likely to succeed
than a frontal attack.

In a geographical flank attack, the challenger spots areas in which a rival is
underperforming. The other flanking strategy is to serve uncovered market needs,
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as minute clinics inside drug stores did when they increased immediate access
to very basic primary care without an appointment or prolonged waiting.

■ Encirclement attack. The encirclement maneuver is used to capture a wide slice
of the opponent’s territory through a “blitz.” It involves launching a grand offen-
sive on several fronts. Encirclement makes sense when the challenger commands
superior resources in a particular niche and believes a swift encirclement will
break the opponent’s will.

■ Bypass attack. The most indirect assault strategy involves bypassing the oppo-
nent and attacking easier markets to broaden one’s resource base. Three lines of
approach are diversifying into unrelated products, diversifying into new geograph-
ical markets, and leapfrogging into new technologies to supplant existing products.
Technological leapfrogging is a bypass strategy practiced in high-tech industries.

■ Guerrilla warfare. This strategy consists of small, intermittent attacks intended
to harass and demoralize the opponent, eventually securing permanent footholds.
The guerrilla challenger uses both conventional and unconventional means of
attack, such as selective price cuts and intense promotional campaigns. Nor-
mally, guerrilla warfare is practiced by a smaller entity against a larger one. It
can be costly, but it is usually less expensive than a frontal, encirclement, or
flank attack. If the challenger hopes to beat the opponent, the guerrilla warfare
must be backed by a stronger attack, based on more specific strategies such
as product innovation, improved services, distribution innovation, manufactur-
ing cost reduction, or intensive advertising promotion. A challenger’s success
depends on combining several strategies to improve its position over time.

Market-follower strategies . Theodore Levitt has argued that a strategy of product
imitation might be as profitable as a strategy of product innovation.37 The innovator
bears the expense of developing the new product, getting it into distribution, and
educating the market about its useful features. The reward for all this work and risk
is normally market leadership, even though another firm can then copy or improve
on the new product. Although it probably will not overtake the leader, the follower
can achieve high profits because it did not bear any of the innovation expense.

Many companies prefer to follow rather than challenge the market leader. Pat-
terns of “conscious parallelism” are common in capital-intensive, homogeneous-
product industries in which the opportunities for product differentiation and image
differentiation are low, service quality is often comparable, and price sensitivity is
high. Short-term grabs for market share provoke retaliation, so most firms present
similar offers to buyers, usually by copying the leader. This dynamic keeps market
shares highly stable.

This situation does not mean that market followers lack strategies. A mar-
ket follower must know how to hold current customers and win a fair share of
new customers. Each follower tries to bring distinctive advantages to its target
market—location, services, or financing. Because the follower is often itself a major
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target of attack by challengers, it must keep its manufacturing costs low and its
product quality and services high. It must also enter new markets as they emerge.
The follower has to define a growth path, but one that does not invite competitive
retaliation. Normally a follower earns less than the leader. No wonder Jack Welch,
former CEO of GE, told his business units that each must reach either the number
one or two position in its market—or else.

Market nicher strategies . An alternative to being a follower in a large market is
to be a leader in a small market or niche. Smaller firms normally avoid competing
with larger firms by targeting small markets of little or no interest to the larger firms.
Firms with low shares of the total market can be highly profitable through smart
niching (see sidebar).

The main reason market nichers can be highly profitable is that they know
the target customers so well that they can meet their needs better than other firms

MEETING A BASIC AND ESSENTIAL NEED FOR
HOME CARE
Mark Terry had spent his entire career as an information technology staffing manager;
but in 2000, he suspected that the IT industry was due for a downturn. Terry decided that
he would use his staffing experience to make a change. He recognized that there was
a strong need for senior home care when his own family experienced problems finding
quality care. One of his most striking ‘‘aha’’ moments was learning that there are quality
alternatives to Medicare and nursing homes that can allow anyone to remain independent.

Terry decided to open Right At Home Senior Care and also a RAH Staffing franchise
in Colorado Springs, Colorado, to meet the need for non-medical, continuing senior
care. Right at Home Senior Care can provide respite care to a senior when his or her
regular caregiver is unavailable, sick, or on vacation. Other services include driving senior
clients to doctor’s appointments, helping with light housekeeping, or even cooking dinner.
While these services may seem mundane, they are becoming increasingly important as
our population ages and families live further apart. This niche service generates most of
its referrals from hospitals, nursing homes, assisted-living facilities, hospices, and home
health agencies that need follow-up care for their patients and clients.

Terry’s other complementary company, RAH Staffing, recruits and contracts with
caregivers to deliver services for Right at Home. RAH Staffing sources registered nurses,
licensed practical nurses, and certified nurse assistants not only to support the needs of
Right at Home, but also to provide staff for nearby hospitals and physician offices.
Source: Adapted from B. Hurley, ‘‘Company Finds Welcome Niche, Rewards in Home
Care.’’ Colorado Springs Business Journal, Jan. 9, 2004.
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selling to this niche. As a result, the nicher can charge a substantial premium over
costs. The nicher achieves a high margin, whereas the mass-marketer achieves high
volume.

Nichers have three tasks: creating niches, expanding niches, and protecting
niches. This strategy carries a major risk in that the market niche might dry up or
be attacked. The company is then stuck with highly specialized resources that may
not have high-value alternative uses. The key idea in nichemanship is specialization,
such as in the following categories:

■ End-user specialist: The firm specializes in serving one type of end-user cus-
tomer. For example, a value-added reseller (VAR) customizes the computer
hardware and software for specific customer segments and earns a price premium
in the process.38

■ Vertical-level specialist: The firm specializes at some vertical level of the pro-
duction-distribution value chain.

■ Customer-size specialist: The firm concentrates on selling to either small, me-
dium-sized, or large customers. Many nichers specialize in serving small cus-
tomers who are neglected by large firms.

■ Specific-customer specialist: The firm limits its selling to one customer or just
a few. Many firms sell their entire output to a single company.

■ Geographic specialist: The firm sells only in a certain locality, region, or area
of the world.

■ Product or product-line specialist: The firm carries or produces only one product
line or product; for example, a firm may produce only lenses for microscopes,
or a retailer may carry only health supplements.

■ Product-feature specialist: The firm specializes in producing a certain type of
product feature. A hyperbaric oxygen chamber company manufactures only mul-
tiplace chambers for groups of patients treated together and not monoplace
chambers that are designed to treat patients individually.

■ Job-shop specialist: The firm customizes its products for individual customers.

■ Quality-price specialist: The firm operates at either the low-quality or the high-
quality end of the market.

■ Service specialist: The firm offers one or more services not available from other
firms.

■ Channel specialist: The firm specializes in serving only one channel of distri-
bution.

Because niches can weaken, the firm must continually create new ones. The
firm should “stick to its niching” but not necessarily to its niche. Multiple niching is
preferable to single niching because, by developing strength in two or more niches,
the company increases its chances for survival.
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Balancing Customer and Competitor Orientations
We have stressed the importance of an organization’s positioning itself competi-
tively as a market leader, challenger, follower, or nicher. Yet a company must not
spend all its time focusing on competitors. A competitor-centered firm looks at what
competitors are doing, such as increasing distribution, cutting prices, and introducing
new services. It then formulates reactions, including increasing advertising expenses,
meeting price cuts, and increasing the sales promotion budget. This kind of planning
has advantages and disadvantages. On the positive side, the organization develops a
fighter orientation, training its marketers to be alert for weaknesses in its competitors’
and its own position. On the negative side, the organization is too reactive. Rather
than formulating and executing a consistent customer-oriented strategy, it determines
its moves based on its competitors’ moves rather than its own goals.

A customer-centered company focuses more on customer developments in for-
mulating its strategies. Its marketers might learn, for example, that the total market
is growing at five percent annually, while the quality-sensitive segment is growing
at nine percent annually. They may also find that the deal-prone customer segment
is growing fast, but these customers do not stay with any one supplier for very long.
Additionally, they may find that more customers are asking for a twenty-four-hour
hotline that no else offers. In response, this company could put more effort into
reaching and satisfying the quality segment, avoid cutting prices, and research the
possibility of installing a hotline.

Clearly, the customer-centered company is in a better position to identify new
opportunities and set a strategy toward long-run profits. By monitoring customer
needs, it can decide which customer groups and emerging needs are the most impor-
tant to serve, given its resources and objectives.

SUMMARY

Health care organizations and providers will be most successful when they choose
to serve a part of the market well rather than the whole market poorly. They need
skills in market segmentation, targeting, positioning, differentiation, and competitive
analysis.

A market can be viewed at four levels: the mass market, a segment market, a
niche market, or a local market. The consumer market can be segmented geograph-
ically, demographically, psychographically, and behaviorally.

The health care organization must decide on which and how many segments to
target. The choices are single segmentation, selective specialization, product special-
ization, market specialization, and full market coverage. The firm should prepare a
segment-by-segment invasion plan and periodically update the segmentation basis,
while following ethical principles in its choices of target markets.

For each target market, the organization has to develop a positioning using
points-of-parity and points-of-difference. Differentiation can be based on product,
service, personnel, channels, or image.
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Much of the health organization’s strategy must be derived from analyzing who
the competitors are and identifying their objectives, strategies, strengths, and weak-
nesses. The dominant firm will aim to maintain leadership by expanding the total
market, defending its market share, and expanding its market share. Other competi-
tors will decide to either challenge the leader, follow the leader, or enter a narrow
niche.

Although the firm must continuously monitor its competitors’ moves, it must
remember to maintain an even stronger focus on its target customers’ current and
changing needs.

DISCUSSION QUESTIONS

1. The CEO of your medical transcription service company feels that the com-
pany sells a commodity. He believes that the only point of differentiation from
competitors is price. How would you design a segmentation analysis to reveal
different groups of buyers of medical transcription services? Can you propose
what segments might exist?

2. Clinipace, a small clinical software company, wants to choose a major phar-
maceutical company to sell its software. What criteria might Clinipace use to
choose a Fortune 500 company to initially approach?

3. All six hospitals in a major market use the benefit of “high-quality care” as the
basis of their positioning strategy. As a new marketing consultant to one of these
hospitals, what other positionings can you advise your client to consider?

4. A group of community-based physicians competes with an academic medical
center (AMC) in the same market to offer endoscopy services. The physi-
cian group charges patients and third-party payers lower fees than the AMC.
A regional health plan has contracted with the AMC but refuses to contract with
the physicians. The physicians suspect that the AMC has used its bargaining
power to influence the health plan. Is this unfair competition? What marketing
strategies could the physicians use to secure a contract with the health plan?
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LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What are the differentiating characteristics of products and services?

2. How can a health care organization build and manage its product mix and
product lines?

3. What are the major tools for distinguishing your product offerings from com-
petitor offerings?

4. How can a health care organization differentiate and market its service
offerings?
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OPENING EXAMPLE
Three Organizations Cooperate to Redesign The Wellness Community A
remarkable health care service product concept emerged from a Labor Day pool party in
Sarasota, Florida, in 2005. Johnette Isham, then the vice president of academic affairs at the
Ringling College of Art and Design, was visiting her friend ‘‘Charlie’’ Ann Syprett, a board
member of The Wellness Community of Southwest Florida. The Wellness Community of
Southwest Florida is part of the international Wellness Community, a network of nonprofit
organizations dedicated to providing psychosocial support, education, and hope for all
people affected by cancer—at no cost to the patients and their loved ones. The Ringling
College, also in Sarasota, is a private, not-for-profit, undergraduate college that offers a
range of art and design degrees, including a Continuing Studies certificate in ‘‘Art and
Healing.’’ Out of the pool party came a health care product idea that will both improve
cancer patient outcomes and possibly reduce health care costs.

The Wellness Community and the Ringling College decided to work together to
recreate The Wellness Community facility using evidence-based design. This market-driven,
interdisciplinary approach integrates space planning, human factors, social psychology,
sustainability factors, and esthetics to provide a facility that is more responsive to user
needs. The partnership provided the initial team of artists, designers, students, and health
care professionals in consultation with staff, cancer patients, and caregivers to create an
optimal healing environment. This design strategy was guided by The Wellness Community
mission and its ‘‘Patient Active’’ concept that states: ‘‘People with cancer who participate
in their fight for recovery from cancer will improve the quality of their life and may enhance
the possibility of their recovery.’’

A growing body of evidence indicates that improving the design of medical and
therapeutic settings supports the healing process. London’s Guy’s and St. Thomas’s
hospitals used a co-design approach in 2003 to engage patients and health care pro-
fessionals in the redesign of their maternity facilities. A key result was that this quality
designed facility had a positive effect on the emotional experience of patients, as well as on
employee’s morale and staff retention. Also, patient volume increased by 15 percent and
midwifery vacancies dropped. Another study at Pittsburgh’s Montefiore Hospital showed
that drug costs were 21 percent lower for surgery patients in better designed, better-lit
rooms than for patients in traditional rooms with less natural lighting. Additional results
were less use of pain medication and earlier discharges—both leading to lower health
care costs.

The Wellness Community also established a partnership with Florida State University’s
College of Medicine in Sarasota. The purpose was to assess the impact of the new optimal
healing environment on patient outcomes and satisfaction. These types of partnerships
will enable The Wellness Community to help more cancer patients in Southwest Florida;
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add to the body of knowledge surrounding integrating design, green architecture,
and healing; and become a model for the twenty-six other Wellness Communities
worldwide.

The Wellness Community’s Building Hope campus has acquired a five-acre lot that
is surrounded by a 300-acre nature preserve. It is working with an expanded list of over
twenty community partners, and it has designed a LEED-certified facility and a garden to
amplify the power of place in healing.
Source: Interview with Johnette Isham, Building Hope Project Director of The Wellness
Community and organizational placemaking consultant.

Marketing planning begins with designing an offering to meet target customers’
needs or wants. The customer will judge the offering by four basic elements: product
features, quality, services mix, and price. In this chapter, we examine the product—
the first, and most necessary, component of the “4 Ps” (product, price, place, and
promotion).

OVERVIEW: DISTINGUISHING PRODUCT TYPES AND LEVELS

Many people usually think of a product as a tangible offering, but a product can
be much more. A product is anything that can be offered to a market to satisfy a
want or need; thus it includes physical goods, services, experiences, events, places,
properties, organizations, information, and ideas .

Product Levels: The Customer Value Hierarchy
In planning its market offering, the health care organization needs to address five
product levels (see Figure 9.1).1 The fundamental level is the core benefit that the
customer is really seeking. A patient visiting a hospital to deliver a baby wants a
safe, healthy birth. The purchaser of aspirin is buying headache relief. Marketers,
therefore, must see themselves as benefit providers.

At the second level, the marketer has to turn the core benefit into a basic product .
Thus a patient hospital room in a maternity department includes a bed that also serves
as a delivery table, a scale, and a recliner, and it supports high-intensity lights and
an ultrasound machine.

At the third level, the marketer prepares an expected product: a set of attributes
and conditions buyers normally expect when they purchase this product. Expectant
mothers can expect a clean gown, fresh bedding, working lamps, acceptable food,
and a relative degree of quiet.

At the fourth level, the marketer may offer an augmented product that exceeds
customer expectations. For hospitals in developed countries, these augmented
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Core
benefit

FIGURE 9.1. Five Levels of a Product

Source: Kotler and Keller, 2006, p. 372.

products often include the following features: access to care, coordination of care,
information and education, physical comfort, continuity and transition to home,
emotional support, involvement of family and friends, and respect for patient
preferences.2 This augmented offering arises from the intense competition for patients
in these markets. In developing countries and emerging markets such as China and
India, however, competition occurs mostly at the expected product level.

Differentiation takes place mainly at the level of product augmentation and leads
the marketer to look at the user’s total consumption system: the way the user performs
the tasks of getting and using products and related services.3 However, we offer a
few cautionary notes about implementing a product-augmentation strategy. First,
each augmentation adds cost. Second, augmented benefits soon become expected
benefits and necessary competitive points-of-parity. Today’s hospital “guests” not
only expect cable or satellite television with a remote control but many also demand
high-speed internet access. Third, as companies raise the price of their augmented
product, some competitors may offer a stripped-down version at a much lower price.
Examples include simpler medication administration pumps and glucose monitoring
devices.

At the fifth level is the potential product , which encompasses all the possible
augmentations and transformations the product or offering might undergo in the
future. Here is where companies search for new ways to delight customers and dis-
tinguish their offering. For example, addressing the preferences of women’s families
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was the driving forces throughout all of the design process of the new Birth Place at
Gaston Memorial Hospital; it is expected that as family preferences evolve, so will
the Birth Place (see example box).

The Birth Place at Gaston Memorial Hospital—Innovative Service Product
Benefits

The Birth Place at Gaston Memorial Hospital in Gastonia, North Carolina, is a
fifty-two-suite family birthing center that allows mothers to stay in one room
for their entire stay, from delivery to checkout. Each suite has a full-size sofa
bed, refrigerator, internet access, TV, VCR/DVD/CD player, and a whirlpool
bathtub. The ambiance includes reflecting pools, flowing water, trees, plants,
and restful, soothing art and sculpture. Family spaces include a media room,
dining room, and children’s play room. Parents and their family have access to
the Resource Center, which includes a health education library with internet
access, children’s library, consultation room, and classroom. Comprehensive
integrated electronic security for newborn, patient, family, and provider safety
is built in. Because of its unique design, the Birth Place is getting the attention
of nurses, doctors, and architects nationwide.

FOR EXAMPLE

Product Characteristics
One way in which marketers classify health care products is on the basis of durability,
tangibility, and service. For each combination of these features there is an appropriate
marketing-mix strategy.4

Health care products can be classified into three groups, according to their dura-
bility and tangibility (or lack thereof):

■ Nondurable goods are tangible goods normally consumed in one or a few uses, like
aspirins and bandages. Because these goods are consumed quickly and purchased
frequently, the appropriate strategy is to make them available in many locations,
such as pharmacies, food stores, and mass merchandisers. Most nondurable goods
makers charge only a small markup and advertise heavily to encourage trial and
build preference, achieving profitability on volume sales. However, nondurable
health care goods have lower levels of advertising and higher markups than their
nonhealth care counterparts, such as soft drinks and toiletries. Pharmaceuticals are
an exception in this category, since they may be one-time use products with large
markups and are heavily promoted. Of course, medications for chronic illness may
fit more into the traditional pattern of this category.
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■ Durable goods are tangible products that normally survive many uses, such
as imaging equipment, operating tables, hospital beds, and wheelchairs. They
can also be internal implants such as pacemakers and artificial joints. Durable
products normally require more personal selling and service, command a higher
margin, and require more seller guarantees.

■ Services are nondurable and intangible goods. In the next section we discuss the
features of services that distinguish them from tangible products.

Combinations of these three groups occur frequently. For example, a cardiologist
may (1) find a blockage in any artery in the heart while performing an angiogram,
(2) open the blockage with a balloon-tipped catheter (angioplasty), and (3) insert a
metal mesh (stent) in the artery to keep it open. The cardiologist’s procedures are
services that use nondurable goods (catheters) and durable goods (stent).

THE NATURE OF SERVICES

Health care has led the way in job growth in this country: from 2001 to 2006,
1.7 million new jobs were added to this sector, while in the rest of the economy
employment outside was flat. During the same period, information technology com-
panies lost 1.1 million positions. The Bureau of Labor Statistics reports that the
service-producing sector will continue to be the dominant employment generator in
the economy, adding 20.5 million jobs by 2010. Employment in the service-producing
sector is expected to increase by 19 percent during the 2000–2010 period, whereas
manufacturing employment is expected to increase by only 3 percent.5 This growth
has led to an increasing interest in the special problems and opportunities of the
marketing of services.6

Distinctive Characteristics of Services
Health care services have four distinctive characteristics that greatly affect the
design of marketing programs for them: intangibility, inseparability, variability , and
perishability .

Intangibility. Unlike physical products, services cannot be seen, tasted, felt, heard,
or smelled before they are bought. The person getting a face-lift cannot see the
results before the purchase, and the patient in the psychiatrist’s office cannot know
the exact outcome.

To reduce uncertainty, buyers look for evidence of quality by drawing inferences
from the place, people, equipment, communication material, symbols, and price that
they observe. Health care service companies can thus try to demonstrate their service
quality through physical evidence and presentation.7 The service provider’s task is to
“manage the evidence,” to “tangibilize the intangible.” 8 Whereas product marketers
are challenged to add abstract ideas, service marketers are challenged to add physical
evidence and imagery to abstract offers.
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For example, a hospital can develop a look and style of dealing with patients,
family members, physicians, and visitors that reflects its intended customer value
proposition. Unlike airlines, hotels, or banks, health care service companies rarely
seem to strategically position themselves in this manner. An exception is the Lasky
Skin Center (see Field Note 9.1).

FIELD NOTE 9.1.
The Lasky Skin Center A dermatology and plastic surgery physician practice in
Beverly Hills, California that caters to Hollywood celebrities, the Lasky Skin Center has
made its service message tangible through a number of marketing tools:

1. Place: The exterior and interior have clean lines. The layout of the reception area,
the exam and procedure rooms, and the traffic flow are planned carefully. An
elegant home-like atmosphere, including a fireplace, has been designed. Waiting
times are not noticeably long.

2. People: Personnel are busy, but not too busy to be attentive to patients, and they
are cross-trained to increase efficiency. Staff morale and customer service orientation
are a top priority. The rule is that ‘‘the patient is always right—even if he or she
really isn’t.’’

3. Equipment: Computers, lasers, cameras, and furniture not only appear to be
state-of-the-art but actually are. Most important, the treatment offerings must
be state-of-the-art as well.

4. Communication material: Printed materials—text and photos—suggest quality and
refinement. Patient information sheets reflect the product image and clearly com-
municate the clinic’s positioning through graphic treatments and content.

5. Symbols: The name and symbol suggest stability and excellence in service.

6. Price: Charges are judged to be average for the services provided in this upscale
demographic market. Prices are adjusted, however, if patients are significantly
inconvenienced by an unusually long waiting time or need to reschedule their
appointments.

Source: Interview with Mark G. Rubin, M.D., owner of the Lasky Skin Center.

Service marketers must also be able to transform intangible services into concrete
benefits—a process for which Carbone and Haeckel propose a set of concepts under the
term customer experience engineering .9 Companies must first develop a clear picture
of what they want the customer’s perception of an experience to be and then design a
consistent set of performance and context clues to support that experience. In the case
of a hospital, a good surgical outcome is a performance clue; a context clue is whether
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the surgeon and nurses act in a professional manner. The context clues in a hospital are
delivered by people (humanics) and things (mechanics). The hospital assembles the
clues in an experiential blueprint , a pictorial representation of the various clues. This
technique is often used in training simulations.

Inseparability. Services are typically produced and consumed simultaneously. In
contrast, tangible goods are frequently manufactured, put into inventory, distributed
through multiple resellers, and consumed later. If a person renders the service, then
the provider is part of the service. Because the consumer is also present as the service
is produced, provider-client interaction is a special feature of services marketing.
With advances in technology, however, presence need not require physical proximity.
For example, physicians may monitor patients in the intensive care unit by electronic
surveillance. Furthermore, medical specialists may render opinions and advice from
a distance, thanks to advances in telecommunications (“telemedicine”).

In the case of health care services, buyers are becoming increasingly sensitive
to service delivery. For example, a patient in a “consumer-driven health plan” with
high out-of-pocket requirements may be dissatisfied when presented with a bill for
physician services if she “only sees the nurse.” In traditional markets, when many
customers have the same strong provider preferences, price is raised to ration the
preferred provider’s limited time. In health care, however, prices (provider charges)
are usually fixed by contract (as with an insurance company) or law (as with
government-sponsored health care programs in the United States and other countries).
The physician provider market has reacted to this constraint by offering “concierge
service” for an additional fee. In this model, primary care physicians charge $500 to
$1,500 per person per year and offer prompt access and longer appointment times;
the extra charge enables these doctors to have many fewer patients in their panel.

Non-price strategies also exist for getting around this limitation. The service
provider can learn to work with larger groups. For example, some psychotherapy
services and diet counseling for diabetes and obesity can be performed well on a
group basis. Individual sessions can then augment treatment as necessary.

Variability. Services are highly variable because they depend on who provides them
and when and where they are provided. To address quality concerns, service providers
try to standardize their products; however, because the circumstances that require
each delivery are unique, the service is never exactly the same each time it is
rendered.

Unfortunately, service variability can lead to medical errors. Filling the wrong
prescription, injecting the wrong medication, operating on the wrong limb—such
errors kill thousands of people each year. Patients are becoming more aware of this
variability and are increasingly seeking sources of information before receiving care.
To increase quality, service firms often take three steps:
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1. Invest in good hiring and training procedures. Because most services are pro-
vided by people, recruiting the right employees at all skill levels and providing
them with excellent training is crucial. Ideally, employees should exhibit com-
petence, a caring attitude, responsiveness, initiative, problem-solving ability,
and goodwill. They must also be empowered to solve customer problems as
soon as they occur.

2. Standardize the service-performance process throughout the organization.
Standardization can be helped by preparing medical service blueprints that
depict events and processes in a flowchart, with the objective of recognizing
potential safety failures. For example, Evanston Northwestern Healthcare is
training its doctors and nurses to follow the safety checks that airline pilots
use, and the Great Ormond Street Hospital for Children in London is adopting
some of the techniques of race-car pit crews to minimize errors in transferring
patients postoperatively.10

3. Monitor customer satisfaction. Firms can employ formalized suggestion and
complaint systems, customer surveys, and comparison shopping. They can also
develop customer information databases and systems to permit more customized
service.

Perishability. You cannot store services; you can only build capacity to perform
them when they are needed. The perishability of services is not a problem when
demand is predictable and the firm has excess capacity. Unfortunately, ensuring that
capacity is always present in health care is very expensive. For example, hospitals
may need to hire more expensive temporary nurses to meet seasonal demand.

There are several strategies for producing a better match between demand and
supply in many service businesses; but as health care needs can be a matter of life
and death and can be very time-sensitive, only a few can be used.11 For example,
operations research says that maximal efficiency comes from seeing the shortest
visits first (similar to the express checkout lane at the supermarket). In emergency
rooms, this principle is used by employing parallel “fast track” programs, which see
the least complex health problems that will take the shortest time to treat.

On the supply side, part-time employees can be hired to serve peak demand.
Peak-time efficiency routines can also be introduced; for example, stipulating that
only certain laboratory tests or X-rays will be performed during certain hours (unless
an emergency requires otherwise). Sharing services with other providers, such as use
of high-tech medical equipment, can also help reduce the strain of peak demands.
For any growing business, a major challenge is deciding when to add permanent
excess capacity in anticipation of growth.

Efficient use of scarce personnel is a related important concern, particularly
regarding hospital nursing (see Field Note 9.2). Trained nurses are in short supply,
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FIELD NOTE 9.2.
The Nurse Shortage Will Only Get Worse The service performance of hospitals,
clinics, nursing homes, and other health care institutions critically depends on having a
sufficient number of registered nurses on staff. Yet U.S. health care facilities are facing
a serious shortage. In 2000, this national nursing shortage approached 6 percent, with
demand exceeding supply by 110,000. Looking ahead to 2020, nurse demand will increase
by 40 percent, but nurse supply will increase by only 6 percent, resulting in a 29 percent
nurse shortage by 2020.

The nurse shortage directly affects the quality of health care. A decreased number
of nurse staffed hospital beds causes increased crowding in hospital emergency rooms.
Reduced staff also results in an increased incidence of urinary tract infections and bleeding.

What are the contributing factors to this nurse shortage? Fifty-one percent of the
nursing workforce is over forty-five years of age, and their retirement rate may not be
filled by enough newly trained nurses. Women who consider nursing as a career are facing
greater alternative career opportunities. The pay is low, the working conditions in hospitals
and nursing homes are stressful, and there are insufficient part-time work opportunities
for those nurses who do not want to work full time. Some nurses now prefer to work in
less stressful environments such as in the home health sector or the doctor’s office.

Normally one would expect the states and federal government to address this
problem, but their tight budgets have been used to meet other pressing demands. Seeing
limited public involvement, Blue Cross and Blue Shield of Florida (BCBSF) decided to use
its expertise and resources in the following undertaking:

■ To provide incentives for students to go into the field of nursing

■ To provide incentives for colleges and universities to pool their resources and work
together as teams to offer additional opportunities for students to study nursing

■ To increase the pool of groups (such as Hispanics and African Americans) who are
underrepresented among those entering the field

■ To increase the pool of nursing educators available to teach in the field

■ To involve health care facilities directly as partners to help solve their nursing shortages

As a catalyst, BCFSF has provided $5.6 million in the past two years to support
nursing, prenursing, and allied health professional education in Florida. It has leveraged
state matching grants and partnered with non-profit foundations, colleges, physician
groups, and hospitals to improve the nurse supply.
Source: S. Ullmann, P. Martin, C. Kelly, and J. Homer, ‘‘Strategic Giving and the Nursing
Shortage,’’ International Journal of Nonprofit and Voluntary Sector Marketing, Feb. 2006,
pp. 3–11. Copyright John Wiley & Sons Limited. Reproduced with permission.
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partly because of the hard work involved and the low level of pay. Using staffing
ratio guidelines (such as intensive care: one nurse per two patients; medical/surgical:
one nurse per four to six patients) can help hospitals staff the appropriate number of
nurses in different departments.12

VIEWING THE PRODUCT MIX

A product system (or product line) is a group of diverse but related items that function
in a compatible manner. For example, a hospital might have a cancer product line
consisting of diagnostic imaging and lab services, chemotherapy, radiation therapy,
and counseling (independent services that are coordinated and scheduled to treat
cancer patients). A product mix (also called a product assortment) is the set of all
products and items a particular seller offers for sale. A product mix consists of
various product systems and independent services. Hospitals that use product-line
management offer a comprehensive range of clinical services, but they set priorities
for specific clinical product specialties. For example, at Vanderbilt University Medical
Center, there are managers for each of six product lines: cancer, children’s services,
heart, emergency services, orthopedics, and imaging.

A company’s product mix has width, length, depth, and consistency.

■ The width of a product mix refers to how many different product lines the
company carries. Vanderbilt has a stated product-mix width of six lines. (In fact,
Vanderbilt has many additional product lines that it ranks as lower priorities and
does not actively market.)

■ The length of a product mix refers to the total number of items in the mix.
Health care service product-mix length assessments are complex. At Vanderbilt,
the number of items in the mix is many hundreds, with numerous overlaps. The
children’s services product line alone is drawn from all of the services offered
by the department of pediatrics, clinic programs and services, surgical services,
primary care practices, off-site specialty practices, and many more.

■ The depth of a product mix refers to how many variants of each product in the
line are offered. The Vanderbilt cancer product line may have a depth of three if
the cancer product is distinctly managed for adults, children, and specialty care
for women.

■ The consistency of the product mix refers to how closely related the various
product lines are in such features as end use, production requirements, or distri-
bution channels. The Vanderbilt product lines are consistent insofar as they are
health care services that go through the same distribution channels. The lines
are less consistent insofar as they perform different functions for patients.

These product-mix dimensions permit the organization to expand its business
in four ways. It can add new product lines and widen its product mix; lengthen
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each product line; add more product variants to each product and deepen its product
mix; and pursue more product-line consistency. To make these product and brand
decisions, it is useful to conduct a product-line analysis.

MANAGING PRODUCT LINES

In large hospitals like Vanderbilt University Medical Center and health care compa-
nies such as GlaxoSmithKline Pharmaceuticals, the product mix consists of a variety
of product lines. In offering a product line, the company normally develops a basic
platform and modules that can be expanded to meet different customer requirements.

Product-Line Analysis
Product-line managers need to know the purpose and the sales and profits of each
item in their line to determine which items to build, maintain, harvest, or divest.13

They also need to understand each product line’s market profile.

Purpose. While many product lines are calculated to be offered at a profit, some
are introduced to support the organization’s mission of providing care for a commu-
nity. The purpose and role of the product line must therefore be understood before
considering sales and profits.

Sales and Profits. Marketers should develop a sales and profit analysis report for
their product lines. A simple approach would measure the sales revenue and profit
margin for each product in the line. Suppose that in a five-product line the first item
accounts for 50 percent of total sales and 30 percent of total profits and the first two
items account for 80 percent of total sales and 60 percent of total profits. If sales of
these two items were suddenly hurt by a competitor, the line’s sales and profitabil-
ity could collapse; therefore, sales of these items must be carefully monitored and
protected. At the other extreme, suppose the fifth item delivers only 5 percent of the
product line’s sales and profits. The product-line manager may consider dropping
this item unless it has strong growth potential or is a necessary part of a profitable
portfolio package.

A classic example of the importance of a least profitable item is maternity ser-
vices in general hospitals. Traditionally, this product line has lost money, but hospitals
offer these services for at least two reasons. First, it is part of their community service
mission. From a marketing standpoint, the second reason is more important: women
are the household decision makers. If a woman has a good experience in childbirth,
the family is more likely to use the hospital for other (more profitable) services.

Market Profile. In reviewing how a line is positioned against competitors’ lines,
the marketing manager can use product mapping to compare competitive offerings.
Individual products are plotted on a graph with two or more dimensions that represent
the product attributes most important for buyers. For a pharmaceutical product, the
dimensions could be efficacy, the likelihood of side effects, potential for interaction
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FIGURE 9.2. Positioning of OTC Pain Relievers: Efficacy Versus

Gentleness

Note: Positioning is for illustrative purposes only.

with other medications, cost and compliance. The product map in Figure 9.2 shows
how a product compares to competitors’ offerings using the first two dimensions.
The map also reveals possible locations for new items. If a company can forecast
strong unmet demand and can produce and price this product at low cost, it could
consider adding this item to the line. Another benefit of product mapping is that it
identifies market segments.

Application: Hospital Product-Line Analysis
Copland has developed a product-line analysis that helps hospitals determine where
to invest resources to increase market share for selected product lines.14 The steps
are as follows:

1. Calculate costs, revenue, and margin by DRG. Diagnosis related groups (DRGs)
have been developed by the Centers for Medicare and Medicaid Services (CMS)
to reimburse hospitals for inpatient stays through the Medicare program. Each
inpatient admission is assigned a primary DRG, based on the reason for the
admission. Using this assigned category, CMS pays the hospital a fixed amount;
therefore, whether the hospital loses money or makes a profit depends on its
costs. The cost data can be used to measure profitability by DRG, as shown in
Table 9.1.
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2. Group DRGs by product-line and measure margins. The data will show the
degree of profit or loss for each hospital product. As mentioned earlier, prof-
itability is not the only reason for marketing a given product; there are many
other humanitarian and strategic reasons. Nevertheless, hospitals should at least
be aware of which products have negative margins and which have positive
ones. The product-line analysis should be considered in the context of the hos-
pital strategic plan, the expected changes in payer mix, and reimbursement
levels for the various product lines.

3. Make effective marketing management decisions. Product line analysis can tell
management where to find surplus revenue, focus process improvements, look
for new services, and identify services to discontinue—ideally within the strate-
gic framework of the organization.

4. Analyze market share. Environmental data from primary and secondary data
sources should be used to augment institutional data. The state hospital asso-
ciation is the best initial source; it can furnish statistics on admissions and
discharges by product line for the relevant market.

Table 9.2 shows a breakout by service line of market share for a rural
hospital. The first column on the left is hospital market share by service line,
subtracted from 100 percent to estimate competitors’ share. The next column
reduces this amount by 15 percent—the amount this hospital estimates will
always use a nearby tertiary hospital. The data indicate how many total dis-
charges there were for each service line in the primary market. The potential
capture share percentage is multiplied by the total number of discharges to cal-
culate the number of potential discharges that could be captured. This number
is then multiplied by the average charges by product-line to calculate potential
incremental revenue gained.

5. Calculate costs of increasing market share. Following calculation of potential
operating revenue available, the fixed and variable costs to add market share
can be estimated. Once these results are quantified, product-line investments
and projected rates of return on invested capital can also be forecast.

6. Replicate product-line analysis for other products. Profitability updates per ser-
vice line, market share analyses, and a detailed analysis of where patients can
be acquired by zip code or census block can be added. From this detailed geo-
graphic data, strategic marketing plans can be aimed at specifically targeted
groups.

7. Measure marketing return on investment. By measuring the results of the mar-
keting efforts to increase market share, a marketing ROI can be calculated.
A sample calculation is shown in Table 9.3.
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TABLE 9.2. Market Share Capture Potentials

Primary Service Percentage Potential Adjustedc

Area Lost Percentage Potential Potential
Service Lines Volumea Captureb Discharge Capture Revenued

Cancer Care (m) 48 33 107 $ 918,121

Cancer Care (s) 65 50 12 $ 132,302

General Surgery 50 35 30 $ 499,290

Medicine 38 23 242 $2,020,942

Neurological (m) 42 27 20 $ 211,120

Neurological (s) 100 85 82 $ 504,136

Ophthalmology 100 85

Orthopedics (s) 52 37 10 $ 166,462

Renal/Urology (s) 62 47 14 $ 118,000

Women’s Health 38 23 8 $ 67,300

Total 525 $4,637,673

Notes:
(m) = medical; (s) = surgical
aBased on market share by service line, which provides a basis for estimating capture potential.
bSubtracts 15 percent of cases going to tertiary competitor from previous column.
cThe figures in this column represent the previous column’s percentage converted into discharges. The
discharges are then arbitrarily divided in half to reflect an understated potential capture.
dThe revenue projections are based on the data for ‘‘Average Charges/Discharge’’ by Service Line.
Conclusions: A conservative capture of 525 additional discharges would increase market share from 62
percent to 68 percent. This percentage increase is equivalent to approximately $773,000 per percentage
point. It is reasonable to expect a 3-percent additional market share.
Source: Copland, 2001.
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TABLE 9.3. Hospital Product-Line Marketing Return on Investment

Incremental Discharges 100

Net revenue from discharges (net patient revenue less all
patient costs)

$100,000

Marketing costs to increase discharges $70,000

Return on investment $30,000 or 42.9%

SUMMARY

Every health care organization has to define its products and services. A prod-
uct can be viewed on five levels: core benefit, basic product, expected product,
augmented product, and potential product. We can distinguish among nondurable
products, durable products, and services. Services have four characteristics: intangi-
bility, inseparability, variability, and perishability.

The health care organization can describe its product mix in terms of its width,
length, depth, and consistency. These dimensions will change as the organization
decides to add, enlarge, reduce, and terminate different products and services based
on doing a hospital product line analysis.

DISCUSSION QUESTIONS

1. Marketers who specialize in health care services often consider service marketing
to be fundamentally different from product marketing. Marketers who special-
ize in health care products take exception to this claim; they believe that the
fundamentals of marketing are largely applicable to both services and products.
Analyze both sides of this argument and then select and support a position.

2. The basic, expected, augmented, and potential product levels revolve around a
core product benefit. You are advising a family medicine physician on making
his practice market-driven. Develop a chart that explains the five product levels
and how they apply to this solo physician’s practice.

3. When drug maker GlaxoSmithKline PLC launched Requip for restless-legs
syndrome, few consumers had heard of the problem, and some physicians
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were skeptical that it even existed. Despite these problems, the drug is
now very successful. Should the marketing of a health care product that is
not immediately recognized as responding to a health care need (a) have more
government oversight and control or (b) be left to allow market forces to decide
its value?

4. Research studies show that surgery patients in rooms with much natural light
require less pain medication and have drug costs 21 percent less than for equally
ill patients assigned to darker rooms. How could a hospital use this study to
enhance its product design and to market its inpatient surgery services to patients,
physicians, and payers?



CHAPTER

10
DEVELOPING AND
BRANDING NEW

OFFERINGS

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. Why is it important to develop new health care products in spite of the risks?

2. What are the nine steps in effectively developing and launching a new product?

3. How can a company build a strong brand around its offering?

4. What are the main stages of the product life cycle and how do they help man-
agement understand the behavior of health care products and services over time?

281
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OPENING EXAMPLE
Blue Cross Blue Shield of North Carolina Successfully Launches A New
Individual Health Care Insurance Product In 1996, Blue Cross Blue Shield of
North Carolina (BCBSNC) launched a new individual health care insurance product called
‘‘Blue Advantage.’’ This offering, an extension of the nationally licensed Blue Cross Blue
Shield brand, introduced new product features and successfully leveraged the brand.

Compared to the group insurance, the market for individual health insurance has
traditionally been much riskier for insurers. Despite underwriting, pools of individuals have
always generated higher overall levels of medical costs and insurance claims compared
with large groups that had less risk and medical cost variability. Two reasons for this
disparity are that (1) individuals have more and better information about their own health
status than insurance companies do, and (2) the sickest individuals will seek insurance
products with the best benefits. Because of this high insurance risk, many companies in
the individual market exclude preexisting conditions from coverage.

BCBSNC product research showed that existing individual insurance products differed
from those of large groups by having (1) fewer benefits, (2) lower lifetime maximum cov-
erage amounts, (3) higher deductibles, and (4) higher out-of-pocket maximum amounts.
It was no surprise, then, when their research indicated that individual insurance customers
were dissatisfied with these product characteristics; they preferred to have the richer
benefits common among group insurance products.

BCBSNC decided to stimulate sales of its renamed individual product, Blue Advantage,
by changing three features. First, the plan replaced a high deductible with a $30
co-payment for doctor visits. Consumers benefited from this innovation because the cost
to visit a physician was now predictable. Also, both patients and BCBSNC benefited
because plan members were now more likely to seek medical care before an illness or
injury became more serious and required more costly care.

The second innovation was a waiver for preexisting conditions. Because medical
problems can be wide-ranging, consumers are never really confident that a specific
problem will be covered; the insurer could potentially decide that this problem was
somehow related to an excluded preexisting condition and deny payment. Blue Advantage
eliminated this risk.

Finally, BCBSNC used a different technique to reach prospective Blue Advantage
customers. By using television ads, direct mail, and the BCBSNC website, which consumers
could use to obtain a policy quote, the plan lowered its administrative costs by 80 percent
compared with the traditional broker channel. Consumers also benefited from this
approach. By their applying for coverage on-line, the average individual policy underwriting
time was reduced from an average of forty days to just thirteen days. Thirty-eight percent
of applicants applying on-line were approved for coverage instantly.
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The results of this campaign were striking. The plan’s percentage of business-to-
consumer revenue increased from 20 percent to 45 percent. Cost savings were passed
along to consumers through lower premiums. Eventually, three of the major BCBSNC
competitors marketing individual insurance products were forced to withdraw from the
market because of falling market shares.

By conducting appropriate marketing research, this health plan was able to enter
a market segment that was previously ill-served and overpriced. It not only used its
marketing information to penetrate this sector, but relied on its strong brand (Blue Cross
Blue Shield) to quickly dominate it.

OVERVIEW: THE NEW OFFERING DEVELOPMENT PROCESS

Health care organizations need to grow their revenue over time by developing new
products and expanding into new markets. Pharmaceutical companies must research
and develop new, more effective, and safer drugs. Medical equipment companies
must bring out new products that perform better at a lower cost. Surgeons must
acquire new skills to deliver safer and more effective care. In addition to providing
high-quality medical care, hospitals must also offer new services and procedures that
make patients more comfortable in their surroundings.

Some health care organizations put product innovation at the forefront of all
they do. The Brigham and Women’s Hospital in Boston, one of the most innovative
academic medical centers, clusters related services to form disease-oriented strategic
business units. These strategic units—such as cancer, cardiovascular, orthopedics and
arthritis, and women’s health—are managed using a matrix structure that promotes
collaboration and crosses departmental boundaries. The product development pro-
cess is driven by scientific discoveries, translational research, and clinical trials and
is supported by market demand measurement and forecasting. For example, heart
surgeons and interventional cardiologists work together at Brigham and Women’s
Hospital to develop hybrid therapies that involve catheterization and drug-eluting
stents (drug-coated or medicated stents) as well as percutaneous valve repair proce-
dures. At many other academic medical centers that are not focused on innovation
and integration, doctors often compete rather than collaborate with each other.

Marketers play a key role in the new-product development process by identifying
opportunities, measuring the size of the opportunity, suggesting needed features, and
working with R&D and others in every stage of development.

Challenges in New Product Development
A health care company can add new products to its portfolio through acquisition,
development, or cooperative venture with another organization. The acquisition route
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can take three forms: The company can buy other companies, acquire patents, or buy
a license or franchise.

In developing new products, the company can either create them itself or contract
with independent researchers or new-product-development firms. Six categories of
new products can be identified:1

■ New-to-the-world products: New products that create an entirely new market.
When they were first introduced, devices such as implantable defibrillators and
quinolone antibiotics were in this category.

■ New product lines: New products that allow a company to enter an established
market for the first time (see Field Note 10.1).

FIELD NOTE 10.1.
Can Success in Health Insurance Translate to Success in Banking? The Blue
Cross and Blue Shield Association and several other health care insurers are diversifying into
the health care banking business. The new Blue Healthcare Bank, owned by thirty-three Blue
Cross and Blue Shield companies, received a federal savings bank charter in February 2007.

The Blues are hoping to take advantage of a market opportunity. Its marketing
research shows that demand for health care banking services is increasing because:

1. Consumers are accepting higher insurance deductibles in order to have more
moderate monthly premiums.

2. Providers are beginning to see an increase in bad debt and the number of days in
accounts receivable.

3. Hospitals and physicians are attempting to collect their fees in advance for services
rendered.

4. The number of health plan members eligible to have Health Savings Accounts
(HSAs) is estimated to grow from forty million to forty-five million people by 2010.
HSAs allow members with qualifying health plans to deposit a percentage of their
earnings in special accounts and withdraw the funds to pay their insurance deduct-
ibles and other specified medical expenses. Members do not pay taxes on these
funds.

Blue Healthcare Bank will allow customers to manage and direct health care spending
via debit cards linked to their HSAs, flexible spending accounts, and employer-financed
health reimbursement accounts. An estimated twelve to fifteen Blue Cross and Blue
Shield companies are expected to begin offering the new banking services to their
consumer-driven health plan members in 2007. By 2010, Blue Healthcare Bank is projected
to have health savings account deposits in excess of $500 million.
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Blue Cross and Blue Shield, which serves about 98 million members or nearly one
in three Americans, joins UnitedHealth Group and Humana in the health care banking
business. Time will tell whether these insurers will be as proficient in banking as they are
in managing claims.
Source: R. Roberts, ‘‘Blue Cross Association Enters Health Care Banking,’’ Kansas City
Business Journal, Feb.13, 2007.

■ Additions to existing product lines: New products that supplement a company’s
established product lines. Medtronic is known, among other items, for its pace-
makers and cardiac catheters. To augment its existing product line, it developed
a device (the ablation catheter) to detect and destroy areas of the heart that cause
abnormal heart rhythms.

■ Improvements and revisions of existing products: New products that provide
improved performance or greater perceived value and replace existing products.
Pharmaceutical companies often seek drug delivery systems that will enable
patients to take medications once a day rather than in multiple doses.

■ Repositioning: Targeting of existing products to new markets or market seg-
ments. Angiotensin converting enzyme (ACE) inhibitors were originally
developed to lower high blood pressure. Subsequent research showed they are
also effective in treating heart failure and preventing kidney disease in diabetics.

■ Cost reductions: New products that provide similar performance at lower cost.
Generic pharmaceuticals are the most obvious example in this class.

In developing these new products, firms can also engage in cooperative ventures,
which can take a variety of forms, including the following:

Joint product development . Alexian Brothers Hospital, in Elk Gove Village,
Illinois, teamed up with rival Northwest Community Hospital in Arlington Heights
to develop and run a free community clinic. This venture helps both institutions
fulfill their missions of community service while helping to reduce costly emergency
room visits.

Joint venture. TAP Pharmaceuticals is a stand-alone company with its own
products. It is co-owned by Japan’s Takeda Pharmaceuticals and Chicago’s Abbott
Laboratories.

Comarketing . To expand the breadth and depth of sales force efforts, companies
that own certain products will enlist other firms for help. The other companies may
even be competitors for other products. In 2006 Novartis Pharmaceuticals signed a
copromotion agreement with TAP for the antiviral drug Famvir. The reason for this
alliance was TAP’s strength in the OB/GYN sector.

Provision of complementary expertise. It is common for small biotechnology
or medical product firms to contract with larger companies to provide a variety
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of services, such as conducting large clinical trials, helping file for drug or device
approval, and furnishing a sales force and other marketing functions.

Fewer than 10 percent of all new products are truly innovative and new; for
example, a new chemical entity in the pharmaceutical sector or an innovative device
to treat a previously incurable condition. These types of products involve the greatest
cost and risk because they are new to both the company and the market place.

Most new health care product activity is devoted to improving existing products.2

There are several product marketing strategies for current products:

■ Expanding use in the product category. The clinical guidelines for treating
conditions evolve as new research findings become available. For example, new
standards that promote increasingly lower levels of cholesterol and blood pres-
sure create opportunities for pharmaceutical companies to reach new customers
and augment sales to existing ones.

■ Implementing new uses for the same product. Sildenafil citrate (Viagra) was
originally approved for use to treat erectile dysfunction. It is now approved
for primary pulmonary hypertension (high pressure in the blood vessels of the
lung).

■ Improving the same product. Modifications of the same product may make it
more convenient or suitable for customers. For example, a smaller version
of an existing catheter may help a cardiologist more easily perform certain
procedures.

■ Expanding the market for eligible consumers. One frequent tactic that pharma-
ceutical companies employ is conducting testing of an existing drug in the
pediatric market shortly before patent expiration. This activity not only serves
to expand the potential size of the market but, due to certain laws, extends the
patent life. Although this strategy is legal, we must note that initial delaying of
research in this manner raises important ethical questions.

■ Combining an existing product with a new and innovative product. Companies
can enhance sales of an existing product by pairing it with a new and innovative
one. For example, as mentioned previously, Merck combined its established,
cholesterol-lowering drug, simvistatin (Zocor) with Schering-Plough’s newer and
innovative medication, ezetimibe (Zetia) into one pill they comarket as Vytorin.
Vytorin lowers cholesterol much better than either drug alone. Another example
is the creation of drug-eluting stents to keep blocked coronary arteries open after
angioplasty. This product combined existing stent technology with new drugs.
The category rapidly went from nonexistent to about 85 percent of market share
in the United States.

Of course, several of the described tactics can be employed simultaneously and
have different purposes for different companies. For example, Exubera is an inhaled
form of insulin that was comarketed by Pfizer and Sanofi Aventis. Pfizer contributed
its extensive, effective sales force and used this new offering to augment its product
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line (its other diabetic product is the pill Glucotrol XL). Sanofi Aventis already had
an insulin product (injectable Lantus) and looked to Exubera to extend its category
offering with this new delivery method. (Unfortunately, after Pfizer bought the drug
from Sanofi Aventis in 2006, sales were far lower than expected. Pfizer announced
in October 2007 that it was pulling Exubera from the market.)

Facing the Risks
Although successful companies must constantly innovate, new products fail at a
disturbing rate. Recent studies put the failure rate of new consumer products at
95 percent in the United States and 90 percent in Europe.3 Several factors hinder
new-product development:

■ Shortage of important opportunities in certain areas. There are few ways left to
improve some basic products (such as latex gloves).

■ Fragmented markets. Companies may have to aim their new offerings at smaller
market segments, which can mean lower sales and profits for each product.
(Sometimes this fragmentation is financially beneficial. For example, some phar-
maceutical companies reap large margins and special patent protection from
introducing orphan drugs—products that are used to treat rare diseases.)

■ Social and governmental constraints. New products have to satisfy consumer
safety and environmental concerns. In many countries in which the central gov-
ernment strongly controls health care practice and innovation, product cost is a
major consideration in their adoption and diffusion.

■ Cost of development. A company typically has to generate many ideas to find
just one worthy of development, and it often faces high R&D, manufacturing,
and marketing costs. A challenge companies constantly face is where to allocate
finite R&D funds to ensure the biggest return.

■ Capital shortages. Many startup companies with good ideas often have problems
raising the funds needed to research and launch them.

■ Faster required development time. Companies must learn how to compress devel-
opment time by using new techniques, strategic partners, early concept tests, and
advanced marketing planning. The time of patent exclusivity is as valuable a
resource as the product itself.

■ Shorter product life cycles. When a new product is successful, rivals are quick
to copy its features and benefits.

New products can fail for many reasons:

■ Negative market research findings are ignored or misinterpreted.

■ The idea is good, but the market size is overestimated.

■ The product is not well designed.
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■ The product is incorrectly positioned in the market, not advertised effectively,
or overpriced.

■ The product fails to gain sufficient distribution coverage or support.

■ Development costs are higher than anticipated.

■ Competitor response is stronger than expected.

What can a company do to develop successful new products? Cooper and
Kleinschmidt found that the number one success factor is a unique, superior product.4

Such products succeed 98 percent of the time, compared with products with a mod-
erate advantage (58 percent success) or minimal advantage (18 percent success).
Another key success factor is a well-defined product concept prior to development.
The company carefully defines and assesses the target market, product requirements,
the competition, and product benefits before proceeding. Other success factors are
technological and marketing synergy, quality of execution in all stages, and mar-
ket attractiveness. Health care marketing managers also need to consider third-party
payers, regulations, and multiple decision makers that may be very different from
one another.

Steps in the New Product Development Process
This section covers the eight main stages involved in new product development:
idea generation, concept development, concept testing, market strategy development,
business analysis, product development, market testing, and commercialization.

Idea Generation. Some marketing experts believe that the greatest opportunities and
highest leverage with new products are found in the “fuzzy front end”—uncovering
the best possible set of unmet needs or technological innovation by talking with
customers.5 Griffin and Hauser suggest that conducting ten to twenty in-depth expe-
riential interviews per market segment often elicits the vast majority of customer
needs.6

Technical companies can learn a great deal by studying those “lead customers”
who make the most advanced use of the company’s products and who recognize
the need for improvements before other customers do.7 Medtronic, a medical device
company, has salespeople and market researchers regularly observe spine surgeons
who use their own and competitive products, to learn how they can be improved.
Other employees throughout the company can also be a source of ideas for improving
production, products, and services.

Ideas for new products can come from other sources, such as top management,
scientists, competitors, suppliers, distributors, inventors, patent attorneys, university
and commercial laboratories, industrial consultants, advertising agencies, marketing
research firms, and industrial publications. Although ideas can come from anywhere,
their chances of receiving serious attention often depend on someone in the organi-
zation becoming a product champion. The constant challenge for a firm is to ensure
that organizational structure and culture facilitate a free flow of ideas.
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Idea screening. Since product development costs rise substantially with each
successive development stage, an effective idea-screening process can be critical.
Most companies require new product ideas to be described on a standard form that
can be reviewed by a new product committee. The description states the product
idea, the target market, competition, market size estimate, price, development time
and costs, manufacturing costs, and rate of return. With respect to this last feature,
in view of finite resources, the company must simultaneously consider all new ideas,
to gauge which have the best chance of success vis-à-vis the others.

The new product committee then reviews each idea against a set of criteria; for
example:

■ Does the product meet a need? If so, how well?

■ Would it offer superior value?

■ Can it be distinctively advertised?

■ Does the company have the necessary know-how and capital to develop, produce,
and launch it?

■ Will the new product deliver the expected sales volume, sales growth, and profit?

Concept Development. Attractive ideas must be refined into testable product con-
cepts. A product idea is a possible tangible offering or specific service the company
might introduce to the market. A product concept is an elaborated version of the
idea expressed in meaningful consumer terms. Consumers do not buy product ideas;
they buy product concepts.

A product idea can be turned into several concepts by answering questions such
as, Who will use this product? What primary benefit should this product provide?
When (under what circumstance) will people consume this product?

Suppose that an academic medical center (AMC) has some space that it wants
to use to offer a new medical service. It can develop several concepts for the space:

■ Concept 1: An outpatient orthopedic clinic for postoperative patients needing
rehabilitation

■ Concept 2: Sports medicine clinics open until 9 PM on weekdays and on Sat-
urdays to cater to local athletes

■ Concept 3: An occupational health center that targets employers with large vol-
umes of workers’ compensation cases

Each concept represents a category concept that also defines the product’s poten-
tial competition. An outpatient orthopedic clinic would compete against independent
orthopedic physician practices and other hospital rehab centers. A sports medicine
clinic would compete against urgent care centers and primary care physicians. The
academic medical center could prepare a product-positioning map to show where
each alternative space use would compete with others on such product attributes as
convenience and price.
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Next, the chosen product concept has to be turned into a brand concept using a
brand-positioning map to reflect the positioning of the specific competitors. The gaps
in the map based on the most important brand attributes would indicate opportunities
for the AMC. The AMC would not want to position the product next to an existing
brand, unless that brand is weak or inferior.

Concept Testing. Concept testing involves presenting the product concept to appro-
priate target consumers and getting their reactions. The concepts can be presented
symbolically or physically. The more the tested concepts resemble the final product
or experience, the more dependable concept testing is.

Today firms can use computerized rapid prototyping to design products (for
example, medical devices) and then produce models of each. Potential consumers
can then view these models and give their reactions.8 Companies are also using
virtual reality to test product concepts, including services. Virtual reality programs
use computers and sensory devices (such as gloves or goggles) to simulate a reality
equivalent of the new product or service.

After gathering this information, researchers measure the product concept’s via-
bility by having consumers respond to the following questions:

1. Communicability and believability: Are the benefits clear to you and believable?

If the scores are low, the concept must be refined or revised.

2. Need level: Do you see this product solving a problem or filling a need for
you?

The stronger the need, the higher the expected consumer interest.

3. Gap level: Do other products currently meet this need and satisfy you?

The greater the gap, the higher the expected consumer interest. The need
level can be multiplied by the gap level to produce a need-gap score. A
high need-gap score means that the consumer sees the product as filling a
strong need that is not satisfied by available alternatives.

4. Perceived value: Is the price reasonable in relation to the value?

The higher the perceived value, the higher the expected consumer interest.

5. Purchase intention: Would you (definitely, probably, probably not, definitely
not) buy the product?

A high score would come from consumers who answered the previous
three questions positively. When the consumer is not the principal payer,
the consumer’s desire to use the product must take into account whether the
payer will include some of the expense as a covered benefit. For example,
Germans highly value spa care; however, this traditional benefit has been
eliminated by health plans as part of other strategies to curb rapidly rising
health care costs in that country.
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6. User targets, purchase occasions, purchasing frequency: Who would use this
product, under what circumstances, and how often?

The respondents’ answers indicate whether the concept has a broad and
strong consumer appeal, identify the products this new product competes against,
and highlight which consumers are the best targets. The need-gap levels and
purchase-intention levels can be checked against norms for the product category
to gauge whether the concept will be a winner, a long shot, or a loser.

Conjoint analysis . Consumer preferences for alternative product concepts can
be measured through conjoint analysis, a method for deriving the utility values that
consumers attach to varying levels of a product’s attributes.9 Using conjoint analysis,
researchers collect responses from presenting the data two attributes at a time. For
example, respondents may be shown a table with three price levels and three package
types and asked which of the nine combinations they would like most, followed by
which one they would prefer next, and so on. They are then shown a further table
consisting of trade-offs between two other variables. The trade-off approach may be
easier to use when there are many variables and possible offers. The drawback is
that respondents are focusing on only two variables at a time, whereas at the time
they choose a product, multiple factors may simultaneously come into play (see Field
Note 10.2 for an example of how conjoint analysis is applied).

FIELD NOTE 10.2.
Conjoint Analysis Maps Consumer Preferences to Product Design Choos-
ing the particular attributes to include in a successful product or service offering need not
be based on luck, convenience, or engineering suggestions. Conjoint analysis is a market-
ing research tool that can be used to find out from consumers which product attributes
have the greatest utility for them in a situation in which there must be trade-offs.

Ratcliffe used conjoint analysis to quantitatively examine patients’ preferences for liver
transplantation services. He started by assessing the relative importance of six attributes:
(1) the chance of successful liver transplant or health outcome, versus these process
characteristics of the service: (2) waiting time, (3) continuity of contact with the same
medical staff, (4) amount of information received about the transplant, (5) follow-up
support received, and (6) distance of the transplantation center from home.

Following a pilot study of forty patients, to identify and confirm the six product
elements, a sample of patients who had received a liver transplant (n = 213) were
surveyed. Interestingly, the results of this conjoint study indicated that even in the
extreme case of a life-saving intervention the majority of respondents would exchange a
reduction in health outcome for an improvement in the process characteristics of the liver
transplantation service.
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Where cost is included as an attribute, conjoint analysis has been used to estimate the
willingness of consumers to pay for treatments and or services for which decisions must
be made concerning the allocation of scarce health care resources. San Miguel applied
conjoint analysis to consider women’s preferences for two surgical procedures in the
treatment of menorrhagia (excessive menstrual bleeding): hysterectomy and conservative
surgery. The results indicated that conservative surgery was preferred to hysterectomy as
indicated by higher utility scores and a marginal willingness to pay to have conservative
surgery rather than hysterectomy.

A health insurer may want to trade off preventive against curative benefits when
defining its benefit package, and estimates of willingness to pay can assist in determining
whether the user values a product enough to actually use it. Telser used a conjoint
approach with elderly individuals to measure demand for a new medical device that had
not yet been developed. The study was sponsored by the Swiss government to decide if
this device should be a mandated health insurance benefit. The device was a hypothetical
hip protector that lowered the risk of hip fracture by different amounts.

The conjoint study included the elements of marginal willingness to pay, level of
reduction of the risk of fracture, ease of handling, wearing comfort, and out-of-pocket
cost. The target market was surveyed by conducting five hundred personal interviews.
The results suggested that although individuals are interested in reducing the risk of a
hip fracture, they are not willing to wear an uncomfortable, bulky protector. The overall
willingness to pay for the product was negative, and as a result, the product was not
included as a mandatory health insurance benefit.10

Conjoint analysis has become one of the most popular concept development
and testing tools, particularly for pharmaceutical companies. In using it for drug
design, marketers ask physicians what features they prefer in certain treatment cat-
egories, including effectiveness, side effects, cost to patient, need to use with other
medications to achieve the desired effect, and manufacturer’s reputation.

Although preference data can be used to estimate market share, the company
may not launch the product even if these numbers are favorable. Given the results
of the conjoint analysis, the firm may find that, considering the features consumers
want, the product cannot furnish a sufficient profit to justify its launch.

Marketing Strategy Development. Following a successful concept test, the new-
product manager will develop a preliminary marketing-strategy plan for introducing
the new product into the market. The plan consists of three parts. The first part
describes the target market’s size, structure, and behavior; the planned product posi-
tioning; and the sales, market share, and profit goals sought in the first few years. The
second part outlines the planned price, distribution strategy, and marketing budget
for the first year. The third part describes the long-run sales and profit goals and
marketing-mix strategy.
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Business Analysis. After management develops the product concept and marketing
strategy, it can evaluate the proposal’s business attractiveness. Management needs to
prepare sales, cost, and profit projections to determine whether they satisfy company
objectives. If they do, the concept can move to the development stage. As new
information is gathered, the business analysis will undergo revision and expansion.

Estimating total sales . Total estimated sales are the sum of estimated first-time
sales, replacement sales, and repeat sales. Although the firm has determined potential
market size in a previous step, here analysis of the pattern of sales is introduced. This
pattern depends on whether the product is a one-time purchase (an assisted living
home), an infrequently purchased product (a colonoscopy to screen for cancer or a
PET scanner), or a frequently purchased product (medication for a chronic illness).
For one-time purchased products, the rate of sales growth rises at the beginning,
peaks, and later approaches zero, as the number of units or potential buyers attains
a steady state that is determined solely by new entrants into the market.

Infrequently purchased products exhibit replacement cycles dictated by physical
wearing out or by obsolescence associated with changing styles, features, and per-
formance. Sales forecasting for tangible products in this category calls for estimating
first-time sales and replacement sales separately.

For frequently purchased products, the number of first-time buyers initially
increases and then decreases as fewer buyers are left (assuming a fixed population).
Repeat purchases occur soon, providing that the product satisfies its customers. The
sales curve eventually plateaus, representing a level of steady repeat-purchase vol-
ume and a fixed percentage of new customers who enter the market. (See the section
below on product life cycles.)

Estimating costs and profits . Cost estimates and projections come from a variety
of company sources; for example, R&D, manufacturing, marketing, and accounting
departments. One of the great challenges of determining product cost is how to allo-
cate the indirect expense component. This allocation problem is especially daunting
for products, such as pharmaceuticals or devices, that have been developed over a
number of years. Although generally accepted accounting principles (GAAP) can
provide some guidance, the company must choose a consistent method that meets
its needs.

Health care organizations use the same methods as other industries to evaluate
the financial success of their ventures. The simplest is break-even analysis , in which
management estimates how many units of the product the company needs to sell to
cover its fixed and variable costs. Some firms use price and cost data to estimate the
time it would take to recoup investment and manufacturing costs. Another method
is net present value (NPV) analysis, which uses discounted cash flows to determine
whether an investment meets targeted rates of return.

Another, more complex method of estimating profit is risk analysis simulations,
which employ estimates—for example, optimistic, pessimistic, and most likely—for
each uncertain variable that might affect profitability. The simulation generates
probability distributions of possible outcomes and computes an expected rate of
return.11
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The place the product occupies in the business’s portfolio can determine which
of these tools it will use to evaluate profitability. For example, if a nonprofit hospital
offers a service that fulfills an unmet community need, it will pay more attention
to total budgeted costs rather than financial profitability measures. A pharmaceutical
company that seeks benefit only from augmenting its product line may be concerned
with break-even calculations for its new offering.

Product Development. If the product concept passes the business analysis test, it
is developed into a prototype that (1) embodies the key attributes described in the
product-concept statement, (2) performs safely under normal use and conditions, and
(3) can be produced within the budgeted manufacturing costs. By designing and
testing products through simulation, companies achieve the flexibility to respond
to new information and to resolve uncertainties by quickly exploring alternatives.
Because this step involves a significant increase in investment of money and other
resources, it is critical for the company to decide whether it will proceed.

The task of translating target customer requirements into a working prototype
is helped by a set of methods known as quality function deployment (QFD). The
methodology takes the list of desired customer attributes (CAs) generated by market
research and turns them into a list of engineering attributes (EAs) that the engineers
can use. For example, customers of a proposed laboratory centrifuge may want a cer-
tain acceleration rate (which is a CA). Engineers can turn this need into the required
horsepower and other engineering equivalents (which are EAs). The methodology
permits measuring the trade-offs and costs of providing the customer requirements.
A major contribution of QFD is that it improves communication among marketers,
engineers, and the manufacturing employees.12

Lab scientists must not only design the product’s functional characteristics but
also communicate its psychological aspects through physical cues. How will con-
sumers react to different colors, sizes, and weights? In the case of a mouthwash,
a yellow color supports an “antiseptic” claim (Listerine), a red color supports a
“refreshing” claim (Lavoris), and a green or blue color supports a “cool” claim
(Scope). Marketers need to supply development people with information on what
attributes consumers seek and how consumers judge whether these attributes are
present. The design process must also consider cross-cultural differences in prefer-
ence for such attributes as color, product formulation, and taste.

Market Testing. Consumer testing can take several forms, from bringing consumers
into a laboratory to giving them samples to use in their homes. In-home placement
tests are common with products consumers can use themselves, like glucometers for
diabetics.

After management is satisfied with functional and psychological performance,
the product is ready for a brand name, packaging, and a market test. The new
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product is introduced into an authentic setting to enable the makers to learn how
large the market is and how patients, physicians, hospital personnel, and others react
to handling, using, and repurchasing the product.

Health care consumer-goods market testing. In testing consumer products, the
company seeks to estimate four usage variables: trial, first repeat, adoption, and pur-
chase frequency.

In each of these categories there are four major methods of market testing, which
we list here from the least to the most costly. These methods are particularly helpful to
pharmaceutical companies moving from a prescription-only drug to over-the-counter
(OTC) status.

1. Sales-wave research. In sales-wave research, consumers who initially try the
offering at no cost are reoffered the product, or a competitor’s product, at
slightly reduced prices. The consumers are reoffered this product as many as
three to five times (sales waves), while the company notes how many selected
that product again, along with their reported level of satisfaction.

2. Simulated test marketing. Simulated test marketing calls for finding thirty to
forty qualified shoppers and questioning them about brand familiarity and pref-
erences in a specific product category. These people are then invited to a brief
screening of both well-known and new commercials and print ads. Consumers
then receive a small amount of money and are invited into a store, where they
may buy any items in the relevant product class. The company notes how many
consumers buy the new brand and competing brands. This process provides a
measure of the ad’s relative effectiveness against competing ads in stimulating
trial use. Consumers are asked the reasons for their purchases or their lack of
purchases. Those who did not buy the new brand are given a free sample. Some
weeks later, they are interviewed again by phone to determine their opinions
about product attitudes, usage, satisfaction, and repurchase intention and are
offered an opportunity to repurchase any products.

3. Controlled test marketing. In this method, a research firm manages a panel
of stores that will carry new products for a fee. The company with the new
product specifies the number of stores and geographic locations it wants to test.
The research firm delivers the product to the participating stores and controls
shelf position, number of facings, displays, point-of-purchase promotions, and
pricing. Sales results can be measured through electronic scanners at checkout.
The company can also evaluate the impact of local advertising and promotions
during the test.

4. Test markets. The ultimate way to test a new consumer product is to fully
introduce it into test markets. The company conducts a full advertising and
promotion campaign in these markets similar to the one that it would use in
a national marketing campaign. This method permits assessing the impact of
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alternative marketing plans by varying the approaches in different cities: a
full-scale test can cost over $1 million, depending on the number of test cities,
the test duration, and the amount of data the company wants to collect.

In spite of its benefits, many companies today are skipping full test marketing
programs and relying on faster and more economical methods, such as smaller test
areas and shorter test periods.

Business-goods market testing . Business goods can also benefit from market
testing. Expensive medical equipment such as CT scanners will normally undergo
both alpha testing (within the company) and beta testing (with outside customers
such as hospitals). During beta testing, the vendor’s technical people observe how
test customers use the product; this practice often exposes unanticipated problems
and alerts the vendor to customer training and servicing requirements. The vendor
can also observe how much value the equipment adds to the customer’s operation,
which can inform subsequent pricing.

Another common test method for business goods is to introduce the new product
at trade shows. The vendor can observe how much interest buyers show in the
new product, how they react to various features and terms, and how many express
purchase intentions or place orders.

Commercialization. If the company proceeds with commercialization, it will face its
largest costs to date. For example, this step requires gearing up for large-scale man-
ufacturing and launch of a full marketing campaign. To introduce a major new drug
into the national market, the company may have to spend between $25 million and
$100 million in advertising, promotion, and other communications in the first year.

BUILDING THE BRAND

One of the most important skill sets a marketer can have is the ability to create,
enhance, maintain, and protect brands. Strategic brand management involves the
design and implementation of marketing activities and programs to build, measure,
and manage brands to maximize their value. Most large tangible product companies
are aware of the strategic need to craft and manage brand identity. Unfortunately,
at many health care service organizations, branding is not strategic but only tactical
and frequently is limited to controlling the use of the corporate identity.

The American Marketing Association defines a brand as a name, term, sign,
symbol, or design, or a combination of these, intended to identify the goods or
services of one seller or group of sellers and to differentiate them from those of
competitors.

A brand identifies attributes of the seller or maker. Whether it is a name, trade-
mark, logo, or another symbol, a brand is a seller’s promise to consistently deliver
a specific set of features, benefits, and services. The best brands convey a sense of
trust.13 Brands have up to six levels of meaning (see Table 10.1).
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TABLE 10.1. Levels of Brand Meaning

Meaning Description Example

Attributes A brand brings to mind
certain attributes.

Mayo Clinic suggests
‘‘patients first,’’
treatment of last resort,
collaborative doctors.

Benefits Attributes must be
translated into functional
and emotional benefits.

The attribute ‘‘patients
first’’ could translate into
the functional benefit of
‘‘I feel less tension and
stress as a patient.’’

Culture The brand may represent a
certain culture.

Mayo represents a tradition
based on founder William
Mayo’s 1910 vision that
medicine is a
‘‘cooperative science.’’

Personality The brand can project a
certain personality.

Mayo may suggest an
intelligent, wise, and
caring doctor or a
peaceful healing oasis
(place).

User The brand suggests the kind
of customer who buys or
uses the product.

Mayo services are
purchased by a diverse
group ranging from
international royalty to
people living near one of
its more than sixty
primary care clinics or
twenty-one owned or
managed hospitals.

Source: Adapted from a chart in P. Kotler, A Framework for Marketing Management, 2nd ed. Upper
Saddle River, N.J.: Prentice-Hall, 2003, p. 217.
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Promoting a brand based on only one category of meaning can be risky. A new,
competitive brand may more effectively deliver the underlying benefit, or the benefit
of your product may become less important to buyers. Effective brands strive to
engage customers on a deeper level by satisfying multiple needs and fostering a
relationship with the product.

Most consumer health care products carry a brand name. A few might be labeled
with just a generic name, such as aspirin or iodine. In that case, they may carry a
lower price because the product has lower-quality ingredients, low-cost commodity
ingredients, lower-cost labeling and packaging, or minimal advertising. (Lower qual-
ity is less true of generic and over-the-counter pharmaceuticals, because the FDA
regulates the chemical composition of generic drugs.)

Health service organizations do not often pay the same attention to branding as
do product firms. For example, although all physicians and hospitals have names,
they may not have the status of brands. However some physicians may have achieved
widespread recognition and preference, whether simply due to their quality work or
through further leveraging by some personal marketing (see Field Note 10.3).

FIELD NOTE 10.3.
Physicians Become Brands It is almost unavoidable that certain physicians will
become well-known brands, even if they never undertake any marketing or public
relations efforts to become well known. The fact is that people needing a physician almost
always ask others ‘‘Who are the best physicians?’’ A physician’s reputation is built through
their patients’ satisfaction and word of mouth. And physicians who invent new medical
procedures become known nationally and internationally, such as Dr. Michael DeBakey
(world-famous heart surgeon), Dr. Jonas Salk (inventor of the Salk vaccine against infantile
paralysis), and Dr. Kenneth Cooper (developer of aerobics).

But even in large cities, there are ‘‘star’’ physicians by specialty.
Consider Dr. Lowell Scott Weil. Dr. Weil is a celebrity podiatrist. He is the team

podiatrist for the Chicago Bears and the Chicago White Sox, and a podiatry consultant to
the Chicago Bulls. He was also team podiatrist for the U.S. Gymnastics Olympic Team. It
is not surprising that he numbers among his patients some star athletes, ballerinas, and
others prone to foot injuries.

Part of his early fame came from his contributions in the area of foot surgery
implants. He codeveloped surgical implants with Dow Corning, Richards Manufacturing,
and Collagen Corporation. Some are no longer in use, he says, because ‘‘things change
so quickly . . . and each invention stimulates others in the field to develop even better
versions of the device.’’

He worked with Dr. Steve Smith to develop one of the most famous podiatric surgical
residency programs, Northlake Hospital, in a suburb north of Chicago. The Northlake
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program serves over one hundred patients a week because of its excellent teaching staff.
‘‘Back then, it was known as the ‘Mayo Clinic of the feet,’ ’’ said Dr. Weil.

Podiatrists have experienced some tensions with orthopedic doctors. Weil says that
orthopedists will take foot cases but often aren’t as up to date with the latest methods
and after-surgery procedures as podiatrists. He would be much happier getting the foot
cases and recommending ankle and knee work to orthopedists.

Dr. Weil is an established brand, partly because of his training and surgical contribu-
tions, and partly because he often hangs out with Mike Ditka, Michael Jordan, and other
athletes at the ball games or in his offices.
Source: M. Gorman, ‘‘Podiatrist to the Bears, Bulls, and White Sox,’’ Podiatry Today, April
1991.

Sellers of health care products and services who are successful at branding find
that the cost and effort can provide the following benefits:

■ Making it easier for the seller and buyer to process orders

■ Legally protecting unique product features (particularly when a trademark is
registered)

■ Allowing the seller to attract loyal, profitable customers

■ Permitting the organization to charge more because the brand has higher per-
ceived quality

■ Helping the seller segment markets by offering different brands with different
features for different benefit-seeking segments

■ Allowing the firm to more easily launch extensions because the brand has high
credibility

■ Helping build the corporate image, easing the way for new brands and wider
acceptance by distributors and customers

■ Reducing marketing costs because of high brand awareness and loyalty

■ Giving an organization more leverage in negotiating with its channel partners

■ Offering some defense against price competition

■ Helping customers distinguish quality differences and shop more efficiently

The strategic brand management process involves three main stages:

1. Developing the brand

2. Measuring brand equity

3. Repositioning the brand

We will discuss each of these processes in the following section.
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Developing the Brand

The health care organization must start by choosing a brand name. Desirable qualities
for a brand name include the following:

■ It should suggest something about the product’s benefits. Example: Hemopure,
a human blood substitute from Biopure, a company that manufactures artificial
blood.

■ It should suggest product qualities. Example: HealthStream Express, an online
training solution designed to meet the needs of smaller health care organizations.

■ It should be easy to pronounce, recognize, and remember. Example: BluePerks,
the health service discount program from Blue Cross Blue Shield of Tennessee.

■ It should be distinctive. Example: Aircast, a manufacturer of orthopedic support
supplies.

Although creating a brand identity certainly involves choosing a name, logo,
colors, tagline, and symbol, the process goes beyond these visual cues. Branding
offers a contract to the customer regarding how the brand will perform—and the
contract must be honest. Consider the following example:

Several years after it purchased a community hospital in an adjacent community,
an academic medical center (AMC) in the Southeast wanted to change its name
in order to leverage the AMC brand and increase market share.

Focus group research was conducted with members of the target market
in the nearby area to learn which specific names would be most appealing and
why. The research showed that if the community hospital were branded with
the name of the AMC, the market would expect the same physicians and level
of quality as the AMC. They would also expect a quick and easy transfer from
the hospital to the AMC if specialty care was needed. Unfortunately, the AMC
did not follow the preferences of the market; it simply changed the signage on
the community hospital to reflect the new ownership. The mediocre financial
performance of the community hospital did not improve.

FOR EXAMPLE

Brand strategy varies according to whether the brand is a functional brand, an
image brand, or an experiential brand. Consumers purchase a functional brand to
satisfy a functional need, such as urgent care for a minor illness or injury or a bandage
for a wound. Functional brands rely heavily on “product” or “price” features. Image
brands have features that consumers differentiate from other choices based on such
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attributes as quality. Image brands also convey a statement about the user—typically
something positive. An example of selecting a health care image brand could be a
patient choosing to visit a hospital just because it has been highly ranked in the
U.S. News & World Report. As the image brand says something about the person
who uses it, reliance on external sources for brand choice is logical. Experiential
brands involve the consumer beyond simply acquiring the product. The consumer
encounters “people” and “place” with these brands, as happens when a patient visits
a medical resort at Vail, Colorado, for an elective plastic surgery procedure combined
with a family vacation.

Over time, each type of brand can be developed further. A company can introduce
line extensions whereby an existing brand name is extended to new variations in the
product category, as in the following example:

Hospital Corporation of America (HCA) made the line extension decision in
the mid-1980s when it started to use its Nashville-based flagship hospital’s
brand name on every hospital that it owned or managed nationwide. This
extension was intended to achieve marketing communication economies of
scale and foster consumer and physician belief that the HCA hospital in their
local community would represent high-quality care. The company placed the
brand name ‘‘HCA’’ as prefix in all of its hospitals’ signage and marketing
communications. Unfortunately, the quality of hospital services delivered by the
different HCA hospitals varied widely, and the brand integrity was degraded.
When HCA merged with Columbia Health care, the names of all the hospitals
changed again: the ‘‘HCA’’ brand name was replaced with the ‘‘Columbia’’
brand name. Not long after the merger, Columbia was prosecuted by the
federal government for billing irregularities and other alleged wrongdoing. It
took several years, but eventually the Columbia brand name was removed and
the local hospitals once again returned to the names in use before the HCA
branding campaign started.

FOR EXAMPLE

An organization can also extend its brand name into new product categories;
introduce several brands in the same product category; introduce new brands with
new brand names in a new product category; and cobrand with another well-known
name.

An excellent example of cobranding is the adult oncology collaboration among
Dana-Farber Cancer Institute and two Partners HealthCare hospitals, Massachusetts
General Hospital and Brigham and Women’s Hospital in Boston. Each year, the three
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hospitals that comprise Dana-Farber/Partners Cancer Care provide comprehensive,
multidisciplinary services to more than twelve thousand new cancer patients. Patients
come from around the world for access to treatments that offer the greatest promise
and clinicians who are renowned for their excellence and compassion.

Increasing brand awareness will create name recognition, brand knowledge, and
possibly some brand preference, but it does not create brand bonding. Brand bonding
occurs when customers experience the organization delivering on its benefit promise.

Heidi and Don Schultz recommend a six-step brand development process for
marketing managers:14

1. Organizational values should be used to support the brand.

2. All employees need to live the value proposition.

3. Organizations need to create positive customer experiences at every contact
point.

4. Organizations should define the brand’s basic essence to be delivered in every
market.

5. Firms must use the brand-value proposition to drive their strategy, operations,
and product development.

6. Organizations need to measure brand-building results according to measures
such as customer retention and customer advocacy.

Measuring Brand Equity
Brands vary by the power and value they have in the marketplace. At one end of the
spectrum are brands that are unknown. At the opposite end are brands with a high
level of brand awareness. For example, if you ask the average person to name a
brand of health insurance, chances are the answer will be “Blue Cross.” Brands with
high awareness are further segmented by the value of their brand acceptability and
brand preference. The ultimate brand goal is to have a high level of brand loyalty .
Aaker has identified five levels of customer attitude toward brands in general:15

1. Customer will change brands, especially for price reasons. No brand loyalty.

2. Customer is satisfied. No reason to change the brand.

3. Customer is satisfied and would incur costs by changing brand.

4. Customer values the brand and sees it as a friend.

5. Customer is devoted to the brand.

Brand equity in this framework is highly related to how many customers are in
classes 3, 4, and 5. When patients feel very positive about their physician, hospital,
or medicine brand, we say that the brand equity of these respective entities is high.

Marketing managers can maximize their brand’s equity by understanding the
associations consumers make among the brand’s chief perceived attributes as well
the strength of these connections. Often these links are graphically displayed in brand
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concept maps. For example, the Mayo Clinic brand has associations including “leader
in medical research,” “best doctors in the world,” and “known world-wide”; these
associations relate to product attributes and brand character as well as consumer emo-
tions. The individual maps are then aggregated into consensus maps and can be seg-
mented by consumer type (such as expert, novice, and nonusers). Brand concept maps
provide managers with a clear image of a brand’s strengths and possible weaknesses.

Brand equity is usually tracked with a set of metrics such as awareness, accept-
ability, preference, market share, and relative price compared to competitors. Brand
valuation, on the other hand, refers to estimating the total financial value of the brand.
This value has important implications for stock pricing and the financial terms of
mergers and acquisitions.

Companies need to periodically audit their brands’ strengths and weaknesses.
One tool, Kevin Keller’s brand report card, is designed to assess whether a brand
has the ten characteristics of a strong brand:16

1. It excels at delivering the benefits customers truly desire.

2. It stays relevant to customers over time.

3. Pricing truly reflects consumers’ perceptions of value.

4. It is properly positioned.

5. It stays consistent.

6. Subbrands relate to one another in an orderly way within a portfolio of brands.

7. A full range of marketing tools is employed to build brand equity.

8. The brand’s managers understand what the brand means to customers.

9. The organization gives the brand proper support and sustains it over the long term.

10. The organization consistently measures sources of brand equity.

By developing metrics to grade a brand according to how well it addresses each
characteristic, managers can come up with a comprehensive brand report card. They
should apply the same scorecard to their competitors’ brands to understand their
relative strengths and weaknesses.

Repositioning the Brand
An organization will occasionally discover that it may have to reposition a brand
because of new competitors or changing customer preferences. Several situations
might warrant repositioning moves. A well-known hospital such as the Mayo Clinic
may decide to open in new locations and build a reputation as a national or interna-
tional hospital system. An over-the-counter brand may face a new challenge and want
to reposition itself, as happened in 1982 when McNeil’s Tylenol brand was the target
of random retail poisonings in the Chicago market. McNeil immediately withdrew
its product from the market, repackaged it to prevent tampering, and repositioned its
brand to make safety, as well as effectiveness, its major selling points.
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Repositioning is usually called for when hospitals are merged. Consider the
merger of the New York Hospital and the Presbyterian Hospital in 1998 under the
new name NewYork-Presbyterian Healthcare System:17

Because these rival institutions were direct competitors, they duplicated many
of the same services. Further, although each of these teaching hospitals had
a distinguished history, both were ailing because of changing economic and
social conditions. For example, Presbyterian’s neighborhood began to change
after World War II with an influx of poorer residents and exodus of the more
affluent patients to other hospitals. The merger was undertaken to cut costs
and build a stronger single hospital system. Fortunately, the hospital hired Dr.
Herbert Pardes, the nation’s first psychiatrist to run a major medical center.
Although he merged all of the hospitals’ administrative functions and moved to
consolidate many medical units, in order to satisfy local interests he preserved
separate clinical areas in psychiatry, neurosurgery, and pediatrics, in spite of
redundancies He implemented a patient-centered ethic in the hospital by such
actions as personally visiting patients’ bedsides, requiring nurses to memorize
all the patients’ and family members’ names, and having the rooms and lobbies
repainted in soothing pastel hues—all of which won plaudits from patients,
doctors, and nurses. Through the hospitals’ combining a large dose of human
compassion with effective management, the repositioned brand image of a
caring hospital earned NewYork-Presbyterian U.S. News and World Report’s
ranking of top medical institutions for six years in a row, and in 2005 New York
magazine ranked it as the overall leader in its ‘‘Best Hospitals’’ survey. The brand
repositioning also translated into a successful fundraising campaign—nearly
$1 billion in seven years.

FOR EXAMPLE

MANAGING THE STAGES OF THE PRODUCT LIFE CYCLE

In an environment as dynamic as health care, an organization’s marketing strat-
egy must change as the product, market, and competitors change over time. In this
section we describe the concept of the product life cycle (PLC) and the changes that
organizations make as the product passes through each stage of the life cycle.

To say that a product has a life cycle is to assert four things:

■ Products have a limited life.

■ Product sales pass through distinct stages, each posing different challenges,
opportunities, and problems to the seller.
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■ Profits rise and fall at different stages of the product life cycle.

■ Products require different marketing, financial, manufacturing, purchasing, and
human resource strategies in each life-cycle stage.

Product Life Cycles
The PLC concept can be used to analyze a product category (pharmaceuticals), a
product form (drug tablets), a product (statin drugs), or a brand (Lipitor). Most
product life-cycle curves are divided into four stages: introduction, growth, maturity,
and decline. The shapes of these curves will depend on the nature of the product
and the environment in which it is used. The units on both axes also vary with the
product. Sales can range from hundreds of thousands to billions of dollars. Likewise
the time can vary, from weeks to centuries (consider aspirin use).

1. Introduction: A period of sales growth as the product is introduced in the
market. Profit margins are frequently nonexistent because of the heavy expenses
of product introduction. Because of this large allocation of development costs
at this point, sales volume is used to measure success.

2. Growth: A period of rapid market acceptance and substantial profit improve-
ment. Sales volumes as well as rate of increase in that volume are measures of
success; for example, new prescriptions in the case of a pharmaceutical launch.

3. Maturity: A slowdown in sales growth because the product has achieved accep-
tance by most potential buyers. Profits stabilize or decline because of increased
competition. Actual profitability figures are now used to gauge product success.

4. Decline: Sales show a downward drift and profits erode.

Three common PLC patterns are shown in Figure 10.1.
The first pattern is characteristic of products that become rapidly popular but

for which enthusiasm dies rather quickly. In consumer goods, these products would
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FIGURE 10.1. Different Product Life Cycle Patterns
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be considered fads. In health care, fads may play a role in alternative medical prod-
ucts or practices; for example, the Grapefruit Diet. Another reason for this pattern,
however, is the emergence of unanticipated safety concerns shortly after product
launch. Further, this pattern may be normal for some products; for example, dif-
ferent influenza vaccines are produced annually to cover anticipated strains; the
vaccine is administered in the United States over several months and then ceases to
be used.

The second pattern is more typical of most products and services. After intro-
duction, a steady growth pattern develops into the product’s maturity. At that time,
the need (demand) for the product declines, or competitors offer substitutes that may
have enhanced value, or both may occur. Successful product revisions, such as new
features or uses, can result in additional peaks, resulting in a scalloped pattern (not
shown in the figure).

The third pattern is for products that have long-established needs and for which
competition is minimal. An example in this category is smallpox vaccines. Vac-
cination started in earnest in the United States during the Revolutionary War and
gained in popularity and use over the next two centuries. The vaccine use declined
as incidence of the disease waned worldwide and then ceased when the WHO finally
declared it eradicated in 1980.

Services also have identifiable life cycles. For a quarter of a century, treating
coronary artery disease through surgical and catheter-based intervention has been a
highly profitable business for hospitals. Coronary artery bypass grafts, or CABGs, are
high-margin surgeries (surgeries with a high profit margin) that circumvent blocked
arteries in the heart using vascular tissue frequently taken from veins in the patient’s
leg. CABG volumes started to slow down a couple years after the introduction of
stents in the mid-1990s. Then CABG volumes slowed down further with the advent
of the more “efficacious” drug-eluting stents (see Figure 10.2).

We will now discuss each phase of the product life cycle patterns in more depth.

Introduction Stage and the Pioneer Advantage
The introduction stage takes place when the new product or service is first made
available to the marketplace. Introduction into one or more markets takes time, and
sales growth is apt to be slow. Sales of new health care products and services are
slowed by such additional factors as product complexity, regulatory approval, and
establishing channel partners, such as physicians and third-party payers.

In the introduction stage, costs are high because of low adoption and heavy pro-
duction, distribution, and promotion expenses. Promotion costs-to-sales ratios are at
their highest because of the need to build awareness, secure distribution channels, and
generate trial purchases. Profits are negative or low in the introduction stage. Firms
focus on those potential customers who are the readiest or most able to buy. In the
consumer goods sector, these customers usually come from higher-income groups;
in the health care field, the greatest potential is in the group with comprehensive
health insurance benefits. In developing countries, where government resources are
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scant and private insurance companies are rare, firms focus on those with the greatest
disposable incomes.

In addition to all the new product characteristics previously mentioned, compa-
nies must also decide when to enter the market. To be first can be rewarding, but also
risky and expensive. To come in later makes sense if the firm can bring superior tech-
nology, quality, or brand strength. For example, by being the first drug introduced in
the U.S. market for erectile dysfunction, Pfizer’s Viagra has retained sales leadership
over rivals Cialis (Eli Lilly) and Levitra (copromoted by Bayer, GlaxoSmithKline,
and Schering Plough). On the other hand, American Home Products (now part of
Wyeth) was first in the market to produce fenfluramine, which dieters combined with
phentermine to lose weight. When the combination was subsequently found to cause
heart valve problems, the former medication was pulled from the market and resulted
in a multibillion-dollar legal settlement.
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In an age in which the rate of technology development is increasing, companies
must also reduce cycle time for their products. This process spans drug discovery,
small and large clinical trials, patent application, and launch of drug into the market.
One study found that products that came out six months late—but on budget—earned
an average of 33 percent less profit in their first five years; products that came out
on time but 50 percent over budget cut their profits by only 4 percent.18

Growth Stage
If all goes well and the new product satisfies market needs, sales will start climb-
ing. Early adopters like the product, and additional consumers start buying it. New
competitors enter, introduce new product features, and expand distribution.

Prices remain where they are or fall slightly, depending on how fast demand
increases. It should be noted that price competition is not typically a feature of
noncommodity products, like branded pharmaceuticals. Companies frequently main-
tain their promotional expenditures at the same or at a slightly increased level to
meet competition and to continue to educate the market. Sales rise much faster than
promotional expenditures, causing a welcome decline in the promotion cost-to-sales
ratio. Profits increase during this stage as promotion costs are spread over a larger
volume and unit manufacturing costs fall. During this stage, firms must watch for a
change from an accelerating to a decelerating rate of growth; the firm can use several
strategies to sustain rapid market increases:

■ Improve product quality, add new product features, and improve styling.

■ Add new models and flanker products (for example, products of different sizes,
flavors, and so forth that protect the main product).

■ Enter new market segments.

■ Increase distribution coverage and enter new distribution channels.

■ Shift from product-awareness advertising to product-preference advertising.

■ Lower prices to attract the next layer of price-sensitive buyers.

These market expansion strategies strengthen the firm’s competitive position.
A firm in the growth stage faces a trade-off between high market share and high
current profit. By spending money on current product improvement, promotion, and
distribution, it can capture a dominant position, forgoing maximum current profit in
the hope of garnering even greater future returns.

Maturity Stage
At some point, the rate of sales growth will slow, and the product will enter a stage
of relative maturity. This stage normally lasts longer than the previous stages and
poses big challenges to marketing management. Most current products are in the
maturity stage of the life cycle, and most marketing managers cope with problems of
the mature product.
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This stage divides into three further phases: growth, stable, and decaying matu-
rity. In the first phase, the sales growth rate starts to decline. There are no new
distribution channels to fill. In the second phase, sales flatten on a per capita basis
because of market saturation. Most potential consumers have tried the product, and
future sales are governed by population growth and replacement demand. In the third
phase, decaying maturity, the absolute level of sales starts to decline, and customers
begin switching to other products.

The sales slowdown creates overcapacity in the industry, which leads to inten-
sified competition. Competitors scramble to find niches, engage in frequent mark-
downs, and increase advertising and consumer promotion. In commercial markets,
they may also increase R&D budgets to develop product improvements and line
extensions and make deals to supply private brands. A shakeout begins, and weaker
competitors withdraw. The industry eventually consists of well-entrenched competi-
tors whose basic drive is to gain or maintain market share.

Surrounding these dominant organizations is a multitude of competitors that
occupy highly specialized market niches, including market specialists, product spe-
cialists, and customizing firms. A firm can dominate a market niche by becoming
a quality leader, service leader, or cost leader. The issue facing a firm in a mature
market is where to place itself among these competing companies.

Market Modification. The company might try to expand the market for its mature
brand by working with the two factors that make up sales volume:

Volume = number of brand users × usage rate per user

It can try to expand the number of brand users by these methods:

■ Converting nonusers. The key to the growth of LASIK eye surgery is the con-
stant search for new users to whom ophthalmologists can demonstrate the benefits
of not using eyeglasses or contact lenses.

■ Entering new market segments. When Mayo Clinic decided to establish primary
care clinics and alliances with hospitals in Jacksonville, Florida, and Phoenix,
Arizona, it boosted market share and expanded its referral network.

■ Winning competitors’ customers. GlaxoSmithKline’s Flonase brand nasal spray
is continually battling against branded and generic nasal sprays offered by other
companies.

Product Modification. Managers also try to stimulate sales by modifying the prod-
uct’s characteristics through quality improvement, feature improvement, or style
improvement.

Quality improvement aims at increasing the product’s functional performance. A
manufacturer can often overtake its competition by launching a “new and improved”
product. This strategy is effective to the extent that the quality is improved, buyers
accept the claim of improved quality, and a sufficient number of buyers will pay
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for higher quality. For example, Marion Merrill Dow (now part of Sanofi-Aventis)
was a product innovator with its cardiovascular drug Cardizem (diltiazem). Because
of its relatively short half-life, patients needed to take this medication every six
to eight hours. When generic competition threatened market share, the company
launched Cardizem SR, which could be taken every twelve hours. When gener-
ics subsequently challenged that medication, the company introduced once-a-day
Cardizem CD. Because the delivery and form of the longer-lasting formulations
were new, the company did well for years by extending its patents.

Feature improvement aims at adding new features (for example, size, weight,
materials, additives, accessories) that expand the product’s versatility, safety, or con-
venience. We presented the example of Vytorin (Zocor and Zetia) earlier. This strat-
egy has several advantages. New features build the company’s image as an innovator,
win the loyalty of market segments that value these features, provide an opportunity
for free publicity, and generate sales force and distributor enthusiasm. The chief
disadvantage is that feature improvements are easily imitated, unless they include
unique components or they can derive a market share gain from being first of its kind.

Style improvement aims at increasing the product’s esthetic appeal. The periodic
introduction of new car models is largely about style competition, as is the intro-
duction of new packaging for consumer products. Before Northwestern Memorial
Hospital built its new facility, the organization conducted extensive market research
to understand what its potential patients desired in facility appearance. The consis-
tent reply was: “We want a hospital that doesn’t look like a hospital.” Using this
feedback, the design resulted in a building that looks more like an upscale hotel than
a health care institution. In this case, starting anew using marketing research was
not only possible but desirable. Companies can run risks, however, if style changes
interfere with or confuse the public’s positive perception of the brand. Imagine if,
in the example that began this chapter, Blue Cross Blue Shield not only designed a
new product but also modified its logo. Tampering with that trusted brand identity
could have doomed the new product launch.

Marketing Program Modification. Product managers may also try to stimulate sales
by modifying other marketing program elements. They should ask the following
questions:

■ Prices: Would a price cut attract new buyers? If so, should the list price be lower-
ed, or should prices be lowered through price specials, volume or early-purchase
discounts, or easier credit terms? Alternatively, would it be better to raise the
price to signal higher quality?

■ Distribution: Can the organization obtain more product support through its exist-
ing outlets and referral channels, or should it introduce the product into new
distribution channels?
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■ Advertising: Should advertising expenditures be increased? Should the message
or copy be changed? Should the media mix be changed? Should the timing,
frequency, or size of ads be changed?

■ Personal selling: Should the number or quality of salespeople be increased?
Should the basis for sales force specialization be changed? Should sales territo-
ries be revised? Should sales force incentives be revised? Can sales-call planning
be improved?

■ Services: Can the company speed up delivery? Can it extend more technical
assistance to customers? Can it extend more credit?

Marketers often debate which tools are most effective in the mature stage.
For example, would the company gain more by increasing its advertising or its
sales-promotion budget? Sales promotion has more impact at this stage because
consumers have reached equilibrium in their buying habits and preferences, and
psychological persuasion (advertising) is not as effective as financial persuasion
(sales-promotion deals). Many consumer-packaged-goods companies now spend over
60 percent of their total promotion budget on sales promotion to support mature
products. Other marketers argue that brands should be managed as capital assets
and supported by advertising. Brand managers often use sales promotion because its
effects are quicker and more visible to their superiors, but excessive sales-promotion
activity can hurt the brand’s image and long-run profit performance.

Decline Stage
Sales eventually decline for a number of reasons, including technological advances,
shifts in consumer tastes, and increased domestic and foreign competition. All lead
to overcapacity, increased price cutting, and profit erosion. The decline might be
slow, as in the case of X-ray film or paper-based medical records, or rapid, as in the
case of laparoscopic surgery replacing certain procedures. Sales may plunge to zero,
or they may petrify at a low level.

As sales and profits decline, some firms withdraw from the market. Those remain-
ing may reduce the number of products they offer, withdraw from smaller market
segments and weaker trade channels, cut their promotion budgets, or reduce prices
further, or a combination of these actions. Unfortunately, many companies have not
developed a policy for handling aging products.

With declining drug R&D productivity and maturing product portfolios, it is
especially important for pharmaceutical companies to maximize revenues through
lifecycle management. A classic example of rapid decline is when a patent expires
for a pharmaceutical and generics enter the market. Upon patent expiration, com-
panies risk losing up to 80 percent of brand sales, highlighting the importance of
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implementing successful strategies for brand protection and market expansion. Phar-
maceutical companies need to maximize revenue at all stages of the product lifecycle
and minimize the impact of generic competition on their brands. Examples of possible
strategies to address the loss of market share to generics include the following: obtain-
ing rapid approval for over-the-counter branded versions—for example, Claritin;
indication expansion—for example, expanding approved use to a new population,
like children, or new illness categories; and reformulation, as mentioned in the earlier
example of Cardizem.

Unless there are strong reasons for retention, such as complementing a product
line, carrying a weak product is very costly to the firm. It absorbs a disproportionate
share of uncovered overhead and management’s time, while requiring frequent price
and inventory adjustments, short production runs, and both advertising and sales
force attention that might be better used to make healthy products more profitable.
Outmoded products can also cast a shadow on the company’s image. The biggest
cost might well lie in the future; failure to eliminate weak products may delay an
aggressive search for more innovative replacement products.

In handling aging products, a company faces a number of tasks and decisions.
The first task is to establish a system for identifying weak products. Many companies
appoint a product-review committee, with representatives from marketing, R&D,
operations, and finance. The controller, marketing, and strategic planning departments
usually supply data and analysis for each product, showing trends in market size,
market share, prices, costs, and profits. The managers responsible for questionable
products complete rating forms showing where they think sales and profits will go,
with and without any changes in marketing strategy. The product-review committee
then makes a recommendation for each product—leave it alone, modify its marketing
strategy, or drop it.19

Although some companies abandon aging products, others look for opportuni-
ties. A prime example is Ovation Pharmaceuticals. According to founder Jeffrey
Aronin:20

With the consolidation of big pharma, it became clear that bigger pharma companies
needed to focus on much-larger products to get the growth they wanted. This meant
a marginal drug for a company would no longer meet the financial threshold and
would no longer receive commercial or clinical dollars.

We recognized that we could acquire these products and add value through
lifecycle management—new product improvements and new indications—as well as
commercial efforts. This is not a completely new concept, but what I saw that was
different and important for our business to concentrate on is the high-need drugs
with a focused specialty physician group. We have stayed true to this with five central
nervous system (CNS) drugs and three rare disease drugs [www.ovationpharma.com].



Developing and Branding New Offerings 313

BUILDING, MAINTAINING, AND TERMINATING A BRAND

The presence and extent of industry exit barriers can significantly influence when a
firm abandons declining markets.21 Such exit barriers include legal or moral obli-
gations, contracts with joint venture partners, lack of alternative opportunities, and
government restrictions. In studying declining industries, we see that five strategies
are available to a firm:22

■ Increase the firm’s investment (to dominate the market or strengthen its compet-
itive position).

■ Maintain the firm’s investment level until the uncertainties about the industry
are resolved.

■ Decrease the firm’s investment level selectively, by dropping unprofitable cus-
tomer groups, while simultaneously strengthening the firm’s investment in lucra-
tive niches.

■ Harvest (“milk”) the firm’s investment to recover cash quickly.

■ Divest the business quickly by selling or disposing of its assets as advantageously
as possible.

An example is a commercial health care insurer that may decide to drop a prod-
uct that may involve a whole customer segment, like small businesses. If the product
has strong distribution and residual goodwill, the company can probably sell it to
another firm. If the company can’t find any buyers, it must decide whether to liqui-
date the brand quickly or slowly. In either case, it must decide how and how long
to serve existing customers while exiting the market. As well, it must consider the
consequences for its reputation in terms of its more profitable lines. Hospitals that
cease to provide certain services face similar issues. For example, the University
of Chicago Hospitals (among other institutions in the city and around the country)
pulled out of the regional trauma care network in late 1980s, citing significant finan-
cial losses. Communities were outraged when they learned that victims of gunshot
wounds and auto accidents would need to travel miles for emergency care.

The attractiveness of the sector and the company’s competitive strength in it can
also influence withdrawal decisions. For example, a company that is in an unattractive
industry but possesses competitive strength can consider shrinking selectively. A
company that is in an attractive industry and has competitive strength should consider
strengthening its investment.

The Product Life Cycle (PLC) Concept: A Critique
Although the PLC concept helps marketers interpret product and market dynamics
and can be used for planning and control, it is less useful as a forecasting tool. The
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theory has its share of critics, and Dhalla and Yuspeh assert that the PLC is difficult to
validate.23 Their research shows that some product classes (such as anti-inflammatory
medications) have maturity stages that last for centuries, assuming that they satisfy
some basic need. Product forms (such as aspirin) tend to exhibit less stability than
product class. They assert that the PLC applied to brands (such as Bayer aspirin)
has even less validity, claiming that life-cycle patterns are too variable in shape and
duration. Critics also allege that marketers can seldom identify the correct stage of
the product. For example, it may appear to be mature when actually it has reached
a plateau prior to another upsurge. They also charge that the PLC pattern is the
result of marketing strategies rather than an inevitable course that sales must follow.
Consider the following scenario:

Suppose a brand is acceptable to consumers but has a few bad years because
of such factors as poor advertising, delisting by a major chain, or entry of a
‘‘me-too’’ competitive product backed by massive sampling. Instead of thinking
in terms of corrective measures, management begins to feel that its brand has
entered a declining stage. It therefore withdraws funds from the promotion
budget to finance R&D on new items. Because of these actions, the following
year the brand does even worse. The PLC is a dependent variable that is
determined by marketing measures; it is not an independent variable to which
companies should adapt their marketing programs.24

FOR EXAMPLE

Because the PLC focuses on what is happening to a particular product or brand,
rather than on what is happening to the overall market, it yields a product-oriented
picture rather than a market-oriented picture. Firms need to visualize a market’s evo-
lutionary path as it is affected by new needs, competitors, technology, channels, and
other developments. In the course of a product’s or brand’s existence, its positioning
must change to keep pace with market developments.

SUMMARY

Every health care organization must be skilled in developing new products and
services to meet the changing market demands. The risks of new product development
are many, but it is even more risky to not change with the times.

The challenge is to master the eight steps of new product development: idea
generation and screening, concept development, concept testing, market strategy
development, business analysis, product development, market testing, and commer-
cialization.
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Each new product or service needs a branding strategy that includes naming the
product and developing a logo, tagline, color, and symbols. Success in branding will
be reflected in rising brand equity.

The branded product will pass through four stages of a product life cycle: intro-
duction, growth, maturity, and decline. A different set of marketing strategies is
required in each stage. For example, in the mature stage, strategies of market mod-
ification, product modification, and marketing program modification can extend the
product’s profitable life. At the same time, marketers should recognize that there is
nothing inevitable about the product’s life cycle.

DISCUSSION QUESTIONS

1. A hospital introduced an annual health testing service geared to executives. How
can the hospital marketer identify the four PLC stages for this product line as it
evolves? What would be the signs of this service entering the decline stage and
what strategies can be used to resurrect it if it enters this stage?

2. Health information systems companies have earned a reputation for marketing
new products that do not always perform as promised. Would you classify this
perception as new product failure? Why or why not?

3. Brands can clearly indicate to their target markets that they are in a particular
category. Explain three ways in which they accomplish this goal and provide
examples for a business-to-consumer (B2C) health care product or service and
a business-to-business (B2B) health care product or service.

4. You are working in the marketing department of a health plan that seeks to
increase penetration in the Hispanic market segment. You need to decide if
it would be better to market a new line under a new brand name or use the
existing brand name under a line extension strategy. List the advantages and
disadvantages of each strategy and present your recommendation.





CHAPTER

11
PRICING STRATEGIES
AND DECISIONS IN

HEALTH CARE

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. How do health care consumers, providers, and companies process and evaluate
prices?

2. What are the different methods and seven steps for setting an initial price for
a product or service?

3. How should prices be adapted to meet varying circumstances and opportunities?

4. When should an organization initiate a price change?

5. How should an organization respond to a competitor’s price change?

6. What influence do government and private payers have on pricing decisions?

317
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OPENING EXAMPLE
How Johnson & Johnson Tried to Reduce the Price of Its Stents to Save
Its Market Share If a medical device company lowers its product prices, does its rival
need to respond in kind? Consider the following example.

Boston Scientific introduced its drug-eluting Taxus cardiac stent in 2004. Stents are
used to prop open narrowed arteries after they have been opened through a procedure
known as angioplasty. The drug-eluting coatings reduce the buildup of scar tissue that can
lead to the need for repeat procedures. After its introduction, Taxus immediately captured
two-thirds of the market from Johnson & Johnson’s coated stent, Cypher, which had
received FDA approval almost one year before. These stents were the only drug-eluting
versions in the market at the time.

Within the year, Johnson & Johnson dropped the price of Cypher by 19 percent, from
$2,900 to $2,350; however, its market share did not significantly change. Boston Scientific
lowered the Taxus price by only 4 percent, from $2,675 to $2,575, also maintaining its
market share.

Few physicians choose stents based simply on price. Instead, they rely on scientific
data about effectiveness, ease of use, ready availability, and product service. To this
customer segment, a higher-priced product can be a better value than the lower-priced
one. Although Boston Scientific changed positions with Johnson & Johnson as the
premium-priced brand, it maintained the leading market share.

The price cut was a competitive move made by Johnson & Johnson after it had
struggled with manufacturing and supply problems. Cardiologist Joe Kozina at Mercy
General Hospital in Sacramento said that he was offered the lower-priced Cypher stent,
but continued to use the Taxus because he finds it is easier to place in blood vessels.
‘‘Pricing makes no difference if I can’t get the stent into the patient,’’ Kozina said.

Other physicians who experience fewer clinical differences are more price sensitive;
they see Boston Scientific following the market and lowering its prices.
Source: Kerber, R., ‘‘Price Fight Is Looming Over Stents,’’ Boston Globe, Jan. 31, 2005.

OVERVIEW: UNDERSTANDING PRICING

Every nonprofit and for-profit health care organization sets prices on its services and
products. The concept of price is the same whether it is termed a co-payment (for a
doctor’s visit or pharmaceutical purchase), a deductible (for a hospital admission), a
per diem (a hospital price to an insurer), tuition (for medical school education), or a
room-and-board fee (for a nursing home stay).

Price is the single marketing element that results in revenue; the others all result
in costs. Price is also more easily and quickly changed than product features, channel
structure, and promotional strategies and tactics. Price can also communicate to the
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market the company’s value and positioning of its product or brand. A well-designed
and marketed product can command a price premium and reap big profits for its
products—as some of the leading drug companies have found. Many marketers,
however, neglect their pricing strategies—one survey found that managers spent
less than 10 percent of their time on pricing.1 As Johnson & Johnson realized in the
opening example, pricing decisions and repercussions are very complex—especially
in the rapidly changing health care environment. Health care marketers need to
remember that a price decision will impact the organization and its marketing strat-
egy, target markets, and brand positionings. It will also affect its customers and
competitors as well as the marketing environment.

Because of the presence of health insurance, until recently consumers have
been shielded from price concerns. However, consumers are now more engaged in
price-seeking due to their increased out-of-pocket expenses. Further, new software
applications are allowing buyers to compare prices instantaneously through on-line
robotic shoppers or “shopbots.” For example, the relatively high price of pharma-
ceuticals has encouraged consumers to use the Web to shop for drugs sold in the
United States and internationally. At the same time, computer technology makes it
easier for sellers to use software that monitors customers’ movements over the Web
and allows them to customize offers and prices.

Current Issues
The public often views pricing in the health care sector as inconsistent and mys-
terious. For example, consumers often ask, Why is it that one pill costs pennies
and another that apparently does the same thing costs a hundred times as much?
Service prices also can vary widely, as the examples in Field Note 11.1 illustrate.
This problem is often compounded by providers who are unsure of their charges.
For example, the California HealthCare Foundation hired a mystery-shopping firm
to send mock low-income patients to sixty-four hospitals to get prices on different
procedures. They didn’t succeed; the hospitals were not set up to put price tags on
services.2

FIELD NOTE 11.1.
Prices Vary Enormously for the Same Medical Service Patrick Fontana
received a $900 bill for the cost of diagnostic imaging after he twisted his left knee
on the golf course. Because he had a high-deductible health plan, he was responsible
for the whole bill. Because of this expense, he decided to forward the bill to a claims
adjuster, My Medical Control, a web-based company that reviews bills from doctors and
hospitals. A representative from My Medical Control contacted the imaging facility and
succeeded in saving Patrick Fontana $200—less a 35 percent fee for collection. The
varying reimbursement schedules negotiated between the nation’s 850,000 providers
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and more than 6,000 health plans are not public, and even insurers do not know what
other health plans are paying.

For example, the Wills Eye Hospital in Philadelphia estimates that a cornea transplant
would cost $15,000, but the reimbursement rate negotiated by local insurers puts it closer
to $4,700. The average national rate is estimated to be $3,900.
Source: Michael Mason, ‘‘Bargaining Down That CT Scan Is Suddenly Possible,’’ New York
Times, Feb. 27, 2007, p. D5.

The term transparency is applied to a situation in which prices are readily avail-
able to consumers before the service is rendered. As a result of price inconsistencies
and lack of such transparency, local and state governments have become involved,
particularly in how hospital pricing affects patients. For example, state attorneys
general have sued hospitals for allegedly price gouging the poor and uninsured.
Also, some thirty-two states now require that hospitals provide pricing information
to the public on request. Some hospitals are providing this information themselves
through their state associations. For instance, the Georgia Hospital Association runs a
Web site that lists fees for common medical procedures at 141 acute care hospitals
in that state.

Private insurance companies have also become involved in transparency issues.
For example, Aetna has made available on-line the prices that it has negotiated with
Cincinnati-area doctors for hundreds of medical procedures and tests.

Having described some of the public’s concerns over health care costs, we now
explore approaches that organizations can use to set their prices. When reading the
sections that follow, keep in mind that pricing methods depend on a combination of
who the payer is, what the product (or service) is, and the location where it is used.
We will focus on three types of payers (consumers, government, and private parties)
and discuss the pricing decisions that are important to each of them.

CONSUMER PAYERS

When insurance is not involved in payment, the pricing situation is relatively straight-
forward. In this case, the seller has more leeway to price the product using all the
traditional tools of market analysis. Although we include the following pricing prin-
ciples in this consumer section, many can be applied to pricing for other payers.

Consumer Psychology and Pricing
With respect to health care services and products, consumers have traditionally been
price takers; that is, they accept prices at face value or as given. With the growth
of consumer-directed health plans, whereby individuals are responsible for more
out-of-pocket expenses, this situation is changing. Consumers are more actively



Pricing Strategies and Decisions in Health Care 321

processing price information in terms of their knowledge from prior purchases, formal
communications (advertising, sales calls, and brochures), informal communications
(friends, colleagues, or family members), and point-of-purchase or on-line resources.3

To understand how consumers arrive at their perceptions of prices, we consider three
key features—reference prices, price-quality inferences , and price cues .

Although consumers of many non–health care goods and services have a fairly
good knowledge of price, surprisingly few can accurately recall specific prices of
products or services.4 To help themselves, they often employ a reference price, com-
paring a product’s stated price to an internal reference price (pricing information from
memory) or an external frame of reference (such as a posted “regular retail price”).5

Sellers often attempt to manipulate reference prices. For example, a seller can
situate its product among expensive products to imply that it belongs in the same
class. Reference price thinking is also encouraged by setting a high suggested charge
(indicating that the product was priced much higher originally) or pointing to a
competitor’s high price.6 Clever marketers also try to frame the price to signal the
best value possible. For example, a relatively more expensive item can be seen as
less expensive by breaking the price down into smaller units; a $500 annual health
club membership fee may be perceived as more expensive than one priced at “under
$50 a month.”7 Because consumers price health care services relatively infrequently,
reference pricing is less of a factor in that sector. Health care consumer products
more often fall into this category.

Many consumers use price as an indicator of quality when other information
is not available. Price-quality inferences are especially effective with ego-sensitive
products for which consumers pay with disposable income. In the luxury markets,
such products include perfumes, champagne, and expensive cars; health care
examples primarily involve cosmetic products and procedures. When alternative
information about quality is available, price may become a less significant indicator
of quality. For example, health care consumers have a wide range of scales and
ratings available for evaluating and selecting a high-quality hospital with a national
reputation (see Field Note 11.2).

FIELD NOTE 11.2.
Using the Web to Price-Shop for Health Care Services The average consumer
has difficulty gauging the price of health care services. According to a 2006 Harris
Interactive on-line consumer survey, sponsored by employee benefits provider Great-West
Healthcare, respondents thought that the average price for a four-day hospital stay was
$7,762. The actual cost was $20,000. The cost for a routine doctor’s office visit was
thought to be $95. The average price of a physician visit was, in reality, $200. The
respondents estimated $680 for an emergency department visit, but the true cost was
actually lower—$400.
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Traditionally, consumers paid less attention to health care prices because their
health plan negotiated prices with providers, leaving them with modest deductibles and
coinsurance payments. Now many people are selecting consumer-directed health plans
with much higher deductibles and somewhat lower monthly premiums. These plans
require consumers to pay the first $1,000 to $10,000 in health care costs. As a result,
patients are beginning to ask service providers for pricing information before they buy,
and they are shopping for care to get the best price.

Here are several Web sites that offer consumers access and information on making
the best buying decisions:

HealthGrades Inc. (www.healthgrades.com) is a health care ratings company that
sells reports on the cost of fifty-five medical procedures. The costs are based on
regional averages of payments made by health plans. Also available are physician
reports that include the amount individual physicians are paid by Medicare for more
than one-hundred types of procedures. Further, HealthGrades offers hospital ratings
of twenty-eight procedures and diagnoses at more than 5,000 non-federal hospitals
at no charge.

Humana Inc. has created a free Web site (www.familyhealthbudget.com) in partner-
ship with the advocacy group Consumer Action. The site includes a family health
budget planner and a variety of tools to help select the best health care plan. It also
projects a family’s annual health care spending.

WageWorks Inc. (www.wageworks.com) offers tax-advantaged spending accounts
for health and dependent care. It also has a flexible spending account (FSA) calculator.
Setting up a FSA allows employees to set aside a specified amount of money before
taxes to pay for qualified medical expenses. The calculator assists consumers in
estimating whether this type of account makes financial sense for them and how
much cash they should add to their FSA.

eHealthInsurance (www.ehealthinsurance.com) is for individuals not covered by an
employer health plan. This site includes a large selection of health plans for indviduals
and shows a comparison of benefits and costs.

HealthDecisions.org offers benefits information on 1,300 health plans and thousands
of health insurance agents and brokers by state.

Source: M. Singletary, ‘‘Before You Get Sick, Shop Around,’’ Washington Post, Oct. 22,
2006, p. F1.

Consumer perceptions of products and services are also affected by price cues .
Many sellers believe that prices should end in an odd number. Research has shown
that consumers tend to process prices in a “left-to-right” manner rather than by
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rounding.8 Price encoding in this fashion is important if there is a mental price break
at the higher, rounded price. Another explanation for “9” endings is that they convey
the notion of a discount or bargain.9 The LASIK Vision Institute regularly runs
newspaper ads with the headline “LASIK $499*.” The asterisk explanation at the
bottom of the ad details all of the rules related to this price, such as the following:
Nidek laser only, price may increase based on type of treatment, price is per eye,
and price is subject to change without notice. Prices that end with “0” and “5” are
also commonly observed in the marketplace, as they are thought to be easier for
consumers to process and retrieve from memory.10

Setting the Price
An organization must set a price when it develops a new product, introduces an
existing product into a new distribution channel or geographical area, or enters bids
on new contract work. For example, in 1989, Glaxo started marketing its drug Well-
butrin (bupropion) to treat depression. By 1997 it had received FDA approval for
bupropion as a treatment to help smoking cessation. To promote this new indication,
Glaxo created a new name (Zyban), product appearance, and pricing structure.

In some markets, such as the auto industry, as many as eight price points , or
price tiers, and levels can be found in the distribution channel. In this respect, health
care is usually simpler, with manufacturer, wholesaler, and retailer levels constituting
the usual pricing points.

To help an organization consider the many factors in setting its pricing policy, we
describe a seven-step procedure: (1) selecting the pricing objective; (2) determining
demand; (3) estimating costs; (4) analyzing competitors’ costs, prices, and offers;
(5) deciding whether to use price as a competitive strategy; (6) selecting a pricing
method; and (7) selecting the final price.

Selecting the Pricing Objective. In deciding where it wants to position its market
offering, a company can pursue any of five major objectives through its pricing:
survival, maximum current profit, maximum market share, maximum market skim-
ming, or product-quality leadership. A company’s choice of objective is strategically
important, because it usually cannot attain more than one objective simultaneously.
For example, as mentioned previously, during the 1990s some managed care plans
that pursued a maximum market strategy were surprised that maximum current profit
did not follow.

Survival is a short-term objective that is appropriate for companies plagued with
overcapacity, intense competition, or changing consumer wants. As long as prices
cover variable costs and some fixed costs (discussed shortly), the company stays in
business. Survival is obviously a short-run objective; in the long run, the firm must
learn how to add value or face extinction.

To gain the maximum current profit , companies estimate the demand and costs
associated with alternative prices, choosing the one that produces maximum current
profit, cash flow, or rate of return on investment. In emphasizing current performance,
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the company may sacrifice long-run performance by underspending on brand build-
ing or ignoring competitors’ long-run responses.

Organizations that choose the maximum market share objective believe that a
higher sales volume will lead to lower unit costs and higher long-run profit. To obtain
a high share, the organization will set a very low price. This tactic, called marketing
penetration pricing , is appropriate when the market is highly price-sensitive and a
low price stimulates market growth. Accumulated experience causes production and
distribution costs to fall, and the lower price discourages competition. This practice
should not be confused with illegal predatory pricing , whereby very large companies
price below their production costs to drive small, more poorly financed firms out of
business.

Companies unveiling a new technology favor setting high prices to maximize
market skimming; that is, to gain as much revenue as possible in the short run.
Pharmaceutical companies are frequent practitioners of market-skimming pricing,
whereby prices start high and are slowly lowered over time when competitive offer-
ings and generic substitutes become available. If the price is set too high, however,
the product may fail to gain customers or may be excluded from formularies. Mar-
ket skimming ideally makes sense when (1) a sufficient number of buyers have a
high current demand, (2) the unit costs of producing a small volume are not so high
that they cancel the advantage of charging what the traffic will bear, (3) the high
initial price does not attract more competitors to the market, and (4) the high price
communicates the image of a superior product.

Organizations that aim to be the product quality leaders in the market hope to
produce “gold-standard quality” and charge premium prices.

Nonprofit and public organizations may adopt other pricing objectives. A hospital
may try to set charges based on reference prices from a peer group, a cost-plus
approach, or a price that will not stimulate public scrutiny. It may also price certain
services at low or no cost to fulfill its charitable mission. A public health service
agency may set a sliding scale with prices geared to client income levels.

Whatever the specific objective, companies that use price as a strategic tool will
profit more than those that simply let prevalent market costs determine their pricing.

Determining Demand. Normally, demand and price are inversely related: the higher
the price, the lower the demand. In the case of health care services and products, the
quantity demanded does not always change with increased prices. We explain the
reasons for this departure from classical economics in Chapter Four; you should recall
that the role of third-party payers and the power of providers to induce demand are
among the important reasons for this behavior. With the growth of high-deductible
health plans and other increased out-of-pocket expenses, price is now beginning to
have an increasing influence on consumer health care demand.

Price sensitivity . The first step in estimating demand is to understand what affects
price sensitivity. Generally speaking, customers are most price-sensitive when prod-
ucts are very costly or bought frequently. The converse is also true: consumers are
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less price-sensitive to low-cost or infrequently purchased items. Further, they are
also less price-sensitive when price is only a small part of the total charge to obtain,
operate, and service the product over its lifetime. A seller can charge a higher price
than competitors and still get the business if it can convince the customer that it
offers the lowest total cost of ownership (TCO). Thus a pharmaceutical company
can price its branded drug higher than its competitors’ on the grounds that fewer
pills are needed to treat a particular illness or its brand works much faster and
therefore allows patients to return to their normal activity sooner.

Estimating demand . Organizations can use one of three methods to estimate
customer demand. The first method is analyzing past data and their relationships to
each other, such as prices, units sold, referrals, admissions, visits, and procedures.
The second method is conducting field experiments to observe the effect of varying
prices on the same products in different, but similar, markets. Even single-site orga-
nizations, such as individual hospitals and medical groups, may need to conduct such
experiments. For example, an urgent care center could vary the prices of services
offered and observe the effect on changes in volume. Organizations can also vary
the prices of similar services and note any differences in volume. The third method
is using prospective surveys to explore how likely consumers say they are to buy at
different proposed prices.

The sensitivity of the volume change to alteration in price is called the price
elasticity of demand . If demand change is minimal, with a small change in price,
we say the demand is inelastic. Because of such factors as third-party insurance
coverage, many health care products and services fit into this category. If demand
changes with price, we say it is elastic. The greater the volume growth resulting from
a price reduction, the larger is the positive price elasticity. (Conversely, if products
sell more by increasing the price, we say elasticity is negative. Some luxury goods
and services fit into this category.)

In addition to the price sensitivity factors just listed, demand is likely to be
less elastic under the following conditions: (1) there are few or no substitutes or
competitors, (2) buyers do not readily notice the higher price, (3) buyers are slow to
change their buying habits, and (4) buyers think the higher prices are justified. An
example of inelastic demand is the market for health care in a rural county with a
single hospital; raising hospital prices may be economically feasible but politically
difficult.

The elasticity may not be linear across a full range of prices. For example,
consumers may not care about prices if they vary within a certain range; outside
that range, behavior may change rapidly. The range of prices for which demand is
inelastic is called the price indifference band , and firms obviously want to oper-
ate at the highest point in this range. The difficulty with employing this strategy
in health care is that the price indifference band can be very difficult to estimate,
because end-users share the effects of pricing changes with third-party payers. Specif-
ically, third-party payers and patients may have different price elasticity behavior.
For example, an insurance company may be very willing to pay the majority of the
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FIGURE 11.1. Price Elasticity

cost for a medication costing hundreds of dollars, but the patient may balk at filling a
prescription with a $45 co-payment. As previously mentioned, with high-deductible
health plans becoming more common, consumer sensitivity to price is increasing.
These concepts are illustrated in Figure 11.1.

Finally, long-run price elasticity may differ from short-run elasticity. Con-
sumers may initially continue to buy from a current supplier or provider after
a price increase, but they may eventually switch after shopping for lower costs.
In this case, demand is more elastic in the long run than in the short run. The
reverse may also occur: consumers may drop a supplier after being notified of
a price increase but return later when the competitor raises prices. This type of
switching is common in the individual health insurance market when premium
prices are raised annually. The distinction between short-run and long-run elastic-
ity means that sellers will not know the total effect of a price change until time
passes.

In measuring the price-demand relationship, the marketer must also control for
various other factors that will influence results, such as competitive response by
rivals, changes in prevalent economic conditions, changes in product characteristics,
or changes in other marketing-mix factors besides price.

Estimating Costs. Demand sets a ceiling on the price the company can charge for its
product or services, and costs set the floor: the organization needs to charge a price
that covers its cost of producing, distributing, and selling the product, including a
fair return for its effort and risk.

Types of cost and levels of production. A company’s costs can be expressed
in a number of ways. We can first differentiate between fixed and variable costs.
Fixed costs are costs that do not vary with production or sales revenue, regardless
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of output and subject to capacity constraints. For example, to produce 100 units, the
firm’s fixed costs are constant. To produce units 101 to 200, the fixed costs may
also be constant but at a higher level, reflecting additional investment in plant and
equipment. Variable costs vary directly with the level of production. For example, in
an emergency room, fixed costs are the heat, beds, computer system, and professional
salaries. Variable costs are sutures, anesthetic, bandages, and medication. Total costs
consist of the sum of the fixed and variable costs for any given level of volume.
Average cost is equal to total costs divided by volume. Ideally, management will
charge a price that exceeds average costs.

When no units are produced, the cost per unit is theoretically infinite. As more
units are produced, the fixed costs are spread over more items and their contribution
to each item becomes smaller and smaller. This decline is called an experience curve
(or learning curve) and is the result of economies of scale or know-how or both. As
production volume becomes very large, total cost approaches variable cost. This fact
leads to two important management principles:

1. Whenever you have fixed costs, you cannot determine per unit costs without
specifying a volume of output.

2. A firm cannot price below its variable cost and expect to stay in business for
long.

See Figures 11.2 and 11.3 for graphic representations of these concepts.
Some firms do not realize the importance of these principles and price their prod-

ucts based on the anticipated costs that would result from large-volume production.
Their idea is that low prices will drive higher sales, which in turn will enable the firm
to lower costs by taking advantage of high-volume production. Experience-curve
pricing , however, carries major risks: aggressive pricing may give the product a
cheap image, competitors may lower their prices and cut into anticipated volume
growth, and projected volumes may not be realized, with prices stuck at levels below
what is financially sustainable.

Another, complementary way to view this issue is to consider the difference
between direct and indirect costs. Direct costs can be traced to a service, orga-
nizational unit, or individual provider or manager. For example, in a consulting
firm, salaries for associates assigned to work full-time for a partner are part of that
partner’s direct costs. In pharmaceutical manufacturing, the chemicals required to
produce a discrete compound are the direct costs for that item. Indirect costs are all
other types of costs and must be allocated to whatever or whoever produces revenue,
such as services, products, organizational units, or individual providers or managers.
For example, costs for a computer system must be allocated among the partners of
a consulting firm. Administrative services (such as CEO salary) must be allocated
among the different products of a pharmaceutical manufacturer. Figure 11.4 provides
an example of how hospitals can allocate costs.

The allocation process can be straightforward, such as determining how many
minutes of computer time each consulting partner’s team uses. It can also be
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Q = Number of units produced or volume of services provided.

complicated, such as distributing the cost of electricity. Some other examples of
methods to allocate indirect costs to revenue centers include assignment by the per-
cent of total company revenue the center generates, the portion of square feet a
unit occupies, and the percentage of total full-time equivalents it employs. Because
choosing the method of indirect cost allocation is a subjective process, it can be very
contentious and can affect the marketing manager’s ability to competitively price a
product or service.

Health care marketers should also appreciate the special problems caused by the
allocation method used by many hospitals in cost-based pricing. Since the start of
the Medicare program in 1966, the federal government has required them to submit
an annual cost report based on the expenses they incur in caring for this population.
Because Medicare reimbursement was originally cost-based, hospitals used allocation
methods that maximized their Medicare reimbursement; however, hospitals also used
this report to price their services for private payers. Even though Medicare now pays
hospitals on the basis of global payments (diagnosis related groups—DRGs), they
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are still required to file this report, and many continue to use the same process to
set prices for other payers. The problem with this pricing method is highlighted by
the following example:

Physicians employed by a hospital’s psychiatric department experienced diffi-
culty in competing on price with firms who specialized in delivering mental
health benefits to managed care plans. The problem was that the hospital
priced the department’s services based on their Medicare cost report, which
had little to do with the younger population the physicians were interested in
treating. Similar problems result from hospital-based laboratories being unable
to competitively price their services vis-à-vis national companies. The lesson is
that marketing managers must understand the method of indirect cost alloca-
tion and its impact on product costs. Failure to argue for a more appropriate
allocation of indirect costs can lead to product overpricing and market failure.

FOR EXAMPLE

Activity-based cost accounting (ABC) is one method that attempts to make this
assignment more fair and to more closely reflect the resources used in producing a
revenue-generating product or service. Table 11.1 shows different methods that can
be used to assign costs to various health care services in a hospital. (Explanations
of the abbreviations are provided in the later section on government as a payer.)

An additional method in this category is target costing .11 Market research is
used to establish a new product’s desired functions and its anticipated sales price.
Deducting the desired profit margin from this price leaves the target cost that must
be achieved. The objective is to deliver the product within the target cost range. If
this goal is not possible, it may be necessary to stop development. Target costing
is used by more sophisticated medical device manufacturers and rarely by health
services providers.

An application of target costing is cost-benefit analysis and a special case, when
applied to the pharmaceutical industry, is termed pharmacoeconomic analysis . Phar-
macoeconomic analysis considers total disease costs, not just what is attributable to
drug treatment. These costs include direct expenditures on such items as physician
services, hospitalizations, diagnostic tests, and supplies. Unlike many other analyses,
however, this method also includes collateral expenses, such as lost time from work
and the economic cost of lost life (such as quality-adjusted life years, or QALYs).
Pharmaceutical firms take these costs into consideration when pricing new therapeutic
categories as well as competitively pricing new drugs against existing ones. Consider
how cost-benefit analysis may be used in the following examples:



Pricing Strategies and Decisions in Health Care 331

TABLE 11.1. Sample Activity Bases for Costing Techniques

Department (Macro) (Micro)

Operating room Surgical case Operating room minutes

Anesthesiology Anesthesia case Anesthesia case minutes

Postoperative rooms Postoperative case Post operating room minutes

Radiology Exams RVUs

Laboratory Tests RVUs

Physical therapy Modalities Treatment minutes

Isotopes Treatments RVUs

Blood bank Transfusions RVUs

Delivery room Deliveries Treatment minutes

Social service Visits Treatment hours or fractions of hours

Emergency room Visits Treatment minutes

Routine service Patient days Hours of care

Physician service Charges RBRVS

Ambulatory care Visits; APCs RVUs

Per procedure or per case DRGs Intensity of care or acuity levels
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■ An inexpensive drug used to treat high cholesterol requires frequent doctor visits
and blood tests to prevent potential side effects.

■ An inexpensive drug for treating high blood pressure often requires the addition
of another medication to adequately treat this condition.

■ An expensive diagnostic test has good predictive value for colon cancer and
reduces the need for many colonoscopies without increasing the error rate for
missed lesions.

■ Merck sells a vaccine (Varivax) to prevent childhood chickenpox. The condition
is usually not more than an annoyance for the patient, but causes many days of
lost work for parents who must stay home with their children. The approval of
the vaccine and its pricing were based on this socioeconomic cost rather than
the cost or morbidity of the disease itself.

Analyzing Competitors’ Costs, Prices, and Offers. Within the range of possible
prices determined by market demand and company costs, the firm must take com-
petitors’ costs, prices, and possible price reactions into account. In conducting this
analysis, the firm should especially consider the distinct features its product offers
and whether they are valued by customers who are willing to pay extra. (The converse
is also true; that is, the firm can charge less than a competitor if the other company’s
product includes features that do not add value.) Pharmaceutical companies often
use this method when they introduce second-to-market products in a particular ther-
apeutic category. Managed care plans also used this technique when they priced their
plans just below those of traditional indemnity products. The practice of adjusting
prices to keep them just under those of the competition is called shadow pricing .

Deciding Whether to Use Price as a Competitive Strategy. Given that sales of
many goods and services are sensitive to price reductions, firms can cautiously use
competitive pricing as a marketing strategy. For a full discussion of this issue, please
see the internal rivalry section in Chapter Five.

Selecting a Pricing Method. The company can use these three Cs to price prod-
ucts: the customers’ demand schedule, the cost function, and competitors’ prices.
To summarize three steps from the preceding discussion: (1) costs set a floor to
the price, (2) competitors’ prices and the price of substitutes provide an orienting
point, and (3) customers’ value assessment of unique features establishes the price
ceiling. Companies select a pricing method that includes one or more of these three
considerations.

We will examine four price-setting methods: markup pricing, target-return pric-
ing, value pricing, and going-rate pricing. Although these techniques are often used
by manufacturers of health care products, other health care sectors can also employ
them.

Markup pricing . The most elementary pricing method is to add a standard
markup to the product’s cost, either a fixed amount or a percentage. However, any
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pricing method that ignores current demand, perceived value, and competition is
not likely to lead to the optimal price for its producer. Further, the method works
only if the marked-up price accurately predicts sales volume. (Recall that you must
know sales volume to determine the per-unit allocation of fixed and indirect costs.)
However, markup pricing continues to remain popular for at least three reasons.
First, sellers can estimate production costs much more easily than demand. Second,
when all firms in the industry use this pricing method, prices tend to be similar if
their costs are similar. Price competition is therefore minimized. Third, many people
believe that cost-plus pricing is fairer to both buyers and sellers. Sellers do not take
advantage of buyers when the latter’s demand increases and sellers earn a fair return
on investment.

Target-return pricing . In target-return pricing, the firm determines the price that
would yield its target rate of return on investment (ROI). (This method is also
used by public utilities, which also need to make a fair return on investment.) In
employing this method, the manufacturer must consider different prices and estimate
their probable impacts on sales volume and profits.

Value pricing . An increasing number of companies base their price on the cus-
tomer’s perceived value of their product or service. We define value as either the low-
est price for a desired product quality or the best product quality, given the price the
customer is willing to pay. To communicate value and enhance its perception, firms
use advertising and sales force methods along with other marketing-mix elements.

Perceived value is made up of such factors as the buyer’s image of the product
performance, the channel deliverables, warranty quality, customer support, and the
company’s reputation and trustworthiness. Each customer segment places a different
priority on these different elements. Some will be quality buyers (our first value
definition), others will be price buyers (our second value definition), and still others
will be loyal brand buyers . Companies need different marketing strategies for each
of these three groups. For quality buyers, companies must keep innovating, guided
by active and frequent market research that tracks customer preference changes. For
price buyers, companies need to offer basic products with reduced services. For loyal
brand buyers, companies must invest in relationship building and customer intimacy.

These principles can be applied, for example, in the pharmaceutical industry.
Because consumers regard pharmaceuticals in the same therapeutic class as equally
efficacious, branded drugs that go “off patent” often fail to support their perceived
value in comparison to generic equivalents. One approach to supporting brand-name
pharmaceuticals is to draw on customer trust and familiarity with the company, the
brand name, or both by producing “branded generic” or “branded over-the-counter”
products. For instance, in the heartburn market, Tagamet and Zantac successfully used
their brand identities when generic competitors appeared and this class of medication
became available over the counter.

Going-rate pricing . In going-rate pricing, the organization bases its price largely
on competitors’ prices. When costs are difficult to measure or competitive response
is uncertain, firms feel that the going price is a good solution because it is thought
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to reflect the industry’s collective wisdom. This tactic is particularly used for
“second-to-market” products for innovative technologies. For example, when Merck
launched its offering (the now-withdrawn Vioxx) into the new category of Cox-2
inhibitors that treat arthritis, the pricing decision was framed by the first entrant,
Celebrex. One cautionary note: price collusion is illegal, and the Federal Trade
Commission and other governmental bodies closely scrutinize such deals as those
between hospitals and physician practices as well as among product companies.

Selecting the Final Price. The methods described in the first six steps narrow the
range from which an organization must select a price. In making its final decision,
however, the firm must consider additional factors, including the impact of other
marketing activities, overall organizational pricing policies, gain- and risk-sharing
pricing, public perceptions, and the impact of price on other parties.

The influence of other marketing activities . The final price must take into account
the brand’s quality, positioning, and promotion relative to the competition. In a
classic study, Farris and Reibstein examined the relationships among relative price,
relative quality, and relative advertising for 227 consumer businesses, and found the
following:

■ Brands with average relative quality but high relative advertising budgets were
able to charge premium prices. Consumers apparently were willing to pay higher
prices for known products than for unknown products. This finding suggests a
higher degree of trust with a familiar offering than with an unknown offering.

■ Brands with high relative quality and high relative advertising obtained the high-
est prices. Conversely, brands with low quality and low advertising charged the
lowest prices.

■ The positive relationship between high prices and high advertising held most
strongly in the later stages of the product life cycle for market leaders.12

These findings are especially important to the pharmaceutical industry, in which
direct-to-consumer (DTC) advertising can strongly influence patient demand for a
particular medication. For example, consider AstraZeneca’s “Purple Pill” campaign
for the premium-priced Nexium (used for heartburn, reflux, and peptic ulcer disease).

Organization pricing policies . A product pricing decision must involve internal
as well as external environmental constraints. Many companies have internal policies
that set price ranges or methods of relative pricing for their portfolio of products and
services. For example, the maker of premium-quality wheelchairs would be reluctant
to price one of its products significantly below others in its line; customers might
wonder about its quality or, if they accept the quality, might then believe that the rest
of the offerings are overpriced. Pricing policy is also important to allow salespeople
a range in which they can negotiate with their customers.

Gain- and risk-sharing pricing . Buyers may resist accepting a seller’s proposal
because of a high perceived level of risk. In this case, the seller may offer to absorb
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part or all of the risk if the product does not deliver the full promised value. A pio-
neering example occurred in the 1990s when Baxter Healthcare, a medical products
firm, proposed an information management system that would save a large hospital
chain millions of dollars over eight years. When the chain hesitated, Baxter offered
to guarantee the savings. If the savings turned out to be greater than promised, how-
ever, Baxter would also share some of the gain. This offer of mutual risk-sharing was
accepted, and Baxter got the order. Pharmaceutical Benefit Management (PBM) com-
panies may have similar arrangements with managed care companies with respect to
pharmaceutical cost management.

Impact of price on other parties . Management must also consider the reactions
of other stakeholders to the contemplated price.13 For example, if distributors, deal-
ers, and sales personnel believe they cannot make enough money with a given price,
they may choose not to promote that particular product with potential clients. Com-
panies must also ask these other pricing questions: How will competitors react? Will
suppliers raise their prices when they see the company’s price? Will the government
intervene and prevent this price from being charged? How will public interest groups
react to the high cost of a new product category, such as some biologicals?

Marketers also need to know the laws regulating pricing. Many federal and state
statutes protect consumers against deceptive pricing practices. For example, it is
illegal for a company to set artificially high “regular” prices and then announce a
“sale” at prices close to previous everyday prices.

Adapting the Price
Companies usually do not set a single price, but rather develop a pricing structure that
reflects variations in geographical demand and costs, market-segment requirements,
purchase timing, order levels, delivery frequency, guarantees, service contracts, and
other factors. As a result of discounts, allowances, and promotional support, a com-
pany rarely realizes the same profit from each unit of a product that it sells. Even
service businesses may have different prices for different payers. For example, med-
ical groups negotiate different fees with different insurance companies for the same
services. We will now examine several price-adaptation strategies: geographical pric-
ing, price discounts and allowances, promotional pricing, and differentiated pricing.

Geographical Pricing. In geographical pricing, the organization decides how much
to charge different customers in different locations. Because services are usually
consumed where they are delivered, this consideration applies primarily to prod-
ucts. A common example is the different prices for over-the-counter medications,
which can vary by neighborhood. It can also apply to international pharmaceutical
prices. Pharmaceutical companies traditionally sell the same drugs for higher prices
in northern Europe than in Southern Europe, reflecting income differences. Unfortu-
nately for these companies, this disparity has led to gray markets: Southern European
wholesalers order extra quantities and sell them to wholesalers in Northern Europe,
thus making an additional profit.
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Price Discounts and Allowances. Most companies will adjust their list price and
give discounts and allowances for early payment, volume purchases, and off-season
buying.14 Companies must proceed carefully, however, or they may find that their
profits are much less than planned.15 Sales management needs to monitor the propor-
tion of customers who are receiving discounts, the average discount, and particular
salespeople who are overrelying on discounting. Higher levels of management should
conduct a net price analysis to arrive at the “real price” of their offering.

A word of caution on this practice comes from Kevin Clancy, chairman of
Copernicus, a major marketing research and consulting firm. He found that only
between 15 and 35 percent of buyers in most categories are price-sensitive. Because
people with higher incomes and higher product involvement are more willing to pay
for special features, enhanced customer service, added quality, more convenience,
and the brand name, it can be a mistake for a strong, distinctive brand to plunge into
price discounting to respond to low-price attacks.16

Discounting can be a useful tool if the company can gain value in return, such
as when the customer agrees to sign a three-year contract, or is willing to order elec-
tronically (thus saving the company billing and collection expenses), or purchases in
large quantities. If discounting without an offsetting benefit to the company becomes
a routine tactic used to close business, the real price becomes highly subjective and
affects the perception of product value and hence the company’s reputation.

A further important consideration is required when pricing for government con-
tracts, particularly for pharmaceuticals. To give lowest prices to programs such as
Medicaid and the Veterans Health Administration, companies must track net prices to
all customers; that is, factoring in volume discounts and rebates. Further, because Part
B of Medicare pays providers based on average sales price, sellers must be able to
calculate this amount for each product—again, net of volume discounts and rebates.

Promotional Pricing. Companies can use a number of pricing techniques to stimulate
early purchase:

■ Loss-leader pricing: Hospitals often cannot price their obstetrical services high
enough to cover their expenses. Because women are the primary decision mak-
ers for the family’s health care choices, investment in these services can help
stimulate future hospital use when the need arises.

■ Special-event pricing: Sellers will establish special prices to attract customers
for special occasions, such as opening a new store, launching a new product
line, or celebrating some other special event.

■ Seasonal discounts: As is the case for many retail businesses, health care rev-
enue cycles can be cyclical. To smooth demand, some firms offer special pricing
during predictable downturns. For example, cosmetic dermatology services are
often promoted in the spring and summer months.

■ Cash rebates: Health care product companies offer cash rebates to encourage
purchase of the manufacturer’s products within a specified time period. Blood
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glucose monitoring machines are one example of such a product. A more imme-
diate type of rebate is a cash discount at the point of purchase; for example,
coupons that patients can use when they fill a physician’s prescription at the
pharmacy.

■ Low-interest financing: Instead of cutting its price, the company can offer cus-
tomers low-interest financing. This technique is particularly attractive for health
care information technology firms, because they price annual service contracts
based on a percentage of the system’s sales price.

■ Longer payment terms: This tactic is used particularly by medical device and
pharmaceutical companies, which stretch loans over longer periods and thus
lower the monthly payments.

■ Warranties and service contracts: Companies can promote sales by adding a
free, low-cost, or extended warranty or service contract.

■ Psychological discounting: This strategy involves setting an artificially high
price and then offering the product at substantial savings. As mentioned earlier,
such tactics are investigated by the Federal Trade Commission and other orga-
nizations, such as Better Business Bureaus. However, discounts from normal
prices are a legitimate form of promotional pricing.

Promotional-pricing strategies should be used cautiously, because they are often a
zero-sum game. If they work, competitors copy them and they lose their effectiveness.
If they do not work, they waste money that could have been put into other marketing
tools, such as building up product quality and service or strengthening product image
through advertising.

Differentiated Pricing. Companies often adjust their basic price to accommodate
differences in customers, products, and locations. Price discrimination occurs when
a company sells a product or service at two or more prices that do not reflect
a proportional difference in costs. In first-degree price discrimination , the seller
charges a separate price to each customer depending on the intensity of his or her
demand. In second-degree price discrimination, the seller charges less to buyers who
buy a larger volume. In third-degree price discrimination , the seller charges different
amounts to different classes of buyers, as in the following cases:

■ Customer-segment pricing: Different customer groups are charged different
prices for the same product or service. For instance, health plans often charge a
lower premium for students and a higher premium for senior citizens based on
their expected use of health care services. Another example is the pharmaceutical
companies that have agreed to price HIV-AIDS drugs at substantially lower
prices (sometimes zero) in poor African countries.

■ Product-form pricing: Different versions of the product are priced differently,
but not proportionately to their respective costs. A pharmaceutical company may
charge $75 for a thirty-day supply of a drug in a 5 mg dosage, whereas the 10 mg
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dose will cost $110. (Some pharmaceutical companies do charge proportionately
the same for different doses to avoid patients buying the larger sized pill and
breaking it in half.)

■ Image pricing: Some organizations price the same product at two different
levels based on different images held by different buyers. Consider the following
example:

In July [2000], Lilly got Food and Drug Administration approval to market Prozac
under the new name Sarafem. The company is packaging the drug in pretty
pink-and-lavender capsules, exclusively for women, most in their late twenties or
early thirties. Says Laura Miller, a spokesperson for Lilly, ‘‘Women told us they wanted
treatment that would differentiate PMDD [premenstrual dysphoric disorder] from
depression.’’17

■ Channel pricing: Pricing for the same item can be different depending on the
distribution channel. For instance, a ninety-day supply of medication is usually
cheaper if purchased from a mail-order pharmacy than from the local drug store.
Another example is “Doctors on Call.” This firm contracts with local physi-
cians to make house calls and charges prices that are considerably higher than
traditionally charged when patients come to the physician’s office.

■ Location pricing: The same product is priced differently at different locations
even though the cost of offering at each location is the same. A tertiary care
hospital that offers cosmetic surgery services in its urban facilities in Los Angeles
may charge a higher price for the same procedures offered by its satellite facility
in the resort town of Palm Springs. An international example is drug pricing
differences in different countries, which can reflect regulatory or purchase price
parity considerations.

■ Time pricing: Prices are varied by time of year or day of week. For example, if
pharmacy traffic is slower midweek, it may offer discount prices on Wednesdays.

As mentioned earlier, although price discrimination is legal, predatory pric-
ing—selling below cost with the intention of destroying competition—is
unlawful.18 Even if legal, some differentiated pricing may meet with a hostile
reaction.

For price discrimination to work, certain conditions must exist. First, the market
must be segmentable and the segments must show different intensities of demand.
Second, members in the lower-price segment must not be able to resell the product
to the higher-price segment. Again, this situation has been extremely problematic for
the pharmaceutical industry; wholesalers in southern Europe sell their cheaper drugs
to retail outlets in the north, where prices are higher. (This practice is legal in the
European Union.) Third, competitors must not be able to undersell the firm in the
higher-price segment. Fourth, the cost of segmenting and policing the market must
not exceed the extra revenue derived from price discrimination. Fifth, the practice
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must not breed customer resentment and ill will. Finally, the particular form of price
discrimination must not be illegal.19

Initiating and Responding to Price Changes
Organizations often face situations in which they need to change prices. We have
discussed price cutting strategies; here we focus on price increases.

Initiating Price Increases. Other than the simple desire to increase profits, many
organizations increase prices to maintain profits when they encounter cost inflation.
To avoid customer antagonism, companies try to increase prices as few times as
possible; however, in expectation of rising costs, they often raise their prices by
more than they expect in the short run. This practice is called anticipatory pricing . A
difficult task for marketers is deciding whether to raise a price sharply on a one-time
basis or to raise it by small amounts over several periods. Generally, consumers
prefer small price increases on a regular basis to sudden sharp increases.

Another factor causing price increases is overdemand . When a company cannot
supply all of its customers, it can use one of the following techniques:

■ Delayed quotation pricing: The company does not set a final price until the
product is finished or delivered. This pricing is prevalent in industries with long
production lead times. It is also used in economies that are experiencing rapid
inflation.

■ Escalator clauses: The company requires the customer to pay today’s price and
all or part of any inflation increase that takes place before delivery. An escalator
clause bases price increases on some specified price index. Escalator clauses
are found in contracts for major industrial projects like construction. It is also
standard in property rent agreements.

■ Unbundling: The company maintains its price but removes or prices separately
one or more elements that were part of the former offer, such as free delivery
or installation.

■ Reduction of discounts: The company instructs its sales force not to offer its
normal cash and quantity discounts.

■ Reduction of size: The amount delivered to the customer is reduced, although
the price remains the same. For example, the number of pills in a bottle of
over-the-counter medication may be reduced while the package sells for the
same price.

Reactions to Price Changes. Any price change can provoke a response from cus-
tomers, competitors, distributors, suppliers, and even the government. Customers
often question the motivation behind price changes20 and can interpret them in dif-
ferent ways. In the case of a price reduction, they may think the item is about to
be replaced by a new model, the item is faulty and is not selling well, the firm is
in financial trouble, the price will come down even further, or the quality has been
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reduced. Conversely, a price increase, which would normally deter sales, may carry
some positive meanings to customers, such as that the item is “hot” and represents
an unusually good value.

Competitors are most likely to react to a price change when few firms offer
the product, the product is homogeneous, and buyers are highly informed. In mar-
kets characterized by high product homogeneity, firms search for ways to augment
value-added aspects of the product; if there truly are none, it will have to meet the
price reduction. If one company raises its price in a homogeneous product market,
other firms may not match it unless the increase will benefit the industry as a whole.
Then the leader will have to roll back the increase.

In nonhomogeneous product markets, a firm has more latitude in its response.
Companies can ask: Why did the competitor change the price? Was it to steal the
market, to use excess capacity, to meet changing cost conditions, or to lead an
industry-wide price change? Does the competitor plan to make the price change
temporary or permanent? What will happen to our company’s market share and
profits if we do not respond? Are other companies going to respond? What are the
competitor’s and other firms’ responses to each possible reaction likely to be?

Consider the following example of how premium pricing can succeed:

In 1981, Glaxo (now GlaxoSmithKline) introduced its ulcer medication Zantac
to attack Tagamet, the first ulcer treatment drug in its class. The conventional
wisdom was that, as the ‘‘second one in,’’ Glaxo should price Zantac 10 percent
below Tagamet. CEO Paul Girolam knew that Zantac was superior to Tagamet in
terms of fewer drug interactions and side effects and more convenient dosing.
Glaxo introduced Zantac at a significant price premium over Tagamet and still
gained the market-leader position.21 By 1988 it was the world’s best-selling
prescription medication.

FOR EXAMPLE

How can a firm anticipate a competitor’s reactions? The company needs to
research the competitor’s current financial situation, recent sales, customer loy-
alty, and corporate objectives. For instance, if the competitor has a market-share
objective, it is likely to match the price change.22 On the other hand, if it has a
profit-maximization objective, it may react by increasing the advertising budget or
improving product quality.

Market leaders also frequently face aggressive price cutting by newer or smaller
firms trying to build market share. The market leader can respond in several ways:

■ Maintain price and profit margin: The leader can maintain its price and profit
margin, believing that (1) it will lose too much profit if it reduced its price, (2) it
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will not lose much market share to the competitor, and (3) it could regain market
share when necessary.

■ Maintain price and add value: The leader can improve its product, services,
or communications. The firm may find it cheaper to maintain price and spend
money to improve perceived quality rather than cut price and operate at a lower
margin. It can also draw on brand loyalty.

■ Reduce price: The leader can lower its price to match the competitor’s price.
This strategy may be attractive if the firm needs to maintain a certain production
volume to hold down its costs and also if it anticipates difficulty in regaining
market share once it is lost.

■ Increase price and add brands: The leader can raise its price and introduce new
brands to bracket the attacking brand.

■ Launch a low-price line: The leader can add lower-priced items to the line or
create a separate, lower-priced brand.

The best response, of course, varies with the situation. The company has to
consider the product’s stage in the life cycle, its importance in the organization’s
portfolio, the competitor’s intentions and resources, the market’s price and quality
sensitivity, the behavior of costs with volume, and the company’s alternative oppor-
tunities. Because there may not be time for an extended analysis of alternatives when
the attack occurs, the company should anticipate competitors’ possible price changes
and prepare contingent responses in advance.

GOVERNMENT PAYERS

When government becomes the payer, buyer power is introduced; that is, sellers who
want to care for or provide products for patients covered by these plans must accept
the amounts and payment methods the government sets. Because the Medicare pro-
gram is a pervasive force, we will focus on that payer. The U.S. Congress sets the
methods of payment and how rates will be increased (or decreased) over time, and
the Centers for Medicare and Medicaid Services (CMS), a part of the Department of
Health and Human Services, administers the pricing schemes. Prices are set based
on what was done, what was given, and why; that is, by procedure, product , and
diagnosis . To enable all parties to compare episodes of care, set prices, and expedite
payment, a series of standardized codes has been developed by a variety of organi-
zations. These codes are especially important because private payers also use them
to set prices and make payments. The three most common coding systems are as
follows:

■ Current Procedural Terminology 4th Edition (CPT-4). This system (copyrighted
by the American Medical Association) lists procedures, usually with a five-digit
code. For example, a routine office visit is 99213, a chest X-ray (front and side
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views) is 71020, and total hip replacement is 27130. This coding scheme has
been developed for U.S. use; other countries use their own methods.

■ Healthcare Common Procedural Coding System (HCPCS). CMS issues and
updates these codes annually. They include health care products (such as
injectable pharmaceuticals, durable equipment and disposable medical supplies)
as well as procedures and professional services (such as dentistry and temporary
medical service codes). These codes are in the form of a letter followed by four
digits. Examples include E0776 (IV pole), Q4005 (plaster for a long arm adult
cast) and J0290 (injection of 500 mg ampicillin).

■ International Classification of Disease (ICD). The World Health Organization
develops this disease listing system, which countries may modify. The newest
version is ICD-10, which came into use after 1994. The U.S. and a few other
countries, however, still use a version called ICD-9CM (the “CM” stands for
clinical modification). The U.S. conversion to ICD-10 is expected about 2012.
Most ICD-9CM codes are three digits, followed by up to two more digits after
a decimal point. For example, mildly elevated blood pressure (benign essential
hypertension) is 401.1. (As an illustration of how different ICD-10 is, the same
diagnosis would be designated I10).

These coding systems are used as the building blocks for other types of payment
classifications. For example, physicians are paid for their services based on a Resource
Based Relative Value Scale (RBRVS), a fee schedule that uses the CPT-4 coding sys-
tem. Hospitals are paid on a diagnosis related group (DRG) scheme that relies on
ICD-9CM codes. In addition to DRGs, the federal government sets many other fees
according to a variety of prospective payment systems. The systems of payment that
Medicare employs are briefly explained in Table 11.2. It is important for the health
care marketers to understand these different reimbursement methods, because this will
affect not only their companies’ payments, but how their customers get paid for using
these products and services. For example, Medicare will not pay a hospital extra for
using a more expensive antibiotic to treat a pneumonia patient; with few exceptions,
the DRG payment is a flat amount regardless of the number or costs of services or
products delivered. For the hospital customer, therefore, the price needs to reflect some
other aspect of value: either the product is superior to all others available (and is, thus,
a standard of care) or it is clinically equivalent but saves the hospital money on some
other dimension of care, such as a shorter stay or fewer tests.

Several additional considerations arise for pharmaceutical companies who price
their products outside the United States. First, unlike the United States, most other
countries consider drug prices when they decide whether to approve a drug for sale.
(In the United States, only safety and efficacy are criteria.) This consideration is
independent of the government’s responsibility to pay for medications. The method
these countries use to determine the price often depends on a comparison to prices
for the same product (or therapeutic category) in other selected nations. The allowed
price can be an average of those in the other countries or pegged to the lowest
price in any of them. This process is often called reference (or index ) pricing . In
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TABLE 11.2. Medicare Payment Methods

Place of Service Payment Method

Inpatient hospital International Classification of Disease (ICD)-9 CM coding that
determines a diagnosis related group (DRG). Global amount
paid per hospital stay.

Outpatient hospital Ambulatory Payment Category (APC)-Outpatient Prospective
Payment System (OPPS) based on Current Procedural
Terminology (CPT)-4 and Healthcare Common Procedural
Coding System (HCPCS). Global amount paid per type of care,
for example, emergency room visit or chemotherapy visit. May
have more than one APC per encounter.

Ambulatory
surgicenter (not
hospital affiliated)

Nine payment categories. After 2008, new rates will be phased
in linked to the APC methodology.

Skilled nursing facility Resource Utilization Group (RUG-III)-Health Insurance
Prospective Payment Systems (HIPPS). Pays on per diem basis.

Physician office* CPT-4 or HCPCS codes that determine Resource Based Relative
Value Scale (RBRVS) per service payment. For administration
of medications, such as chemotherapy, reimbursement is
based on Average Sales Price (ASP) plus 6 percent.

Pharmacies Contracted rates with either a Medicare Managed Care
Organization (under Part C) or Part D payer. Medicare
beneficiaries who do not sign up for Part C or D pay
out-of-pocket charges.

Hospice Daily rates (per diems) based on level of service: routine home
care, continuous attendance at home, inpatient respite care,
and general inpatient care (for palliative treatment).

Home health care Outcome and Assessment Information Set (OASIS)-Home Health
Resource Groups (HHRG). Pays global amount for each
sixty-day episode of care (adjusted downward for increments
less than sixty days).

Notes: *CPT-4-based fees also apply to physician services in all other settings. This table expands the
information in Table 3.1; we offer it again here for emphasis of these concepts.
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this sense, the term has the same meaning as we described for consumer use. For
example, in Canada, the Patented Medicines Prices Review Board determines if the
prices the pharmaceutical companies want to charge are “excessive” by comparing the
proposed price for medicines still on patent with the averages in France, Germany,
Italy, Sweden, Switzerland, Great Britain, and the United States; it is then up to
provincial health plans to negotiate with the drug companies.

Another example is when government sets overall cost targets and can demand
variable pricing. In Australia, the government negotiates prices with pharmaceutical
companies based on anticipated use. If the actual volume exceeds targets, the prices
are lowered.

PRIVATE PAYERS

Before the company offers a new product, its actuaries estimate frequency of utiliza-
tion for a variety of health care services for the target population. This service cost
estimate is equivalent in the product sector to the “cost of goods sold.” When the plan
is on the market, managers will have actual cost data for this utilization—termed
the medical expense ratio. This item should account for about 80 to 85 percent of
the premiums that such firms charge. Managers must also estimate sales, general,
and administrative (SG&A) expenses. These items usually make up about 10 to 15
percent of premiums. (The profit margin for these plans is usually 3 to 5 percent.)

As mentioned previously, the presence of health insurance adds complexity to
health care pricing considerations. Because in this case both the insurance company
and insured individuals or families are customers for health care services and prod-
ucts, the health care marketer must understand each party’s payment responsibility
and price accordingly. For example, we cited earlier the case in which an insurance
company may be willing to pay for its portion of the cost of medications, yet patients
do not fill or refill medications if they feel the cost is too high.23 To understand how
much the consumer is responsible for paying for health care, we define four terms:

■ Premium. The amount the consumer pays to purchase an insurance product. A
certificate of insurance specifies what it covers and how much of the expense
that plan will pay. The rest is the consumer’s responsibility.

■ Deductible. The amount the consumer pays before the insurance starts to cover
charges.

■ Coinsurance. A percent of charges the patient pays; the remainder is the respon-
sibility of the insurance company.

■ Co-payment. The amount the consumer patient pays at each encounter, whether
it is for receiving a service or buying a product (such as medication).

Two examples of how these terms are applied follow. When health insurance is
responsible for any of the benefits, all of these terms should be used to determine the
total consumer cost for a product or service. For example, Medicare has a Web site
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(www.medicare.gov) that will help its members select a private drug plan. After the user
enters the member’s medications, the search function combines premium, co-payment,
and deductible expenses to rank the area plans according to total annual cost.

EXAMPLE OF THE APPLICATION OF
OUT-OF-POCKET EXPENSES TO PAYMENT OF
HEALTH CARE CHARGES
Your health plan covers ‘‘medically necessary’’ services and pharmaceuticals. The services
are subject to an annual (calendar year) deductible of $200, 80/20 coinsurance (your
insurance pays 80 percent and you pay 20 percent), $25 physician office visit co-payment
(which does not count toward deductible, coinsurance, or out-of-pocket annual maximum
payment), and a maximum out-of-pocket payment (after the deductible is met) of $1,000
per calendar year. (Pharmaceutical benefits are handled separately; these are addressed in
the second example.) Hospital charges are covered in full.

You see a physician at the beginning of the year and are charged $150. It is an
acceptable amount, according to a fee schedule upon which she and your insurance
company have agreed. How much do you pay? First, you have a $25 office co-payment.
Then, you determine whether you have satisfied your annual deductible. Because it is the
beginning of a new year and your deductible is $200, you are responsible for the entire bill.

Unfortunately, your physician finds a problem that requires a return visit four weeks
later. After that visit you have an allowable charge of $100. How much do you owe for
that visit? Again, start with the $25 co-payment. Because you satisfied $150 of your $200
deductible during your last visit, you owe an additional $50. Now that you have reached
your deductible limit, your coinsurance starts to apply. Of the remaining $50 of your bill,
you pay 20 percent, or $10, and the insurance company pays the remaining $40.

Your doctor now tells you that you need surgery to correct the problem she found
during the first visit. You have the surgery and review the physicians’ charges (the only
part of the bill for which you are responsible). Because the surgery was performed in the
hospital, there is no office co-payment. The deductibles and coinsurance do, however,
apply. The total of all physicians’ charges (surgeon, anesthesiologist, pathologist, and
radiologist) is $5,500. Because you have already satisfied your deductible, you are
responsible for 20 percent of the $5,500 ($1,100). But you are only at risk for the first
$1,000 of out-of-pocket expenses after your deductible is met. You already paid $10 for
coinsurance at the last office visit. So you would pay $990. For the remainder, you pay
only office co-payments, as you have met your annual out-of-pocket maximum.
Note: This example illustrates how out-of-pocket provisions may operate. Plans have
diverse provisions. For example, the expenditures that apply to annual limits may be
different, and co-payments are frequently not the same for all types of services.
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EXAMPLE OF THE APPLICATION OF
OUT-OF-POCKET EXPENSES TO PAYMENT FOR
PHARMACEUTICALS
Your insurance plan covers pharmaceuticals that you can take by yourself (self-administered
medications, like pills, and simple injections, like insulin). To hold down costs, the insur-
ance company has contracted with an independent company (pharmaceutical benefit
management company, or PBM) to administer these benefits. The PBM classifies the medi-
cations into three categories (or tiers) and assigns different co-payments to their purchase,
depending on how much they cost the company relative to others in the same category.
The first tier is all generic drugs, which carry a $10 co-payment for a thirty-day supply.a

The second tier comprises brand-name drugs; for example, those for which the PBM has
negotiated special considerations from the manufacturers in the form of rebates or lower
prices. Tier 2 medications have a $25 co-payment for a thirty-day supply. Tier 3 consists of
all other branded medications. The Tier 3 co-payment is $40 for a thirty-day supply. The
listing of all these medications, their uses, and assigned tiers is called a formulary.b

Note: There are many different variations with respect to pharmaceutical coverage. For
example, some plans have more than three tiers, depending on the extent of favorable
manufacturer contracts, and others have eliminated co-payments and use coinsurance
instead. Additionally, some plans may apply annual maximum out-of-pocket cost limits
for drugs.
aVirtually all plans also provide patients with the opportunity to order ninety-day medication
supplies by mail at less than the cost of three co-payments.
bIn addition to U.S. companies, countries that provide pharmaceuticals to their citizens
also use formularies and differential cost structures. The difference between the two is
that in the United States the tiers are based on medication cost; other countries (Italy, for
example) assign tiers by effectiveness.

In addition to the actuarial costs that we discussed earlier, insurance companies
also take into account the patient’s out-of-pocket costs (deductibles, co-payments,
and coinsurance) when pricing their products. Because the majority of health care
purchases are relatively low cost, even small increases in patients’ up-front payments
can cause large premium reductions. Insurance companies often compete on their
ability to customize price points by varying the amounts and mix of out-of-pocket
expenses.

Table 11.3 displays the common payment methods private insurance companies
use in different settings. Health care marketers must understand these methods when
pricing their products or services.
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TABLE 11.3. Common Private Insurance Payment Methods

Place of Service Payment Method

Inpatient hospital Charges: Percentage discount on charges; per diem fees (most
common) based on level of service, such as, intensive care,
rehabilitation, maternity, or DRGs. Charges are issued
according to standardized chargemaster coding.

Outpatient hospital Charges: Percentage discount on charges; or global payments
for episodes of care. Paid according to chargemaster and/or
RBRVS code.

Ambulatory
surgicenter
(whether or not it is
hospital affiliated)

Charges: Percentage discount on charges; or global payments
for episodes of care. Paid according to chargemaster and/or
RBRVS code.

Skilled nursing facility Per diem fees.

Physician office∗ CPT-4 or HCPCS codes that determine payments usually based
on a percentage of RBRVS. For administration of
medications, such as chemotherapy, reimbursement is
based on a fee schedule based on ASP or Average
Wholesale Price (AWP).

Pharmacies Contracted rates with Pharmaceutical Benefit Management
(PBMs) companies and/or Direct Manufacturer Contracts.
Direct contracts usually include volume-based discounts.

Hospice Per diem fees.

Home health care Per visit fees.

Note: *CPT-4-based fees also apply to physician services in all other settings.
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SUMMARY

There is much dissatisfaction with the prices of health care services. Consumers face
rising co-payments and deductibles, employers are feeling the pinch of increasing
premiums, hospitals and physicians feel they are not sufficiently reimbursed, and the
government’s bill for health care keeps rising. Most participants in the health care
marketplace see little logic to how health care prices are determined and distributed
to participants.

The task of setting prices in health care organizations differs depending on who
is paying the bill: patients, government, private parties (insurers), or some combi-
nation of these stakeholders. The theory of setting appropriate prices for patients
consists of seven steps: (1) selecting the pricing objective; (2) determining demand;
(3) estimating costs; (4) analyzing competitors’ costs, prices, and offers; (5) deciding
whether to use price as a competitive strategy; (6) selecting a pricing method (such
as markup pricing, target return pricing, value pricing, and going-rate pricing); and
(7) selecting the final pricing.

However, the theory must be modified by the influence of other factors, such
as the health care organization’s brand strength, its pricing policies, government
regulations, and the impact of price on other stakeholders.

Prices must undergo further adjustment to take into account geographical factors,
price discounts and allowances, promotional pricing, and differentiated pricing.

The health care organization must also decide when to initiate a price increase
or reduction as well as how to react to competitors’ price initiatives.

The government reserves the right to set prices for payment under Medicare,
Medicaid, and Veteran’s Administration programs and has set up an elaborate system
for price determination depending on the nature of the product or service and where
it is provided.

Although private insurers set the medical conditions that they will cover and
the prices they will pay, they often rely on government guidelines. Their goal is
successfully competing against other private insurers to get contracts with employers
and the government.

DISCUSSION QUESTIONS

1. You are the chief marketing officer of a market-leading, nonprofit health plan.
The CFO and the head of risk assessment think that premium prices should be
increased, but you want to first examine the elasticity of demand. How would you
get such information? What findings would cause you to support a price increase,
and what findings would cause you to drop the decision to raise prices?

2. Academic medical centers often compete with neighboring community hospitals
for routine patient care services. What price-quality assumptions about health
services do consumers make in deciding between two such hospitals? Are they
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rational? Assuming that the monetary costs to use either facility are often equiv-
alent, what are the nonmonetary costs facing consumers who use either hospital?

3. Pharmaceutical companies have received negative publicity for setting the prices
of their medicines for life-threatening diseases as much as twenty or more times
the cost of production. Luxury goods manufacturers also charge high prices;
however, their products do not mean the difference between life and death, health
and disability. What reasons could a pharmaceutical company use to justify their
pricing?
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LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. What is a marketing channel system and value network?

2. What functions and flow are performed by marketing channels?

3. How should effective health care delivery channels be designed?

4. What decisions do companies face in managing their channels?

5. How should channels be integrated and channel conflict managed?

351
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OPENING EXAMPLE
Novant Health Decides to Build an Integrated Health Care Delivery
Network Novant Health was one of the many hospitals nationwide that implemented
a breakthrough marketing channels strategy in the 1990s. This Winston-Salem, North
Carolina–based health care system decided to create an integrated delivery network (IDN).
Hospitals at the time believed that they could gain market share, increase operational
efficiency, and ultimately reduce overall health care costs by participating in as many
components of the health care system as possible.

A typical IDN brought together a range of health care organizations. For example,
a horizontal channels integration strategy was used to merge with or create alliances
with other hospitals. A vertical channels integration strategy was employed to invest in
physician practices and health insurance plans. Hospitals nationwide purchased health
clubs, laundries, laboratories, and even restaurants in the name of integrating their
networks. As Novant and other health care systems discovered, however, reaching their
IDN objectives was more of a challenge than they expected.

Novant was successful with its horizontal channels strategy. It merged Forsyth Medical
Center in Winston-Salem with Presbyterian Healthcare in Charlotte, North Carolina—two
flagship hospitals—along with their various health services affiliates. Additionally, Novant
committed to building three additional hospitals in small communities in its secondary
markets and to developing medical plazas in strategic market locations. Medical plazas
are innovative channels that offer a mix of ambulatory services, based on a community’s
specific medical needs, that are designed for easy access to each other.

One part of the Novant vertical channels strategy in the early 1990s was the devel-
opment of Partners Health Plans, an independent practice association (IPA) HMO. Novant
learned, however, that operating a health plan was very different from managing a medical
center. For example, although the health plan and hospital were managed independently,
physicians and other providers often criticized the senior medical center management
because of difficult provider contracting and reimbursement decisions by Partners.

Partners Health Plans was quite successful based on its financial performance,
membership growth, and NCQA certification. Other factors, however, including pushback
from competing hospitals, strained physician relationships, and the lack of scale needed
to compete with national payers led Novant to a decision to sell Partners to BlueCross
BlueShield of North Carolina.

Another component of the Novant vertical channels strategy was the integration of
medical practices that included an estimated 800 physicians. Like many hospitals, Novant
experienced financial and management challenges here as well; but unlike some other
hospitals, it persevered and made changes based on its commitment to its physician
integration strategy.

Understanding that its physician practices needed to be managed more like a
multi-specialty group than a hospital clinic, Novant adapted and placed decision-making
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for these practices back in the hands of the physician groups. Network management
leaders with strong practice management experience were also brought on board.
Physician compensation was tied to patient activity instead of a straight salary. Novant
also formed a joint venture with the physicians to address the increasing costs of medical
malpractice insurance. This ‘‘risk retention group’’ provided more competitively priced
malpractice insurance to the medical staff.

Over time, this approach to vertical channels integration improved financial results
and allowed Novant to invest in additional clinical and management resources, such as
new medical equipment and physician recruitment assistance.
Source: Interview with Bob Seehausen, SVP of business development and sales at Novant,
Aug. 2007.

As the opening example illustrates, health care organizations today must build
and manage a continuously evolving value network. This chapter will examine the
strategic marketing and tactical issues related to health care service and product
channels and their accompanying value networks.

OVERVIEW: MARKETING CHANNELS AND VALUE NETWORKS

Because health care service providers, as well as health care product firms, often
do not sell their services and goods directly to end users, a set of intermediaries, or
channel partners, perform a variety of functions needed to deliver them. These inter-
mediaries function as marketing channels, service delivery networks, and distribution
channels. Marketing channels are sets of interdependent organizations involved in
the process of making a product or service available for use or consumption. In
health care, they are the set of pathways a service benefit or product follows either
before or after production. The endpoint in the pathway is the purchase and use by
the final end user. The process of a family medicine physician referring a patient to a
heart surgeon at an academic medical center for a coronary artery bypass graft is an
example of a marketing channel that leads to service delivery. In another example,
a Valium tablet purchased by a hospital from the manufacturer, Roche USA, is first
sent from the pharmaceutical company’s plant to a warehouse. A drug wholesaler,
jobber, or hospital group purchasing organization, such as Premier, then delivers it
to the hospital pharmacy. A doctor at the patient bedside orders the Valium, and a
nurse brings the tablet to the patient on the unit who then takes it. Each member of
the distribution process performs a valuable function.

The Importance of Channels
A marketing channel system is the particular set of organizational paths and rela-
tionships that a firm employs to reach potential buyers and induce them into actions
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leading to profitable sales. Marketing channel system structure and management
decisions are critical because channel members can collectively earn margins that
account for 30 to 50 percent of the ultimate selling price. Marketing channels also
represent a substantial opportunity cost; not only must they serve markets, but they
must also make markets.1 A prime example is the role played by pharmaceutical
benefit management (PBM) companies, which not only serve as wholesalers but also
manage most of the managed care drug benefits in the United States.

The channels a company chooses affect all other marketing decisions. Pricing
is influenced by the types and costs of distribution; costs are often higher for ser-
vices and products that require many channel partners, because each member of the
distribution chain needs to be compensated. The firm’s sales force and advertising
decisions depend on how much training and motivation dealers need. In addition,
channel decisions involve relatively long-term commitments to its members as well
as establishment of sets of policies and procedures to delineate mutual goals and
responsibilities. When a hospital signs a network agreement with a physician group
for endoscopic procedures, the hospital cannot buy them out the next day and replace
them with a hospital-owned diagnostic center.

In managing its intermediaries, the organization must decide how much effort
to devote to push versus pull marketing. A push strategy involves the organiza-
tion using its sales force and resources to motivate intermediaries to carry, promote,
and sell the product to end users. A push strategy is appropriate where there is
low brand loyalty in a category, brand choice is made at the time of purchase, the
product is an impulse item, and product benefits are well understood. Stryker uses
a push strategy, supported by its sales force, that actually advises surgeons dur-
ing operations on how to best use its orthopedic implants. A pull strategy involves
the organization’s use of advertising and promotion to motivate consumers to ask
intermediaries for the product, thus motivating the intermediaries to order it. Pull
strategy is appropriate when there is high brand loyalty and high involvement in
the category, when people perceive differences between brands, and when customers
choose the brand before they make a purchase. A direct-to-consumer (DTC) tele-
vision ad for the drug Rozerem is a tactic supporting a pull strategy designed to
have consumers go to their doctors and ask for this medication if they have trouble
sleeping.

Top marketing organizations skillfully employ both push and pull strategies.
United Healthcare, a managed care company, uses a push strategy when it motivates
brokers and consultants to advise employers to include its plans in their employee
health benefit choices. A pull strategy is used when the company advertises to con-
sumers to both ask their employers for United Healthcare coverage and select it over
the other health plans being offered.

Value Networks
The organization should first think of the target market and then design the supply
chain backward from that point, a process called demand chain planning . An even
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broader view sees an organization at the center of a value network —a system of
partnerships and alliances that it creates to source, augment, and deliver its offerings.
A value network includes an organization’s suppliers, its suppliers’ suppliers, its
immediate customers, and customers’ end customers. A hospital value network, for
example, includes relations running the gamut from physicians to equipment suppliers
to government regulatory agencies. An organization needs to orchestrate these parties
to enable it to deliver superior value to the target market.

Demand chain planning yields several insights. First, the organization can esti-
mate whether more money is to be made upstream or downstream, which will guide
decisions on backward or forward integration, respectively. Second, the firm becomes
more aware of disturbances anywhere in the supply chain that might cause costs,
prices, or supplies to change suddenly. Third, companies can go on-line with their
channel partners to carry on faster and more accurate communications, transactions,
and payments to reduce costs, speed up information transfer, and increase accuracy.

Marketers have traditionally focused on the side of the value network that looks
toward the customer. In the future, they will increasingly participate in and influ-
ence their organizations’ upstream activities and become network managers (see
Field Note 12.1).

FIELD NOTE 12.1.
Tufts–New England Medical Center Builds a Value Network Tufts–New
England Medical Center (Tufts–NEMC) merged with the LifeSpan Health System in 1997.
After five years, this association was dissolved and Tufts–NEMC became independent
again. The merger and return to independence left Tufts–NEMC in a bind. Over the
five-year period it was merged with LifeSpan, hospital competitors in the Boston market
had developed alliances with health plans and had also purchased a number of primary care
physician practices. Tufts–NEMC was left with about forty scattered physicians in their own
network, and it needed to develop a competitive value network with physicians quickly.

Tufts–NEMC leadership learned that Tufts University Medical School graduates were
more likely to go into clinical practice than graduates of any other area medical school.
This finding seemed to indicate that Tufts–NEMC could have a base of primary care
physicians who naturally referred their patients to its medical specialists.

Secondary marketing research showed that the data needed to measure referral
trends was not comprehensive and up-to-date. Primary marketing research with physicians
reinforced the conclusion that (1) doctors refer patients to other doctors and not to
hospitals, and (2) the primary care physicians who were Tufts grads did not know much
about the Tufts–NEMC specialist physicians due to the recent management and medical
staff changes.

Marketing research also found that a large number of hospitals in Boston used the
same ‘‘high-quality care’’ positioning. Further, a Tufts–NEMC capability analysis revealed
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that the medical center’s smaller scale operation could be used to its advantage. This
more intimate environment naturally enabled Tufts–NEMC to provide its physicians with
enhanced communications, easier access to patient and hospital information, and other
tools such as convenient web-based continuing medical education programs.

Using this marketing intelligence and understanding of internal strength, Tufts–NEMC
decided to position their nascent medical network as providing high-quality care in a more
intimate and personal setting.

Tufts–NEMC also decided to boost physician referrals through the reorganization of
the enterprise along clinical product lines. Services were organized into nine business units
that were charged with identifying growth opportunities, care, and cost improvement
initiatives and in some cases major restructuring. Today, the Tufts–NEMC physician value
network has grown to include 220 primary care physicians and 550 specialists.
Source: Interview with Deb Joelson, SVP of market development and planning at
Tufts–New England Medical Center, Sept. 2007.

THE ROLE OF MARKETING CHANNELS

Why would a service provider or a product manufacturer delegate some of the
delivery or selling tasks to intermediaries when delegation means relinquishing some
control over how and to whom the services and products are sold? Producers of
services and products gain several advantages by using intermediaries:

■ Many producers lack the financial resources to carry out direct marketing. EMD
Pharmaceuticals is always searching for appropriate “in-licensing” opportunities.
The company’s business development team actively solicits new compounds
from smaller pharmaceutical developers that cannot afford to operate their own
sales force. EMD salespeople add these new compounds to their list of products
and split the revenue with the smaller drug developers.

■ Producers who establish their own channels can often earn a greater return by
increasing investment in their main business. If a growing company earns a
20-percent rate of return on manufacturing and a 10-percent return on retailing,
it does not make sense for it to do its own retailing.

■ In some cases direct marketing simply is not feasible. The Bayer Corporation
would not find it practical to establish small retail drug and grocery stores
throughout the world or to sell aspirin, vitamins, nasal spray, and other over-the-
counter remedies by mail order. Bayer finds it easier to work through the exten-
sive network of separate distribution organizations.

Intermediaries normally achieve superior efficiency in making goods widely
available and accessible to target markets. Through their contacts, experience,
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specialization, and scale of operation, intermediaries usually offer the firm more
than it can achieve on its own. According to Stern and his colleagues:

Intermediaries smooth the flow of goods and services. . . . This procedure is necessary
in order to bridge the discrepancy between the assortment of goods and services
generated by the producer and the assortment demanded by the consumer. The
discrepancy results from the fact that manufacturers typically produce a large quantity
of a limited variety of goods, whereas consumers usually desire only a limited quantity
of a wide variety of goods.2

To make health care more available and convenient, new channels are emerging,
particularly in the establishment of services in retail and wholesale outlets. These
new channels offer a combinations enhanced access, shorter waiting times, and lower
prices (see Field Note 12.2 for examples).

FIELD NOTE 12.2.
Retail Health Care Delivery Systems Take Care Health operates fifty-six health
clinics in Chicago, Kansas City, Milwaukee, Pittsburgh, and St. Louis, and is a wholly-owned
subsidiary of Walgreen Company. It plans to have more than 400 clinics inside Walgreens
drugstores by the end of 2008. Take Care Health employs nurse practitioners to meet
basic health care needs, without the need for an appointment. Take Care Health has an
integrated electronic medical record system, physician record review, peer review, and
compliance auditing to support quality care.

One of Take Care’s primary competitors is MinuteClinic, which also treats common
family illnesses such as strep throat and ear, eye, sinus, bladder, and bronchial infections.
The fee for these services averages $59 per visit, and the patient’s primary care physician
receives a copy of the diagnostic and treatment record. MinuteClinic is a subsidiary of CVS
Caremark Corporation, and it has installations in 250 CVS Pharmacies across the nation.
MinuteClinic is the first and only retail health care provider to receive accreditation from
the Joint Commission on Accreditation of Healthcare Organizations.

Another competitor, RediClinic, received funding from Revolution Health in 2005 to
roll out its national network of clinics. Revolution Health was established by Steve Case
who was a founder of AOL. RediClinic emphasizes the typical retail heath care services
and also stresses preventive and screening services. Consumers can check their medical
test results on-line through the RediClinic Web site. RediClinic is located in select H-B-E
food stores, Wal-Mart stores, and Walgreens’ stores in Texas, Virginia, Georgia, Arkansas,
and Oklahoma.

Wal-Mart is also moving forward with its own plans for retail clinics. Wal-Mart will
lease space in its stores to local or regional hospitals and other organizations that are
independent of Wal-Mart. The move is a significant expansion of a pilot project begun
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in September 2005. As of April 2007, seventy-six clinics were operating inside Wal-Marts
in twelve states. In addition, Kroger and Publix supermarkets have begun testing walk-in
clinics, as has the mass merchandiser Target.
Source: ‘‘Guidelines for In-Store Treatment,’’ Modern Healthcare, Jan. 9, 2006, p. 32.

CHANNEL FUNCTIONS AND FLOWS

A marketing channel performs the work of moving services and goods from produc-
ers to consumers. It overcomes the time, place, and possession gaps that separate
goods and services from those who need or want them. Members of the marketing
channel perform a number of key functions, including the following:

■ Gathering information about potential and current customers, competitors, and
other actors and forces in the marketing environment.

■ Developing and disseminating persuasive communications to stimulate purchas-
ing.

■ Reaching agreements on price and other terms so that transfer of ownership or
possession can be affected.

■ Placing orders with manufacturers.

■ Acquiring the funds to finance inventories at different levels in the marketing
channel.

■ Assuming risks connected with carrying out channel work.

■ Providing for the successive storage and movement of physical products.

■ Providing for buyers’ payment of their bills through banks and other financial
institutions.

■ Overseeing actual transfer of ownership from one organization or person to
another.3

Some functions (like providing physical possession or title to goods) constitute
a forward flow of activity from the organization to the customer; other functions
(ordering and payment) constitute a backward flow from customers to the organi-
zation. Still others (information, negotiation, finance, and risk taking) occur in both
directions. A simplified model of these three flows is presented in Field Note 12.3
for the marketing of a hospital orthopedic product line. Note that even for this
straightforward example, the complexity of a health care service marketing channel
is substantial.
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FIELD NOTE 12.3.
Model of Three Channel Flows

1. Physical Flow.

Patient Primary Care Physician Imaging Center Orthopedic Surgeon Rehabilitation CenterHospital

2. Examples of Payment Flow (processes may occur sequentially or concurrently).
Insurance precertification, patient deductible and coinsurance, physician bills, imag-
ing center bills, hospital bills, insurance reimbursement, physician write-off after
reimbursement, hospital write-off after reimbursement, imaging center write-off
after reimbursement, patient deductible and coinsurance for rehabilitation, rehabili-
tation bills, insurance reimbursement, rehabilitation write-offs after reimbursement.

3. Examples of Information Flow (processes may occur sequentially or concurrently).
Patient to insurance precertification; insurance precertification to primary care
physician and patient; primary care physician to imaging center; imaging center to
primary care physician; primary care physician to orthopedic surgeon; orthopedic
surgeon to hospital; orthopedic surgeon to rehabilitation center; orthopedic surgeon
to primary care physician.

The question is often not whether various channel functions need to be per-
formed, but rather who is to perform them. All channel functions have three things
in common: they use up scarce resources, they can often be performed better through
specialization, and they can be shifted among channel members. When the manu-
facturer shifts some functions to intermediaries, the producer’s costs and prices are
lower, but the intermediary must add a charge to cover its work. If the intermedi-
aries are more efficient than the manufacturer, prices to consumers can be lower. If
consumers perform some functions themselves, they should enjoy even lower prices.
An obvious example of the latter is when patients come to the doctor’s office for
care versus the physician making a house call.

Marketing functions are more basic and stable than the institutions that perform
them. Changes in channel institutions largely reflect the discovery of more efficient
ways to combine or separate the economic functions that provide assortments of
services and goods to target customers. For example, TelaDoc is a Dallas-based
subscription service that connects consumers to its 175 participating physicians for
medical advice by telephone. Instead of waiting to schedule an appointment, then
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paying up to $100, consumers can pay $35 per call along with an $18 setup fee
and a $7 per month subscription fee. The service was launched in April 2005 and
eventually had forty-one thousand registered customers who accounted for $1.7 mil-
lion in revenue through February 2006. TelaDoc relies primarily on contracts with
such membership organizations as the National Association of the Self-Employed
and small health care insurers to draw its customers.

CHANNEL LEVELS

Because the producer and the final customer are part of every channel, we use the
number of intermediary levels to designate the length of a channel.

A zero-level channel (also called a direct-marketing channel ) consists of a
producer selling directly to the final customer through door-to-door sales, mail order,
telemarketing, TV selling, internet selling, and other methods. A one-level channel
contains one selling intermediary, such as a retailer. A two-level channel contains two
intermediaries, a three-level channel contains three intermediaries, and so on. From
the producer’s point of view, obtaining information about end users and exercising
control becomes more difficult as the number of channel levels increases.

Channels normally describe a forward movement of services or products. One
can also talk about reverse-flow channels , which bring products back for reuse (such
as surgical instruments), refurbishing items for resale, or disposal of products and
packaging.4 For example, GE Healthcare will accept trade-ins and sell refurbished
diagnostic equipment.

SERVICE SECTOR CHANNELS

Producers of health services and ideas also face the problem of making their out-
put available and accessible to target populations. For example, cosmetic medicine
companies such as Sleek MedSpa, Solana MedSpa, Sona MedSpa, and Radiance
Medspa contract with physicians who oversee services and procedures that are
often performed by a nurse or licensed technician. These treatments—which include
injectable Botox and Restylane, peels and laser procedures, along with facials and
therapeutic massage—are now moving into day spas in malls and other retail areas.
Convenience (they are often open nights and weekends), ambience, and pampering
are benefits that differentiate these medical spas from the typical physician’s office.
Although prices are often competitive with physicians’ fees, in certain cities, like
Los Angeles, there is strong price competition—a concept familiar to retailing but
rare in medicine.

As the Internet and other technologies advance, health service organizations such
as physician groups, hospitals, health insurance companies, and disease management
firms operate through new channels. Blue Cross Blue Shield of North Carolina now
enrolls more individual health insurance subscribers through their web portal than
they enroll by telephone.
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Another example of augmented service channels is Doctors Making Housecalls,
based in central North Carolina. This medical group of six experienced, board-certified
physicians provides care for patients aged 5 to 105 in their homes or offices. Their
services are available from 7:00 AM to 7:00 PM and include urgent care for acute
problems, routine care, and comprehensive care for chronic and complex conditions.
In addition to physical examinations, they can draw blood and perform X-rays, EKGs,
sonograms, Doppler studies, and Pap smears. Their goal is to improve access and
quality of care by combining clinical excellence with uncommonly high levels of
service and personalized attention, at an affordable price. Doctors Making Housecalls
is “concierge medicine” with no annual fee; the group contracts with Medicare, files
insurance claims with all commercial carriers, and accepts credit cards.

CHANNEL-DESIGN DECISIONS

Designing a marketing channel system involves analyzing customer needs, estab-
lishing channel objectives, identifying major channel alternatives, and evaluating
major channel alternatives.

Analyzing Customers’ Desired Service Output Levels
In designing the marketing channel, the marketer must understand the service output
levels target customers desire. Channels produce five service outputs:

1. Lot size: The number of units the channel permits a typical customer to pur-
chase on one occasion. In buying cars for its hospitals, HCA prefers a channel
from which it can buy a large lot size; a household wants a channel that permits
buying a lot size of one.

2. Waiting and delivery time: The average time customers of that channel wait for
receipt of the goods or a service. Customers increasingly prefer faster and faster
delivery channels. This feature is especially desirable in hospital emergency
departments, where queuing is common and patients are often in pain.

3. Spatial convenience: The degree to which the marketing channel makes it easy
for customers to purchase the product. As mentioned earlier, CVS is establishing
MinuteClinics in its stores to make it easy for consumers to quickly receive
minor medical care.

4. Product variety: The assortment breadth provided by the marketing channel.
Normally, customers prefer a greater assortment because more choices increase
the chance of finding what they need. Multi-specialty physician groups can treat
individual patients for a variety of medical conditions without the patient having
to leave the building; also, families can receive care at the same site and time.

5. Service backup: The add-on services (credit, delivery, installation, repairs) pro-
vided by the channel. The greater the service backup, the greater the work
provided by the channel.5
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Establishing Objectives and Constraints
Channel objectives should be measured in terms of targeted service output levels
at the lowest possible cost.6 Effective planning requires determining which market
segments to serve, what level of service they expect, and the best channels for
each.

Channel objectives vary with product characteristics. Perishable products require
more direct marketing. Bulky products, such as building materials, require channels
that minimize the shipping distance and the amount of handling. Nonstandardized
products, such as custom-built machinery and specialized business forms, are sold
directly by company sales representatives. Products requiring installation or mainte-
nance services, such as heating and cooling systems, are usually sold and maintained
by the company or by franchised dealers. High-unit-value products, such as MRIs
and PET scanners, are often sold through a company sales force rather than inter-
mediaries.

Channel design must take into account the strengths and weaknesses of different
types of intermediaries. For example, contract sales reps who work with multiple
pharmaceutical company clients are able to contact physicians at a low cost per cus-
tomer, and the selling effort per customer is less intense than if company sales reps did
the selling. Additionally, channel design is influenced by competitors’ channels, eco-
nomic conditions, and legal regulations and restrictions. U.S. law looks unfavorably
on channel arrangements that may lessen competition or create a monopoly.

IDENTIFYING MAJOR CHANNEL ALTERNATIVES

There are many different options in selecting channels, and most organizations use a
mix to cost-effectively reach different segments. A channel alternative is described
by three elements: the types of intermediaries available, the number of intermediaries
needed, and the terms and responsibilities of each channel member.

Types of Intermediaries
Some intermediaries—such as wholesalers and retailers—buy, take title to, and
resell the merchandise; they are called merchants . Others—brokers, manufactur-
ers’ representatives, sales agents—who search for customers and may negotiate
on the producer’s behalf, but do not take title to the goods, are called agents .
Still others—transportation companies, independent warehouses, banks, advertising
agencies—who assist in the distribution process, but neither take title to goods nor
negotiate purchases or sales, are called facilitators . These intermediaries help expand
the channel possibilities.

An international example of channel expansion is IndUShealth, which provides
American patients complex medical procedures in India at prices well below those
offered at U.S. hospitals. The firm, founded in 2005 in Raleigh, North Carolina,
coordinates overseas health care referrals for U.S. patients at three of India’s top



Designing and Managing Health Care Marketing Channels 363

hospital systems: Wockhardt Hospitals, Ltd., in Mumbai and Indraprastha Apollo
Hospitals and Escorts Heart Institute and Research Center located in New Delhi.
The amount of savings varies by procedure, but InduShealth claims that the cost of
the medical care it offers through its Indian partners is 70 to 80 percent lower than
fees charged for the same care in the United States. The Washington Post reported
that in 2004 a heart valve replacement surgery would cost up to $200,000 in the
United States; the same procedure is about $10,000 at Escorts Heart Institute. Other
examples of procedures available include hip resurfacing, knee replacement, coronary
artery bypass grafts, and endoscopic disc removal.

Number of Intermediaries
In deciding how many intermediaries to use, companies can employ one of three
strategies: exclusive, selective, and intensive distribution. Exclusive distribution
means severely limiting the number of intermediaries. It is used when the producer
wants to maintain control over the service level and outputs offered by the resellers.
Often it involves exclusive dealing arrangements. By granting exclusive distribution,
the producer hopes to obtain more dedicated and knowledgeable selling. It requires
greater partnership between seller and reseller.

An example of a company that uses exclusive distribution is Quill Medical,
which develops and commercializes innovative surgical products for wound clo-
sure and tissue management. These products, based on Quill’s patented technology,
enable surgical closures to “self-anchor” in tissue without the need for a suture.
Products that employ these designs are expected to be useful across a range of sur-
gical applications covering the fields of general, orthopedic, cosmetic, vascular, and
endoscopic surgery. The company has an exclusive distribution alliance with Surgi-
cal Specialties Corporation, a leading provider of micro incision and wound closure
technology. Under the alliance, Surgical Specialties sells Quill Medical’s suture tech-
nology for aesthetic surgery under the trade name Contour ThreadLift, a minimally
invasive product for lifting skin.

Selective distribution involves the use of more but fewer than all of the inter-
mediaries who are willing to carry a particular product. It is used by established
companies and by new companies seeking distributors. The company does not have
to worry about too many outlets; it can gain adequate market coverage with more
control and less cost than with an intensive distribution strategy.

An example of a firm that uses this approach is Expanscience Laboratories, an
international pharmaceutical company based in France that specializes in dermo-
cosmetics. Over the past fifty years, the company has relied on a selective distri-
bution strategy for these products in selected pharmacies and, more recently, in a
new category of distribution called parapharmacies . As the name suggests, a para-
pharmacie (the origin is French) is an offshoot of a pharmacy, but it focuses more
on skin and hair care, along with vitamins, mineral supplements, and herbal teas.
This selective distribution strategy is complemented by a selective sales strategy that
targets certain prescribing physicians, midwives, and nurses.
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Intensive distribution consists of the manufacturer placing the goods or services
in as many outlets as possible. This plan is generally used for items such as over-the-
counter medications like aspirin, first-aid products, vitamins, and other products that
support the need for location convenience.

Rights and Responsibilities of Channel Members
The organization must determine the rights and responsibilities of participating chan-
nel members. To strengthen the linkages, each channel member must be treated
respectfully and given the opportunity to be profitable or gain value.7 The main
elements in the “trade-relations mix” are price policies, conditions of sale, territorial
rights, and specific services to be performed by each party.

Price policy calls for the organization to establish a price list and schedule of dis-
counts and allowances that intermediaries see as equitable and sufficient. Conditions
of sale refer to payment terms and guarantees. Most services- or goods-producing
organizations grant cash discounts to distributors for early payments. Producers might
also give distributors a guarantee against defective merchandise or price declines,
which provides an incentive to buy larger quantities.

Distributors’ territorial rights define not only their territories, but also the terms
under which the organization will enfranchise other distributors. Distributors nor-
mally expect to receive full credit for all sales in their territory, whether or not they
closed the specific deal.

Mutual services and responsibilities must be clearly communicated, especially in
franchised and exclusive-agency channels. For example, American Ramp sells and rents
ramps to consumers who use wheelchairs or who cannot climb stairs. This home health
care organization enables consumers to be discharged earlier from hospitals and receive
less expensive patient care in the home. They provide their franchisees with training,
phone support, advertising, engineering support, and an accounting system. In return,
franchisees are expected to pay a franchise fee, buy inventory, and purchase training,
supplies, vehicles, and other equipment and services from approved suppliers.

EVALUATING THE MAJOR ALTERNATIVES

Once the organization has identified its major channel alternatives, it must evaluate
each choice against appropriate economic, control, and adaptive criteria. From an
economic perspective, each channel option will produce a different level of sales
and costs. Figure 12.1 shows how six different sales channels perform in terms of
the value added per sale and the cost per transaction. The next step is to estimate
the costs of selling different volumes through each channel. Organizations that can
move their customers to lower cost channels (such as moving from direct sales to
web-based sales)—without losing sales, service quality, or customers—will gain a
channel advantage.

The organization should also determine whether an in-house company sales force
or a contracted sales agency will produce more sales. Using a sales agency poses a
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FIGURE 12.1. Comparing Different Channels on Value and Cost

Source: Kotler and Keller, Marketing Management, 12th ed. Upper Saddle River, N.J.: Prentice-
Hall, 2006, p. 481.

control problem. A sales agency is an independent firm with a portfolio of different
goods or services. As mentioned earlier, such an arrangement can lower the direct
sales force cost; however, agents may concentrate more of their selling resources
on the goods or services that are more easily sold or that generate greater profits to
the agency. Therefore, agents also need appropriate incentives to master the more
technical details of the company’s product, handle its promotion materials effectively,
and promote it equally with offerings from their other clients.

Although strong channel development requires that members make some degree
of commitment to each other for a specified period of time, these commitments
invariably lead to a decrease in the producer’s ability to respond to a changing mar-
ketplace. The tradeoff is therefore between, on the one hand, stability and strength,
and on the other, flexibility.

CHANNEL-MANAGEMENT DECISIONS

After an organization has chosen a channel alternative, individual intermediaries
must be selected, trained, motivated, and evaluated. Marketers must also be ready to
modify channel arrangements over time.

Selecting Channel Members
Organizations need to select their channel members carefully, because the channels
represent the company to customers. Companies should evaluate channel members
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based on such characteristics as the number of years in business, growth and profit
record, financial strength, cooperativeness, and service reputation. If the interme-
diaries are sales agents, producers should evaluate the number and character of
other lines carried and the size and quality of the sales force. If the intermediaries
want exclusive distribution rights, the producer should evaluate expertise, experi-
ence, locations, future growth potential, and the type of clientele they typically
serve.

Training Channel Members
Organizations need to carefully plan and implement training programs for their inter-
mediaries. For example, Misys Healthcare Systems, a market leader in health care
IT, has a national program for its sales channel members called Misys Valued Partner
or MVP. This program provides support to companies recognized as elite providers
of Misys brand health care IT solutions that serve physician practices nationwide.
To achieve MVP status, channel partners must complete a technical support training
program and earn a specialized solution certification. As an authorized reseller of
Misys Healthcare Systems solutions, the MVP offers its customers a fully integrated
practice management solution including billing, scheduling, and electronic medi-
cal record services and products. When physicians purchase products from a Misys
Healthcare Systems’ MVP, they can be confident that the products and services are
supported by the manufacturer. MVPs also have the assurance that Misys Healthcare
Systems will not directly compete within their local markets.

Motivating Channel Members
Companies must regard their intermediaries in the same way they regard their end
users; that is, identifying their needs and tailoring their channel positioning to provide
them superior value. The organization should provide training, market research, and
other capability-building programs to improve intermediaries’ performance. The firm
must constantly work to make the intermediaries their partners in a joint effort to
satisfy customers.

In trying to forge long-term partnerships with distributors, however, sophisti-
cated organizations must clearly communicate what they want in the areas of market
coverage, inventory levels, marketing development, account solicitation, technical
advice and services, and marketing information. In this respect, producers often see
gaining intermediaries’ cooperation as a huge challenge, and they vary in their abil-
ity to manage these distributors.8 To garner cooperation, these producers may apply
channel power , which is defined as the ability to alter channel members’ behavior
so that they take actions they would not otherwise have taken.9 For example, pro-
ducers can use channel power when they have a very desirable product over which
distributors compete for the right to represent it to the market. When the product
or service is not quite this desirable, more creative methods must be employed,
such as customized compensation plans that can be aligned to elicit the desired
behavior.
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Evaluating Channel Members
Producers must periodically evaluate intermediaries’ performance against such stan-
dards as sales-quota attainment, average inventory levels, customer delivery time,
treatment of damaged and lost goods, and cooperation in promotional and training
programs. A producer will occasionally discover that it is paying too much to par-
ticular intermediaries for what they are actually doing. One manufacturer that was
compensating a distributor for holding inventories found that the inventories were
actually held in a public warehouse at its expense. Producers should set up functional
programs that pay specified amounts for the channel partner’s performance of each
agreed-upon service. Underperformers need to be counseled, retrained, remotivated,
or terminated. See Field Note 12.4 for an example of how a company can work with
its channel partners to improve quality and growth.

FIELD NOTE 12.4.
Evaluating Health Care Marketing Channel Intermediaries How important
is it for marketers to evaluate and manage suppliers, wholesalers, retailers, and other
intermediaries? They can start by determining how suppliers—and their suppliers—as
well as distributors can influence the organization’s performance. Respirics combines
proprietary inhalation technology with powder drug formulation expertise to develop
unique drug delivery solutions. Respirics needed to find the best manufacturing and
distribution channel partners to make its asthma drug delivery product, MD Turbo,
accessible to the target market and profitable for the company.

Respirics began searching for a design and manufacturing partner for MD Turbo by
evaluating 165 applicants from all over the world. Six companies were culled from this
research, and one was selected—Computime. This selection was based on price (the cost
of producing MD Turbo in the United States was double the cost of producing the device
in China) and Computime’s ‘‘customer first’’ corporate culture.

Another important step is to translate companywide strategic goals and measure-
ments into specific targets and measures for value-network members. The Computime
marketing culture was put to the test when the initial manufactured lots had a failure rate
of 7.5 percent. After Respirics explained that this rate was unacceptable, Computime’s
management enhanced the quality assurance process and tested 100 percent of the units
produced. The result was a reduction to a 1 percent initial failure rate. Volume is now
three hundred thousand units annually and is growing.

Another key criterion is how well an intermediary can support the company’s drive for
growth. Respirics also entered into a distribution arrangement with a biopharmaceutical
company focused on the development and commercialization of late-stage respiratory
disease products. The three objectives of this partnership were to have the distribution
partner’s sales force call on (1) national pharmacy companies and their retail outlets,
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(2) high-prescribing physicians, such as allergists and pulmonologists, and (3) health
insurance companies and other third-party payers (to secure reimbursement coverage for
MD Turbo). Through its monitoring, Respirics learned that the partner unfortunately was
not performing up to standards. It had been unable to build its sales force to the size
needed to accomplish the objectives. Both parties are now working together to solve this
problem.
Source: Interview with Gil Mott, CEO of Respirics, Sept. 2007.

MODIFYING CHANNEL ARRANGEMENTS

Channel arrangements must be periodically reviewed and modified when the dis-
tribution channel is not working as planned, consumer buying patterns change, the
market expands, new competition arises, innovative distribution channels emerge, or
the product moves into later stages in the product life cycle.

No marketing channel will remain effective over the whole product life cycle.
Early buyers might be willing to pay for high value-added channels, but later buyers
will switch to lower-cost channels. In competitive markets with low entry barriers, the
optimal channel structure will inevitably change over time. The change could involve
adding or dropping individual channel members, adding or dropping particular market
channels, or developing a totally new way to sell goods.

Adding or dropping an individual channel member requires an incremental anal-
ysis to determine what the firm’s profits would look like with and without this
intermediary. Monetary costs of changes are not always immediately evident, and
problems may initially present themselves with other channel members and cus-
tomers. For example, eliminating a channel may erode sales if the market incorrectly
infers that the product is in trouble or channel partners think they will be next in fac-
ing cutbacks. Channel members can also decide to end their alliance with producing
organizations; for example, surgeons can decide to use the operating rooms of other
hospitals if their repeated requests for new equipment and timely communications are
not met by their current hospital. Further, producers may disrupt ultimate customer
sales when channel members have personal and long-standing relationships with end
users. This situation is particularly prevalent in the hospital supply sector in Japan.

The most difficult decision involves revising the overall channel strategy.10 Distri-
bution channels can become outmoded over time as a gap arises between the existing
distribution system and the ideal system that would satisfy target customers’ (and
producers’) needs and desires. In the 1990s, Medic Computer Systems, a prominent
physician information systems company, realized a significant percentage of its total
sales revenue as an IBM value-added reseller (VAR), reselling midrange computer
hardware. This revenue has declined markedly, because physicians can now purchase
high-performance desktop PCs by phone, in a large commercial outlet or over the Web.
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CHANNEL DYNAMICS

As new wholesaling and retailing institutions emerge, new channel systems evolve.
We now look at the recent growth of vertical, horizontal, and multi-channel marketing
systems and see how these systems cooperate, conflict, and compete.

Vertical Marketing Systems
One of the most significant recent channel developments is the rise of vertical
marketing systems.11 A conventional marketing channel comprises an independent
producer, wholesaler(s), and retailer(s). Each is a separate business seeking to max-
imize its own profits, even if this goal reduces profit for the system as a whole. No
channel member has complete or substantial control over other members.

A vertical marketing system (VMS), by contrast, comprises the producer, whole-
saler(s), and retailer(s) acting as a unified system. One channel member, the channel
captain, owns the others, franchises them, or has so much power that they all coop-
erate. The channel captain can be the producer, the wholesaler, or the retailer. VMSs
arose as a result of strong channel members’ attempts to control channel behavior
and eliminate the conflict that results when independent members pursue their own
objectives. VMSs achieve economies through size, bargaining power, and elimina-
tion of duplicated services. They have become the dominant mode of distribution
in the U.S. consumer marketplace, serving between 70 and 80 percent of the total
market. The three types of VMS are corporate, administered, and contractual.

A corporate VMS combines successive stages of production and distribution
under single ownership. For example, many academic medical centers obtain over
50 percent of their hospital admissions from physicians who belong to the faculty
practice plan.

An administered VMS coordinates successive stages of production and distribu-
tion through the size and power of one of the members. Manufacturers of a dominant
brand are able to secure strong trade cooperation and support from resellers. Inte-
grated delivery networks (IDNs) are another example. These health care service
entities are often led by a hospital that has either purchased or created alliances with
physician practices. Other entities—including ambulatory surgery centers, rehabilita-
tion clinics, urgent care centers and, more rarely, an insurance company or a medical
school—can also be IDN partners. The stated objective of many IDNs is to make
health care more cost-effective through controlling as many providers and payers as
possible. In reality, measuring and realizing these cost savings has been a challenge
in many cases.

A contractual VMS consists of independent firms at different levels of production
and distribution integrating their programs on a contractual basis to obtain more
economies or sales impact than they could achieve alone. Johnston and Lawrence
call them “value-adding partnerships” (VAPs).12 Contractual VMSs are of three types:

■ Wholesaler-sponsored voluntary chains organize groups of independent retailers
to help them compete with large chain organizations by standardizing selling
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practices and achieving buying economies. North Carolina Mutual Wholesale
Drug Company, also known as Mutual Drug, is an independent wholesaler and
distributor in North Carolina, South Carolina, and Virginia. Formed as a coop-
erative, Mutual Drug is owned and managed by pharmacists. Group buying,
merchandising, government relations, and consumer advertising are some of the
benefits of belonging to this wholesaler group.

■ Retailer cooperatives arise when the stores take the initiative and organize a new
business entity to carry on wholesaling and possibly some production. Members
concentrate their purchases through the retailer co-op and plan their advertising
jointly. Members share in profits in proportion to their purchases. The Inde-
pendent Natural Food Retailers Association (INFRA) is a cooperative owned
and governed by visionary retailers in the health foods industry. INFRA brings
together retailers from all regions of the country to share resources, build market
share, and strengthen their position in the industry. Retailers share operational
solutions, provide a conduit and structure for strong industry partnerships, and
leverage combined purchasing power.

■ Franchise organizations are created when a channel member called a franchisor
links several successive stages in the production-distribution process. The tra-
ditional system is the producer-sponsored retailer franchise. The dealers are
independent businesspeople who agree to meet specified conditions of sales and
services. AccuDiagnostics is a full-service third-party administrator providing
drug, alcohol, steroid, and DNA testing as well as consultation to businesses,
schools, government agencies, and private citizens. Individuals purchase a fran-
chise to perform these services and are given training and limited marketing
support. These arrangements also include manufacturer-sponsored wholesaler
franchises , whereby a producer licenses wholesalers to buy its product compo-
nents for resale to retailers in local markets. The service-firm-sponsored retailer
franchise organizes a whole system to bring its service efficiently to consumers.

Horizontal Marketing Systems
Another channel development is the horizontal marketing system , in which two or
more unrelated organizations combine resources or programs to exploit an emerg-
ing marketing opportunity in a business that is somewhat familiar for at least one
of the partners. Each organization alone either (1) lacks the capital, delivery capa-
bility, know-how, production, or marketing resources to venture by itself or (2) is
risk-averse. For example, as previously mentioned, pharmacy chains Walgreens and
CVS Caremark contracted with provider organizations to furnish convenient in-store
care. Subsequently, they purchased these organizations.

Multi-Channel Marketing Systems
In the past, many organizations sold to a single market through a single channel.
Today, with the proliferation of customer segments and channel possibilities, more
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organizations have adopted multi-channel marketing. Multi-channel marketing occurs
when a single firm uses two or more marketing channels to reach one or more
customer segments. As an example, hospitals have traditionally relied on physicians
for patient referrals for diagnostic tests, outpatient procedures, inpatient admissions,
and for other services. Hospitals now use multi-channel marketing strategies that also
encourage patients to ask physicians for referrals, patient self-referrals, and referrals
by third-party payers. As mentioned earlier, health insurance companies traditionally
often signed up members through brokers, but direct-to-consumer advertising now
encourages on-line or phone enrollment.

By adding more channels, organizations can gain three important benefits:
increased market coverage, lower channel cost (such as selling by phone or on-line
rather than through personal visits to small customers), and more customized
selling—such as adding a technical sales force to sell more complex equipment.

Conflict, Cooperation, and Competition
Despite the advantages of multi-channel marketing, even well-designed and managed
channels can experience some conflict. Channel conflict is generated when one chan-
nel member’s actions prevent the channel from achieving its goal. Channel coopera-
tion occurs when members are brought together to advance the goals of the channel,
even when member goals may be incompatible.13 For example, recall the opening
example in Chapter Five regarding Humana. That company was, at one time, both
a hospital and an HMO firm. Hospitals traditionally make their money filling beds,
whereas HMOs make money by keeping those beds empty. The task of management
was to coordinate those competing channels for overall company benefit. An example
of channel competition is when two channel partners attempt to sell a product to the
same prospect at the same time. Sometimes this competition is the result of poor
communication. Misys, a physician information system company, had a value-added
reseller agreement with IBM. Misys installed its software on IBM computers and
resold the systems to hospitals. Channel competition occurred when IBM and Misys
salespeople encountered each other as competitors for a particular hospital account.

Types of Conflict and Competition. Vertical channel conflict occurs with clashes
between different levels within the same channel. A hospital in the Southeast came
into conflict with its gastroenterologists in trying to enforce new policies on ser-
vice, pricing, and scheduling endoscopic procedures. The physicians reacted to the
hospital’s lack of interest in negotiating by building their own independent endoscopy
center.

Horizontal channel conflict involves differences among members at the same
level within the channel. In the 1980s, the national hospital chain HCA decided
to brand all of its owned facilities with the HCA logo. Because not all of the
hospitals offered the same level of care or participated in the voluntary, corporate
quality-improvement programs, channel conflict arose when the higher-performing
units were tied by the new brand identity to lower-performing ones.
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Multi-channel conflict exists when the organization has established two or more
channels that sell to the same market. Multi-channel conflict is likely to be especially
intense when the members of one channel can offer a lower price (based on larger
volume) or work with a lower margin. Insurance brokers who represent Blue Cross
Blue Shield have certain latitude in configuring and pricing insurance products for
their corporate customers. These prices are not always in line with those offered
by Blue Cross Blue Shield direct salespeople, thus creating a conflict between the
channels.

Causes of Channel Conflict. One major cause of conflict is goal incompatibility . The
manufacturer may want to achieve rapid market penetration through a low-price pol-
icy. Dealers, in contrast, may prefer to work with high margins and pursue short-run
profitability. Sometimes conflict arises from unclear roles and rights . HP may sell
personal computers to pharmaceutical companies through its own sales force, but
its licensed dealers may also be trying to sell to these same companies. Territory
boundaries and credit for sales also often produce conflict.

Further, conflict can stem from differences in perception. For example, when
the producer is optimistic about the short-term economic outlook, it would like
dealers to carry higher inventory, but dealers may be more pessimistic about the
sales forecast and want to keep inventory small. Conflict might also arise because
of the intermediaries’ dependence on the manufacturer. The fortunes of exclusive
dealers are profoundly affected by the manufacturer’s product and pricing decisions.

Managing Channel Conflict. Some channel conflict can be constructive and lead
to more dynamic adaptation to a changing environment. Above a certain threshold,
however, conflict can have negative results. The challenge is not to eliminate conflict
but to constructively manage it. Several mechanisms exist for effective channel con-
flict management.14 One is the adoption of superordinate goals. Channel members
come to an agreement on the fundamental goal they are jointly seeking, whether it
is survival, market share, high quality, or customer satisfaction. This consensus pro-
cess usually occurs when the channel faces an outside threat, such as a more efficient
competing channel, an adverse piece of legislation, or a shift in consumer desires.

A useful method to achieve this goal is to exchange persons between two or more
channel levels. For example, at Biomet, the orthopedic specialty company, executives
might agree to work for a short time in some distributorships, and some distributor
owners might work in Biomet’s distributor policy department. The objective is to
have the participants grow to better understand, appreciate, and trust the other’s point
of view.

Co-optation is an effort by one organization to win the support of the leaders
of another organization by including them in such groups as advisory councils and
boards of directors. As long as the initiating organization treats the leaders seriously
and listens to their opinions, co-optation can reduce conflict; but the initiating orga-
nization may have to compromise on its policies and plans to win their support.
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Whether conflict is chronic or acute, the parties may have to resort to diplomacy,
mediation, or arbitration. Diplomacy takes place when each side sends a person or
group to meet with his or her counterpart to resolve the conflict. Mediation means
resorting to a neutral third party who is skilled in conciliating the two parties’ inter-
ests. Arbitration occurs when the two parties agree to present their arguments to
one or more arbitrators and accept the arbitration decision. If those methods fail, the
result can be prolonged, expensive litigation.

LEGAL AND ETHICAL ISSUES IN CHANNEL RELATIONS

For the most part, companies are legally free to develop whatever channel arrange-
ments suit them. In fact, the law seeks to prevent companies from using exclusionary
tactics that might keep competitors from using a channel.

Many producers like to develop exclusive channels for their products. A strategy
in which the seller allows only certain outlets to carry its products is called exclu-
sive distribution . When the seller requires that these dealers not handle competitors’
products, it is called exclusive dealing . Both parties benefit from exclusive arrange-
ments: the seller obtains more loyal and dependable outlets, and the dealers obtain
a steady source of supply of special products and stronger seller support. Exclusive
arrangements are legal as long as both parties enter into the agreement voluntarily
and they do not substantially lessen competition or tend to create a monopoly.

Exclusive dealing often includes exclusive territorial agreements. The producer
may agree not to sell to other dealers in a given area, or the buyer may agree
to sell only in its own territory. The first practice increases dealer enthusiasm and
commitment and is perfectly lawful—a seller has no legal obligation to sell through
more outlets than it wishes. The second practice, wherein the producer tries to keep
a dealer from selling outside its territory, has become a contentious legal issue.

The producer of a strong brand sometimes sells it to dealers only if they will
take some or all of the rest of the line. This practice is called full-line forcing . Such
tying agreements are not necessarily illegal, but they do violate U.S. law if they tend
to lessen competition substantially.

Producers are free to select their dealers, but their right to terminate dealers
is somewhat restricted. In general, sellers can drop dealers “for cause,” but they
cannot drop dealers if, for example, the dealers refuse to cooperate in a doubtful
legal arrangement, such as exclusive dealing or tying agreements.

SUMMARY

Delivering efficient health care services involves the cooperation of a complex set of
channel members. Between producers and final users stand one or more marketing
channels consisting of a host of marketing intermediaries that perform a variety of
functions, the most important being information provision, promotion, negotiation,
ordering, financing, risk taking, physical possession, payment, and assuming title.
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Marketing channels can consist of any number of intermediaries, depending on
the function that needs to be performed. Deciding which type or types of channel
to use calls for analyzing customer needs, establishing channel objectives, and iden-
tifying and evaluating the major alternatives, including the types and numbers of
intermediaries involved in the channel.

Any party setting up a channel must be prepared to train, motivate, and evaluate
the other channel members and alter channel arrangements when required. The goal
is to build a long-term partnership that will be profitable for all channel members.
What’s important is that channel members have a clear sense of their responsibilities
and benefits. Ill-defined terms of engagement can exacerbate the normal frictions that
prevail among channel members, particularly among physicians, hospitals, employ-
ers, and health insurers.

All marketing channels have the potential for conflict and competition resulting
from such sources as goal conflict and poorly defined roles and rights. Organizations
can manage conflict by striving for superordinate goals that reward all the channel
participants.

DISCUSSION QUESTIONS

1. Critics of rising health care costs often criticize the large number of channel
intermediaries, claiming they cause higher prices for goods and services. Do
intermediaries increase or reduce the cost of health care products and services?
Would consumers be better off or worse off if there were fewer intermediaries
in the health care market?

2. The number of retail store-based basic primary care clinics is increasing. This
health care distribution innovation is simple, and there are low barriers of entry
into this market. Why was this distribution strategy not implemented sooner?
What other types of new health care distribution strategies could be successful?

3. You are the marketing vice president for an excellent hospital in India that is
targeting U.S. and European patients. You understand that it is imperative to
have a distribution plan that takes into account cultural factors. List the factors
that will affect your plan and how you will adapt your plan to each factor.

4. Your small orthopedic implant company has traditionally distributed its products
through wholesalers and distributors, but your vice president of marketing has
recommended adding a direct web-based distribution channel. As the CEO, you
are concerned that this change will result in channel conflict. What are the
benefits and drawbacks of this strategy? How do you think clients, wholesalers
and distributors, and competitors will react if this strategy is implemented?
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In this chapter, we will address the following questions:

1. What is the role of marketing communications?

2. What are the major elements making up the marketing communications process?

3. What are the eight major steps in developing effective communications?

4. What are the alternative methods of setting the communications budget?

5. What are the major communication tools making up the communications mix?

6. How can the organization develop an effective integrated marketing communi-
cations program?
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OPENING EXAMPLE
Social Marketing Communications Strategy Used to Save Lives in Myanmar
The Joint United Nations Program on HIV/AIDS (UNAIDS) estimated that at least 530,000
individuals were infected with HIV in Myanmar (Burma) in 2000. The virus had spread from
sex workers, intravenous drug users, and other high-risk groups to the general population.
Population Services International (PSI) decided to address this growing problem through
culturally sensitive marketing messages.

PSI is a nonprofit social marketing organization that partners with the private sector
in more than sixty developing countries to promote products and services for low-income
and vulnerable populations. The focus of these initiatives is on malaria, reproductive
health, child survival, and HIV. One of PSI’s major points of differentiation from other
health care foundations is that its products and services are sold at subsidized prices rather
than given away. This approach is attractive to commercial partners who are able to sell
their products at a profit. It also motivates participants to comply with program procedures
because it places a tangible value on PSI products and services.

Promoting condoms was initially very difficult because the military regime that
runs Myanmar considered condom possession evidence of prostitution; and they felt
that promoting condoms would encourage promiscuity. To overcome this hurdle, PSI
launched an HIV/AIDS prevention branding campaign in 2003 that was geared to the
local, conservative culture by developing a unique condom brand name and image. PSI
chose the Burmese names ‘‘Aphaw’’ (‘‘trusted companion’’) for the brand and chose a
‘‘Pothinnyo’’ (‘‘chameleon’’) wearing a traditional man’s sun hat as the brand image.
Chameleons are very common in Myanmar, and young boys who see them often watch
for the reptile to move its head, while chanting: ‘‘Pothinnyo, nod your head if you want a
girl.’’ PSI coined the slogan: ‘‘Pothinnyo, nod your head if you want an Aphaw.’’ Humor
was used to diffuse this somewhat stigmatized product. The PSI branding was successful;
in three years, 82 percent of urban Burmese became aware of the Aphaw pothinnyo, and
nearly all linked it to HIV/AIDS prevention.

PSI has relied on targeted marketing that continues to result in changes to the high-risk
behaviors of those most in danger of HIV/AIDS. Since the initial launch of its condom social
marketing program in 1996, PSI has distributed 25 million condoms; disseminated more
than thirty-five different types of information, education, and communications materials;
and reached millions of people across Myanmar with the information they need to protect
themselves from HIV/AIDS. Sales of PSI’s Aphaw condom have grown every year since
1997, while public and commercial sector condom distribution have also increased. The
total condom market has increased in Myanmar from 4.4 million units in 1997 to 16.4
million units in 2000. PSI supplies about 75 percent of all the condoms used in Myanmar
with heavy subsidies. The subsidies allow the condoms to be sold at less than one-third of
their production cost and make them more affordable to the cash-strapped population.



Designing and Managing Integrated Marketing Communications 377

PSI has continued to build partnerships with local industry associations and business
groups to promote condom distribution efforts. Extensive religious networks have also
been tapped to develop communications materials and to train community members,
especially youth. PSI has broadened is promotion strategy to collaborate with famous
cultural troupes to produce traveling theatrical performances using traditional opera,
dance, theater, and comedy to educate small communities at risk of HIV/AIDS. Moreover,
PSI has developed Happy Travelers—the first soap opera ever produced in Myanmar. This
ten-part series follows the dramatic story of a group of families affected by HIV/AIDS and
airs on national television.

This success is vindication of PSI’s decision to set up shop in Myanmar more than a
decade ago, in spite of criticism from pro-democracy groups that its presence could help
prop up the repressive military regime.
Sources: PSI Web site [http://www.psi.org] and A. Kazmin, ‘‘Business Life: A Chameleon
Enlists in War on AIDS,’’ Financial Times, Feb. 20, 2006.

Modern marketing calls for more than developing a good product, pricing it
attractively, and making it accessible. Companies must also communicate with
present and potential stakeholders and the general public. For most companies, the
question is not whether to communicate but rather what to say, how to say it, to
whom, and how often. But communications gets harder and harder as more and
more companies clamor to grab consumers’ increasingly divided attention. To effec-
tively reach target markets and build brand equity, holistic marketers are creatively
employing multiple forms of communications.

Marketing communications can have a huge payoff to companies. This chapter
describes how communications work, what marketing communications can do for
a company, and how holistic marketers combine and integrate marketing commu-
nications. While this chapter looks at the different forms of mass (nonpersonal)
communications (advertising, sales promotion, events and experiences, and public
relations and publicity), Chapter Fourteen examines the different forms of personal
communications (personal selling and direct marketing).

OVERVIEW: THE ROLE OF MARKETING COMMUNICATIONS

Marketing communications are the tools firms use to relate the benefits, positioning,
and characters of their brands to consumers. Marketing communications, therefore,

■ Represent the “voice” of the brand

■ Are the primary vehicles used to establish a dialogue and build relationships
with consumers
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■ Tell or show consumers how and why a product is used, by what kind of person,
and where and when

■ Inform consumers about who makes the product and what the company and
brand represent

■ Can give consumers an incentive or reward for trial or usage

■ Allow companies to link their brands to other people, places, events, brands,
experiences, feelings, and things

In these ways, marketing communications can contribute to brand equity by
establishing the brand in memory and crafting a brand image. As Figure 13.1 shows,
communications contribute to brand equity by creating brand awareness, crafting a
brand image, eliciting brand responses, and facilitating a stronger consumer-brand
connection.

MARKETING COMMUNICATIONS AND BRAND EQUITY

Although advertising is often a central element of a marketing communications pro-
gram, it is usually not the only one, or even the most important one, in terms of

Brand
awareness

Brand
image

Brand
responses

Brand
relationships

FIGURE 13.1. Integrating Marketing Communications to Build Brand

Equity
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building brand equity. The marketing communications mix consists of six major
modes of communication:

■ Advertising: Any paid form of nonpersonal presentation and promotion of ideas,
goods, or services by an identified sponsor

■ Sales promotion: A variety of short-term incentives to encourage trial or pur-
chase of a product or service

■ Events and experiences: Company-sponsored activities and programs designed
to create daily or special brand-related interactions

■ Public relations and publicity: A variety of programs designed to promote or
protect a company’s image or its individual products

■ Personal selling: Face-to-face interaction with one or more prospective pur-
chasers for the purpose of making presentations, answering questions, and procur-
ing orders

■ Direct marketing: Use of mail, telephone, fax, e-mail, or Internet to communi-
cate directly with or solicit response or dialogue from specific customers and
prospects1

Organizational communication goes beyond those specific platforms. The prod-
uct’s styling and price, the shape and color of the package, the manner and dress of
individuals delivering the service, the physical surroundings and decor, the company’s
stationery—all communicate something to buyers. Every brand contact delivers an
impression that can strengthen or weaken a customer’s view of the organization.

Marketing communications activities contribute to brand equity in many ways:
by creating awareness of the brand, linking the right associations to the brand image
in consumers’ memory, eliciting positive brand judgments or feelings, and, ideally,
facilitating a stronger consumer-brand connection.

One implication of the concept of brand equity is that the manner in which brand
associations are formed does not matter—only their resulting strength, favorability,
and uniqueness. For example, Children’s Hospital Boston runs a television ad that
shows parents telling poignant stories about how the institution is saving children’s
lives. From this communication, potential customers can relate to the concepts of
“medical research,” “brilliant doctors,” and “heroic decisions,” thus developing a
strong and favorable brand association with the hospital. Children’s Hospital Boston
also sponsors pediatric health tips on-line on Yahoo Health, creating an additional
impression of a knowledgeable, caring partner for parents.

All marketing communications activities must be integrated to deliver a consis-
tent message and achieve the strategic positioning. Brand awareness is a function
of the number of brand-related exposures and experiences that have been accumu-
lated by the consumer.2 Thus, anything that causes the consumer to notice and pay
attention to the brand can increase brand awareness, at least in terms of brand recog-
nition. The starting point in planning marketing communications is an audit of all the



380 Strategic Marketing for Health Care Organizations

potential interactions that customers in the target market may have with the brand
and the company. For example, someone interested in purchasing cosmetic surgery
might talk to others, see television ads, read articles, look for information on the
Internet, and observe friends who have had similar procedures. Marketers need to
assess which experiences and impressions will have the most influence at each stage
of the buying process. This understanding will help them allocate communications
dollars more efficiently and design and implement the right communication programs.

Armed with consumer insights, marketing communications can then be judged
according to their ability to build brand equity and drive brand sales. For example,
how well does a proposed hospital ad campaign contribute to awareness or creating,
maintaining, or strengthening brand associations? Does a hospital sponsorship of a
10K road race to raise research money for cancer cause consumers to have more
favorable brand judgments and feelings about a hospital? To what extent does an
exercise health promotion campaign by the American Heart Association encourage
consumers to exercise more?

From the perspective of building brand equity, marketers should evaluate all the
different possible communication options that are available according to effectiveness
criteria (how well does it work?) as well as efficiency considerations (how well does it
work given the cost?). This broad view of brand building activities is especially relevant
when considering marketing communications strategies to improve brand awareness.

COMMUNICATIONS PROCESS MODELS

Macro and micro models provide useful structures to help marketers understand the
fundamental elements of effective communication.

Macro Model of the Communications Process
Figure 13.2 shows a macro communications model with nine elements. Two of
the elements represent the major parties in a communication—the sender and the
receiver. Two other elements represent the major communications tools—the
message and the media used to send the message. Four of the elements represent
major communications functions—message encoding, decoding, response, and feed-
back . The ninth element in the system is noise, or random and competing messages
that can interfere with the intended communication.3

The model emphasizes the key factors in effective communication. Senders must
know what audiences they want to reach and what responses they want to get. They
must encode their messages so that the target audience can decode them. They must
transmit the message through media that reach the target audience, and they must
develop feedback channels to monitor the responses. The more the sender’s field
of experience overlaps with that of the receiver, the more effective the message is
likely to be.

Note that selective attention, distortion, and retention processes may be operating
during communication.
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Message

FIGURE 13.2. Elements in the Communications Process

■ Selective attention: People filter messages to avoid sensory overload. If you
are typical, you are bombarded by about 1,600 commercial messages a day, of
which you consciously notice about 80, and about 12 provoke either a positive
or negative reaction. Selective attention explains why advertisers sometimes go
to great lengths to grab audience attention through emotions using fear, music,
or sex appeal or using bold headlines promising something, such as “How to
Eliminate Your Wrinkles.”

■ Selective distortion: Receivers of messages will hear and process what fits into
their belief systems. As a result, receivers often add things to the message that
are not there and do not notice some things that are there. The communicator’s
task is to strive for simplicity, clarity, interest, and the right amount of repetition
to get the main points across.

■ Selective retention: People will retain in long-term memory only a small fraction
of the messages that reach them. If the receiver’s initial attitude toward the object
is positive, and he or she rehearses support arguments, the message is likely to
be accepted and have high recall. If the initial attitude is negative, and the person
rehearses counter arguments, the message is likely to be rejected but to stay in
long-term memory.

Micro Model of Consumer Responses
Micro models of marketing communications concentrate on consumers’ specific
responses to communications. Figure 13.3 summarizes four classic response hier-
archy models .

All these models assume that in evaluating a marketing communications mes-
sage, the buyer passes through cognitive, affective, and behavioral stages, in that
order. This “learn-feel-do” sequence is appropriate when the audience has high
involvement with a product category perceived to have high differentiation, as in
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Models

Stages

Communication
Modeld

Innovation-Adoption
Modelc

Hierarchy-of-Effects
Modelb

AIDA
Modela

Cognitive
Stage

Affective
Stage

Behavior
Stage

FIGURE 13.3. Response Hierarchy Models

Sources: aE. K. Strong, The Psychology of Selling, New York: McGraw-Hill, 1925; bR. J. Lavidge
and G. A. Steiner, ‘‘A Model of Predictive Measurements of Advertising Effectiveness,’’ Journal of
Marketing, Oct. 1961, p. 61; cE. M. Rogers, Diffusion of Innovation, New York: Free Press, 1962;
dvarious sources.

purchasing cosmetic surgery or an assisted living property. An alternative sequence,
“do-feel-learn,” is relevant when the audience has high involvement but perceives
little or no differentiation within the product category, as in purchasing hospital emer-
gency services or cholesterol-lowering medication. A third sequence, “learn-do-feel,”
is relevant when the audience has low involvement and perceives little differentia-
tion within the product category, as in purchasing travel vaccine or health insurance.
By choosing the right sequence, the marketer can do a better job of planning
communications.4

DEVELOPING EFFECTIVE COMMUNICATIONS

Effective communications require eight steps:

1. Identify the target audience

2. Determine the objectives

3. Design the communications
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4. Select the communications channels

5. Establish the budget

6. Choose the media mix

7. Measure results

8. Manage the integrated marketing communications process

Identify the Target Audience
The process must start with a clear target audience in mind. The target audience
includes the potential buyers of the organization’s products, current users, deciders
or influencers, individuals, groups, particular publics, or the general public. The target
audience is a critical influence on the communicator’s decisions about what to say,
how to say it, when to say it, where to say it, and to whom to say it.

A major part of audience analysis is assessing the current image of the company,
its products, and its competitors. Image is the set of beliefs, ideas, and impressions
a person holds regarding an object. People’s attitudes and actions toward an object
are highly conditioned by that object’s image.

The first step is to measure the target audience’s knowledge of the object, using
the familiarity scale:

Never Heard of Know a Know a Fair Know Very
Heard of Only Little Bit Amount Well

If most respondents circle only the first two categories, the challenge is to build
greater awareness.

Respondents who are familiar with the product can then be asked how they feel
toward it, using the favorability scale:

Very Somewhat Somewhat Very
Unfavorable Unfavorable Indifferent Favorable Favorable

If most respondents check the first two categories, then the organization must
overcome a negative image problem.

The two scales can be combined to develop insight into the nature of the com-
munications challenge. Suppose area residents are asked about their familiarity with
and attitudes toward four local hospitals: A, B, C, and D. Hospital A has the most
positive image: most people know it and like it. Hospital B is less familiar to most
people, but those who know it like it. Hospital C is viewed negatively by those who
know it, but—fortunately for the hospital—not too many people know it. Hospital
D is seen as a poor hospital, and everyone knows it.

Each hospital faces a different communications task. Hospital A must work
at maintaining its good reputation and high awareness. Hospital B must gain the
attention of more people. Hospital C must find out why people dislike it and must
take steps to improve its quality while keeping a low profile. Hospital D should
lower its profile, improve its quality, and then seek public attention.
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Conducting an Image Analysis

Every brand manager should research the specific content of the product’s
image. The most popular tool for this research is the semantic differential, a
five-step process detailed in the following list.5

1. Developing a set of relevant dimensions. The researcher asks people to
identify the dimensions they would use in thinking about the object:
‘‘What things do you think of when you consider a hospital?’’ If someone
suggests ‘‘quality of medical care,’’ this dimension is turned into a five- or
seven-point bipolar adjective scale, with ‘‘inferior medical care’’ at one end
and ‘‘superior medical care’’ at the other. A set of additional dimensions
for a hospital is shown.

2. Reducing the set of relevant dimensions. The number of dimensions should
be reduced to avoid respondent fatigue.

3. Administering the instrument to a sample of respondents. The respon-
dents are asked to rate one object at a time. The bipolar adjectives should
be randomly arranged so that the unfavorable adjectives are not all listed
on one side.

4. Averaging the results. Figure 13.4 shows the results of averaging the
respondents’ pictures of hospitals A, B, and C (hospital D is omitted).
Each hospital’s image is represented by a vertical ‘‘line of means’’ that
summarizes average perception of that hospital. Hospital A is seen as a
large, modern, friendly, and superior hospital. Hospital C, in contrast, is
seen as small, dated, impersonal, and inferior.

Inferior medical care

Specialized hospital

Dated facilities

Impersonal service

Small

Research oriented

Superior medical care
C B A

Full-service hospital

Modern facilities

Friendly service

Large

Community oriented

FIGURE 13.4. Semantic Differential for a Hospital

Note: A, B, and C refer to the hospitals in the example.
Source: Kotler, Marketing Management, 11th ed. Upper Saddle River, N.J.: Prentice-Hall,
2003, p. 567.

FOR EXAMPLE
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5. Checking on the image variance. Because each image profile is a line of
means, it does not reveal image variability. Did everyone see Hospital B
this way, or was there considerable variation? In the first case, we would
say that the image is highly specific; in the second case, highly diffused.
Some organizations prefer a diffused image so that different groups will
see the organization in different ways.

Images are “sticky,” and they tend to persist long after the organization has
changed. Image persistence is explained by the fact that once people have a certain
image, they perceive what is consistent with it. It will take highly disconfirming
information to raise doubts and open their minds, especially when people do not
have continuous or new firsthand experiences with the changed item, as is often the
case for health care services and products that are used sporadically.

Determine the Communications Objectives
Rossiter and Percy identify four possible communications objectives, as follows:6

■ Category need: Consumers recognize a product or service category in which
they have a need. Communicating a new class of health care product, such as
when Viagra became available, always begins with a statement that establishes
the category need.

■ Brand awareness: Consumers identify, recognize, or recall the name of a brand
within the category. Recognition is easier to achieve than recall; but recall is
important outside the store, whereas brand recognition is important inside the
store. Brand awareness provides a foundation for brand equity.

■ Brand attitude: Consumers evaluate whether a particular brand might meet a
currently relevant need. Relevant brand needs may be negatively originated
(problem removal, problem avoidance, incomplete satisfaction, normal depletion)
or positively oriented (sensory gratification, intellectual stimulation, or social
approval).

■ Brand purchase intention: Consumers give self-instructions to purchase the
brand or to take purchase-related action.

The most effective communications often achieve multiple objectives.

Design the Communications
Defining the communications to achieve the desired response will require solving
three problems: what to say (message strategy), how to say it (creative strategy),
and who should say it (message source).

Message Strategy. In determining message strategy, management searches for
appeals, themes, or ideas that will tie into the brand positioning and help to establish
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points-of-parity or points-of-difference. Some of these points may be related directly
to product or service performance, such as the quality, economy, or value of the
brand. Others may relate to more extrinsic considerations, such as the perception of
the brand as contemporary, popular, or traditional. It is widely believed that industrial
buyers are most responsive to performance messages. They are knowledgeable about
the product, trained to recognize value, and accountable to others for their choices.
Consumers, when they buy certain big-ticket items, also tend to gather information
and estimate benefits.

Creative Strategy. Communication effectiveness depends on how a message is being
expressed as well as the content of the message itself. An ineffective communication
may reflect the fact that the wrong message was used or that the right message was
just being expressed poorly. Creative strategies are the approaches that marketers
employ to express their messages; they are how marketers translate their messages
into a specific communication. Creative strategies can be broadly classified as involv-
ing either “informational” or “transformational” appeals.7

An informational appeal rationally elaborates on product or service attributes
or benefits. Examples of informational creative strategies in advertising are:
problem-solution ads (Excedrin stops headache pain quickly), product demonstration
ads (Effergrip Denture Adhesive Cream can withstand the pressure of biting into an
apple), product comparison ads (Crestor, the cholesterol-lowering drug, prices all
dosages the same, compared with Lipitor, which has higher prices for higher doses),
and testimonials from an unknown or celebrity endorser (Cheryl Ladd, formerly
of the TV show Charlie’s Angels , subtly promoting hormone replacement therapy
drugs made by Wyeth Pharmaceuticals). Informational appeals assume the consumer
rationally processes the communication so that logic and reason rule. Exhibit 13.1
summarizes a hospital print ad campaign focused on informing consumers about the
proficiency of its physicians. Figures 13.5 and 13.6 present newspaper advertising
and direct-mail invitations that were part of the campaign.

The research of Hovland, Lumsdaine, and Sheffield has shed much light on
informational appeals and their relation to conclusion drawing, one-sided versus
two-sided arguments, and order of presentation.8 Some early experiments supported
stating conclusions for the audience rather than allowing the viewer to reach his or
her own. Subsequent research, however, indicates that the best ads ask questions and
allow readers and viewers to form their own conclusions.9 Conclusion drawing can
cause negative reactions if the communicator is seen as untrustworthy or the issue is
seen as too simple or too highly personal. Drawing too explicit a conclusion can also
limit appeal or acceptance. Some stimulus ambiguity can lead to a broader market
definition and more spontaneous purchases.

Although one-sided presentations that praise a product might seem more effec-
tive than two-sided arguments that also mention shortcomings, two-sided messages
may be more appropriate when some negative association must be overcome. In this
spirit, Listerine ran the message “Listerine tastes bad twice a day.”10 Two-sided
messages are more effective with more educated audiences and those who are
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EXHIBIT 13.1. Consumer Print Campaign Promoting Hospital
Physician Staff

HOSPITAL

Prince William Hospital

LOCATION

Manassas, Virginia

SITUATION

Affluent newcomers used to big-city health care options are seeking a better quality of
life in Prince William County, contributing to record-breaking population growth. Prince
William Health System is carrying out a plan to expand its services and facilities to gain
market share in this highly competitive health care environment.

CHALLENGE

Convince these health care-savvy newcomers that they don’t need to drive past Prince
William Hospital and head toward Washington, D.C., for medical care.

SOLUTION

Knowing that physicians act as a gateway for patients to use hospital services, the
Franklin Street advertising agency developed a marketing plan to promote qualified
physicians who would have a halo effect on the entire hospital. The creative strategy
involved developing newspaper ad and direct mail templates that featured a different
specialty each quarter. Newspaper ads focused on innovative procedures the physicians
were using and invited consumers to seminars. A direct-mail piece, which was targeted
toward affluent communities, covered a broader health topic and included invitations to
privately held seminars.

RESULTS

After the media ran, first-time visits to Prince William Hospital’s Web site increased 28
percent and returning visits increased 16 percent. The physician seminars experienced
record-breaking attendance. Calls to the Physician Finder service, which was promoted
heavily through the campaign, rose 24 percent.

Source: Franklin Street Marketing, 2007.
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FIGURE 13.5. Newspaper Advertisements

initially opposed to the product.11 The reader should note that in some cases, such
as direct-to-consumer advertising of prescription pharmaceuticals, two-sided adver-
tising is a legal requirement. Further, such disclosure may mitigate potential legal
problems in case of adverse reactions.

The order in which arguments are presented is also important.12 In the case of a
one-sided message, presenting the strongest argument first has the advantage of arous-
ing attention and interest. This method is important in newspapers and other media
whose audience often does not attend to the whole message. With a captive audience,
however, a climactic presentation might be more effective. In the case of a two-sided
message, if the audience is initially opposed, the communicator might start with the
other side’s argument and conclude with his or her strongest argument.13

A transformational appeal elaborates on a non-product-related benefit or image.
It might depict what kind of person uses a brand (Claritin allergy tablets ads show
different types of people before and after taking the drug to help them with allergies)
or what kind of experience results from the delivery of a service brand (as when
Methodist Hospital in Houston advertised to compassionate, mission-driven peo-
ple to recruit them to work as nurses with their “Leading Medicine” multimedia
campaign). Transformational appeals often attempt to stir up negative or positive
emotions that will motivate purchase. Many communicators use negative appeals
such as fear, guilt, and shame to get people to do things (brush their teeth, have an
annual health checkup) or stop doing things (smoking, abusing alcohol, or overeat-
ing). Fear appeals work best when they are not too strong. Research indicates that
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FIGURE 13.6. Direct-Mail Invitations

neither extremely strong nor extremely weak fear appeals are as effective as moder-
ate ones. Furthermore, fear appeals work better when source credibility is high and
when the communication promises to relieve, in a believable and efficient way, the
fear it arouses.14 Messages are most persuasive when they are moderately discrepant
with what the audience believes. Messages that state only what the audience already
believes at best only reinforce beliefs; if the messages are too discrepant, they will
be counter-argued and disbelieved.

Communicators also use positive emotional appeals such as humor, love, pride,
and joy. Motivational or “borrowed interest” devices—such as the presence of
cute babies, frisky puppies, popular music, or provocative sex appeals—are often
employed to attract consumer attention and raise their involvement with an ad.
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Such techniques are thought to be necessary in the tough new media environment
characterized by low-involvement consumer processing and much competing ad and
programming clutter. One challenge in arriving at the best creative strategy is figur-
ing out how to “break through the clutter” to attract the attention of consumers—but
still be able to deliver the intended message.

Message Source. Many communications do not use a source beyond the company
itself. Others use known or unknown people. Messages delivered by attractive or
popular sources can potentially achieve higher attention and recall, which is why
advertisers often use celebrities as spokespeople. Celebrities are likely to be effective
when they personify a key product attribute. The three factors underlying source
credibility are expertise, trustworthiness, and likability.15 Expertise is the specialized
knowledge the communicator possesses to back the claim. Trustworthiness is related
to how objective and honest the source is perceived to be. Friends are trusted more
than strangers or salespeople, and people who are not paid to endorse a product
are viewed as more trustworthy than people who are paid.16 Likability describes the
source’s attractiveness. Qualities like candor, humor, and naturalness make a source
more likable.

The most highly credible source would be a person who scores high on all three
dimensions. Pharmaceutical companies want doctors to testify about product benefits
because doctors have high credibility. Antidrug crusaders will use ex-drug addicts
because they have higher credibility for students than teachers do. Television news
anchor Katie Couric does public service announcements for colon cancer screening;
part of her effectiveness is based on the potentially curable, undiagnosed colon cancer
that caused her husband’s death in his forties.

If a person has a positive attitude toward a source and a message, or a negative
attitude toward both, a state of congruity is said to exist. What happens if the person
holds one attitude toward the source and the opposite toward the message? Suppose
a consumer hears a likable celebrity praising a brand that she dislikes? Osgood and
Tannenbaum posit that attitude change will take place in the direction of increasing
the amount of congruity between the two evaluations .17 The consumer will end up
respecting the celebrity somewhat less or respecting the brand somewhat more. If
she encounters the same celebrity praising other disliked brands, she will eventually
develop a negative view of the celebrity and maintain her negative attitudes toward
the brands. The principle of congruity implies that communicators can use their good
image to reduce some negative feelings toward a brand but might, in the process,
lose some of the audience’s esteem.

Companies that sell their products to different cultures or in different countries
must be prepared to vary their messages. First, they must decide whether the prod-
uct is appropriate for a country. Second, they must make sure the targeted market
segment is both legal and customary. Third, they must decide if the style of the ad is
acceptable. Fourth, they must decide whether ads should be created at headquarters
or locally.
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Ads featuring actual physicians, or even actors wearing white coats who could
be mistaken for physicians, were not allowed by the Federal Trade Commission for
many years. The rules have changed; now portraying doctors in ads is in style, as
evidenced by a multi-media ad campaign for a New York health plan. (See Field
Note 13.1.)

FIELD NOTE 13.1.
Physicians Play Starring Roles in Repositioning a Health Plan Does a health
plan known for its affordable monthly premiums also have lower quality doctors? This
marketing problem faced management at Group Health, Inc. (G.H.I.), in New York City.
The reality was that although G.H.I. premiums were relatively cheap compared to other
plans in the area, G.H.I. actually had a number of world-class physicians in its network.
Management decided to use advertising to correct this misperception of G.H.I.

The plan felt that consumer attitudes toward plan physicians was a key determinant
for those selecting health insurance. Management needed to shift the G.H.I. positioning
in the minds of its target market from ‘‘affordability’’ to ‘‘access to world-class doctors.’’
With the help of its advertising agency, the plan decided to feature three of its doctors in
advertisements that would emphasize that its physicians were outstanding. Three G.H.I.
specialists were selected in orthopedics, cardiology, and allergy. All three had been named
to the list of New York’s ‘‘Best Doctors’’ by New York magazine. Television spots were
created with each of the three physicians encountering typical New York residents near
familiar local landmarks. The overarching concept was to communicate that the G.H.I.
network had excellent local doctors who would be available to the average New Yorker if
they ever needed them.

For example, one spot shows a middle-aged man, Eddie, eating at a diner. The
announcer says, ‘‘This is Eddie. Thirty-six years, and never took a sick day.’’ As Eddie
leaves the diner, he forgets to take his cap. Dr. Lynn Perry-Böttinger, the featured G.H.I.
cardiologist at New York Presbyterian Hospital, returns the cap to Eddie. Another ad
shows a man named Dave running through Central Park. The announcer explains, ‘‘This
is Dave. He made a resolution this year, and so far, he’s keeping it.’’ Dave runs past G.H.I.
surgeon Dr. Joseph Zuckerman, who is professor and chairman of orthopedic surgery at
New York University Hospital for Joint Diseases.

The commercials were shown to consumers in focus groups before they were aired.
This qualitative research indicated that the ads would do what they were supposed to
do—change the perception of G.H.I. from a lower-cost, lower-quality health plan to
a lower-cost, higher-quality health plan. Following the qualitative research, radio, print,
web-based, and outdoor media were added to the campaign. Media spending for the
campaign was estimated to be between $3 million and $5 million.
Source: S. Elliott, ‘‘Doctor, Doctor, Give Me the News,’’ New York Times, May 1, 2006.
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Select the Communication Channels
Selecting efficient channels to carry the message becomes more difficult as channels
of communication become more fragmented and cluttered.

Personal Communication Channels. Personal communication channels involve two
or more persons communicating directly with each other face-to-face, person-
to-audience, over the telephone, or through e-mail. Instant messaging and indepen-
dent sites to collect consumer reviews are other means of growing importance in
recent years. Personal communication channels derive their effectiveness through
individualized presentation and feedback. We will discuss this subject in detail in
Chapter Fourteen.

Nonpersonal Communication Channels. Nonpersonal channels are communica-
tions directed to more than one person; they include media, sales promotions, events
and experiences, and public relations.

■ Media consist of print media (newspapers and magazines), broadcast media
(radio and television), network media (telephone, cable, satellite, wireless), elec-
tronic media (audiotape, videotape, CD-ROM, Web site), and display media (bill-
boards, signs, posters). Most nonpersonal messages come through paid media.

■ Sales promotions consist of consumer promotions (such as samples, coupons,
and premiums), trade promotions (such as advertising and display allowances),
and business and sales-force promotions (contests for sales reps).

■ Events and experiences include sports, arts, entertainment, and “cause” events, as
well as less formal activities that create novel brand interactions with consumers.

■ Public relations include communications directed internally to employees of the
company or externally to consumers, other firms, the government, and media.

Much of the recent growth of nonpersonal channels has been with events and
experiences (discussed later in this chapter). A company can build its brand image
through creating or sponsoring various events. Event marketers have favored sports
events and are now using other venues such as art museums, zoos, and ice shows to
entertain clients and employees. HCA, the leading for-profit hospital chain, spon-
sors symphony concerts, stage performances, and art exhibits. Blue Cross Blue
Shield of North Carolina is an active sponsor of the former Stanley Cup Champion
Carolina Hurricanes ice hockey team; and Pfizer Canada is one of the Princi-
pal Founders of Centre iSci, Montreal’s new interactive science and entertainment
complex.

Events can create attention, although whether they have a lasting effect on brand
awareness, knowledge, or preference will vary considerably, depending on the quality
of the product, the event itself, its execution, and how often these may recur.

Integration of Communication Channels. Although personal communication is
often more effective than nonpersonal mass communication, mass media could be the
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major means of stimulating personal communication. Mass communications affect
personal attitudes and behavior through a two-step, flow-of-communication process.
Ideas often flow from radio, television, and print to opinion leaders and from these
to the less media-involved population groups. This two-step flow has several impli-
cations. First, the influence of mass media is dominated by thought leaders—people
whose opinions the public seeks or who carry their opinions to others. Second, this
process demonstrates that people interact primarily within their own social groups
and acquire ideas from their group’s opinion leaders. Third, two-step communica-
tion suggests that mass communicators should direct messages specifically to thought
leaders and let them carry the message to others.18 Communications by and between
a particular group, using customer-generated media, can be found with pediatric
cancer patients. (See Field Note 13.2.)

FIELD NOTE 13.2.
Customer-Generated Media: Using Web Communication to Heal Customer-
generated media (CGM) are used by customers to influence other customers. A greater
diversity of people can be influential in reaching others with their opinions than through
the two-step flow of communication models. For example, young patients with cancer
and other serious illnesses often feel alone and have trouble emotionally coping with their
disease. USA Today reports that the Internet is now permitting patients to interact with
one another and share their stories.

Some patients have begun creating blogs or posting messages to discussion boards;
others are recording their personal experiences in podcasts that can be downloaded to
iPods and other portable audio players. Personal Web pages, Facebook and MySpace
‘‘walls,’’ and other social networking technologies are part of the life fabric of the
newest generation of cancer patients. Sites of particular interest to them, including
teenswithcancer.org and planetcancer.org, are geared toward young adults. Teens use
the web-based venues to discuss their resentment of medications or to speak freely
about concerns without worrying about ‘‘fitting in.’’ Some hospitals, including Memorial
Sloan-Kettering Cancer Center in New York City, are promoting use of the sites by
providing internet access at the bedside and even allowing young patients to use cell
phones to send text messages from within the hospital. Supporters say the technology
allows young patients to stay connected with their friends and schools, as well as to
interact with and gain support from other cancer patients. Even with the most advanced
technology, a teenage girl with bone cancer said she is reluctant to really bond with other
young patients because they all have cancer and ‘‘something could happen to them.’’
Source: L. Szabo, ‘‘Kids with Cancer Bond On-line,’’ USA Today, Apr. 10, 2006.
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Establish the Total Marketing Communications Budget
One of the most difficult marketing decisions is determining how much to spend
on promotion. John Wanamaker, the department-store magnate, once said, “I know
that half of my advertising is wasted, but I don’t know which half.” Industries and
companies vary considerably in how much they spend on promotion. Expenditures
might amount to 30 to 50 percent of sales in the cosmetics industry and 5 to 10
percent in the industrial-equipment industry. Even within the same industry segment,
there can be a large variation. There are four common methods for deciding on a
budget: affordable, percentage-of-sales, competitive-parity, and objective-and-task.

Affordable Method. Many companies set the promotion budget at what they think
the company can afford. The affordable method completely ignores the role of pro-
motion as an investment and the immediate impact of promotion on sales volume.
It leads to an uncertain annual budget, which makes long-range planning difficult.

Percentage-of-Sales Method. Many companies set promotion expenditures at a
specified percentage of sales (either current or anticipated) or of the sales price.
Schonfeld & Associates publishes an annual market research report that forecasts
advertising spending as a percentage of net sales by industry and by company.
According to the 2007 report, the health care industry was expected to spend 3.4
percent of net sales on advertising, but with a great deal of variation among sectors.
More specifically, the pharmaceutical industry was projected to increase spending
10.5 percent in 2007 and exceed $24 billion. The biotech and electro-medical appa-
ratus sectors showed a growth in advertising spending of over 10 percent.19

Supporters believe that this method links promotion expenditures to the move-
ment of corporate sales over the business cycle, focuses attention on the inter-
relationship of promotion and selling price and unit profit, and encourages
stability when competing firms spend approximately the same percentage of their
sales on promotion. Conversely, the percentage-of-sales method views sales as the
determiner of promotion rather than as the result. It leads to a budget set by the
availability of funds rather than by market opportunities, discourages experimen-
tation with countercyclical promotion or aggressive spending, and interferes with
long-range planning. Finally, it does not encourage building the promotion budget
by determining what each product and territory deserves. There is no logical basis
for choosing the specific percentage method; companies engage in this practice for
historical reasons or to follow what competitors are doing.

Competitive-Parity Method. Some companies set their promotion budget to achieve
share-of-voice parity with competitors. Proponents of this method argue that competi-
tors’ expenditures represent the collective wisdom of the industry and that maintain-
ing competitive parity prevents promotion wars. Neither argument is valid. Company
reputations, resources, opportunities, and objectives differ so much that comparing
promotion budgets is not an appropriate guide. Furthermore, there is no evidence
that budgets based on competitive parity discourage promotional wars.
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Objective-and-Task Method. The objective-and-task method calls on marketers to
develop promotion budgets by defining specific objectives, determining the tasks that
must be performed to achieve these objectives, and estimating the costs of performing
these tasks. The sum of these costs is the proposed promotion budget.

For example, suppose UCLA Medical Center wants to introduce a new sports
medicine service for the casual athlete. The objective-and-task method employs six
steps to establish a promotion budget.

1. Establish the market-share goal. The organization estimates the total number
of potential users of this service and sets a target of attracting, say, 8 percent
of the market.

2. Determine the percentage of the market that should be reached by advertis-
ing. Marketers identify a media mix and media weights needed to reach a
specific percentage of the total target market. UCLA hopes to reach 80 percent
of the prospects with the advertising message.

3. Determine the percentage of aware prospects who should be persuaded to try
the brand. UCLA would be pleased if 25 percent of aware prospects tried the
sports medicine service, based on estimates that 40 percent of all those who
tried the service would become loyal users. This target is the market goal.

4. Determine the number of advertising impressions per 1-percent trial rate. UCLA
estimates that forty advertising impressions, or exposures to a message, for
every 1 percent of the target population would bring about a 25-percent trial rate.

5. Determine the number of gross rating points that must be purchased. A gross
rating point is one exposure to 1 percent of the target population. Because
UCLA wants to achieve forty exposures to 80 percent of the population, it will
want to buy 3,200 gross rating points.

6. Determine the necessary advertising budget on the basis of the average cost
of buying a gross rating point. To expose 1 percent of the target population
to one impression costs an average of $3,277. Therefore, 3,200 gross rating
points would cost $10,486,400 ( = $3,277 × 3,200) in the introductory year.
The sports medicine service would therefore need to generate at least $10.5
million in profit to reach breakeven expenses from this promotion investment
alone. If this level of profit is not expected, then a different or lower-cost
promotion investment should be considered.

The objective-and-task method has the advantage of requiring management to
spell out its assumptions about the relationships among dollars spent, exposure lev-
els, trial rates, and regular usage. A major question is how much weight marketing
communications should receive in relation to alternatives such as product improve-
ment, lower prices, or better service. In theory, the total communications budget
should be established so that the marginal profit from the last communication dollar
just equals the marginal profit from the last dollar in the best noncommunication use.
Implementing this principle, however, is not easy.
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Choose the Media Mix
Companies must allocate the marketing communications budget over the six major
modes of communication—advertising, sales promotion, public relations and pub-
licity, events and experiences, personal selling (sales force), and direct marketing.
The following sections discuss the first four of these modes in depth; then personal
selling and direct marketing are overviewed, with a detailed discussion to follow in
Chapter Fourteen. We then complete our discussion of the eight steps of developing
effective communications, with a consideration of steps 7 and 8.

Within the same industry, companies can differ considerably in their media and
channel choices. For example, Tufts-New England Medical Center in Boston con-
centrates its promotional funds on media relations, whereas Massachusetts General
spends heavily on advertising. Between or within similar organizations the product
itself can drive communication mix strategies. Consider pharmaceutical companies
that invest heavily in direct-to-consumer television spots for certain products while
relying on medical journal ads for others. Further, product stage can determine the
appropriate mix. For example, during initial launch of a product, a medical device
company may want to focus on personal contact with potential high-use physicians
while buying mass media ads to raise consumer awareness of the device’s benefit.
Once the product is more established, more general communications can be used
to maintain brand awareness. Organizations are always searching for ways to gain
efficiency by replacing one promotional tool with others. For example, many phar-
maceutical companies are replacing some field sales activity with ads and direct mail.
The substitutability among promotional tools explains why marketing functions must
be coordinated and constantly evaluated.

ADVERTISING

Advertising is any paid form of nonpersonal presentation and promotion of ideas,
goods, or services by an identified sponsor. Ads can be a cost-effective way to dis-
seminate messages, whether to build brand preference for Pfizer pharmaceuticals or
to educate people to lower their cholesterol. Most organizations use an outside agency
to help create advertising campaigns and to select and purchase media. Advertising
agencies are redefining themselves as communication companies and assisting clients
in improving their overall communication effectiveness.

When the U.S. Supreme Court ruled in 1975 that professional associations were
subject to antitrust laws, organizations—such as the American Medical Associa-
tion—changed their restrictions on advertising by members. This ruling was followed
by other U.S. Supreme Court decisions in 1980 and 1982 that further clarified that
restricting advertising was illegal, and physicians and hospitals have been freely
advertising ever since. We note, however, that it is legal for these organizations to
publish their ethical codes outlining what is professionally acceptable; for example,
accurately listing credentials and prohibiting false or exaggerated claims.
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Advertising can be used to establish a long-term image for a product (Sucrets sore
throat lozenges) or trigger quick sales (a LASIK Vision Institute sale ad for “the first
1,000 eyes”). Advertising can also efficiently reach geographically dispersed buy-
ers. Certain forms of advertising (TV advertising) can require a large budget; other
forms (newspaper advertising) are less costly. Research indicates that the presence
of advertising alone might have an effect on sales: consumers might believe that
a heavily advertised brand must offer “good value.”20 Health care services adver-
tising, however, may provoke a different response. Consumers may think that a
doctor who advertises needs more patients—“If he were a good doctor he would
not need to solicit patients.” Although the many forms and uses of advertising make
generalizations difficult,21 the following qualities can be noted:

■ Pervasiveness: Advertising permits the seller to repeat a message many times.
It also allows the buyer to receive and compare the messages of various com-
petitors. Large-scale advertising says something positive about the seller’s size,
power, and success.

■ Amplified expressiveness: Advertising provides opportunities for dramatizing the
organization and its products through the artful use of print, sound, and color.

■ Impersonality: The audience does not feel obligated to pay attention or respond
to advertising. Advertising is a monologue in front of—not a dialogue with—the
audience.

Developing and Managing an Advertising Program
In developing an advertising program, marketing managers must always start by
identifying the target market and buyer motives. Then they can make the five major
decisions, known as “the five M’s of communication”:

Mission: What are the advertising objectives?

Money: How much can be spent?

Message: What message should be sent?

Media: What media should be used?

Measurement: How should the results be evaluated?

These decisions are summarized in Figure 13.7 and described in the following
sections.

Setting the Advertising Objectives
The advertising goals and objectives must flow from prior decisions on the tar-
get market, brand positioning, and the marketing program. An effective advertising
objective is a specific communication task and achievement level to be accomplished
with a specific audience in a specific period. Advertising objectives can be classified
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FIGURE 13.7. The 5 Ms of Communication

according to their aim: to inform, persuade, remind, or reinforce. They aim at dif-
ferent stages in the response hierarchy model presented earlier in this chapter in
Figure 13.3.

Informative advertising aims to create brand awareness and knowledge of new
products or new features of existing products. The National Ovarian Cancer Coalition
uses television public service announcements to increase awareness of ovarian cancer
and correct common misconceptions about this disease (see Field Note 13.3). Per-
suasive advertising aims to create liking, preference, conviction about, and purchase
of a product or service. Some persuasive advertising uses comparative advertis-
ing, which makes an explicit comparison of the attributes of two or more brands.
Braun compares its Oral B electric toothbrushes to two competitors in its television
ads. Reminder advertising aims to stimulate repeat purchase of products and ser-
vices. Four-color Humana health insurance ads in magazines are intended to remind
employees to select Humana when they are in an open enrollment period at work.
Reinforcement advertising aims to convince current purchasers that they have made
the right choice. M. D. Anderson Medical Center ads often depict satisfied patients
enjoying simple pleasures and crediting M. D. Anderson for treating their cancers
and saving their lives.
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FIELD NOTE 13.3.
National Ovarian Cancer Coalition ‘‘Breaks the Silence’’ According to the
American Cancer Society, each year more than twenty thousand women are diagnosed
with ovarian cancer and more than fifteen thousand will die from the disease, making it
the deadliest of all reproductive cancers. Because its symptoms are subtle and frequently
mimic other common medical problems, more than 70 percent of cases go unnoticed until
the cancer has spread to other regions of the abdomen, when it’s most difficult to treat;
the chance of living for five years after a later diagnosis is between 20 and 25 percent. If
caught earlier, the five-year survival rate for ovarian cancer is 85 to 90 percent.

The National Ovarian Cancer Coalition (NOCC) conducted an online survey in March
and April 2006, and just over one thousand women aged forty and older chose to respond
to the survey. Only 15 percent of women who responded were familiar with the symptoms
of ovarian cancer; 82 percent had never talked to their doctor about the symptoms and
risk factors of ovarian cancer; and 67 percent incorrectly believed that a yearly Pap test
is effective in the diagnosis of ovarian cancer. Additionally, a media publication audit
found that an estimated 14,500 articles on ovarian cancer were published, compared with
96,300 articles devoted to breast cancer.

In response to this low awareness of ovarian cancer and its impact on diagnosis
timing and survival rates, NOCC and San Francisco-based public relations firm WeissComm
Partners decided to help jumpstart a public dialogue in 2006. Their strategies were as
follows:

■ Create a compelling umbrella campaign to generate consistent dialogue over an
extended period of time at the national and local levels.

■ Identify appropriate third-party partners to resonate with younger women through
targeted communications channels.

■ Leverage NOCC’s grassroots infrastructure of nearly eighty local divisions to generate
dialogue at the community level throughout the country.

NOCC used a comprehensive range of public relations tactics to support its strategies,
which included the following:

■ Updating the NOCC corporate identity to resonate with a younger target audience.
NOCC asked John Magnan, an artist with a personal connection to ovarian cancer,
to create a wooden sculpture that honors and personifies the personal triumphs of
women battling the disease. This sculpture was the creative inspiration for a new
NOCC logo.

■ Identifying a corporate partner to reach women of all ages through creative chan-
nels and a captive environment. NOCC formalized a copromotion partnership with
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PureOlogy Serious Colour Care, a company that has made ovarian cancer education
part of its mission and one of the few to offer an entire carcinogen-free hair care
product line. Together, NOCC and PureOlogy created educational ‘‘salon literature’’
including brochures, posters and product tags that were distributed through ten thou-
sand hair salons across the country in September and October 2006. The company
also donated a percentage of proceeds from the sales of certain products to NOCC
during these same months. Additionally, PureOlogy actively promoted its relationship
with NOCC and dedication to raising awareness of ovarian cancer though its ongoing
media outreach to health and beauty reporters.

■ Enlisting a hip celebrity personality with a sincere connection to ovarian cancer to
extend the reach of the message. WeissComm identified and secured Eva LaRue, cast
member of CBS’s hit show CSI: Miami and former All My Children star, as the national
face and voice for NOCC’s first television public service announcement (PSA) that
was released in conjunction with Ovarian Cancer Awareness Month in September.
As NOCC’s national spokeswoman, Eva LaRue—who lost her grandmother and
great-grandmother to ovarian cancer—extended the reach of her PSA messages
through ongoing national media outreach.

■ Conducting a Satellite Media Tour (SMT) with a physician and an ovarian cancer
survivor to reach local morning show and syndicated national radio show audiences
throughout the country.

■ Extended reach through NOCC’s eighty divisions by providing them with hands-on
training and turnkey toolkits for launching ‘‘Break the Silence’’ initiatives in their
communities through local media outreach.

The post-program results of this effort will not be measured for some time, but the
implementation measures included the following:

■ Forty-four million media impressions through combined television, radio, PSA, and
print placements. Media vehicles included UPI Newswire, Healthy Living, Saturday
Evening Post, and Medstar Health System syndicated television coverage.

■ A 38-percent increase in the number of ovarian cancer stories between June and
September 2006 (4,459) compared to same time period in 2005 (3,238).

The advertising objective should emerge from a thorough analysis of the current
marketing situation. If the product class is mature, the company is the market leader,
and brand usage is low, the proper objective should be to stimulate more usage. If
the product class is new and the company is not the market leader, but the brand is
superior to that of the leader, then the proper objective is to convince the market of
the brand’s value and differentiation and to generate trial.
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Deciding on the Advertising Budget
Earlier we discussed the methods for determining the promotion budget. Here we
present five environmental issues the marketing manager must consider when setting
the advertising budget:22

■ Product life cycle stage. New products typically receive large advertising budgets
to build awareness and to gain consumer trial. Established brands usually are
supported with lower advertising budgets as a ratio to sales.23

■ Market share and consumer base. To maintain their competitive position, high-
market-share brands usually require less advertising expenditure as a percentage
of sales. The converse is also true: building share requires larger expenditures.
On a cost-per-impression basis, it is less expensive to reach consumers of a
widely used brand than to reach consumers of low-share brands.

■ Competition and clutter. In a market with a large number of competitors and
high advertising spending, a brand must advertise more heavily to be heard.
Even simple clutter from advertisements not directly competitive to the brand
creates a need for heavier advertising.

■ Advertising frequency. The number of repetitions needed to put across the
brand’s message to consumers has an important impact on the advertising budget
and varies with such factors as understanding brand use, familiarity with brand
identity, and simplicity or complexity of the message. For example, newer oral
contraceptives reduce the number of menstrual periods to few to none per year.
Although women are familiar with product characteristics, the brand names and
features when first introduced were new and required frequent message exposure.

■ Product substitutability. Brands in less well-differentiated or commodity-like
product classes (such as over-the-counter pain relievers and cotton swabs) require
heavy advertising to establish a differential image. Advertising is also important
for a brand that can offer unique benefits or features.

Developing the Advertising Campaign
In designing and evaluating an ad campaign, it is important to distinguish the message
strategy or positioning (what will be conveyed about the brand) from its creative
strategy (how it expresses the brand claims). Advertisers follow three steps to develop
a message strategy: message generation and evaluation, creative development and
execution, and social responsibility review.

Message Generation and Evaluation. An effective ad normally focuses on one or
two core selling propositions. As part of refining the brand positioning, the advertiser
should conduct market research to determine which appeal works best with its target
audience. The research should be summarized in a creative brief, typically covering
one or two pages, covering an elaboration of the positioning statement and including
the following elements: key message, target audience, communication objectives (to
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do, to know, to believe), benefits to promise, supports for the promise, and selected
media. All the team members working on the campaign need to agree on the creative
brief before moving forward.

Creative Development and Execution. The ad message’s impact depends not only
on what is said, but also, and often more importantly, on how it is said. Message
execution can be decisive when brand positioning for competitors is similar. Next,
the advertiser can prepare a copy strategy statement describing the objective, con-
tent, support, and tone of the desired ad. Advertisers must also consider the specific
advantages and disadvantages of each medium as they develop the creative strategy.
Television reaches a broad spectrum of consumers, but it can be expensive; print
ads can provide detailed product information, yet print media are fairly passive;
radio reaches 96 percent of all Americans aged twelve and older, and it is relatively
inexpensive, but the lack of visual images and the passive nature of consumer pro-
cessing are disadvantages.

Social Responsibility Review. Advertisers and their agencies must be sure advertis-
ing does not overstep social and legal norms. Under U.S. law, companies must not
do any of the following: engage in false or deceptive advertising; make false claims,
such as stating that a product cures something when it does not; create ads that
have the capacity to deceive, even though no one may actually be deceived; practice
bait-and-switch advertising that attracts buyers under false pretenses; or claim product
superiority without valid supporting evidence. To be socially responsible, advertis-
ers must be careful not to offend the general public as well as any ethnic, racial
minority, or special-interest groups. Stakeholder opinions about the social value of
advertising may differ. For example, although pharmaceutical companies and some
disease advocacy groups claim direct-to-consumer (DTC) drug advertisements are
effective educational programs, payers and many physicians have criticized these
campaigns as encouraging consumers to seek drugs that they may not really need.
Field Note 13.4 provides an example of a DTC campaign; the reader can make up
his or her own mind about its purported educational value.

FIELD NOTE 13.4.
DTC Advertising and the Case of Roche’s Tamiflu The drug company Roche
started its advertising campaign for the prescription antiviral drug Tamiflu at Thanksgiving.
The flu affects forty million people every year and the tablet is designed to be taken at
the first sign of symptoms to lessen its severity and duration. But was Roche guilty of
‘‘creating’’ demand for a relatively expensive drug that has been shown to have only
modest clinical effectiveness?

The ad campaign began at Thanksgiving because it coincided with the potential
beginning of the flu season. It included light-hearted advertisements in print publications,
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trailers in movie theaters, television spots, Web site banner ads, and signs inside airports
to attract the attention of families who were traveling to holiday destinations. The ads
featured the penguins from the Warner Bros. animated movie Happy Feet that opened
nationwide the previous week.

The unbranded advertising did not mention Tamiflu by name, but it focused on
increasing awareness of disease-fighting options. Roche believes that consumers do not
realize that there are treatment and prevention options.

The Centers for Disease Control has noted that ‘‘the single best way to prevent
the flu’’ is through a vaccine that is given prior to flu exposure. The Food and Drug
Administration, which approved Tamiflu in 1999, permits its use to ‘‘reduce the chance’’
of getting the flu during an outbreak or shorten its impact for those who are infected.
The Roche-sponsored flufacts.com Web site suggests patients ask doctors for the antiviral
just in case they may have a future need for it.

Roche has been criticized by members of the medical profession who contend that
Tamiflu has only modest benefits. These doctors also worry that if consumers take antivirals
indiscriminately, the virus will build up a resistance to them that could undermine their
effectiveness in the case of a widespread flu outbreak.

In the fall of 2005, there was an international avian flu outbreak, and Tamiflu
prescriptions in the United States rose seven-fold. Consumers appeared to be purchasing
Tamiflu as a preventive measure to store in their medicine cabinets in case the avian flu
made it to their city. The recommended dosage for Tamiflu is two tablets per day. The
price for ten tablets on an Internet pharmacy site is about $100, and the generic version
of Tamiflu is now available for $45.
Source: D. Henderson, ‘‘Heads Shaking at Flu Drug Ads,’’ Boston Globe, Nov. 1, 2006.

Drug advertising, especially television advertising, can educate patients about
new drugs, inform them about silent health conditions, and trigger conversations
between doctors and patients. The investment in DTC ads by pharmaceutical compa-
nies also has a positive return on investment by increasing the number of prescriptions
that doctors write. Every dollar spent on drug advertising creates an extra $4.20 in
drug sales, according to a 2005 Kaiser Family Foundation study. Doctors also tend
to write eight times more prescriptions in a single year for heavily advertised drugs,
according to the Government Accountability Office (GAO).

The opposite view of DTC advertising comes from studies like the one by Weiss-
man and colleagues.24 Their research found no widespread adverse health effects
resulting from drug ads aimed at consumers, but they stated that society still needs to
weigh in on the consequences of this advertising. A national telephone survey about
health care experiences associated with direct-to-consumer advertising of prescrip-
tion drugs found that among the 35 percent of the sample who had a physician visit
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during which DTC was discussed, 25 percent received a new diagnosis and 43 per-
cent were considered high priority according to authoritative sources. More than half
also reported actions taken by their physician other than prescribing the advertised
drug. Despite concerns about DTC’s negative consequences, the researchers found
no differences in health effects between patients who took advertised drugs and those
who took other prescription drugs. Still, concerns remain. Since the Food and Drug
Administration allowed pharmaceutical companies to begin drug advertising on tele-
vision in 1997, Schering-Plough has aggressively pitched its allergy drug Claritin,
spending as much as $185 million in one year. AstraZeneca spent $257 million in a
year promoting its acid reduction treatment Nexium. The GAO estimated total DTC
spending to be $4.5 billion dollars for 2006. Because of aggressive advertising of
such drugs as the painkiller Vioxx (which generated huge profits but was later found
to subject thousands of Americans to heart attack risks), consumer drug advertising
is facing scrutiny from Congress, consumers, and physicians.

The physician backlash included six resolutions to curb drug ads, which were
proposed during the American Medical Association’s annual meeting in 2005. In
response, the Pharmaceutical Research and Manufacturers of America (PhRMA), the
drug industry’s lobbying arm, unveiled voluntary guiding principles for advertising
in July 2005. PhRMA’s document includes a request that companies discuss new
drugs with doctors before launching advertising that targets consumers. To adapt to
these guidelines and outside pressures, drug companies are reconsidering how they
market drugs and explain their risks. For example, Bristol Myers Squibb agreed to
withhold any DTC advertising until twelve months after a new drug is launched;
Pfizer and Johnson & Johnson settled on a six-month wait. Also, some companies
have rolled out new campaigns that sell their brand, rather than an individual product.
For instance, Merck is spending roughly $20 million to tell consumers about the role
its research played in ending childhood diseases including measles, mumps, and
rubella. Forty percent of Merck’s new ads also inform patients of programs offering
discounted drugs, and patient assistance requests have climbed.

Deciding on Media
The advertiser’s next task is to choose the appropriate media to carry the message.
The steps here are (1) deciding on desired reach, frequency, and impact; (2) choosing
among major media types; (3) selecting specific media vehicles; and (4) deciding on
media timing.

Deciding on Reach, Frequency, and Impact. Media selection means finding the
most cost-effective media to deliver the desired number and type of exposures to
the target audience. The advertiser is seeking a specified advertising objective and
response from the target audience—for example, a target level of product trial. The
rate of product trial will depend on, among other things, the level of brand awareness.
The effect on audience awareness depends on the exposures’ reach, frequency, and
impact:
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■ Reach: The number of different persons or households exposed to a particular
media schedule at least once during a specified time period.

■ Frequency: The number of times within the specified time period that an average
person or household is exposed to the message.

■ Impact: The qualitative value of an exposure through a given medium (thus,
a hospital information system ad in Modern Healthcare would have a higher
impact than in the Weekly Standard magazine).

Although audience awareness will be greater with higher reach, frequency,
and impact, the media planner must determine the most cost-effective combination.
Reach is most important when launching new products, flanker brands, extensions of
well-known brands, or infrequently purchased brands or in going after an undefined
target market. Frequency is most important when there are strong competitors, a
complex story to tell, high consumer resistance, or a frequent-purchase cycle.25

Many advertisers believe a target audience needs a large number of exposures
for the advertising to work. The job of repetition is partly to put the message into
permanent memory. The higher the forgetting rate associated with a brand, product
category, or message, the higher the warranted level of repetition. Others doubt the
value of high frequency. They believe that after people see the same ad a few times,
they either act on it, get irritated by it, or stop noticing it. In other words, ads wear
out and viewers tune out.

Choosing Among Major Media Types. The media planner must know the capabil-
ities of the major advertising media types to deliver reach, frequency, and impact.
The major advertising media along with their advantages and limitations are profiled
in Table 13.1.

Media planners make their choice among media categories by considering the
following variables:

■ The target-audience’s media habits. For example, radio, television, and the Web
are effective media for reaching teenagers; newspapers and certain magazines
are more effective for reaching seniors.

■ Product characteristics. Media types have different potentials for product
demonstration, visualization, explanation, believability, and color.

■ Message characteristics. A message announcing a major event tomorrow will
require radio, TV, or newspaper. A message containing a great deal of technical
data might require specialized magazines or mailings.

■ Cost. Television is typically very expensive, whereas radio advertising is rela-
tively inexpensive. What counts is the cost per thousand exposures to a relevant
audience.

Alternative Advertising Options. For a long time, television was the dominant
medium. In recent years, however, researchers have noticed reduced effectiveness
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TABLE 13.1. Advertising Media: Their Costs, Advantages,
and Limitations

Medium Advantages Limitations

Newspapers Flexibility; timeliness; good
local market coverage;
broad acceptance; high
believability

Short life; poor reproduction
quality; small ‘‘pass-along’’
audience

Television Combines sight, sound, and
motion; appealing to the
senses; high attention; high
reach

High absolute cost; high
clutter; fleeting exposure;
less audience selectivity

Direct mail Audience selectivity; flexibility;
no ad competition within
the same medium;
personalization

Relatively high cost; ‘‘junk
mail’’ image

Radio Mass use; high geographic and
demographic selectivity; low
cost

Audio presentation only; lower
attention than television;
nonstandardized rate
structure; fleeting exposure

Magazines High geographic and
demographic selectivity;
credibility and prestige;
high-quality reproduction;
long life; good pass-along
readership

Long ad purchase lead time;
some waste circulation; no
guarantee of position
without premium price

Outdoor Flexibility; high repeat
exposure; low cost; low
competition

Limited audience selectivity;
creative limitations

Yellow Pages Excellent local coverage; high
believability; wide reach; low
cost

High competition; long ad
purchase lead time; creative
limitations
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(Table 13.1 continued)

Medium Advantages Limitations

Newsletters Very high selectivity; full
control; interactive
opportunities; relative low
costs

Costs could run away

Brochures Flexibility; full control; can
dramatize messages

Overproduction could lead to
runaway costs

Telephone Many users; opportunity to
give a personal touch

Relative high cost unless
volunteers are used

Internet High selectivity; interactive
possibilities; relatively low
cost

Relatively new medium with a
low number of users in some
countries or regions

due to increased commercial clutter, increased zipping and zapping of commercials
aided by TiVo and Replay TV, and smaller audiences per channel owing to the growth
in cable and satellite TV and VCRs. Furthermore, television advertising costs have
risen faster than other media costs. Marketers are increasingly looking to go beyond
traditional media to find more cost-effective alternatives.26

Place advertising , also called out-of-home advertising, is a broadly defined
category that captures many different advertising forms outside traditional media.
Marketers are using creative and unexpected ad placements that they hope will grab
consumers’ attention. The rationale for this practice is that it might be better to reach
people in diverse settings, such as where they work, play, and, of course, shop. Some
of the options available include billboards, public spaces (such as sports arenas, park-
ing meters, buses, and subway stations), product placement, and point-of-purchase
locations. Advertisers now can buy space not only in stadiums and arenas, but on
garbage cans, bicycle racks, parking meters, airport luggage carousels, elevators,
gasoline pumps, airline snacks, shopping carts, and supermarket produce, such as
tiny labels on apples, bananas, and eggs. The main advantage of nontraditional media
is that a very targeted and captive audience can often be reached in a cost-effective
manner. Because out-of-home ads must be quickly processed, however, the mes-
sage must be simple and direct. Strategically, out-of-home advertising is often more
effective at enhancing brand awareness or reinforcing brand image than creating new
brand associations.
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These new marketing strategies and tactics must ultimately be judged for how
they enhance brand equity, as unique ad placements designed to break through clutter
may also be perceived as invasive and obtrusive. Consumer backlash has occurred
when people see ads in traditionally ad-free spaces, such as in schools, on police
cruisers, and in doctors’ waiting rooms. A successful example of this advertising
tactic is Chicago-based Northwestern Memorial Hospital’s use of bus wraps. These
signs, covering the outside of city buses, bore different Northwestern Memorial ad
slogans and phone numbers. The ads generated consumer call volumes that met the
hospital’s objectives.

The media planner searches for the most cost-effective vehicles within each cho-
sen media type, relying on measurement services that provide estimates of audience
size, composition, and media cost. Audience size can be measured according to

■ Circulation—the number of physical units carrying the advertising

■ Audience—the number of people exposed to the vehicle (with pass-on reader-
ship, a print vehicle’s audience is larger than circulation figures suggest)

■ Effective audience—the number of people with target audience characteristics
exposed to the vehicle

■ Effective ad-exposed audience—the number of people with target audience char-
acteristics who actually saw the ad

Knowing the audience size, media planners calculate the cost per thousand per-
sons reached by a vehicle. If a full-page, four-color ad in Newsweek costs $200,000
and Newsweek ’s estimated readership is 3.1 million people, the cost of exposing the
ad to 1,000 persons is approximately $65. The same ad in Business Week may cost
$70,000 but reach only 970,000 persons—at a cost-per-thousand of $72. The media
planner ranks each magazine by cost-per-thousand and favors magazines with the
lowest cost-per-thousand for reaching target consumers. The magazines themselves
often put together a “reader profile” for their advertisers, summarizing the charac-
teristics of the magazine’s readers with respect to age, income, residence, marital
status, and leisure activities.

Deciding on Media Timing. In choosing media, the advertiser faces both macro and
micro scheduling challenges. The macro challenge involves scheduling the advertis-
ing in relation to seasons and the business cycle. For example, if 70 percent of a
product’s sales occur between June and September, the firm can vary its advertising
expenditures to follow the seasonal pattern, to oppose the seasonal pattern, or to be
constant throughout the year. Although hospitals very often go into an ad-spending
hiatus in the June through August summer months, consumers continue to make
health care buying decisions and form images of hospitals during this period. By
contrast, health insurance plans anticipate employer open enrollment periods starting
in November and advertise around this schedule.
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The micro challenge calls for allocating advertising expenditures within a short
episode to obtain maximum impact. Over a given period, advertising messages can
be concentrated (“burst” advertising), dispersed continuously, or dispersed intermit-
tently. The advertiser must decide whether to schedule advertising messages with a
level, rising, falling, or alternating frequency.

In launching a new product, the advertiser has to choose among ad continuity,
concentration, flighting, and pulsing. Continuity is achieved by scheduling exposures
evenly throughout a given period. Generally, advertisers use continuous advertising
in an expanding market with frequently purchased items, and in tightly defined buyer
categories. Concentration calls for spending all the advertising dollars in a single
period; it is more appropriate for products with one selling season or holiday. Flight-
ing calls for advertising for some period, followed by a hiatus with no advertising,
followed by a second period of advertising activity. It is used when funding is limited
or the purchase cycle is relatively infrequent, and with seasonally purchased items.
Health care purchases that fall into the seasonal category include elective surgeries
and eyeglasses; spending on these items tend to occur at the end of the year to use
up money in flexible spending accounts or to take advantage of lower out-of-pocket
costs because annual deductibles have been met. Pulsing is continuous advertising
at low intensity levels, reinforced periodically by waves of heavier activity. Those
who favor pulsing believe that the audience will learn the message more thoroughly
by this method and money can be saved.

A firm must decide how to allocate its advertising budget over space as well
as over time. The company makes national buys when it places ads on national TV
networks or in nationally circulated magazines. It makes spot buys when it buys TV
time in just a few markets or in regional editions of magazines. These markets are
called areas of dominant influence (ADIs) or designated marketing areas (DMAs).
The company makes local buys when it advertises in local newspapers, radio, or
outdoor sites.

Evaluating Advertising Effectiveness
Good planning and control of advertising depends on measures of advertising effec-
tiveness. Advertisers should measure not only the communication effect of an ad—
that is, its potential effect on awareness, knowledge, or preference—but also how
it affects utilization and revenue. Hospitals have particular difficulty in measuring
advertising effectiveness because individual patients purchase their services rela-
tively infrequently. Additionally, most hospitals do not have the information systems
to identify particular patients who may be motivated by the advertising to actually
use their services.

Communication-effect research seeks to determine whether an ad is communi-
cating effectively. Also called copy testing , it can be done before an ad is placed
with the media (pretesting) and after it is placed (posttesting). There are three major
methods of advertising pretesting. The consumer feedback method asks consumers
for their reactions to a proposed ad. Portfolio tests ask consumers to view or listen
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to a portfolio of advertisements, taking as much time as they need. Consumers are
then asked to recall all the ads and their content, aided or unaided by the interviewer.
Recall level indicates an ad’s ability to stand out and to have its message understood
and remembered. Vanderbilt University Medical Center conducted consumer focus
groups with the main purpose of determining if consumers found value in a hospital
that had sophisticated health information systems. The Medical Center’s advertising
agency also prepared twenty different positioning statements related to information
systems, and the group members were asked to rank them in order of preference.
The results of the research were used in the development of a consumer advertising
campaign based on health information systems.

Laboratory tests use equipment to measure physiological reactions to an ad,
including heartbeat, blood pressure, pupil dilation, galvanic skin response, and perspi-
ration measurement. Alternatively, consumers may be asked to turn a knob to indicate
their moment-to-moment liking or interest while viewing sequenced material.27

These tests measure attention-getting power but reveal nothing about impact on
beliefs, attitudes, intentions, or message retention.

Sales-effect research is complex because sales are influenced by many factors
beyond advertising, such as the product’s features, price, and availability, as well
as competitors’ actions. The sales impact is easiest to measure in direct-marketing
situations and hardest to measure in brand or corporate image-building adver-
tising.

Companies are generally interested in finding out whether they are over-spending
or under-spending on advertising. A company’s share of advertising expenditures
produces a share of voice (percentage of company advertising of that product com-
pared to all advertising of that product) that earns a share of consumers’ minds and
hearts and, ultimately, a share of market .

Researchers try to measure the sales impact through analyzing either historical
or experimental data. The historical approach involves correlating past sales to past
advertising expenditures using advanced statistical techniques.28

Other researchers use an experimental design to measure advertising’s sales
impact. A growing number of researchers are striving to measure the sales effect
of advertising expenditures instead of settling for communication-effect measures.

SALES PROMOTION

Sales promotion, a key ingredient in marketing campaigns, consists of a diverse
collection of incentive tools, mostly short term, designed to stimulate quicker or
greater purchase of particular products or services by consumers or the trade.29

Whereas advertising offers a reason to buy, sales promotion offers an incentive to
buy. Sales promotion includes tools for consumer promotion (samples, coupons, cash
refund offers, prices off, premiums, prizes, patronage rewards, free trials, warranties,
tie-in promotions, cross-promotions, point-of-purchase displays, and demonstrations),
trade promotion (prices off, advertising and display allowances, and free goods), and
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business and sales-force promotion (trade shows and conventions, contests for sales
reps, and specialty advertising).

Purpose of Sales Promotion
Sales-promotion tools vary in their specific objectives. A free sample stimulates
consumer trial, whereas a free management-advisory service aims at cementing a
long-term relationship with a retailer.

Sellers use incentive-type promotions to attract new triers, to reward loyal cus-
tomers, and to increase the repurchase rates of occasional users. Sales promotions
often attract brand switchers, who are primarily looking for low price, good value,
or premiums. Sales promotions generally are unlikely to turn them into loyal users,
although they may be induced to make some subsequent purchases.30

Sales promotions used in markets of high brand similarity can produce a high
sales response in the short run but little permanent gain in market share. In markets
of high brand dissimilarity, sales promotions may be able to alter market shares
permanently.

Major Decisions in Sales Promotion
In using sales promotion, a company must establish its objectives, select the tools,
develop the program, pretest the program, implement and control it, and evaluate the
results.

Establishing Objectives. Sales-promotion objectives are derived from broader pro-
motion objectives, which are derived from more basic marketing objectives devel-
oped for the product. For consumers, objectives include encouraging purchase of
larger-sized units, building trial among nonusers, and attracting switchers away from
competitors’ brands. Ideally, promotions with consumers would have short-run sales
impact as well as long-run brand equity effects. For wholesalers, objectives include
persuading retailers to carry new items and higher levels of inventory, incentiviz-
ing off-season buying, encouraging stocking of related items, offsetting competitive
promotions, building brand loyalty, and gaining entry into new retail outlets. For
the sales force, objectives include encouraging support of a new product or model,
encouraging more prospecting, and stimulating off-season sales.31

Selecting Consumer-Promotion Tools. The promotion planner should take into
account the type of market, sales-promotion objectives, competitive conditions, and
each tool’s cost-effectiveness. We can distinguish between sales-promotion tools that
are “consumer-franchise building,” which reinforce the consumer’s brand preference,
and those that are not. The former impart a selling message along with the deal, as
in the case of free samples, frequency awards, coupons when they include a selling
message, and premiums when they are related to the product. Sales-promotion tools
that typically are not consumer-franchise building include price-off packs, consumer
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premiums not related to a product, contests and sweepstakes, consumer refund offers,
and trade allowances. Consumer franchise building promotions offer the best of both
worlds—building brand equity while moving product.

Selecting Trade-Promotion Tools. Manufacturers use a number of trade-promotion
tools. Surprisingly, a higher proportion of the promotion pie is devoted to trade-pro-
motion tools (46.9 percent) than to consumer promotion (27.9 percent). Manufactur-
ers award money to the trade (1) to persuade the retailer or wholesaler to carry the
brand; (2) to persuade the retailer or wholesaler to carry more units than the normal
amount; (3) to induce retailers to promote the brand by featuring, display, and price
reductions; and (4) to stimulate retailers and their sales clerks to push the product.

Developing the Program. In planning sales-promotion programs, marketers are
increasingly blending several media into a total campaign concept. In deciding to
use a particular incentive, marketers have several factors to consider. First, they
must determine the size of the incentive. A certain minimum is necessary to attract
customer attention if the promotion is to succeed. Second, the marketing manager
must establish conditions for participation. Incentives might be offered to everyone
or to select groups. Third, the marketer has to decide on the duration of promotion.
According to one researcher, the optimal frequency is about three weeks per quar-
ter, and optimal duration is the length of the average purchase cycle.32 Fourth, the
marketer must choose a distribution vehicle. A discount coupon can be distributed
in the package, in stores, by mail, or in advertising.

Fifth, the marketing manager must establish the timing of promotion. Finally, the
marketer must determine the total sales-promotion budget . The cost of a particular
promotion consists of the administrative cost (printing, mailing, and promoting the
deal) and the incentive cost (cost of premium or cents-off, including redemption
costs), multiplied by the expected number of units that will be sold on the deal.
In the case of a coupon deal, the cost would take into account the fact that only a
fraction of the consumers will redeem the coupons.

Pretesting, Implementing, Controlling, and Evaluating the Program
Although most sales-promotion programs are designed on the basis of the marketer’s
experience, pretests can be conducted to determine if the tools are appropriate, the
incentive size optimal, and the presentation method efficient. Consumers can be asked
to rate or rank different possible deals, or trial tests can be run in limited geographic
areas.

To evaluate the program, manufacturers can use three methods: sales data, con-
sumer surveys, and experiments. The first method involves using scanner sales data.
Marketers can analyze the types of people who took advantage of the promotion,
what they bought before the promotion, and how they behaved later toward the
brand and other brands. Did the promotion attract new triers and also stimulate more
purchasing by existing customers?
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In general, sales promotions work best when they attract competitors’ customers
to try a superior product and these customers switch. If the company’s product is
not superior, the brand’s share is likely to return to its prepromotion level. If more
information is needed, consumer surveys can be conducted to learn how many recall
the promotion, what they thought of it, how many took advantage of it, and how
the promotion affected subsequent brand-choice behavior.33 Sales promotions can
also be evaluated through experiments that vary such attributes as incentive value,
duration, and distribution media. For example, coupons can be sent to half of the
households in a consumer panel. Scanner data can be used to track whether the
coupons led more people to buy the product immediately and in the future.

Beyond the cost of specific promotions, management must recognize additional
costs. First, promotions might decrease long-run brand loyalty by making more con-
sumers deal-prone rather than advertising-prone. Second, promotions can be more
expensive than they appear. Some are inevitably distributed to the wrong consumers.
Third, there are the costs of special production runs, extra sales-force effort, and
handling requirements. Finally, certain promotions irritate retailers, who may demand
extra trade allowances or refuse to cooperate.34

Sales promotion tactics are used for over-the-counter health care products sold
at drug stores, grocery stores, and mass merchandisers. They are also used by phar-
maceutical companies to promote physician trials of new medications or enhance
use of existing drugs. For example, a drug rep will supply a physician with coupons
to give to patients when prescribing certain medications. These coupons provide
four types of patient benefits: free medication (such as thirty free pills or waiver of
co-payment when the prescription is filled), discount on the cost of purchase, an offer
for a value-added service (such as phone counseling on diet for diabetic patients),
or discounts on related products that are tie-ins with other companies (for example,
test strips for diabetic patients so they can check their blood sugars).

PUBLIC RELATIONS AND PUBLICITY

Public relations has been the traditional promotional tool of choice for health care
service marketers. Before hospitals had “marketing” departments, they had pub-
lic relations departments primarily to act as a go-between with the media and the
community. Academic medical centers relied on their news and public affairs depart-
ments to send releases to the media that proclaimed advances in medical research.
The appeal of public relations and publicity is based on three distinctive qualities:
(1) high credibility (news stories and features are more authentic and credible to
readers than ads), (2) ability to catch buyers off guard (reaching prospects who pre-
fer to avoid salespeople and advertisements), and (3) dramatization (the potential for
dramatizing a company or product with a story).

Not only must the organization relate beneficially to customers, suppliers, and
dealers, but it must also relate to a large number of interested publics. A public is
any group that has an actual or potential interest in or impact on an organization’s
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ability to achieve its objectives. Public relations (PR) involves a variety of programs
designed to promote or protect a company’s image or its individual products.

The wise company takes concrete steps to manage successful relations with its
key publics. Most companies have a public relations department that monitors the
attitudes of the organization’s stakeholders and distributes information and commu-
nications to build goodwill. The best PR departments spend time counseling top
management to adopt positive programs and to eliminate questionable practices so
that negative publicity does not arise in the first place. They perform the following
five functions:

■ Press relations: Presenting news and information about the organization in the
most positive light

■ Product publicity: Sponsoring efforts to publicize specific products

■ Corporate communication: Promoting understanding of the organization through
internal and external communications

■ Lobbying: Dealing with legislators and government officials to promote or defeat
legislation and regulation

■ Counseling: Advising management about public issues and company positions
and image during both good times and crises

Marketing Public Relations
Many companies are turning to marketing public relations (MPR) to directly support
corporate or product promotion and image making. MPR, like financial PR and
community PR, serves a special constituency—namely, the marketing department.35

The old name for MPR was publicity , which was seen as the task of securing
editorial space—as opposed to paid space—in print and broadcast media to promote
or “hype” a product, service, idea, place, person, or organization. MPR goes beyond
simple publicity and plays an important role in the following tasks:

■ Assisting in the launch of new products. At the successful introduction of a new
heart center at a hospital in the Midwest, employees gathered outside to form a
“live” human heart, and aerial photos and video were shot.

■ Assisting in repositioning a mature product. Pfizer Consumer Healthcare (sub-
sequently purchased by Johnson & Johnson) prepared a news campaign around
Listerine PocketMist, a “portable shower” for the mouth in the latest reposi-
tioning for this antiseptic mouth wash. (Listerine was invented in the nine-
teenth century as a powerful surgical antiseptic. It was later sold, in a distilled
form, as a floor cleaner and a cure for gonorrhea. Listerine became successful
only in the 1920s when it was positioned as a solution for “chronic halitosis,”
the faux medical term that the Listerine advertising group created in 1921 to
describe bad breath. By naming and thus creating a medical condition for which
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consumers now felt they needed a cure, Listerine created a market for their
mouthwash.)

■ Building interest in a product category. Companies and trade associations have
used MPR to rebuild interest in categories where attention has declined. For
example, the Immunization Action Council creates and distributes educational
materials for health professionals and the public that enhance the delivery of
safe and effective immunization services.

■ Influencing specific target groups. Established in 1978 in response to the health
care crisis in the Puerto Rican community, the Hispanic Health Council (HHC)
is a community-based, nonprofit organization located in Hartford, Connecti-
cut. HC’s unique organizational model integrates public advocacy, high-level
community-based research, and research-based service to provide outstanding
care to the poor and underserved.

■ Defending products that have encountered public problems. PR professionals
must be adept at managing crises. The HealthSouth rehabilitation company had
extremely bad press in the 1990s due to alleged management fraud. It launched
a PR campaign focused on good corporate governance and high standards of
business conduct and ethics that helped it become relisted on the New York
Stock Exchange in 2006.

■ Building the corporate image in a way that reflects favorably on its products. Art
Collins, chairman and CEO of medical device maker Medtronic, gives non-
marketing speeches and presentations to help create an innovative image for his
company.

As the power of mass advertising weakens, marketing managers are turning
more to MPR to build awareness and brand knowledge in a cost-effective manner
that reaches local communities and specific groups. The company does not pay for
the space or time obtained in the media, only for a staff to develop and circulate
the stories and manage certain events. If the organization develops an interesting
story, it could be picked up by the media and result in millions of dollars in equiv-
alent advertising. Some experts say that consumers are five times more likely to be
influenced by editorial copy than by advertising.

Major Decisions in Marketing Public Relations
In considering when and how to use MPR, management must establish the marketing
objectives, choose the PR messages and vehicles, implement the plan carefully, and
evaluate the results:

■ Establishing the marketing objectives: MPR can build awareness by placing sto-
ries in the media to bring attention to a product, service, person, organization, or
idea; add credibility by communicating the message in an editorial context; boost
sales-force and dealer enthusiasm; and hold down promotion cost , because MPR
costs less than media advertising. MPR is increasingly borrowing the techniques



416 Strategic Marketing for Health Care Organizations

and technology of direct-response marketing to reach target audience members
one-on-one.

■ Choosing messages and vehicles: The MPR manager must identify or develop
interesting stories to tell about the product. Suppose a relatively unknown hospi-
tal wants more visibility. The MPR practitioner will search for possible stories.
Do any physicians with admitting privileges have unusual backgrounds, or are
any working on unusual medical research grants? Are any new and unusual
patient services being offered? If there are no interesting stories, the MPR prac-
titioner should propose newsworthy events the hospital could sponsor. Here the
challenge is to create news. PR ideas include hosting major patient care meet-
ings, inviting expert or celebrity speakers, and developing news conferences.
Each event is an opportunity to develop a multitude of stories directed at different
audiences.

■ Implementing and evaluating the plan: MPR’s contribution to the bottom line is
difficult to measure because it is used along with other promotional tools. The
easiest measure of MPR effectiveness is the number of exposures carried by the
media. Publicists supply the client with a clippings book showing all the media
that have carried news about the product and a summary statement. This measure
is not very satisfying because it contains no indication of how many people
actually read, heard, or recalled the message and what they thought afterward;
nor does it contain information on the net audience reached, because publications
overlap in readership. Because publicity’s goal is reach, not frequency, it would
be more useful to know the number of unduplicated exposures. Once the marketer
has taken these steps, the tools listed in Field Note 13.5 can be employed to
implement them.

FIELD NOTE 13.5.
Major Tools in Marketing Public Relations

■ Publications: Companies rely extensively on published materials to reach and influ-
ence their target markets. These include annual reports, brochures, articles, company
newsletters and magazines, and audiovisual materials.

■ Events: Companies can draw attention to new products or other company activities by
arranging special events that will reach the target publics, such as news conferences,
seminars, outings, trade shows, exhibits, contests and competitions, and anniversaries.

■ Sponsorships: Companies can promote their brands and corporate name by spon-
soring sports and cultural events and highly regarded causes.

■ News: One of the major tasks of PR professionals is to find or create favorable news
about the company, its products, and its people, and to get the media to accept press
releases and attend press conferences.
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■ Speeches: Increasingly, company executives must field questions from the media or
give talks at trade associations or sales meetings; these appearances can build the
company’s image.

■ Public-service activities: Companies can build goodwill by contributing money and
time to good causes.

■ Identity media: Companies need a visual identity that the public immediately recog-
nizes. The visual identity is carried by company logos, stationery, brochures, signs,
business forms, business cards, buildings, uniforms, and dress codes.36

The best measure of success of an MPR campaign is the resulting change in
product awareness, comprehension, or attitude after allowing for the effect of other
promotional tools. These improvements can be measured by using statistically valid
and reliable pre-MPR and post-MPR surveys. Sales-and-profit impact is of course
the most satisfactory measure. For example, new patients who make appointments
with a physician practice can be asked how they learned about the practice and
its services. The MPR campaign will have a positive return-on-investment if enough
new or incremental patients mention that they came to the practice based on exposure
to the MPR campaign.

Many health services organizations do not actually measure campaign outcomes.
A 2004 survey of hospital planners and marketers conducted by The Advisory Board
Company compiled their main objections to calculating ROI on marketing tactics.
The results are shown in Table 13.2.37

Health care service organizations can, however, benefit from borrowing the
marketing decision frameworks, performance measures, and campaign effectiveness
metrics that are more common among health care consumer product companies.
For example, health care consumer product companies typically measure market
share using consumer purchase data compiled by A. C. Nielsen. They also measure
advertising recall, brand awareness and preference, and product purchase to measure
advertising effectiveness and ROI.

EVENTS AND EXPERIENCES

A thoughtfully chosen event or experience that is relevant to the product or service
can get the consumer personally involved. Events and experiences are “live” and are
naturally very engaging physically and emotionally. They are also less obtrusive and
are a “soft sell.” Most hospitals host community health fairs to conduct basic blood
pressure, cholesterol, and other simple screenings and to distribute healthy lifestyle
information.
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TABLE 13.2. Main Obstacles to Calculating ROI on Marketing Tactics

Cannot isolate effect of different campaigns from other factors 77.4%

Complex consumer decisions make ROI difficult 51.4%

Cannot show short-term effects of long-term campaigns 48.6%

Poor data quality and access to the data 47.3%

Metrics do not reflect long-term effects of campaigns 45.9%

Metrics do not reflect campaign performance 34.2%

Cannot connect campaigns with hospital goals 13.0%

Source: ‘‘2004 Survey of Planners and Marketers: Summary Results from the Marketing and Planning
Leadership Council’s On-line Poll.’’ Washington, D.C.: The Advisory Board Company, Fall 2004, p. 7.

According to the IEG Sponsorship Report, $14.9 billion is projected to be spent
on sponsorships in North America during 2007, with 66 percent of this going to
sports; another 11 percent to entertainment tours and attractions; 5 percent to festivals,
fairs, and annual events; 5 percent to the arts; and 10 percent to cause marketing.
The health care and hospital industry is expected to spend 13 percent of the total
spent in 2007.38

Through its involvement with events, the sponsoring health care provider, by
becoming part of a special and more personally relevant moment in consumer lives,
can broaden and deepen its relationship with its target market.

It should also be recognized that consumers can have daily experiences with
brands that may impact their brand attitudes and beliefs. Atmospheres are “packaged
environments” that create or reinforce the buyer’s leanings toward product purchase.
Plastic surgeons’ offices are decorated with Oriental rugs and mahogany furniture to
communicate luxury, stability, and success.39



Designing and Managing Integrated Marketing Communications 419

Events Objectives
Marketers report a number of reasons why they sponsor events:

■ Identifying with a particular target market or life style. Marketers can link their
brands to events popular with either a select or a broad group of consumers.
Customers can be targeted geographically, demographically, psychographically,
or behaviorally. Events can be chosen based on attendees’ attitudes toward and
usage of certain products or brands.

■ Increasing awareness of company or product name. Sponsorship often offers
sustained exposure to a brand—a necessary condition to build brand recognition.
By skillfully choosing sponsorship events or activities, marketers can enhance
identification with a product and thus brand recall.

■ Creating or reinforcing consumer perceptions of key brand image associations.
Events themselves have associations that help to create or reinforce brand asso-
ciations.

■ Enhancing corporate image dimensions. Sponsorship is seen as much more of
a soft sell and a means to improve perceptions that the company is likable,
prestigious, and the like. The marketer often hopes that consumers will credit
the company for its sponsorship and favor it in later product choices.

■ Creating experiences and evoking feelings. Events can also be included as part
of an experiential marketing program. The feelings engendered by an exciting
or rewarding event may also indirectly link to the brand. Marketers can also use
the Web to provide further event support and additional experiences.

■ Express commitment to the community or on social issues. Often called cause-
related marketing , these sponsorships frequently involve corporate tie-ins with
nonprofit organizations and charities. Avon has strengthened its ties to its female
target market through its Avon Breast Cancer Crusade fundraising efforts and
events.

■ Entertain key clients or reward key employees. Many events feature lavish hos-
pitality tents and other special services or activities that are available only for
sponsors and their guests. Involving clients with the event in these ways and
others can engender goodwill and establish valuable business contacts. From an
employee perspective, events can build participation and morale or be used as
an incentive.

■ Permit merchandising or promotional opportunities. Many marketers tie in con-
tests or sweepstakes, in-store merchandising, direct response, or other marketing
activities with their event. Kaiser Permanente—the Oakland, California–based
health plan—has used a long-term events strategy to deliver its healthy living
marketing messages.
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Health care giant Kaiser Permanente spent an estimated high-six-figure sum on
new sponsorships in support of its ‘‘Thrive’’ ad campaign in 2006. One of the
nonprofit organization’s sponsorship agreements was with USA Diving, giving it
the official health care sponsorship of the U.S. National Diving Championships.
Kaiser also signed deals with local properties in its nine-state operating territory.
These sponsorships include sponsorship of the Los Angeles and Napa Valley
triathlons and ‘‘presenting’’ status for the inaugural Disneyland Half Marathon
Weekend and the NFL Cleveland Browns Foundation Golf Outing.
Source: IEG Sponsor Report, Feb. 13, 2006.

FOR EXAMPLE

Despite these potential advantages, there are a number of possible disadvantages
to sponsorship. The success of an event can be unpredictable and out of the control of
the sponsor. Although many consumers will credit sponsors for providing necessary
financial assistance to make an event possible, some consumers may still resent the
commercialization of events through sponsorship.

Major Decisions with Events
Developing successful sponsored events involves (1) choosing the appropriate events,
(2) designing the optimal sponsorship program for the event, and (3) measuring the
effects of events.40

Choosing Event Opportunities. Because of the huge cost involved and the number
of event opportunities, many marketers are becoming much more strategic about
the events with which they will get involved and the manner in which they will
do so. There are a number of potential guidelines for choosing events. The mar-
keting objectives and communication strategy that have been defined for the brand
must be met by the event. The audience delivered by the event must match the
target market of the brand. The event must have sufficient awareness, possess the
desired image, and be capable of creating the desired effects with that target market.
Consumers must make favorable attributions to the sponsor for its event involve-
ment.

An ideal event might be one that

■ Has an audience that closely matches the ideal target market

■ Generates much favorable attention

■ Is unique but not encumbered with many sponsors

■ Lends itself to ancillary marketing activities

■ Reflects or even enhances the brand or corporate image of the sponsor



Designing and Managing Integrated Marketing Communications 421

Designing Event Sponsorship Programs. Many marketers believe that it is the mar-
keting program accompanying an event sponsorship that ultimately determines its
success. A sponsor can strategically identify itself at an event in a number of ways,
including banners, signs, and programs. For more significant and broader impact,
however, sponsors typically supplement such activities with samples, prizes, adver-
tising, retail promotions, publicity, and so on. Marketers often note that at least two
to three times the amount of the sponsorship expenditure should be spent on related
marketing activities. Event creation is a particularly important skill in publicizing
fundraising drives for nonprofit organizations. Fundraisers have developed a large
repertoire of special events, including anniversary celebrations, art exhibits, auctions,
benefit evenings, bingo games, book sales, cake sales, contests, dances, dinners,
fairs, fashion shows, parties in unusual places, phoneathons, rummage sales, tours,
and walkathons. No sooner is one type of event created, such as a walkathon, than
competitors spawn new versions, such as readathons, bikeathons, and jogathons.41

CIGNA has consistently supported the March of Dimes through its annual
walkathon. This long-term commitment builds a solid bond that benefits CIGNA’s
image and also builds a sense of community among CIGNA employees who do the
actual walking during the event.

As a company that works to improve the health of its members, CIGNA’s goals
are well aligned with those of the March of Dimes. By reducing premature births
through supporting March of Dimes information, education, and research initiatives,
CIGNA can help families and communities affected by premature birth and reduce
its costs of care for this high-risk group.

In 2007, for the thirteenth consecutive year, a team of CIGNA employees walked
shoulder to shoulder with the March of Dimes in its fight against premature
birth. CIGNA was once again a national corporate sponsor of the March of
Dimes 2007 WalkAmerica campaign.

CIGNA employees from across the country held special events, collected
pledges, and walked miles to raise money for education and research to reduce
prematurity and help babies get the healthiest start possible. CIGNA aimed to
add to the $19 million it had raised thus far for the March of Dimes.
Source: J. Hartling, ‘‘CIGNA Again Joins March of Dimes as National Corporate
Sponsor,’’ PR Newswire, Apr. 18, 2007.

FOR EXAMPLE

Measuring Sponsorship Activities
As with public relations, measurement of events is difficult. There are two basic
approaches to measuring the effects of sponsorship activities: the supply-side method
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focuses on potential exposure to the brand by assessing the extent of media coverage;
the demand-side method focuses on reported exposure from consumers. We examine
each in turn.

Supply-Side Measures of Sponsorship Effects. Supply-side methods attempt to
approximate the amount of time or space devoted in media coverage of an event. For
example, the number of seconds that the brand is clearly visible on a television screen
or column inches of press clippings covering an event that mention the brand can be
estimated. This measure of potential impressions delivered by an event sponsorship
is then translated into an equivalent value in advertising dollars according to the
fees associated in actually advertising in the particular media vehicle. Some industry
consultants have estimated that thirty seconds of TV logo exposure can be worth as
much as 25 percent of the cost of a thirty-second TV ad spot.

Although supply-side exposure methods provide quantifiable measures, their
validity can be questioned. The difficulty lies in the fact that equating media cover-
age with advertising exposure ignores the content of the respective communications
that consumers receive. The advertiser uses media space and time to communicate a
strategically designed message. Media coverage and telecasts only expose the brand
and won’t necessarily embellish its meaning in any direct way. Although some pub-
lic relations professionals maintain that positive editorial coverage can be worth five
to ten times the advertising equivalency value, it is rare that sponsorship affords the
brand such favorable treatment.42

Demand-Side Measures of Sponsorship Effects. An alternative measurement
approach is the “demand side” method that attempts to identify the effects that spon-
sorship has on consumers’ brand knowledge. Thus, tracking or custom surveys can
explore the ability of the event sponsorship to impact awareness, attitudes, or even
sales. Event spectators can be identified and surveyed after the event to measure spon-
sor recall of the event as well as attitudes and intentions toward the sponsor as a result.

In the next chapter, we will discuss both personal selling and direct marketing
in depth; a brief overview of these important communication tools follows.

Personal selling is the most effective tool at later stages of the buying pro-
cess, particularly in building up buyer preference, conviction, and action. Qualities
of personal selling are (1) personal interaction (an experiential interaction between
two or more people); (2) cultivation of relationships, ranging from a matter-of-fact
selling relationship to a deep personal friendship; and (3) response (the buyer feels
under some obligation for having listened to the sales talk). Personal selling is very
important to health care organizations such as pharmaceutical firms, medical device
firms, and health plans; hospitals and physician groups also benefit from personal
selling in slightly different forms.

The many forms of direct marketing —direct mail, telemarketing, internet mar-
keting—share three distinctive characteristics; all are (1) customized (the message
can be prepared to appeal to the particular individual), (2) current (the message can
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be prepared or modified rapidly), and (3) interactive (the message can evolve based
on the recipient’s response to it).

FACTORS IN SETTING THE MARKETING COMMUNICATIONS MIX

Organizations must consider several factors in developing their communication mix:
type of product market, consumer readiness to make a purchase, and stage in the prod-
uct life cycle. The organization’s market position is also important. Also, consumer
and business markets tend to require different promotional allocations. Although
advertising is used less than sales calls in business markets, it still plays a significant
role in introducing the organization and its products, explaining product features,
generating sales leads, legitimizing the firm and its products, and reassuring cus-
tomers about purchases. Personal selling can also be effective in consumer markets,
by helping to persuade dealers to buy more stock and display more of the product,
build dealer enthusiasm, sign up more dealers, and grow sales at existing accounts.

Promotional tools vary in cost-effectiveness at different stages of buyer readi-
ness. Advertising and publicity are most important in the awareness-building stage.
Customer comprehension is primarily affected by advertising and personal sell-
ing. Closing the sale is influenced mostly by personal selling and sales promotion.
Reordering is also affected mostly by personal selling and sales promotion, and
somewhat by reminder advertising.

Promotional tools also vary in cost-effectiveness at different stages of the prod-
uct life cycle. Advertising and publicity have the highest cost-effectiveness in the
introduction stage, followed by personal selling to gain distribution coverage and
sales promotion to induce trial. In the growth stage, demand gains its own momentum
through word of mouth, and the intensity of use of all tools can be reduced. In the matu-
rity stage, sales promotion, advertising, and personal selling all grow more important
in that order. The decline stage calls for strong sales promotions, reduced advertising
and publicity, and salespeople who give the product only minimal attention.

MEASURING THE COMMUNICATIONS RESULTS

Senior managers want to know the outcomes and revenues resulting from their
communications investments. More often, however, their communications directors
supply only outputs and expenses: press clipping counts, numbers of ads placed,
and media costs. The communications directors may also use intermediate outputs
such as reach and frequency, recall and recognition scores, persuasion changes, and
cost-per-thousand calculations. Ultimately, behavior change measures capture the
real payoff from communications.

After implementing the plan, the communications director must measure its
impact on the target audience. Members of the target audience are asked whether
they recognize or recall the message, how many times they saw it, what points they
recall, how they felt about the message, and their previous and current attitudes
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toward the product and company. The communicator should also collect behavioral
measures of audience response, such as how many people bought the product, liked
it, and talked to others about it. Hospital executives should demand to know how
many new admissions resulted from their multimillion-dollar advertising campaign.
This measure is often difficult to obtain without thoughtful investment in manage-
ment information system infrastructure, but without this information the return on
promotional investments cannot be accurately appreciated.

Consider the following examples: Suppose that 80 percent of the consumers in
the total market are aware of brand A, 60 percent have tried it, and only 20 percent
who have tried it are satisfied. These findings indicate that the communications
program is effective in creating awareness, but the product fails to meet consumer
expectations. By contrast, assume you found that only 40 percent of the consumers
in the total market are aware of brand B, and only 30 percent have tried it, but 80
percent of those who have tried it are satisfied. In this case, the communications
program needs to be strengthened to take advantage of the brand’s power.

MANAGING THE INTEGRATED MARKETING COMMUNICATIONS
PROCESS

According to Northwestern University’s Medill Journalism School, integrated mar-
keting communications (IMC) is the management of all organizational communi-
cations that builds positive relationships with potential customers and stakeholders,
including employees, legislators, the media, the financial community, and other seg-
ments of the public. A similar definition by the American Association of Advertising
Agencies also recognizes the added value of a comprehensive plan. Such a plan eval-
uates the strategic roles of a variety of communications disciplines—for example,
general advertising, direct response, sales promotion, and public relations—and com-
bines them to provide clarity, consistency, and maximum impact through the seamless
integration of discrete messages.

Unfortunately, many organizations still rely on one or two communication tools
to achieve their communications aims. This practice persists in spite of the frag-
menting of mass markets into a multitude of mini-markets, each requiring its own
approach; the proliferation of new types of media; and the growing sophistication
of consumers. The wide range of communication tools, messages, and audiences
makes it imperative that companies move toward IMC. Companies must adopt a
360-degree view of consumers to fully understand all the different ways in which
communications can impact consumer behavior in their daily lives.

COORDINATING MEDIA

Media coordination can occur across and within media types. Personal and nonper-
sonal communication channels should be combined to achieve maximum impact.
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Instead of using a single tool in a one-shot effort, a more powerful approach is the
multiple-vehicle, multiple-stage campaign, such as the following sequence:

News campaign about a new health care service→Paid ad with a response
mechanism→Direct mail→Outbound telemarketing→Face-to-face sales call→
Ongoing communication.

Multiple media deployed within a tightly defined time frame can increase mes-
sage reach and impact. Research has also shown that promotions can be more
effective when combined with advertising.43 The awareness and attitudes created by
advertising campaigns can improve the success of more direct sales pitches. Many
companies are coordinating their on-line and off-line communication activities. For
example, listing web addresses in ads (especially print) and on packages allows
people to more fully explore a company’s products, find distribution locations, and
access more product or service information. Yale-New Haven Medical Center uses
small newspaper banner ads with its phone number and web address to drive traffic
to its Web site. The purpose is to forge direct customer relationships, strengthen
customer loyalty, and follow up with targeted direct-mail promotional efforts based
on consumer interest in particular diseases and medical issues.

IMPLEMENTING INTEGRATED MARKETING COMMUNICATIONS

Integrated marketing communications can produce stronger message consistency and
greater sales impact. It forces management to think about every way in which the
customer comes in contact with the company, how the company communicates its
positioning, the relative importance of each vehicle, and timing issues. It gives the
marketing manager the responsibility to unify the company’s brand images and mes-
sages as they come through thousands of company activities. IMC should improve
the company’s ability to reach the right customers with the right messages at the
right time and in the right place.44 IMC also provides a way of directing the whole
marketing process instead of focusing on its individual parts.

Professor Kevin Keller of Dartmouth College provides the following criteria for
judging how integrated an IMC program is:45

■ Coverage relates to the proportion of the audience that is reached by each
communication option employed, as well as how much overlap exists among
communication options. In other words, to what extent do different commu-
nication options reach the designated target market and the same or different
consumers making up that market?

■ Contribution relates to the inherent ability of a marketing communications effort
to create the desired response from consumers in the absence of exposure to any
other contact option. How much does a communication affect how consumers
process the message, and how well does it build awareness, enhance the image,
elicit responses, and induce sales?
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■ Commonality relates to the extent to which common associations are reinforced
across communication options; that is, the extent to which meaning is consistent
in all of the information conveyed by different communication options. The con-
sistency and cohesiveness of the brand image is important because it determines
how easily existing associations and responses can be recalled and how easily
additional associations and responses can become linked to the brand in memory.
For example, DTC television advertising of branded drugs is not legal in Canada.
Because most Canadians have access to American channels, however, pharma-
ceutical companies can run commercials with the same look without naming the
product, to reinforce their message.

■ Complementarity relates to the extent to which different associations and link-
ages are emphasized across communication options. Communication options are
often more effective when used in tandem. Different brand associations may be
most effectively established by capitalizing on those marketing communications
options best suited to eliciting a particular consumer response or establishing a
particular type of brand association. As part of the highly successful “Drivers
Wanted” campaign, VW has used television to introduce a story line that they
continued and embellished on their Web site.

■ Versatility refers to the extent to which a marketing communications option
is robust and works for different groups of consumers. With any integrated
communication program, some consumers will already have encountered other
marketing contacts for the brand, whereas other consumers will not have had
any prior exposure.

■ Cost. Evaluations of marketing communications on all of these criteria must be
weighed against their cost to arrive at the most effective and efficient program.

SUMMARY

Health care organizations and personnel must have skills in communicating effec-
tively to their clients and stakeholders. Communications will be most meaningful
when they are planned with a clear audience in mind and knowledge of the audience’s
media habits and responses to various appeals and themes. Successful communica-
tion involves understanding the nine elements in communication: sender, encoding,
message, media, decoding, receiver, response, noise, and feedback. Health care orga-
nizations also need to understand the different levels of audience response, from
awareness to knowledge to liking to preference to convictions to purchase.

Developing effective marketing communications involves eight steps: (1) identi-
fying the target audience, (2) determining the communication objectives, (3) design-
ing the communications, (4) selecting the communication channels, (5) estimating
the total marketing communications budget, (6) deciding on the media mix, (7) mea-
suring the results, and (8) managing integrated communications. Each of these steps
encompasses various activities and tools.
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The health care organization has to decide on the best mix to make of the commu-
nications tools of advertising, sales promotion, public relations and publicity, events
and experiences, personal selling and direct marketing. The organization must con-
stantly reevaluate the mix by using measures of communication tool impact on aware-
ness, interest, knowledge, preference, and purchase. The organization should strive
to manage, through time, a well-integrated marketing communications program.

DISCUSSION QUESTIONS

1. Many physicians think that “marketing” is another word for advertising or sales.
They can react negatively to all three words in the context of health care. How
would you open the mind of a physician concerning the value and use of different
promotion strategies in health care?

2. A pediatric patient has tragically died at a medical center due to an adminis-
trative mistake. As the director of public relations for the medical center, what
recommendations do you have for how the hospital should handle this crisis?

3. Hospital media advertising spending in Boston had traditionally been low com-
pared with other markets. From 2005 to 2006, however, it jumped 68 percent.
Assume that you are a Boston hospital marketing director, and the hospital CEO
wants to know if your hospital should significantly increase its media spending.
What questions would you want answered before you provided your recommen-
dation?

4. Medical device companies, pharmaceutical companies, and health information
systems companies all spend heavily on trade shows to reach prospective cus-
tomers. Research the major trade shows for these three market segments and
analyze the target markets, the advantages, the disadvantages, and the best
practices for exhibiting with these trade shows.





CHAPTER

14
PERSONAL MARKETING

COMMUNICATIONS:
WORD-OF-MOUTH,
SALES, AND DIRECT

MARKETING

LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. When are personal marketing communications most effective?

2. What is word-of-mouth marketing and how can it be used by health care mar-
keters?

3. How does the sales force operate in different health care markets, and what are
the major sales-force decisions that must be made?

4. What are the steps involved in effective personal selling?

5. How are the latest electronic, interactive direct-marketing tools being used in
health care?

429
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OPENING EXAMPLE
GSK Develops a Campaign to Sell the Public on the ‘‘Value of Medicine’’
and the Positive Role of the Pharmaceutical Industry In 1997, the pharma-
ceutical industry seemed to be held in high esteem. The annual Harris Interactive industry
reputation poll put pharma in the top echelon of U.S. industries: 79 percent thought
that pharma was ‘‘doing a good job of serving customers.’’ Then the numbers started to
change. Seven years later, in 2004, only 44 percent thought pharma was doing a good
job. The pharmaceutical industry was now in the lower echelon of twenty-five industries,
alongside tobacco, oil, and managed care companies. What happened?

There had been an explosion of innovative new product development in the
1990s—instead of the prior average of fifteen new blockbuster drugs a year, an average
of thirty new drugs were released annually. This explosion, however, came at a great cost.
Although seniors reaped the major benefits, they had to pay for these medications without
the advantage of a Medicare prescription drug benefit. Further, managed care plans expe-
rienced dramatic growth in the cost of their pharmaceutical benefits, which grew to be
more expensive than primary care. On the international scene, pharmaceutical companies
were vilified for placing life-saving drugs (like those to treat HIV infections) out of financial
reach of the countries most in need. While these events unfolded, the pharmaceutical
industry, as a whole, provided no response to the decline in its reputation. Instead, its
industry trade association, the Pharmaceutical Manufacturing Association (PhRMA), was
focused on shaping legislation in the United States to maintain payment levels and allow
direct-to-consumer (DTC) advertising (which began in 1997). Internationally, the industry
concentrated on preserving intellectual property rights so poor countries could not make
cheaper versions of patented medications. As a result, the public came to believe that
pharmaceutical companies were insensitive profiteers.

To change this industry image, in 2004, Mike Pucci, vice president for external
advocacy at British-based pharmaceutical giant GSK, developed and led an initiative called
‘‘The Value of Medicine.’’ The Value of Medicine program features three basic themes: (1)
how today’s miracle drugs finance tomorrow’s cures, (2) the risks of developing medicines
and how R&D costs drive retail prices, and (3) acknowledging and expressing concern for
the obstacles many patients face in obtaining the drugs they need.

To communicate the Value of Medicine message, GSK developed strategies to work
with the national media using television commercials, forged an alliance with WebMD to
develop an on-line presence, and used public relations tools.

The most innovative and personal marketing strategy was training the large GSK
sales force as community ambassadors to emphasize the impact of chronic diseases on
costs. For example, they make clear to Rotary Clubs, church groups, town hall meetings,
and others that 80 percent of health care dollars are used to fight five chronic disease
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categories: heart, diabetes, allergy and asthma, cancer, and mental illness. Efforts placed
on preventing these particular diseases will have a significant effect on lowering health care
costs. Further, they explain that evolving technologies will lead pharmaceutical companies
to better medicines that will further reduce the costs of these diseases and slow their
progression. Finally, the salespeople informed their audiences that GSK and other drug
companies had free or low-cost prescription assistance programs and targeted local media
and governments in key states to raise awareness about these efforts.

In addition, over the course of a year GSK employees, including trained regional
medical scientists, delivered fifteen thousand presentations to grassroots audiences.
These scientists targeted physicians and provided grand rounds programs to illustrate
the connection between pharma R&D and physicians’ clinical research. Pfizer and Eli Lilly,
along with a number of other companies, consulted with GSK to develop similar initiatives.

The Value of Medicines marketing program reached two million people and was
successful. There were two hundred thousand visits to the pharma forum on WebMD
in the three months after launch. The pharmaceutical companies also had seven million
consumers qualify for prescription drug assistance, for whom the industry donated $10
million a day in free medicines. Harris poll respondents who thought that the pharma
industry did a good job serving consumers increased from 44 percent in 2004 to 56
percent in 2005 and to 61 percent in 2006. Internationally, pharma’s image improved
after many firms agreed to furnish developing countries with critical expensive medications
free or at below cost.

Marketing communications are increasingly seen as an interactive dialogue be-
tween the company and it customers. Organizations must ask not only “How can
we reach our customers?” but also “How can our customers reach us?” This chapter
examines how organizations personalize their marketing communications for more
impact. We begin by describing personal communication channels. Next, we examine
word-of-mouth marketing. We then consider personal selling, and finally we discuss
direct marketing.

OVERVIEW: PERSONAL COMMUNICATION CHANNELS

Personal communication channels involve two or more persons communicating
directly with each other face-to-face, person-to-audience, over the telephone, or
through e-mail or the Internet. Personal communication channels derive their effec-
tiveness through individualized presentation and immediate feedback.

A further distinction can be drawn among advocate, expert, and social com-
munication channels. Advocate channels consist of company salespeople contacting
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buyers in the target market. Expert channels consist of independent experts making
statements to target buyers. Social channels consist of neighbors, friends, family
members, and associates talking to target buyers. The importance of social channels
is evidenced by a study of seven thousand consumers in seven European countries,
which found that 60 percent of respondents said they were influenced to use a new
brand by family and friends.1

A study by Burson-Marsteller and Roper Starch Worldwide found that, on aver-
age, one influential person’s off-line word of mouth tends to affect the buying
attitudes of two other people. That circle of influence, however, jumps to eight
on-line, due to the power of electronic word of mouth.

On-line visitors increasingly create product information, not just consume it.
They join internet interest groups to share information, so that “word of web” is
joining “word of mouth” as an important buying influence. Words about good com-
panies and products travel fast; words about bad companies and products travel even
faster. As one marketer noted, “you don’t need to reach two million people to let
them know about a new product—you just need to reach the right two thousand
people in the right way and they will help you reach two million.”2

Personal influence carries particular weight in two situations. One is with prod-
ucts that are expensive, risky, or purchased infrequently. The other is a situation
in which the product suggests something about the user’s status or taste. In both
cases, buyers will consult others for information or to avoid embarrassment. Instant
messaging and independent sites to gather consumer reviews are becoming increas-
ingly important sources for collecting market information. Field Note 14.1 presents
an example of these principles.

FIELD NOTE 14.1.
Sweet Talk: Using Text Messaging to Better Manage Diabetes For insulin-
dependent diabetic patients to adequately control their disease and prevent complications,
they must test their blood sugars at regular times and adjust their medication accordingly.
Previous clinical studies have shown that intensive treatment is effective only with close
supervision by physicians.

Victoria Franklin and Stephen Greene, of the University of Dundee in Scotland,
have developed ‘‘Sweet Talk,’’ a mobile phone program that sends text messages to
patients reminding them of the treatment goals they have set themselves. Sweet Talk
also allows the patients to send questions to their doctors. Sweet Talk was tested for
over eighteen months with teenage patients receiving both conventional and inten-
sive diabetes treatment. A control group received conventional treatment and no text
messages.

The group that received text messaging had a significantly higher ‘‘self-efficacy’’ score
on a questionnaire that measures the effectiveness of treatment. In the group receiving
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intensive treatment the level of glucose control, measured by hemoglobin HbA1c, went
down 14 percent more compared to the group that did not receive the text messages.
Even a 10 percent decrease is associated with fewer complications such as eye and kidney
problems. This finding suggests that text messaging may be a tool for improving health
care outcomes and reducing costs.
Source: ‘‘A Text a Day . . . ,’’ The Economist, Mar. 25, 2006, p. 84.

WORD-OF-MOUTH MARKETING

People often ask others—friends, relatives, professionals—for a personal recommen-
dation for a doctor, hospital, or health insurance agent, or a business recommendation
for a health information system, a consultant, or an advertising agency. If they have
confidence in the recommendation, they normally act on the referral. In such cases,
the recommender has potentially benefited the service provider as well as the service
seeker.

The Word of Mouth Marketing Association (WOMA) defines word of mouth as
“The act of consumers providing information to other consumers.” Word-of-mouth
marketing is “giving people a reason to talk about your products and services, and
making it easier for that conversation to take place. It is the art and science of building
active, mutually beneficial consumer-to-consumer and consumer-to-marketer com-
munications.”3 Word-of-mouth marketing is not only about creating word of mouth;
it is also about making it work within a marketing objective by encouraging and
facilitating it.

Organizations can attempt to make their customers happier by listening to them,
making it easier for them to tell their friends, and making certain that influential
individuals know about the good qualities of a product or service. Word-of-mouth
marketing empowers people to share their experiences.

Word of mouth must not be faked by hiring and paying people who pretend
they are objective. Attempting to fake word of mouth is unethical and can create
a backlash, damage the brand, and tarnish the corporate reputation. Word-of-mouth
marketing must be based on actual customer satisfaction, two-way dialogue, and
transparent communications. The basic elements are:

■ Educating people about your products and services

■ Identifying people most likely to share their opinions

■ Providing tools that make it easier to share information

■ Studying how, where, and when opinions are being shared

■ Listening and responding to supporters, detractors, and neutrals

The importance of word-of-mouth marketing in health care is highlighted in the
survey results summarized in Field Note 14.2.
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FIELD NOTE 14.2.
Consumer Choice Survey of Providers and Payers Suppose you HAD TO
CHOOSE between two health plans. The first one is strongly recommended to you by
friends and family, but the second one is rated much higher in quality by independent
experts who evaluate plans. If the two plans cost the same, which would you be more
likely to choose?

52% Plan recommended by friends

43% Plan highly rated by experts

5% Don’t know
100%

Suppose you HAD TO CHOOSE between two different hospitals. The first one is the
hospital you and your family have used for many years without any problems, but the
second hospital is rated much higher in quality by the experts. Which hospital would you
be more likely to choose?

72% Hospital that is familiar

25% Hospital that is rated higher

3% Don’t know
100%

Suppose you HAD TO CHOOSE between two surgeons at a hospital. The first surgeon
has treated your family for a long time, without any problems, but his ratings aren’t as
high as those of other surgeons at the hospital. The second surgeon’s ratings are much
higher, but no one you know personally has ever been one of his patients. Which surgeon
would you be more likely to choose?

76% Surgeon seen before, but not well rated

20% Surgeon not seen before, but rated higher

4% Don’t know
100%

Source: ‘‘Kaiser Family Foundation/Harvard University National Survey of Americans’ Views
on Consumer Protection in Managed Care’’ (#1356), The Henry J. Kaiser Family Foundation
and Harvard University, Jan. 1998.
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Types of Word-of-Mouth Marketing
Word-of-mouth marketing encompasses a range of techniques that encourage and
help people to talk to each other about products and services. The following are
common types of word-of-mouth marketing:

■ Buzz marketing: Using high-profile entertainment or news to get people to talk
about your brand

■ Viral marketing: Creating entertaining or informative messages that are designed
to be passed along in an exponential fashion, often electronically on the Internet
or by e-mail

■ Community marketing: Forming or supporting niche communities that are likely
to share interests about the brand (such as user groups, fan clubs, and dis-
cussion forums) and providing tools, content, and information to foster those
communities

■ Grassroots marketing: Organizing and motivating volunteers to engage in per-
sonal or local outreach

■ Evangelist marketing: Cultivating evangelists, advocates, or volunteers who are
encouraged to take a leadership role in actively spreading the word on your
behalf

■ Product seeding: Placing the right product into the right hands at the right time;
for example, providing information or samples to influential individuals

■ Influencer marketing: Identifying key communities and opinion leaders who are
likely to talk about products and have the ability to influence the opinions of
others

■ Cause marketing: Supporting social causes to earn respect and support from
people who feel strongly about the cause

■ Conversation creation: Producing interesting or fun advertising, emails, catch
phrases, entertainment, or promotions designed to start word-of-mouth activity

■ Brand blogging: Creating blogs, in the spirit of open, transparent communica-
tions and sharing information of value that may interest the blog community

■ Referral programs: Creating tools that enable satisfied customers to refer their
friends
Many of the activities in this list can be classified as guerilla marketing , which

is creating one-to-one communication methods that do not use such traditional media
as print, radio, or television. Popular international examples include corporate spon-
sorships of city animal models, like cows in Chicago, lions in Singapore, and moose
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in Toronto. An example in the health care arena would be holding a snowman contest
to promote a cough and cold treatment product.

Service providers clearly have a strong interest in building referral sources. The
two chief benefits of developing referrals using word-of-mouth are:

■ Word-of-mouth sources are convincing: Word of mouth is the only promotion
method that is of consumers, by consumers, and for consumers. Not only are
satisfied customers repeat buyers, but they are also walking, talking billboards
for your business.

■ Word-of-mouth sources are low cost: Keeping in touch with satisfied customers
costs the business relatively little. The business might reciprocate by referring
business to the referrer or giving the referrer enhanced service, a discount, or a
small gift.

Communication researchers are moving toward a social-structure view of inter-
personal communication.4 They see society as consisting of cliques —small groups
whose members share similar characteristics and interact frequently. Although the
closeness of clique members facilitates effective communication, it also insulates
the clique from new ideas. The challenge is to create more system openness so that
cliques exchange information with others in the society. This openness is helped by
people who function as liaisons and bridges. A liaison is a person who connects two
or more cliques without belonging to either. A bridge is a person who belongs to
one clique and is linked to a person in another clique.

In many cases, the “buzz” of word-of-mouth communications can be managed.5

Michael Cafferky has identified four kinds of people whom companies try to reach
in order to stimulate word of mouth referrals.6 A person can simultaneously fit into
one or more of the following categories:

■ Opinion leaders are people who are widely respected within defined social
groups, such as physicians who are well-known in a particular disease or treat-
ment category. They have a large relevant social network, high source credibility,
and a high propensity to talk.

■ Marketing mavens are people who spend a lot of time learning the best buys
(values) in the marketplace. Most neighborhoods or families seem to have one
particular person who fits this description.

■ Influentials are people who are socially and politically active; they try to know
what is going on and influence the course of events.

■ Product enthusiasts are people who are known experts in a product category,
such as medical technology experts and health insurance brokers.

Companies can take several steps to stimulate personal influence channels to
work on their behalf:
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■ Identify influential individuals and companies and devote extra effort to them. In
health care, influencers might be physicians at academic medical centers, health
care industry analysts and journalists, selected policy makers, and a sampling of
early adopters.7

■ Create opinion leaders by supplying certain people with the product on attractive
terms . Pharmaceutical and medical device companies actively build networks of
key opinion leaders (KOLs) to give their products credibility and have them
speak on their behalf. These KOLs can receive free or heavily discounted
products. A major recent concern in the United States has been pharmaceutical
company provision of free injectable drugs to high-volume physician customers.
These physicians, in turn, bill payers (including the federal government) for
these samples. This practice is illegal. A more ethical and legal tactic in this
category is offering discounted products, such as diagnostic devices or infor-
mation systems, to providers who agree to provide a demonstration site for the
company.

■ Work through community influentials such as local media personalities and lead-
ers of service and civics organizations . A radio DJ’s promises of easy weight loss
during sleep prompted consumers to spend money on Body Solutions Evening
Weight Loss Formula.

■ Develop advertising that has high “conversation value.” Incorporate buzz-worthy
features into product design. Some ad slogans become part of the cultural ver-
nacular, such as Alka-Seltzer’s “plop, plop, fizz, fizz” television commercial that
played on the sound of the tablets landing in a glass of water.

■ Develop word-of-mouth referral channels to build business . Professionals will
often encourage clients to recommend their services. Weight Watchers found
that word-of-mouth referrals stemming from a relationship with someone in the
program had a huge impact on their business.8

■ Establish an electronic forum . Med Help International is a nonprofit organization
dedicated to helping patients find high-quality, timely medical information. It
accomplishes this goal by offering on-line question-and-answer medical specialty
forums in which patients can ask questions of leading physicians and other health
care professionals.

■ Use viral marketing . Internet marketers can use viral marketing as a form of word
of mouth, or “word of mouse,” to draw attention to their sites.9 Viral marketing
involves encouraging customers to pass company-developed products, services,
or information from user to user.

Marketers must be careful in reaching out to consumers. One survey found that
roughly 80 percent of the sample of consumers was very annoyed by pop-up ads,
spam, and telemarketing.10 The key is to get the permission of interested consumers
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who say that they are willing to receive information on certain subjects and receive
certain types of communications.11

Word of Mouth: Buzz Marketing
Marketers’ growing interest in word of mouth, buzz, and viral marketing has led
to a number of new theories and ideas. Research has suggested that buzz evolves
according to basic principles that may seem counter-intuitive.12 For example, many
marketers believe that only exciting, new products can generate buzz. In reality,
staid products, such as prescription drugs, can also benefit from effectively struc-
tured buzz. A second assumption is that buzz happens randomly. In many cases,
however, buzz is the result of a carefully planned and executed marketing strategy.
An organization’s customers may seem like the best place to originate a buzz cam-
paign, but often a high-energy, grassroots market niche may be the best place to start.
Marketers also may assume that heavy media advertising spending or an orchestrated
publicity campaign is needed to generate buzz. In fact, groups of individuals who are
genuinely strong product advocates often can be more effective in generating sales
through buzz. Unplanned media publicity can actually be a by-product of this group
action.

Another buzz marketing model offered by Malcolm Gladwell claims that three
factors work to ignite public interest in an idea.13 He calls the first “The Law of the
Few.” Three types of people help spread an idea like an epidemic. First are mavens,
people who are very knowledgeable about a topic. Second are connectors, people
who know and communicate with a great number of other people. Third are salesmen,
those who possess great natural persuasive power. Any idea that catches the interest
of mavens, connectors, and salesmen is likely to be broadcast far and wide.

A second factor is “Stickiness.” An idea must be expressed so that it motivates
people to act. Otherwise, “The Law of the Few” will not lead to a self-sustaining
buzz epidemic. The third factor, the “Power of Context,” will control whether those
spreading an idea are able to organize groups and communities around it.

Word of Mouth: Marketing Strategies
Positive word-of-mouth marketing strategies involve finding ways to support satisfied
customers and making it easier for them to talk to their friends. Methods include one
or more of the following:

1. Encouraging communications

■ Developing tools to make telling a friend easier

■ Creating forums and feedback tools

■ Working with social networks

2. Giving people something to talk about

■ Providing information that can be shared or forwarded
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■ Developing advertising, stunts, and other publicity that encourages
conversation

■ Working with product development to build WOM elements into products

3. Creating communities and connecting people

■ Creating user groups and fan clubs

■ Supporting independent groups that form around your product

■ Hosting discussions and message boards about your products

■ Enabling grassroots organizations such as local meetings and other real-
world participation

4. Working with influential communities

■ Finding people who are likely to respond to your message

■ Identifying people who are able to influence your target customers

■ Informing these individuals about what you do and encouraging them to
spread the word

■ Making good-faith efforts to support issues and causes that are important
to these individuals

5. Creating evangelist or advocate programs

■ Providing recognition and tools to active advocates

■ Recruiting new advocates, teaching them about the benefits of your prod-
ucts, and encouraging them to talk about them

6. Researching and listening to customer feedback

■ Tracking on-line and off-line conversations by supporters, detractors, and
neutrals

■ Listening and responding to both positive and negative conversations

7. Engaging in transparent conversation

■ Encouraging two-way conversations with interested parties

■ Creating blogs and other tools to share information

■ Participating openly in on-line blogs and discussions

8. Co-creation and information sharing

■ Involving consumers in marketing and creative decisions (by providing
feedback on creative campaigns, allowing them to create commercials, and
so forth)

■ Letting customers “behind the curtain” have first access to information and
content14

Field Note 14.3 illustrates the application of these concepts in a health care
setting.
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FIELD NOTE 14.3.
BzzAgent Health Care Marketing BzzAgent is a Boston company started in 2002
by Dave Balter, who was inspired in part by the book Butterfly Economics by Paul Omerod.
The book’s thesis is that the rate of global communications is rapidly accelerating and is
affecting the world economy. Individual people are the change agents in this phenomenon.
Balter decided to form an innovative company to harness individual communications and
leverage word-of-mouth marketing for clients. BzzAgent has conducted word-of-mouth
campaigns with 150 client companies in a variety of industries including health care
products and services.

BzzAgents are individuals who volunteer to work on client campaigns. They apply
through the Company’s Web site and are invited to participate in certain BzzCampaigns
based on their interests and demographic attributes. The steps in a BzzCampaign are as
follows:

1. BzzCampaign goes live: The Central Hive launches a BzzCampaign. An eligible Agent
sees it under ‘‘BzzCampaigns you can join’’ on the Agent’s My BzzHome page.

2. BzzAgent signs up: The Agent clicks on the available BzzCampaign and learns more
about it by going through Campaign Camp. At the end of Campaign Camp, the
Agent decides whether to participate.

3. BzzAgent receives BzzKit in the mail: After the Agent signs up for the BzzCampaign,
the BzzKit arrives in the mail a week or two later. Inside the kit are a product sample
and a BzzGuide, the custom guide created to help Agents create honest word of
mouth about the product or service.

4. BzzAgent gets to know the BzzGuide and product: The Agent learns more about
the product or service and is able to form his or her own opinion about it.

5. BzzAgent performs BzzActivity: If the agent sincerely believes in the worth of the
product, the BzzGuide provides a list of BzzActivities to help spread honest word of
mouth. These activities make it easier for the Agent to spread honest buzz.

6. BzzAgent reports BzzActivity: Each time the Agent spreads Bzz, he or she returns
to BzzAgent.com and files a BzzReport, a short report about the ‘‘who,’’ ‘‘what,’’
‘‘when,’’ and ‘‘how’’ of the buzz they created.

7. The BzzReport is reviewed: A BzzAgent Communications Developer reviews the
BzzReport and provides helpful and personalized feedback. If the BzzReport is
approved, the Agent is awarded BzzPoints.

8. BzzAgent redeems BzzPoints for BzzRewards: After submitting a number of BzzRe-
ports, Agents redeem their accumulated BzzPoints for BzzRewards of their choice.
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The typical campaign runs ten weeks and costs upwards of $100,000. The Company
provides its clients with detailed measures of campaign activity including Net Promoter
Score and return-on-investment data. The Net Promoter Score was developed by Frederick
Reicheld at Bain & Company. Reicheld conducted research on customer loyalty and growth
that matched consumer survey responses with their actual repeat purchase behavior and
referral patterns. He found that the question ‘‘How likely is it that you would recommend
[company or product X] to a friend or colleague?’’ has the highest statistical correlation
with profitable growth. Reicheld identified a single metric to measure this relationship:
the Net Promoter Score. For BzzAgent, the Net Promoter Score = Percent of Agents who
are Promoters minus percent of Agents who are Detractors. BzzAgent uses this score as a
key measure of campaign effectiveness. The median net promoter score for all industries
is 16, and the median score resulting from BuzzCampaigns is 38. The score for a recent
campaign for an over-the-counter drug was 48.

One of the Company’s more complex campaigns was for a client that wanted
consumers to donate stem cells and umbilical cord blood. This campaign focused on talking
to a small, qualified target market—pregnant women—about a relatively controversial
subject, stem cell banking. BzzAgents in the campaign had to encounter the right person
at the right time, and these women were more often found in birthing classes, hospitals,
and physician offices. Although this campaign experienced much slower word of mouth,
the metrics indicated that it was successful.

DESIGNING THE SALES FORCE

The oldest form of direct marketing is the sales call. U.S. firms spend over a trillion
dollars annually on sales forces and sales-force materials—more than they spend
on any other promotional method. Nearly 12 percent of the total workforce works
full-time in sales occupations, in nonprofit as well as for-profit organizations. Most
health product companies, and an increasing number of health service organizations,
rely on a professional sales force to locate prospects, convert them into customers, and
foster their loyalty to the business. Once the company decides on an approach, it can
use either a direct or a contractual sales force. A direct (company) sales force consists
of full- or part-time paid employees who work exclusively for the company. This
sales force includes inside sales personnel who conduct business from the office using
the telephone and receive visits from prospective buyers, and field sales personnel
who travel and visit customers. A contractual sales force consists of manufacturers’
representatives (reps), sales agents, and brokers, who either represent the company
exclusively or represent a portfolio of noncompeting companies. For example, several
prominent companies that provide contract pharmaceutical sales-force services are
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Ventiv, Innovex, and PDI. Contract sales compensation can be based on a retainer
plus sales commission or 100 percent commission.

Even large pharmaceutical companies will occasionally use a contractual sales
force. Additionally, many organizations such as health insurance companies have
alliances with independent, direct-selling insurance agents, brokers, and “producers”
who supplement their employed sales force. Further, hospitals and medical research
institutes often employ fundraisers to contact donors and solicit donations, and a
number of hospitals employ salespeople to sell administrative and other services to
physicians.

Although a sales force can be a very cost-effective strategy for selling high-
margin products and services, organizations are sensitive to the high and rising costs
(salaries, commissions, bonuses, travel expenses, and benefits) of maintaining these
personnel. Suppose a sales call averages a cost of $400; if closing a sale may require
four calls, the total cost can add up to $1,600. Not surprisingly, companies are
trying to increase the productivity of the sales force through better selection, training,
supervision, motivation, and compensation.

Sales positions can be categorized into six different types that range from low to
high complexity and skill.15 A salesperson may fit into one or more of the following
categories:

■ Deliverer: A salesperson whose major task is the delivery of a product. Some
reps simply replenish inventories, such as operating room sutures in hospital
supply rooms.

■ Order taker: A salesperson who acts predominantly as an inside order taker (the
salesperson in the customer service department for a medical device company)
or outside order taker (the over-the-counter medication salesperson calling on
the pharmacy or supermarket manager).

■ Missionary: A salesperson who is not expected or permitted to take an order but
whose major task is to build goodwill or educate the actual or potential user; for
example, the medical “detailer” who calls on a physician practice representing
a pharmaceutical house.

■ Technician: A salesperson with a high level of technical knowledge; for example,
a former hospital chief financial officer who is primarily a technical consultant
in selling hospital financial information systems.

■ Demand creator: A salesperson who relies on creative methods for selling tan-
gible products, such as weight loss and nutritional products, or intangibles, such
as health insurance or fitness services.

■ Solution vendor: A salesperson whose expertise is solving a customer’s problem,
often employing such company products and services as computer and commu-
nications systems.



Personal Marketing Communications 443

It is important to note that although sales personnel serve as the company’s
personal link to the customers, they are also the conduit of information from and
about the customer. Because of this dual function, the company needs to carefully
consider its sales-force design—namely, the development of sales-force objectives,
strategy, structure, size, and compensation.

Sales-Force Objectives and Strategy
Companies need to define the specific objectives they want their sales force to
achieve. For example, a company might want its sales representatives to spend
80 percent of their time with current customers and 20 percent with prospects or
85 percent of their time on established products and 15 percent on new products.

The specific allocation scheme depends on the offerings and customers. Regard-
less of the selling context, however, salespeople will have one or more of the
following specific tasks to perform:

■ Prospecting: Identifying qualified potential customers

■ Targeting: Deciding how to allocate their time among prospects and customers
to maximize sales

■ Communicating: Communicating information about the company’s products and
services and listening in order to uncover customer needs

■ Selling: Approaching, presenting, answering objections, and closing sales

■ Servicing: Providing account management services to customers—consulting
on problems, rendering technical assistance, arranging financing, and expediting
delivery

■ Information gathering: Conducting market research, gathering competitive intel-
ligence, and reporting this information to the organization

■ Allocating: Deciding which customers will get scarce products during product
shortages

Although these tasks have traditionally been individual efforts, selling increas-
ingly calls for teamwork requiring the participation of other personnel, such as top
management , who provide support especially when national accounts or major sales
are at stake; technical people, who supply specialized information and service to the
customer before, during, or after product purchase; customer service representatives ,
who provide installation, maintenance, and other services; and an office staff, who fur-
nish analytical reports, expedite orders, and provide general administrative services.

In order to succeed, sales representatives need analytical marketing skills; these
skills are especially important at the higher levels of sales management. Further,
marketing managers believe that sales forces will be more effective in selling in the
long run if they understand the firm’s strategic marketing plan.
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Sales-Force Structure
The company’s organizational design and strategy will determine the sales-force
structure. For example, if the company sells one product line to one end-using indus-
try with customers in many locations, it would use a territorial sales-force structure.
If the company sells many products to many types of customers, it might need a
product or market sales-force structure. If geographical coverage needs to be broad,
then a more complex structure may be needed.

For example, although orthopedic implant industry leader Synthes has a single
sales force, its major competitors in the U.S. manage four types of sales forces: (1) a
strategic market sales force composed of technical, applications, and quality engineers
and service personnel assigned to major accounts; (2) a geographic sales force calling
on hundreds of customers in different territories; (3) a distributor sales force calling
on and coaching distributors; and (4) an inside sales force doing telemarketing and
taking orders via phone and fax.

Companies typically provide major accounts with a special strategic account
management team, consisting of cross-functional personnel who are permanently
assigned to them and may even maintain offices at the customer’s facility. These
clients are called key accounts, national accounts, global accounts, or house accounts.

Sales-Force Size
After the organization determines the sales-force strategy and structure, it is ready to
consider sales-force size based on the number of customers it wants to reach. One
widely used method is the five-step workload approach:

1. Group customers into size classes according to annual sales volume

2. Establish call frequencies, or the number of calls to be made per year on each
account in a size class

3. Multiply the number of accounts in each size class by the call frequency to
arrive at the total sales call workload

4. Determine the average number of calls sales reps can make per year

5. Divide the total annual calls required by the average annual calls made by a
rep to see how many sales reps are needed

Suppose the organization estimates that there are one thousand “A” accounts
and two thousand “B” accounts. “A” accounts require thirty-six calls a year, and
“B” accounts require twelve calls a year. The organization needs a sales force that
can make sixty thousand sales calls a year. If the average rep can make a thousand
calls a year, then the company would need sixty full-time sales representatives.

Sales-Force Compensation
To attract top-quality sales reps, the organization needs an attractive compensation
package. The four components of sales-force compensation are a fixed amount, a



Personal Marketing Communications 445

variable amount, expense allowances, and benefits. The fixed amount, a salary, is
intended to satisfy the reps’ need for some stability. The variable amount, which
might include commissions, bonus, or profit sharing, is intended to stimulate and
reward greater effort. Expense allowances enable sales reps to meet the costs of
travel, lodging, dining, and entertaining. Benefits, such as paid vacations and pension
fund matching, provide security and job satisfaction.

Fixed compensation receives more emphasis in jobs with a high ratio of non-
selling to selling duties and in jobs in which the selling task is technically com-
plex and involves teamwork. Variable compensation receives more emphasis in jobs
in which sales are cyclical or depend on individual initiative. Fixed and variable
compensation give rise to three basic types of compensation plans—straight salary,
straight commission, and combination salary and commission.

Straight-salary plans provide sales reps with a secure income, make them more
willing to perform non-selling activities, and give them less incentive to overstock
customers. These plans are easy to administer, and they lower turnover. Straight-
commission plans attract higher performers, provide more motivation, require less
supervision, and control selling costs. Combination plans feature the benefits of both
plans while reducing their disadvantages.

Such plans allow companies to link the variable portion of a salesperson’s pay to
a wide variety of strategic goals. Some see a new trend toward de-emphasizing vol-
ume measures in favor of factors such as gross profitability, customer satisfaction, and
customer retention. For example, compensation plans at U.S. Surgical Corporation,
which had long emphasized sales revenue quotas, were reworked in the mid-1990s
to focus on customer satisfaction measures.

Another example highlights the need to integrate sales-force compensation with
the overall company goals. Many independent brokers who worked with managed
care plans received commissions based on the number of people they enrolled. This
practice led to recruitment of many people who could not get insurance elsewhere
because of their health status. Further, these members tend to shop the lowest prices,
resulting in costly account turnovers. Realizing that this compensation method was
dysfunctional, managed care plans changed the payment method, linking it not only
to initial signup but also to renewals. The result was a more favorable mix of
clients.

A further concern for sales-force compensation is aligning incentives among
sales personnel from different parts of the company in order to drive total sales for
the company. For instance, in Canada, GE sales personnel will be “made whole” on
their incentive compensation if one needs to reduce price so that both can make a
sale.

Managing the Sales Force
In addition to establishing a productive compensation scheme, effective sales-force
management entails paying close attention to recruiting and selecting, training, super-
vising, motivating and evaluating representatives.
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Recruiting and Selecting Representatives. At the heart of a successful sales force is
the selection of effective representatives. One survey revealed that the top 27 percent
of the sales force brought in over 52 percent of the sales. Further, the average annual
turnover rate for salespeople across all industries is nearly 20 percent. Turnover leads
to lost sales and additional costs of finding and training replacements, and it is often
a strain on existing salespeople to pick up the slack. Further, such turnover disrupts
longstanding customer relationships.

A marketing approach to hiring salespeople is to ask customers what traits they
prefer in a salesperson. Although most customers want honest, reliable, knowledge-
able, and helpful reps, determining what traits will actually lead to sales success
is a challenge. However, numerous studies have shown little correlation between
sales performance and a rep’s background and experience, current status, lifestyle,
attitudes, personality, and skills. More effective predictors have been composite tests,
particularly those conducted at assessment centers where the working environment
is simulated.16 Field Note 14.4 provides some insight into sales rep issues for the
medical device sector.

FIELD NOTE 14.4.
Working as a Medical Device Sales Representative The demand for medical
device salespeople has been strong due to the demographic-driven health care needs
of baby boomers and advances in medical technology. By the year 2007, the U.S.
Department of Labor expects employment in medical sales to increase 24 percent higher
than employment in other sales professions; and the Bureau of Labor Statistics cites
projected growth for medical sales to be 111 percent from 2006 to 2010. The field has
relatively high salaries that emanate from the high-margin products sold, and selling in
this market segment demands an intellectual ability that requires not only knowledge of
the products and the relevant science but also what the competition offers.

Medical device sales are procedure-driven, meaning some reps work with surgeons,
talking them through procedures and demonstrating medical instrumentation. If the
medical tool is determined to be beneficial, the physician gets the hospital to purchase
the equipment and the reps get a commission of up to 15 percent—a significant amount,
when products are often more than $100,000. A standard compensation package—a
base salary of $70,000 plus commission—can total about $120,000 a year for reps.
According to David Hartman, a twelve-year veteran of the medical sales trade, ‘‘There are
people in medical sales who make a lot more than that.’’17

Former college and professional athletes often make the best medical device sales
reps. These individuals are self-starters, disciplined, and achievement driven. Having a
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strong physical capacity is part of their identity. They must also possess an engineering
and artistic sensibility.

A typical day in the life of medical sales rep shows how much endurance and energy
are needed for this job.

4:30 AM: Wake up and exercise—the only time available during the rep’s day to
build the needed strength and endurance.

5:30 AM: Commute to the hospital operating room to set up equipment and
instrumentation for the first procedure of the day. Pray for a good traffic report.

6:45 AM: Setup complete. Surgeons do not accommodate tardiness.

7:00 AM–3:00 PM: Instruct, coach, and supervise surgeons in using highly technical
medical devices. Be ready and willing to say, ‘‘Stop, doctor. Put that down. Do not
do that,’’ forcefully but with tact.

3:00 PM–5:30 PM: Prospect for new physician customers in the hospital. Attempt to
identify and engage the most appropriate qualified prospects. Paging an unfamiliar,
busy surgeon in the hospital is very risky—but if the rep can deliver value immediately,
the risk can be justified.

5:30 PM–10:00 PM: Entertain and build relationships with surgeons through dinners
or attending a ball game or a charity benefit. Commute home and prepare for a
similar day tomorrow.

Source: Conversation with Joseph Rafferty, director of contracts, Synthes Spine, Nov. 8,
2006.

Once management develops selection criteria, the next step is to recruit appli-
cants by soliciting names from current sales reps, using industry recruiters, placing
ads on-line and in print publications, and contacting colleges and university career
centers. Selection procedures can vary from a single informal interview to prolonged
testing and interviewing.

Training and Supervising Sales Representatives. Today’s customers expect sales
reps to have deep product knowledge, to add ideas to improve the customer’s opera-
tions, and to be efficient and reliable. This expectation requires companies to make a
much higher investment in sales training. The median training period is twenty-eight
weeks in industrial products companies, twelve weeks in service companies, and four
weeks in consumer products companies. Training time varies with the complexity of
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the selling task and the type of person recruited into the sales organization. Training
often involves a variety of methods: live, in-person training can include simulations,
role playing, and sensitivity training, whereas self-paced methods involve audio and
video tapes, CD-ROMs and DVDs, and web-based distance learning.

Training is particularly rigorous for existing reps when a new product is launched.
For example, when a new drug is coming to market, the company will gather in
one location all sales reps who will be responsible for its promotion. Over several
days, the firm then conducts an intensive educational program that includes relevant
anatomy, physiology, mechanism of action of the product, and analysis of competi-
tors in the same and similar treatment categories. The training is thus designed to help
these reps understand the new product, be able to explain its science to health care
professionals, and differentiate it from its competitors—all with a friendly and help-
ful demeanor. Clearly, this sales position requires a special kind of person. Consider
the following example.

U.S. Surgical Corporation has been world-renowned for its intensive sales
training. Sales reps are subjected to regular rounds of training and daily
testing. Educating medical salespeople is critical because reps need ‘‘medical
school’’ training in order to train physicians in the use of their equipment;
they also require specialized training in sale techniques as well as product
and industry knowledge. Reps receive training in anatomy, physiology, medical
data, statistics, and technical training through suturing foam stomachs and
bowels. They coach their physician clients in the operating room, talk physicians
through medical procedures, and demonstrate instrumentation.

FOR EXAMPLE

Companies vary in how closely they supervise sales reps. Reps paid mostly on
commission generally receive less supervision. Those who are salaried and must
cover definite accounts are likely to receive substantial supervision.

Sales Rep Productivity. How many calls should a company make on a particular
account each year? Some research has suggested that sales reps are spending too
much time selling to smaller, less profitable accounts when they should be focusing
more of their efforts on larger, more profitable ones. Companies often specify how
much time reps should spend prospecting for new accounts and set up prospect-
ing standards. For example, broadening the customer base by prospecting can be
very time-consuming and far less profitable for the rep and the organization; some
companies therefore rely on a missionary sales force to open new accounts.
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FIELD NOTE 14.5.
Virtual Reality Technology Supports Pharmaceutical Sales Cephalon, a phar-
maceutical company specializing in drugs to treat and manage neurological diseases, sleep
disorders, cancer, pain, and addiction, hired a Philadelphia video-production company to
help its sales force use video iPods to support physician prospecting. The consultants, Hall
Media Productions, developed sixty short segments promoting Vivitrol, a drug used to
fight alcohol dependence. The segments include real-life testimonials by people who have
used the drug.

To help pitch Cephalon’s alertness drug, Provigil, Hall Media created a 3-D virtual-
reality simulator that simulates the effects of sleepiness. By putting on the virtual-reality
goggles and earphones, a viewer gets a first-hand look at the disastrous effect a sleepy
fork-lift driver can have on a stack of boxes in a warehouse. Physicians, who are
hard-pressed to make time for sales reps, have been receptive.

Studies have shown that the best sales reps are those who know how to manage
their time effectively. One planning tool, time-and-duty analysis , helps reps under-
stand how they spend their time and how they might increase their productivity. Sales
reps spend time planning, traveling, waiting, actually selling, and in administrative
tasks (report writing and billing, attending sales meetings, and talking to others in the
company about production, delivery, billing, sales performance, and other matters).
With so many duties, it is no wonder that actual face-to-face selling time amounts
to as little as 29 percent of a rep’s total working time!

Companies are constantly seeking ways to improve sales-force productivity.
These may include training sales representatives in the use of “phone power,” sim-
plifying administrative tasks such as record keeping, and using the computer and
the Internet to develop call and routing plans, supply customer and competitive
information, and automate the order preparation process. For example, pharmaceu-
tical reps can now electronically batch and send sales encounter reports from their
tablet personal computers, instead of filing paper reports documenting each physician
contact.

To reduce the time demands on their outside sales force, many companies have
increased the size and responsibilities of their inside sales force. There are three
types of inside salespeople. Technical support people provide technical information
and answers to customers’ questions. Sales assistants provide clerical backup for the
outside salespersons by confirming appointments, checking credit, following up on
deliveries, and answering customers’ questions. Telemarketers find new leads and
qualify and sell to them.
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Motivating Sales Representatives. Motivating sales representatives is difficult
because of their stressful work environment. Reps usually work alone during irreg-
ular hours, often away from home. They confront aggressive, competing sales reps;
have an inferior status relative to the buyer; often do not have the authority to do
what is necessary to win an account; and sometimes lose large orders they have
worked hard to obtain. Most marketing managers believe that the higher the sales-
person’s motivation, the greater the effort and the resulting performance, rewards,
and satisfaction.

To increase motivation, marketers reinforce intrinsic and extrinsic rewards of
all types. One study measuring the importance of different rewards found that the
reward with the highest value was pay, followed by promotion, personal growth,
and sense of accomplishment.18 The least-valued rewards were liking and respect,
security, and recognition. The researchers also found that the importance of moti-
vators varied with demographic characteristics: financial rewards were more valued
by older, longer-tenured people and those who had large families. Rewards such as
recognition and sense of accomplishment were more valued by young salespeople
who were unmarried or had small families and usually more formal education.

Many companies set annual sales quotas based on dollar sales, unit volume,
margin, selling effort or activity, and product type, with compensation often tied
to degree of quota fulfillment. Sales quotas are often developed from the annual
marketing plan. The organization first prepares a sales forecast that becomes the basis
for planning production, workforce size, and financial requirements. Management
then establishes quotas for regions and territories, which typically add up to more than
the total sales forecast in order to encourage managers and salespeople to perform at
their best levels. If they fail to make their quotas, the company nevertheless might
still reach its sales forecast. It is important, however, to set the quotas at realistic
levels; if they are set too high, sales reps may not attempt to achieve even attainable
goals. This situation has occurred with some pharmaceutical products.

Each area sales manager divides the area’s quota to arrive at an individual quota
for each sales rep. A common approach to individual quotas is to set the individual
rep’s quota at least equal to the person’s past year sales plus some fraction of the
difference between territory sales potential and past-year sales.

As mentioned earlier, it is also important to note that some companies sell
multiple products lines to the same customer segment and have a separate sales force
for each. In such firms, the marketing department must structure bonus incentives to
foster cooperation among these reps.

Evaluating Sales Representatives. We have been describing the feed-forward
aspects of sales supervision—how management communicates what the sales reps
should be doing and motivates them to do it. Good feed-forward requires good feed-
back , which means getting regular information from reps to evaluate performance.
Information about reps can come from sales reports and through personal obser-
vation, customer-initiated communication, company-initiated customer surveys, and
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conversations with other sales representatives. Many companies require represen-
tatives to develop an annual territory marketing plan for developing new accounts
and increasing business from existing accounts. This report casts sales reps into the
role of market managers and profit centers. Sales managers study these plans, make
suggestions, and use them to develop sales quotas.

Sales reps complete call reports, expense reports, new-business reports, lost-
business reports, and reports on local business and economic conditions. These
reports provide raw data from which sales managers can extract key indicators of
sales performance, such as

■ Average number of sales calls per salesperson per day

■ Average sales call time per contact

■ Average revenue per sales call

■ Average cost per sales call

■ Entertainment cost per sales call

■ Percentage of orders per hundred sales calls

■ Number of new customers per period

■ Number of lost customers per period

■ Sales-force cost as a percentage of total sales

The sales force’s reports, along with other observations, supply the basic
information used in conducting evaluations. One type of evaluation compares cur-
rent performance to past performance and to overall company averages on key
indicators. These comparisons help management pinpoint specific areas for improve-
ment. For example, if a rep’s average gross profit per customer is lower than the
company’s average, that rep could be concentrating on the wrong customers or
not spending enough time with each customer. Evaluations can also assess the
rep’s knowledge of the firm, products, customers, competitors, territory, and respon-
sibilities; relevant personality characteristics; and any problems in motivation or
compliance.

Principles of Personal Selling
Personal selling is an ancient art that has spawned many principles. Effective sales-
persons have more than instinct; they are trained in methods of analysis and customer
management. Today’s companies spend hundreds of millions of dollars each year to
train salespeople in the art of selling. One reason for this training is to overcome
the negative connotations often connected with selling. When asked to think of a
word associated with selling, many people say “pushy,” “deceptive,” “unethical,”
or “greedy.” Although there are a plethora of different sales training methods and
philosophies, one of the most effective training approaches is to train salespeople to
not only focus on customer needs while using a consultative approach but to also to
behave and seem not like a salesperson.
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Most sales training programs agree on the major steps involved in any effec-
tive sales process. We next discuss these steps and their applications to health care
selling.

Prospecting and Qualifying. The first step in selling is to identify appropriate
prospects. More organizations are relying on their marketing departments to attract
and qualify leads so that the salespeople can focus their selling time doing what they
can do best. Marketing managers and their sales forces should come to a mutual
understanding of the definition of a “qualified” lead; failure to do so often results
in sales’ ignoring the leads forwarded by marketing. This practice wastes the time,
effort, and expense of the marketing department, and the sales team is likely to
overlook at least some leads that are worth pursuing.19

Preapproach. The salesperson needs to learn as much as possible about the prospect
organization, including what it needs, who is involved in the purchase decision, and
its buyers’ personal characteristics and buying styles. The salesperson can consult
standard sources such as Moody’s, Standard & Poor’s, Dun & Bradstreet, acquain-
tances, and others to learn about prospects, but ideally the organization’s marketing
department should be providing the sales team with all the information that it needs
on the target market, the environment, the competition, and other market information.

Presentation and Demonstration. The salesperson now tells the product “story” to
the buyer. Sales strategies include the AIDA formula of gaining attention, holding
interest , arousing desire, and obtaining action. The salesperson could also use a fea-
tures, advantages, benefits , and value approach (FABV). Too often, salespeople follow
a product orientation by emphasizing product features. A customer orientation places
the focus on the customer’s needs and value proposition instead of on the product.

Overcoming Objections. Customers typically pose objections during the presenta-
tion or when asked for the order. Psychological resistance includes resistance to inter-
ference, or preference for established supply sources or brands, apathy, reluctance to
give up something, unpleasant associations created by the sales rep, predetermined
ideas, dislike of making decisions, and innate reluctance to spend money. Logical
resistance consists of objections to the price, delivery schedule, or certain product
or company characteristics. To handle these objections, the salesperson maintains a
positive approach, asks the buyer to clarify the objection, questions the buyer in a
way that the buyer has to answer his or her own objection, denies the validity of the
objection, or turns the objection into a reason for buying. It is important for the sales
reps to communicate the objections they encounter to the marketing department so
that the company’s products and services can be improved and the firm can anticipate
and develop strategies to address customer concerns.

Closing. Some salespeople do not get to this stage or do not do it well. Sales reps
need to know how to recognize closing signs from the buyer, including physical cues,
statements or comments, and questions. There are a number of hackneyed closing
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lines taught in some sales training courses (such as “Would you prefer delivery this
week or next week?”), but a more effective closing is to have a thorough understand-
ing of the customer’s need for the product or service being sold. This information
should be gathered during the course of questioning that takes place throughout the
sales process. The salesperson should identify areas of prospective customer pain
or gain through questioning and then propose a solution. The questioning includes
the prospect’s assessment of when a solution would need to be in place to alleviate
the pain or to reap the gain: “When is the latest you would want to implement
this solution?” Following the anti–sales stereotype approach, this question does not
pressure the prospect to make an immediate buying decision but allows him or her
to determine the timing of the close, to feel in control of the sales process, and to
be more likely to buy.

Follow-up and Maintenance. To ensure customer satisfaction, repeat business, and
referrals, the salesperson should confirm all necessary details on delivery time, pur-
chase terms, and other matters that are important to the customer. The salesperson
should also schedule a follow-up call when the initial order is received to assess
proper installation, instruction, and servicing. This visit or call will detect any prob-
lems, assure the buyer of the salesperson’s interest, and reduce any buyer’s regret
that might have arisen. Finally, the salesperson should develop a maintenance and
growth plan for the account.

Negotiation
Marketing is concerned with exchange activities and the manner in which the terms
of exchange are established. In routinized exchange, the terms are established by
administered programs of pricing and distribution. In negotiated exchange, price
and other terms are set through bargaining behavior, in which two or more parties
negotiate binding agreements. In addition to price, some other issues to be negoti-
ated are contract completion time; quality of goods and services offered; purchase
volume; responsibility for financing, risk taking, promotion, and title; and product
safety.

The most important rule in successful negotiating is that a concession is never
provided without another concession being granted in return. For example, if the
customer asks for a discount on the selling price, the salesperson should counter
with a request for faster payment, later delivery, a longer service agreement, or
some other attribute that provides the seller with comparable or perceived value. If
the salesperson grants the request from the buyer for a lower price without negotiating
a concession of his own, then the buyer may decide to further test the salesperson
with another concession or ask for an even lower price.20

Relationship Marketing
The principles of personal selling and negotiation we have described are largely
transaction-oriented, intended to close a specific sale. In many cases, however, the



454 Strategic Marketing for Health Care Organizations

organization wants to build a long-term supplier-customer relationship by demon-
strating that it has the capabilities to serve the account’s needs in a superior way.
Because today’s customers are large and often global, they prefer suppliers who can
sell and deliver a coordinated set of products and services to many places, quickly
solve problems that arise in different locations, and work closely with customer teams
to improve products and processes. Salespeople working with key customers must
do more than call when they think customers might be ready to place orders; they
should call or visit at other times, take a personal interest in customers, and make
useful suggestions about their business.

When a relationship marketing program is properly implemented, the organi-
zation will begin to focus as much on managing its customers as on managing its
products. At the same time, companies should realize that although there is a strong
and warranted move toward relationship marketing, it is not effective in all situations.
Ultimately, companies must judge which segments and which specific customers will
respond profitably to relationship marketing.

HEALTH CARE SALES TO HOSPITALS AND PHYSICIANS

To understand health care sales that target hospitals and physicians, it is important to
distinguish among three general categories of products: medical supplies and devices,
pharmaceuticals, and capital equipment. Medical supplies such as bandages, tongue
depressors, and syringes are usually funded by operating budgets and, in general, are
a less complex sale. Typically, a budget for such items is developed by forecasting
the number of procedures using the items and multiplying by the cost of the supply.
Medical supply and device sales are usually driven by group purchasing agreements
that give selected companies the opportunity to sell to hospitals or physician groups;
they do not necessarily translate into sales. Sales professionals need to know not only
who to contact but also the client’s revenue cycle. For example, federal government
clients have fiscal years that start October 1, whereas many hospitals begin their
accounting on January 1.

In selling pharmaceuticals to hospitals, sales managers must realize that although
new drugs are continually coming to market, the pharmacy budget cannot always
be adjusted to accommodate the extra costs. It is therefore crucial for the pharma-
ceutical salesperson to know what the organization is empowered to purchase, the
process for obtaining approval, and how the hospital will get paid by its customers.
The process in hospitals (and managed care plans) for approving purchase of phar-
maceuticals involves a group of physicians, pharmacists, and administrators called
the Pharmacy and Therapeutics (P&T) Committee. This committee will assess the
medication’s cost and benefit as well as any comparative advantage to competing
drugs.

For pharmaceutical sales to individual physicians or group practices, the focus
is on educating the physicians who write prescriptions. The key to understanding
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effective pharmaceutical and medical device calls to physicians is understanding that
they have one or both of the following value propositions:

1. Will the product help me take better care of my patients?

2. Will the product create more time for me by eliminating wasted effort or making
me more efficient at what I do?

Using the first value proposition, the sales rep could, for example, educate the
physician about the drug’s superior performance treating patients with certain illnesses.
Employing the second concept, the rep could state that the drug is as effective as its
competitors, but because it has fewer side effects patients’ phone calls about symptoms
will be reduced.

As physicians are pressured to maximize the number of patients they see, their
ability to spend time with sales reps has diminished. There are virtually no more
thirty-minute sales calls. Research by Scott Levin consulting firm shows the average
length of a sales rep visit has fallen from four minutes in 1998 to just ninety sec-
onds today—with thirty-second hallway visits being commonplace.21 To meet the
challenge, pharma companies spend time preparing interesting and convincing visual
presentations for the sales rep to use in person or to leave with physicians for them
to view on their own time. Pharmaceutical companies also hire physically appealing
and personable sales reps to make the visit more enjoyable.

Physician calls are a good opportunity to employ relationship marketing techniques.
For example, it may be more effective to spend a few seconds on the product and a few
minutes inquiring about the physician’s family or recent vacation. We should stress that
relationship marketing is not a gratuitous activity but must reflect a genuine personal
interest in others. For this reason, selection of sales-force staff is especially critical.

For capital equipment sales—items such as MRI machines—the buying cycle
is dramatically longer than for devices or pharmaceuticals. Such capital equipment
companies as General Electric, Siemens, and Toshiba require an in-depth understand-
ing of the organization’s long-term strategies, its decision makers, its reimbursement
structure, and its stakeholders. See Field Note 14.6 for factors associated with effec-
tive health care sales.

FIELD NOTE 14.6.
A Prescription for Effective Health Care Sales Based on Miller Heiman research
and insights from its industry experts, here are several key steps health care sales
professionals should take to improve their effectiveness:

1. Research the institutions. Understand the funding mechanism of the organization
and how the dollars flow. Get coaching about how to read financial statements and
what organizations desire from a return-on-investment perspective.
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2. Complete a win/loss analysis on all deals. Interview your customer to determine
why they bought and your prospect to learn why they did not buy. Pay particular
attention to what administration says. Use this language in your selling efforts going
forward.

3. In existing accounts, develop a strategy to retain and grow the business. Commu-
nicate every six months with the administration to show that you understand their
business and organizational issues and how you are helping them to achieve their
objectives.

4. Pay attention to what successful salespeople in your organization are doing. Who
are they calling on? What do they say to move the sale forward? How have they
enhanced their credibility? What language do they use when communicating with
their customers? Ask them to coach you.

5. Understand your customers. This is very different from pushing products. You may
have the greatest product in the world, but without a keen understanding of how
an organization makes its buying decisions, who in the organization makes the
decisions, and when they make them, you’re probably wasting your time.

6. Speak the right language. Executives may not speak ‘‘Clinicalese’’—and even if they
do, that is not the language they use every day to discuss their needs and their
challenges. What language do they speak in administration? Successful salespeople
will make the effort to find out before making a presentation. If you don’t understand
the executives’ issues challenges and concerns (that is, if you don’t speak the C-suite
language), consider finding someone in your organization who does.

7. Identify coaches. Speaking the right language, grasping the complexities of a budget,
or identifying an organization’s decision-makers and their concerns may not come
easy. Selling to health care organizations is complex, it involves long sales cycles,
and it involves a broad cast of characters.

Source: Seven Steps to Better Healthcare Sales. Reno, Nev.: Miller Heiman, 2006. Reprinted
with permission.

Pharmaceutical Sales Challenges
Pharmaceutical companies spend an average of $31.9 million annually on sales for
each blockbuster primary care drug they market and $25.3 million annually selling
each specialty pharmaceutical product marketed These figures translate to $150,000
per primary care rep annually and $330,000 per specialty drug rep spent on salary,
travel, and technology, not including the funds for promotional materials and samples.
The overall average field force budget in the industry is nearly $875 million, with
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top-spending organizations committing more than $1 billion to sales budgets. In
2004, the number of world-wide pharmaceutical sales reps surpassed one hundred
thousand for the first time.22 The top forty pharma companies have doubled the size
of their sales forces in the past five years, according to InPharm, but prescribing has
increased only 15 percent in the same period.

Since that time, several changes in the industry have affected the need for this
many salespersons:

■ Fewer new products are coming to market.

■ Many companies used “mirrored sales forces.” This type of selling involves
numerous reps promoting the same medications. The reps may come from differ-
ent divisions of the same company or may be from different companies who have
agreed to comarket the product. Although message reinforcement is sometimes
helpful, this practice often leads to “overkill” and confusion.

■ Many companies found using a contract sales force to be a cost-effective
strategy.

■ Many customers, particularly academic medical centers, limit or no longer permit
sales calls. Data presented at eyeonpharma’s 2004 Sales Force Effectiveness
Congress revealed that 70 percent of U.S. physicians are actively implementing
policies to restrict sales rep access. For example, starting in 2007, the Henry
Ford Health System in Detroit requires all pharmaceutical and medical product
salespeople to make an appointment before calling on physicians and pay $100
for a certificate that documents they have taken training in appropriate ethical
marketing behavior. The University of Michigan Medical System, whose vendor
contact rules are even stricter than those at Henry Ford, started to ban samples
in 2002.

As a result of these changes, many companies are now reducing their sales
forces and stressing other methods of customer contact. For example, in 2005, Wyeth
announced it would cut its sales force by as much as 30 percent; in 2006 Pfizer
revealed it would cut its eleven-thousand-person team by 20 percent. Further, these
changes have resulted in only 43 percent of rep calls leading to face-to-face meetings
with physicians.

Free samples have become the hard currency of prescription drug marketing
since 2003, when the pharmaceutical industry agreed to clean up its act and rein the
most aggressive sales practices with a self-imposed code of conduct. A bill pending
in the New Jersey Legislature would limit gifts to doctors, not including samples,
to $100. At least nine other states are considering similar legislation. The American
Medical Association is contemplating a rather draconian recommendation that bans
sales reps in medical offices and gratuities of all kinds, including free samples,
continuing education programs, and research grants. The AMA stated goal is to
avoid any appearance that marketing has any role in prescription decision making
by physicians.
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Hospital Sales Departments
As far back as 1986, Gaston Memorial Hospital in Gastonia, North Carolina, has had
a sales department based on the consumer packaged goods organizational model. This
department targeted employers and physicians to sell them hospital services such as
inpatient case management, laundry, occupational medicine, and health promotion
services.

Most hospitals today, however, do not perceive a need to organize and manage
a sales department; rather, they may have “network development” departments that
target physicians for referrals. Most of these departments evolved from hospital efforts
in the mid-1990s to purchase physician practices. The typical hospital soon discovered
that owning physician practices resulted in financial losses, and the practice acquisi-
tion strategy was replaced with a strategy to increase patient referrals and admissions
from surrounding physician practices. Unlike most salespeople, hospital network devel-
opment representatives are usually not accountable for meeting territory-based sales
quotas nor do they receive compensation based on sales performance.

Novant Health in Winston-Salem, North Carolina, is an exception. Bob See-
hausen, the senior vice president of business development and sales for this four-
hospital system, has focused the sales function on meeting the needs of physicians.
For a fee, Novant offers products and services to physicians and mid-level providers
that include services used daily for patient care, business processes that enhance rev-
enue and improve operational efficiencies, negotiating and contracting with managed
care plans on their behalf, credentialing, and access to group supply purchasing and
lab testing.

DIRECT MARKETING

Direct marketing is using channels to reach and deliver goods and services to
customers without using middlemen. These channels include direct mail, catalogs,
telemarketing, kiosks, Web sites, television and radio ads, and mobile devices. Direct
marketers seek a measurable response—typically a customer order, in which case it
is sometimes called direct-order marketing . Today, many direct marketers use direct
marketing to build a long-term relationship with the customer by sending birthday
cards, informational materials, or small premiums to strengthen bonds over time.
Many business marketers have shifted resources into direct mail and telemarketing
and away from field sales as the costs of building and managing a sales force have
increased.

The extraordinary growth of direct marketing is the result of many factors. Mar-
ket “demassification” has resulted in an ever-increasing number of market niches.
Ordering or reordering medical supplies through the Web is now commonplace.
The growth of next-day delivery via FedEx, Airborne, and UPS has made ordering
fast and easy. Despite the growth of the Internet, e-mail, mobile phones, and fax
machines, which has made product selection and ordering much simpler, some find
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direct mail is more effective than on-line marketing. According to Philadelphia-area
marketing executives polled at a 2006 seminar hosted by W. A. Wilde Co. (a
direct-marketing fulfillment company), 50 percent cited traditional mail as the most
successful marketing tool, with web-related marketing cited as the second most suc-
cessful and e-mail marketing ranked third.

The Benefits of Direct Marketing
Direct marketing benefits customers by allowing them to learn about available prod-
ucts and services without tying up time in meeting with salespeople. Sellers also
benefit. Direct marketers can buy a mailing list containing the names of almost
any market segment; for example, diabetics, overweight people, or hospital chief
financial officers. They can also customize and personalize their messages, build a
continuous relationship with each customer, reach the most interested prospects at the
right time, test alternative media and messages in search of the most cost-effective
approach, shield the offer and strategy from competitors, and measure responses to
their campaigns to decide which have been the most profitable.

Major Channels for Direct Marketing
Personal or face-to-face selling is a form of direct marketing, but direct marketers
can also use a number of the other channels we mentioned earlier to reach indi-
vidual prospects and customers. Much of the direct marketing in health care is
business-to-business (B2B), but research institutions like St. Jude Children’s Med-
ical Center use television and other media to solicit donations from consumers
(business-to-consumer or B2 C).

According to a 2006 Government Accountability Office (GAO) study, 94 per-
cent of the $4.2 billion spent on direct-to-consumer (DTC) advertising in 2005 was
for broadcast and print advertisements. The U.S. Food and Drug Administration
(FDA) is responsible for establishing criteria for ads for drugs and devices, includ-
ing a statement of major side effects and a contact source for more information
(such as the company’s toll-free phone number, referral to physicians, Web site,
or even a print ad in a specific magazine). Because of the proliferation of these
messages, the FDA does not have the time or resources to sufficiently monitor
or regulate them. For example, in 2006, the agency issued only two warnings.23

That this method is effective is highlighted by a 2005 study that showed significant
increases in physician prescribing for patients who made brand-specific requests for
antidepressants.24

Direct Mail
Direct-mail marketing involves sending an offer, announcement, reminder, or other
item to a potential customer. Using highly selective mailing lists, direct marketers
send out millions of mail pieces each year—letters, flyers, foldouts, and other forms
of communication designed to break through the clutter. Direct mail is popular with
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marketers because it permits target market selectivity, can be personalized, is flexible,
and allows early testing and response measurement. Although the cost per thousand
people reached is higher than for mass media, those who are reached are much more
qualified prospects. Examples include the following: a physician who is new to a
community announces the opening of and information about her practice; a hospital
sends an annual report to members of the community documenting the quality of care
and new clinical programs; a pharmacy informs the community that on Wednesdays,
prescription drugs will be 20 percent off usual prices.

Direct marketers must decide on their objectives, target markets, prospects, and
offer elements. To measure effectiveness, they must also determine the means of
testing the campaign and measures of its success.

Objectives. Although a typical campaign’s success is judged by the order response
rate (2 percent is normally considered good), direct mail can achieve other objec-
tives such as producing sales leads, strengthening customer relationships, informing
and educating customers, reminding customers of offers, and reinforcing customer
purchase decisions.

Target markets and prospects . To identify the characteristics of potential cus-
tomers who are most able, willing, and ready to buy, direct marketers usually
apply the R-F-M formula (recency, frequency, monetary amount)—that is, select-
ing customers according to how much time has passed since their last purchase, how
many times they have purchased, and how much they have spent since becoming a
customer.

Prospects can also be identified on the basis of such variables as age, sex, income,
education, previous mail-order purchases, occasions, and consumer lifestyle. Dun &
Bradstreet operates information services that provide a wealth of data that can be
used to select appropriate prospects.

Offer elements . Nash sees the offer strategy as consisting of five elements—the
product , the offer , the medium , the distribution method , and the creative strategy .25

All of these elements can be tested. In addition, the marketer has to decide on five
components of the mailing itself: the outside envelope, sales letter, circular, reply
form, and reply envelope. Direct mail can be followed up by e-mail, a less expensive
and intrusive—but more passive—approach than telemarketing.

Testing elements . One of the great advantages of direct marketing is the ability to
test, under real marketplace conditions, different elements of an offer strategy, such
as products, product features, copy platform, mailer type, envelope, prices, or mailing
lists. Response rates typically understate a campaign’s overall long-term impact. As
mentioned previously, although only 2 percent of targeted consumers may actually
buy as a result of the campaign, organizations should also measure the impact of
direct marketing on awareness, intention to buy, and word of mouth.

Measuring campaign success: lifetime value. By adding up the planned campaign
costs, the direct marketer can calculate in advance the needed breakeven response rate
(net of returned merchandise and bad debts). Even when a specific campaign fails to
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break even in the short run, it can be worthwhile if the expected profit on all future
purchases is considered. For an average customer, one would calculate the longevity,
annual expenditure, and gross margin, minus the cost of customer acquisition and
maintenance (discounted for the opportunity cost of money) (see Field Note 14.7).

FIELD NOTE 14.7.
Siemens ‘‘Stop Worrying’’ Direct Mail Promotion Works Siemens Integrated
Service Management provides hospitals with service contracts for diagnostic and biomedical
equipment. Their market research indicated that hospital administrators were concerned
with the internal versus external costs of equipment maintenance, fear of unplanned system
downtime, compliance with Joint Commission accreditation standards, and problems with
managing different service contracts for various pieces of equipment. In response, Siemens
created a direct-mail piece that was designed to address these issues and to cut through
the direct mail clutter.

The ‘‘Stop Worrying’’ campaign consisted of a seven-inch-by-seven-inch cardboard
box, two inches deep, that was mailed to hospital administrator prospects. The outside of
the box was printed with only the words ‘‘Stop Worrying.’’ Inside the box was a ten-panel
graphic insert entitled ‘‘Stop worrying. Start believing.’’ The insert covered each of the
four issues, had a customer testimonial, and included a call to action for a free service
assessment.

The most interesting element of this direct mail promotion was the enclosed ‘‘worry
stone’’ and its explanation. The smooth ceramic, dark green, oblong stone, embedded in
a foam rubber mat, was accompanied by the following explanation: ‘‘Otherwise known
as a ‘pocket tranquilizer’ . . . some people believe that rubbing the smooth surface of the
stone puts pressure on nerves within the thumb that may release endorphins, the brain’s
natural relaxants.’’ Regardless of the stone’s powers, Siemens management judged this
promotion a success, as it generated requests for service assessments that exceeded their
promotion objectives.

Telemarketing
Telemarketing is the use of the telephone and call centers to attract prospects, sell
to existing customers, and provide service by taking orders and answering ques-
tions. Companies use call centers for inbound telemarketing (receiving calls from
customers) and outbound telemarketing (initiating calls to prospects and customers).
Telemarketing includes:

■ Telesales: Taking orders from catalogs or ads and also doing outbound calling to
cross-sell the company’s other products, upgrade orders, introduce new products,
open new accounts, and reactivate former accounts
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■ Telecoverage: Calling customers to maintain and nurture key account relation-
ships and give more attention to neglected accounts

■ Teleprospecting: Generating and qualifying new leads for closure by another
sales channel

■ Customer service and technical support: Answering service and technical ques-
tions

Effective telemarketing depends on choosing the right telemarketers, training
them well, and providing performance incentives. Although telemarketing is a major
direct-marketing tool and helps to replace more expensive field sales calls, both
consumers and businesses can find it intrusive. The Federal Trade Commission
established a consumer National Do Not Call registry (at www.ftc.gov) in Octo-
ber 2003, and more than 105 million consumers have already signed up to prevent
telemarketers from calling them at home. Only political organizations, charities,
telephone surveyors, or companies with existing relationships with consumers are
exempt.

Telemarketing is increasingly being used by hospitals. UCLA Medical Center
uses in-bound telemarketing to let patients set appointments with physicians, and
referring physicians can call to have instant consults with specialists. Visitors to
the Emory Healthcare Web site who have a health question can click a button and
receive an immediate outbound phone call from a nurse. Also, pharmaceutical benefit
management (PBM) companies allow patients to renew medications by phone.

Other Media for Direct-Response Marketing
Direct marketers use all the major media to make direct offers to potential buyers.

Newspapers and magazines carry abundant print ads offering announcements of
new physicians joining a practice, the content and location for a seminar on LASIK
eye surgery, and other health care goods and services that individuals can order by
dialing a toll-free number.

Direct-response media advertising, often through thirty- and sixty-minute tele-
vision infomercials, attempts to combine the sell of commercials with the draw of
educational information and entertainment. These shows often resemble documen-
taries and include testimonials plus a toll-free number for getting further information
or making a charitable contribution. Longer direct-response formats include the Jerry
Lewis Muscular Dystrophy Labor Day Telethon. This twenty-one-and-a-half-hour,
star-studded television variety show was first broadcast in 1966; it simultaneously
entertains, informs, and raises funds for the service and research programs of the Mus-
cular Dystrophy Association. The Children’s Miracle Network is a national alliance
of premier children’s hospitals that annually treat seventeen million patients for a
wide range of diseases and injuries. The Children’s Miracle Network Radiothon is
a partnership of radio stations and hospitals that come together to raise funds and
awareness for the benefit of children’s health.
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Interactive Marketing
The newest channels for direct marketing are electronic. The Internet provides
marketers and consumers with opportunities for much greater interaction and individ-
ualization. Companies in the past would send standard media—magazines,
newsletters, ads—without any individualization or opportunity for interaction. Today
these companies can send customized content that consumers themselves can fur-
ther individualize. For example, Mayo Clinic publishes Housecall , a free weekly
e-newsletter that provides the latest health information from Mayo Clinic physi-
cians. While signing up for this service, the Web site instructs individuals to “Select
the health topics that you want to appear on your personalized page” from a list that
appears below the request.

The exchange process in the age of information, however, has become increas-
ingly customer-initiated and customer-controlled. Even after marketers enter the
exchange process, customers define the rules of engagement, and they can insulate
themselves with the help of agents and intermediaries. Customers define what infor-
mation they need, what offerings interest them, and what prices they are willing to
pay.26 Health care organizations need to monitor blogs for any content that might
affect them. For example, pharmaceutical companies may want to monitor these
sources for any revelations of medication side effects or complaints about the com-
pany. In 2007 the American Medical Association set up a blog site for physicians to
trade information, including adverse drug reactions.

Benefits of Interactive Marketing. Since it is highly accountable and its effects can
be easily tracked, interactive marketing offers many unique benefits.27 Marketers
can buy ads on sites that are relevant to their offerings and customers and can
place advertising based on contextual keywords from on-line search companies like
Google. In that way, the Web can be used to reach people when they have actually
started the buying process. The University of North Carolina–Chapel Hill, School of
Public Health Executive Program tested a large number of keywords that it purchased
using Google AdWords. It also varied the sponsorship ads by time of day and day
of the week. The program was able to markedly increase its applications through
analyzing the most effective words and placement times. The business model of
WebMD is based on selling ads to companies who know that their potential customers
(including physicians) will search the site seeking health care information.

Designing an Attractive Web Site. A key challenge is designing a Web site that is
attractive on first viewing and interesting enough to encourage repeat visits. Rayport
and Jaworski have proposed that in order to be effective, marketers consider the
following seven design elements, which they call the 7Cs:28

■ Context: Layout and design

■ Content: Text, pictures, sound, and video the site contains

■ Community: How the site enables user-to-user communication
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■ Customization: The site’s ability to tailor itself to different users or to allow
users to personalize the site

■ Communication: How the site enables site-to-user, user-to-site, or two-way
communication

■ Connection: The degree to which the site is linked to other sites

■ Commerce: The site’s capabilities to enable commercial transactions

To motivate visitors to return to the site, organizations need to pay special
attention to context and content factors and also embrace another C—constant
change.29

Visitors will judge a site’s performance on its ease of use and its physical
attractiveness. Ease of use chiefly consists of three attributes: (1) the site down-
loads quickly, (2) the first page is easy to understand, and (3) the visitor can easily
navigate to other pages that open quickly. Physical attractiveness is determined by the
following factors: (1) the individual pages are clean looking and not overly crammed
with content, (2) the type faces and font sizes are all very readable, and (3) the site
makes good use of color and sound. Certain types of health care content aid in
attracting first-time visitors and bringing them back again, namely, (1) deep infor-
mation with links to related sites, (2) changing news of interest, and (3) changing
free offers to visitors, such as mailings, coupons, or opportunities to join clinical
trials.

Placing Ads and Promotion On-line
A company has to decide which forms of internet advertising will be most
cost-effective in achieving its advertising objectives. Banner ads are small rect-
angular boxes containing text and perhaps a picture, which companies pay to
place on relevant sites. The larger the audience reached, the more the placement
will cost.

Many companies get their names on the Internet by sponsoring special content
on Web sites that carry news, health information, and so on. Sponsorships are best
placed in well-targeted sites where they can offer relevant information or service. The
sponsor pays for showing the content and in turn receives acknowledgment as the
supporter of that particular service on the Web site. A microsite is a limited area on
the Web managed and paid for by an external advertiser. Microsites are particularly
relevant for companies selling low-interest products such as health insurance. The
insurance company could create a microsite on a hospital Web site, offering advice
for setting up a health savings account (HSA) and at the same time offering a good
insurance deal.

Interstitials are advertisements, often with video or animation, that pop-up
between changes on a Web site. Ads for Johnson & Johnson’s Tylenol headache
reliever pop up on brokers’ Web sites whenever the stock market falls by one hun-
dred points or more. Because consumers have found many of the pop-ads to be
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intrusive or infected with viruses and spyware, many computer users have installed
software to block these ads.

The hottest growth area has been that of search-related ads .30 Thirty-five percent
of all searches are for products or services. Search terms are used as a proxy for the
consumer’s consumption interests, and relevant links to product or service offerings
are listed alongside the search results from Google, MSN, and Yahoo. Advertisers
pay only if people click on the links. The cost per click depends on how high the
link is ranked and the popularity of the keyword searched. Average click-through is
about 2 percent, much more than comparable on-line ads.31 For example, Brigham
and Women’s Hospital was interested in attracting patients for a new neurological
procedure, but the condition helped by the procedure was not common. The budget
to promote this procedure was also small. The Hospital was successful in using
Google AdWords to reach patients in the local Boston market as well as globally. A
newer trend, content-target advertising , links ads not to keywords but to the content
of Web pages.

E-Marketing Guidelines. If a company does an e-mail campaign correctly, it can
not only build customer relationships but also reap additional profits. Here are some
important guidelines followed by pioneering e-mail marketers:32

■ Give the customer a reason to respond . Organizations should offer powerful
incentives for reading e-mail pitches and on-line ads, such as special health topic
white papers, survey research results, or access to the organization’s database
archive of health information.

■ Personalize the e-mail content . HealthLeaders , a traditional, monthly health care
management newsprint magazine, also sends customized content e-mails directly
to customers’ offices each week. Customers who agree to receive the newsletter
select from topics listed on an interest profile.

■ Offer something the customer could not get via direct mail . Because e-mail cam-
paigns can be carried out quickly, they can offer time-sensitive information. For
example, Modern Healthcare magazine sends frequent e-alerts with breaking
health care management news.

■ Make it easy for customers to unsubscribe. On-line customers should have a
positive exit experience. According to a Burston-Marsteller and Roper Starch
Worldwide study, the top 10 percent of Web users who communicate much
more often on-line typically share their views by e-mail with eleven friends
when satisfied but contact seventeen friends when they are dissatisfied.33

Organizations that use on-line marketing tools will face many challenges in
expanding the public’s use of e-commerce. For example, customers must feel that
the information they supply is confidential and will not be sold to others. Orga-
nizations must encourage communication by inviting questions, suggestions, and
even complaints via e-mail. Some sites even include a call-me button (like Emory
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Healthcare)—the customer clicks on it and his or her phone rings: it’s a call from a
customer representative, ready to answer a question.

Smart on-line marketers, such as Yale New-Haven Medical Center, respond
quickly to inquiries by sending out newsletters, special products, or promotion offers
based on purchase histories, reminders of service requirements or warranty renewals,
or announcements of special events. Yale New-Haven uses small, provocative, inex-
pensive banner newspaper ads to attract consumer attention. When consumers call
the phone number on the ad or click on the Web site for more information on the
advertised health topic, Yale New-Haven asks for permission to send them future
supplemental information by e-mail.

Direct marketing must be integrated with other communication and channel
activities.

Podcasting: Extending E-Mail Marketing. More than 12 percent of internet users
have downloaded a podcast over the past year, according to a 2007 report from
the Pew Internet & American Life Project, a significant jump from the 7 percent
of users who reported use in the research agency’s February-April 2006 report.
Existing marketing—particularly e-mail, which can provide a direct link to the
podcast content—is an ideal way to spread the word about the new effort. Field
Note 14.8 provides some insights into the potential for using podcasts.

FIELD NOTE 14.8.
Podcasts Lisa Wehr, founder and CEO of on-line marketing company Oneupweb,
provides some insight and advice for those looking to start or improve their podcasting
efforts. Here is what she had to say when interviewed by BtoBOnline.

BtoBOnline.com: Why should marketers consider doing a corporate podcast?
Wehr: Podcasts let you build a one-on-one relationship by connecting with listeners

and putting out a message that has an emotional aspect to it. Listeners hear a voice and
associate that voice with your company, which is a great way to get them coming back
again and again.

BtoBOnline.com: How do you select the right ‘‘voice’’ for your podcast?
Wehr: Particularly in the B2B market, it’s important for listeners to hear your message

from upper-level management. It lends the message more integrity and comes off as less
of a marketing spiel. Business customers want to hear about news and new products
direct from the horse’s mouth.

BtoBOnline.com: How often should marketers create new podcasts and how long
should they be?

Wehr: The true value of podcasting is to build an audience. To do that, you need
relationship and frequency. The listener needs to feel a connection to you or your company,
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while the podcasts have to be frequent enough to maintain an audience. This usually
means a one-off podcast is going to provide very little value. You should try to introduce a
new podcast once a week or once a month. As for length, we did a study of podcasters in
the B2B space. We concluded that there is a wide range of length, but boiled down that
most people did fifteen minute podcasts, which makes sense. The average commute is
thirty minutes, so if you can stay in the fifteen minute to twenty minute range, you’re good.

BtoBOnline.com: How should marketers use e-mail to promote their podcasts?
Wehr: Any good marketer knows that teasing the audience a bit with information

that’s in the podcast is a good idea. You can pull out quotes or information that’s
contained in the podcast and put it into your normal e-mail communications. Also, with
each new podcast, you should be doing a summary [of the podcast] and placing it on your
site so search engines can pick it up. You should also refer to previous podcasts in current
podcasts since a lot of people might come in midstream and you want them to be going
back and listening to your existing content.
Source: K. J. Bannan, ‘‘Why e-mail marketers should consider pod-casting.’’ BtoB.com.
Crain Communications, Inc. [http://ctstage.sv.publicus.com/apps/pbcs.dll/article?AID =
/20061221/FREE/612210701&SearchID = 73281453687741]. Dec. 21, 2006.

SUMMARY

Health care organizations are relying on more than the standard mass communication
tools of advertising, sales promotion, and public relations to get their messages to
the public, especially to specific target groups. People are exchanging word-of-mouth
opinion all the time on organizations, products, and services. Marketers are developing
new ways to create a favorable buzz about their organizations and services. In addition,
hospitals and commercial health care organizations use sales forces to find leads, make
contacts and presentations, and secure business. Sales forces are an expensive marketing
tool and must be designed and managed carefully. Decisions must be made about
sales-force objectives, strategy, structure, size, and compensation. The organization
must recruit and select sales reps, then train, motivate, and evaluate their work. Sales
rep training consists of mastering the steps of prospecting and qualifying, approaching
prospects, presenting and demonstrating, overcoming objections, negotiating, closing
the sale, and following up and maintaining the relationship.

Health care organizations are also making increased use of direct marketing,
namely direct mail, telemarketing, and interactive on-line marketing (Web site, e-mail,
blogs, podcasts, and so on). Direct marketing provides an opportunity to test
different elements of an intended communication to find the elements that are the
most cost-effective. As a result, direct marketing can more easily meet the need to
measure the financial impact of different communications.
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DISCUSSION QUESTIONS

1. You are on the brand management team for Cialis, the Eli Lilly erectile dysfunc-
tion drug, and the team is interested in exploring a word-of-mouth marketing
strategy to increase sales. Outline a recommendation for this strategy, including
the basis of the recommendation, the steps for implementation, and the metrics
that will be used to evaluate its effectiveness.

2. Compiling names, addresses, phone numbers, and other consumer information in
databases is vital for direct marketing, but health care information, confidential-
ity, and privacy are protected by regulation. How can health care marketers gather
and use information to build relationships with consumers in this environment?

3. A salesperson for a surgical device company can often be found supervising
its use and coaching a surgeon for hours in an operating room. Conversely,
pharmaceutical sales reps spend much of their time in physician office waiting
rooms hoping to see a doctor for a few minutes of conversation while they drop
off drug samples or lunch. Critique these two different sales models. Which one
delivers more value to physicians and the company?

4. Web 2.0 refers to a second-generation of web-based communities and hosted
services. Examples include weblogs, social networking communities such as
MySpace, video-sharing portals like YouTube, podcasts, and RSS feeds that
allow both downloading and uploading of content. What are the different ways
a pharmacy chain, a chiropractor, and a health and fitness club could use Web
2.0 to reach their personal marketing communications goals?
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LEARNING OBJECTIVES

In this chapter, we will address the following questions:

1. How can a health care organization set up its marketing department and what
tasks should it address?

2. How can the marketing group help the rest of the organization to become
patient-centered?

3. What steps will ensure a successful implementation of the marketing plans and
campaigns?

4. What controls and tools can the organization use to ensure that it is moving
efficiently toward its goals?
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OPENING EXAMPLE

Rush Medical College Carries Out Strategic Planning Rush Medical College
has been around for 170 years, longer than any other health care institution in Chicago.
Its hospital, Presbyterian St. Luke’s, has origins dating as far back as 1864. Rush University
Medical Center, as it was renamed in 2003, is an academic institution comprising a
613-bed hospital serving adults and children, the 61-bed Johnston R. Bowman Health
Center, several affiliated hospitals in the greater metropolitan area, and Rush University.

During the 1980s, when other area hospitals started marketing programs, Rush
relied on its excellent reputation to attract patients. The ‘‘marketing department’’ had no
strategic plan to guide activities; it served principally as an on-demand communications
resource for departments. By 2002, this benign neglect took its toll when patient volume
continued to decrease and Rush fell from first to fourth place in consumer surveys.

Enter Christine Malcolm, senior vice president of strategic planning, marketing, and
program development, and Michele Flanagin, associate vice president of strategic and
program development. The newly hired pair was charged with doing something never
before done at Rush—planning, marketing, and strategic assessments, as well as providing
strategic vision and management for new business initiatives and programs.

‘‘It was basic blocking and tackling,’’ says Flanagin, who has since been promoted
to vice president of strategic planning, marketing, and program development. ‘‘We didn’t
do anything innovative. It was just new for Rush.’’

Starting from zero, Flanagin and Malcolm built a strong business case, using tightly
constructed financial models to convince the board and administration that Rush could not
increase admissions without strategic planning and marketing. ‘‘Rush was not performing
well financially, and the leadership had to fight its instinct to cut budgets. Marketing is
riskier,’’ Flanagin says.

Convinced, the board took the leap of faith with Flanagin and Malcolm, and the pair
launched a ‘‘quick-start’’ strategic planning retreat with 150 senior leaders and physicians.
During the retreat, key services were identified and a basic strategic outline was developed.
‘‘It got everyone to agree to ‘do’ something,’’ Flanagin says. ‘‘The physicians in particular
were so hungry for planning and marketing leadership, they wanted to do anything to
help.’’

An advertising agency was hired in December 2002 and spent six months on
the marketing planning process, conducting interviews and focus groups, creating a
positioning platform, and developing a budget for the fiscal year starting July 2003.
An October deadline was set for rolling out a comprehensive advertising campaign,
complete with television and radio commercials, billboards, transit signs, newspaper ads,
a redesigned Web site, and a series of brochures.

During the planning process, it became obvious that something else needed to
change—Rush’s name. The organization had been known as Rush-Presbyterian-St. Luke’s
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Medical Center since 1969. Driven by the marketing research, the board voted to change
the institution’s name to Rush University Medical Center. The decision would be announced
in September, just before the campaign was scheduled to begin in October 2003.

All the pieces were in place: research conducted, plans made, budgets approved,
advertising creative strategy developed, deadlines established. The communications staff
now had four months before the campaign’s launch to shift from an internally focused
model to an externally focused one, introduce the medical center’s new name, and build
all the necessary marketing tools—including new recruitment materials, a new community
newsletter, a redesigned Web site, and assessment tools—from the ground up.

Sara Stern, associate vice president of marketing communications, was charged with
coordinating the effort. She started by assessing the roles and responsibilities of the fifteen
in-house staff members, determining which activities needed to stop, and restructuring the
department to focus on the immediate marketing needs for a redesigned Web site, a new
referral and consultation guide for physicians, and the ad campaign. The creative part, Web
site and community newsletter were all outsourced. Stern says the team approach helped
ensure that the campaign’s message was the same across all media. ‘‘Everything had the
look and feel of the new branding effort, including ads for six different service lines, seven
radio ads in Spanish and English, signage, HR recruitment . . . even the call center.’’

A major component of the marketing program was to reconnect with neglected
primary care physicians and referring physicians in the area. In addition to the development
of the new referral and consultation guide, Rush developed a primary care directory for
specialty physicians. New tool kits were designed to help physicians coordinate their
marketing efforts with the medical center’s new look and feel. Also, a new staff member
was hired to develop physician relationships and create more links with community
hospitals.

Rush launched the campaign in October 2003, using television, radio, newspapers,
billboards, and transit signs. The first wave of the broadcast-dominant campaign lasted six
weeks and targeted women aged thirty-five to sixty-four. To grab attention, the first flight
of TV ads featured sixty-second spots; subsequent spots were thirty seconds. Ads ran on
six stations, including network, public broadcasting, and cable, with a 99-percent reach
and 10.5 frequency for all adults. Radio ads ran on the top twelve stations (English and
Spanish) with strong female demographics. Moderate-size newspaper ads were alternated
between the Chicago Tribune and the Chicago Sun-Times in the business, news, and
lifestyle sections.

‘‘The ad tag line, ‘It’s how medicine should be,’ communicates to the public Rush’s
special approach to care and the level of expertise [clinicians] bring to patients,’’ Stern
says. ‘‘The ads distinguish Rush from other hospitals and reflect what audience research
had found: that Rush caregivers share a uniquely collaborative approach to patient care,
that research and innovation benefit patients, and that the quality of the nursing care is
superb . . . ’’
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The redesigned Web site had a strong visual tie-in with the advertising campaign.
The new site debuted the same day the ads began and featured many improvements
for the approximately seventy-five thousand visitors who access the site each month.
Improvements included a greatly enhanced physician directory, comprehensive health
information in both English and Spanish, better site navigation, a database of clinical
research trials, and extensive information about Rush’s programs and services.

According to Marie Mahoney, director of internet communications, it cost $53,000
to redesign the Web site to match the marketing and improve basic functionality. An
additional $1,106,000 in 2004 and $900,000 in 2005 were allocated in the marketing and
information technology support budgets to purchase software, increase staff and training,
and continue improving online content management, marketing, and referral tools.

All the hard work paid off. In the weeks following the launch, Rush saw call volume
to its physician referral line nearly double. There was a fivefold increase in queries to the
‘‘Find a Doctor’’ section of the Web site. Queries rose from a pre-launch level of less than
five thousand per month to almost twenty-five thousand per month a year later. There
also was a 20 percent increase in first-time visitors to the Web site.

The campaign also narrowed the consumer preference gap. Rush went from fourth
to third place in top-of-mind awareness in the sixteen weeks following the launch. This
preference is translating to an overall upward trend in inpatient admissions and outpatient
visits. Admissions rose 2.3 percent from the prior year and outpatient volume grew
10 percent. In addition, clinical program growth in top service lines is strong, with a
better-than-average payer mix.

The 2003 campaign also marked a return to profitability for Rush after a period of
losses. Rush reported a profit of $6.5 million, which is an improvement of almost $20
million from the previous year. In addition, hospital operating revenues increased 9 percent.
Source: B. Long, ‘‘Market Share Is Not Sustained by Reputation Alone,’’ Strategic Health
Care Communications. [http://www.strategichealthcare.com/pubs/shcm/f2 MarketShare
print.php]. Published by permission of the publisher, Health Care Communications.

In this final chapter, we will examine how organizations can get more pro-
ductivity from their marketing activities by properly organizing, implementing, and
controlling marketing plans and activities.

OVERVIEW: ORGANIZING FOR MARKETING

The role and scope of marketing vary greatly in different types of health care orga-
nizations, such as pharmaceutical firms, medical device and equipment companies,
and health care service organizations such as hospitals.

For instance, the critical role that marketing plays in the pharmaceutical indus-
try requires marketers to participate at every step of the development process:
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identifying opportunity areas; gathering information from physicians and consumers
to aid in decisions about dosage, pill size, packaging, naming, advertising, and sam-
pling; and conducting post-launch monitoring programs to monitor effectiveness
and competitive positioning. Marketing also must prepare salespeople to make their
case in recommending the use of new drugs by different types of physicians and
acceptance on formularies in hospitals and by pharmaceutical benefit management
companies (PBMs).

Marketing played an important, but quantitatively smaller, role in health care
service businesses such as hospitals, nursing homes, and non-profit organizations. In
the past, these firms only used public relations (PR) staff to promote and protect the
organization’s reputation. The PR staff supplied positive stories to news media and
sought to prevent broadcast or publication of negative stories about their organization.
Because hospitals were at full capacity in the 1970s, they did not see much of a
need for marketing. After that time, however, some urban areas were becoming
crowded with competitors as a result of hospital expansions and the emergence of
alternative care sites such as ambulatory care centers and outpatient surgicenters.
When this competition caused some hospitals to close whole floors, they engaged
marketing consultants and hired a marketing director to manage market research
and advertising. A few appointed a marketing vice-president who would sit with
other senior executives and participate in the hospital planning and strategy sessions.
Hospitals began to think more strategically about their position in the local market;
they became aware that their institution was actually a brand, whether or not they
actively shaped it. They therefore needed to develop a clearer mission and vision, one
that they could communicate to their target markets. Hospitals began to recognize the
need for market segmentation, targeting, and positioning as well as better in-hospital
service, advertising, community relations, and promotional events.

Today, marketing is a well-established function in most health care service orga-
nizations. The size of the marketing department, its budget, and its activities depend
on many factors, including the organizational size, finances, and competitive position
in the local area. Although the following sections describe the marketing department
in hospitals, the principles are equally applicable to other health care organizations.

The Tasks of the Marketing Vice President
A hospital that decides to hire a marketing vice president (MVP) must first estab-
lish a job description to facilitate the search for the right person; the following
characteristics will help set the expectations for that post. The MVP must:

■ Help the hospital better define its position and brand in the community

■ Provide data on changing consumer and patient demographics and identify new
opportunities

■ Monitor the activities of competitors, medical associations, and government
regulators
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■ Develop metrics for measuring the results of marketing expenditures

■ Be available to help individual hospital departments needing marketing assistance

In searching for the right person to take the position of MVP, there are two con-
tending philosophies. One is to seek a person who has worked in brand management
in a well-known, fast-moving consumer goods company and can bring fresh mar-
keting ideas and practices to an otherwise staid organization. This tactic is likely
to lead to the hospital’s thinking of marketing as primarily a communication and
advertising function. At many hospitals, the marketing department basically consists
of a director of communications with people reporting on publications, direct mail,
internet, graphic design and outreach/events.

The other approach is to hire a person who has medical experience or has worked
in a professional organization, a high-tech firm, a bank, or a public utility. An example
of this practice is the Brigham and Women’s Hospital’s marketing department, whose
organization chart is shown in Figure 15.1.

What Are the Characteristics of an Effective Marketing Department?
In order to achieve marketing excellence, marketing managers must think more holis-
tically and less departmentally. To succeed in this fashion, they must get to know
the medical staff and the heads of various departments, be available as advisors on
marketplace problems, and be able to supply customer and competitive data and
insight to others on the staff. Further, marketers must take some responsibility for
identifying new services that will contribute to the hospital’s growth and help the
hospital define its brand and communicate it to the public.

Marketers bring to a hospital not only traditional skills, such as marketing
research, advertising, sales management, pricing, and setting up distribution channels,
but also some new ones, such as:

■ Database marketing and data-mining

■ Contact center management and telemarketing

FIGURE 15.1. Brigham and Women’s Hospital

Note: The MVP has ‘‘planning’’ in the title as well as marketing, and there is a separate position
for market analysis. Some hospitals add other reporting positions, such as patient service and
new opportunity development.



Organizing, Implementing, and Controlling Marketing 477

■ Public relations marketing (including event and sponsorship marketing)

■ Brand building and brand asset management

■ Experiential marketing

■ Integrated marketing communications

■ Profitability analysis by segment, customer, channel

HELPING THE HOSPITAL BECOME PATIENT-ORIENTED

One of the major challenges of a hospital is to gain and instill in the staff a better
understanding of patients and their needs. A Cincinnati friend told one of the authors
that although he can choose better-known and larger hospitals, he prefers a particular
smaller one because its personal attention is superior. The nurses at that hospital are
chosen because of their deeply felt humanity and because they are happy in their
work. He has not found such caring in most other hospitals that he has experienced;
those others are more oriented to serving the needs of the physicians or other staff
members than to serving the needs of the patients.

Ultimately, the quality of medical care will depend on the CEO and his or her
interest in making the hospital customer satisfied. Consider what the late Bernard
J. Lachner—former CEO of the Evanston Hospital, now Evanston Northwestern
Healthcare in Evanston, Illinois—told one of the authors: “When the physician,
house staff, nurse, waiter, X-ray or emergency room, personnel or admitting clerk
is rude, or the maid bumps the bed while cleaning, the parking lot attendant is less
than helpful when the lot is full, the cafeteria turns away visitors, the pharmacy has
limited hours for outpatients—all of this suggest that hospitals operate for their own
convenience and not that of the patient, his family and friends.”

Many hospitals are adopting a drive to improve their service level and perfor-
mance. The task is to build a consumer-oriented culture. To accomplish this goal, a
CEO must:

■ Convince other senior managers of the need to become customer-focused. The
CEO must convince physicians, nursing staff, maintenance, and others of the
benefits of making patients as comfortable as possible during their hospital stays.
Patients perceive quality care as much from their service experience as from the
technical component of care.

■ Exemplify the behavior that the CEO wants others to emulate. The CEO needs
to personally exemplify a strong patient concern by dropping in on patients,
inviting discussions with nurses about their problems, making it easy for visitors
to be comfortable, and investing in improvements in the facilities’ aesthetics and
appeal.

■ Get outside help and guidance. Engage the services of a consulting firm that has
firsthand experience in helping hospitals improve their service quality, customer
orientation, and image.
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■ Develop an improved information system on patient data and satisfaction. Install
a system for gathering information on patient satisfactions and dissatisfactions.

■ Change the organization’s incentive and reward system. Develop a system of
incentives to reward the right behavior. Set up occasions to honor those staff
members who are high performers in patient care.

■ Develop in-house training programs. Make sure that staff in all patient-related
departments are trained in handling patient concerns and providing compassion-
ate care.

■ Empower the employees. Progressive organizations encourage and reward their
employees for coming up with new ideas to improve patient care and empower
them to settle complaints quickly.

MARKETING IMPLEMENTATION

The marketing staff must not only develop marketing plans but also carry them out
to a successful conclusion. The most brilliant marketing plan counts for little if it
is not implemented properly. Consider the following example: After a local hospital
learned that patients were not receiving good service from any of the neighboring
hospitals, the CEO decided to make excellent customer service its major strategic
initiative. When this strategy failed, a postmortem revealed a number of implemen-
tation failures: physicians were overworked, nurses were in short supply, nurse call
systems were not working well, and the hospital continued to focus most of its atten-
tion on cost containment and current profitability. In short, the hospital had failed to
make the changes required to carry out its strategic plan.

Plans address the what and why of marketing activities. Implementation ad-
dresses the who, where, when, and how . As another example, a hospital administrator
decided to build a new medical specialty in plastic surgery. To translate this initiative
into specific activities and people assignments, the human resources department must
compile a list of the best potential department heads for plastic surgery to attract
to the hospital; senior management must decide how much they would pay for a
leading plastic surgeon; the facilities department needs to assign operating room
capacity to support the new service; and the marketing department must decide on
how to announce and promote this new service once it is ready to be launched.

Thomas Bonoma identified four sets of skills for implementing marketing pro-
grams:

1. Diagnostic skills. When marketing programs do not fulfill expectations, is it
the result of poor strategy or poor implementation? If implementation, what
went wrong?

2. Identification of organization level. Implementation problems can occur in three
levels: the marketing function, the marketing program, and the marketing policy
level.
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3. Implementation skills. To implement programs successfully, marketers need
broad business skills: allocating skills for budgeting resources, organizing skills
to develop an effective organization, and interaction skills to motivate others
to get things done.

4. Evaluation skills. Marketers need monitoring skills to track and evaluate mar-
keting actions.1

In order for health care organizations to make their marketing operations more
efficient, they need answers to such questions as, What are the results from our
advertising campaign on measures of reach, frequency and impact? Has the campaign
increased consumer awareness, knowledge, interest, preference, and even admissions
for this hospital? Have health event programs drawn a sufficient number of the
right kind of potential customers? Have the field salespeople been improving their
negotiation results with pharmaceutical firms and health maintenance organizations?
In each case, the organization needs to establish appropriate metrics for measuring
the results of marketing actions.

EVALUATION AND CONTROL

In spite of the need to monitor and control marketing activities, many organizations
have inadequate control procedures. A private study of a cross-section of organiza-
tions in different industries revealed these findings:

■ Smaller organizations do a poorer job of setting clear objectives and establishing
systems to measure performance.

■ Fewer than half the organizations studied knew their individual products’ prof-
itability. About one-third had no regular review procedures for spotting and
eliminating underperforming products and services.

■ Almost half of the organizations failed to compare their prices with those of the
competition, analyze their costs, analyze the causes of customer dissatisfaction,
conduct formal evaluations of advertising effectiveness, or review their sales
force’s call reports.

■ Many organizations take four to eight weeks to develop control reports, which
by that time are no longer timely and are occasionally inaccurate.

To remedy these problems, an organization needs four types of marketing control:
annual-plan control, profitability control, efficiency control, and strategic control.

Annual-Plan Control
This activity aims to ensure that the organization achieves the sales, profits, and other
goals established in its annual plan. The heart of annual-plan control is manage-
ment by objectives. Four steps are involved: set monthly or quarterly goals; monitor
marketplace performance; determine the causes of serious performance deviations;
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FIGURE 15.2. The Control Process

and take corrective action to close the gaps between goals and performance (see
Figure 15.2).

This control model applies to all levels of the organization. Top management
sets annual sales and profit goals that become specific goals for lower levels of
management. Each product manager is committed to attaining specified levels of
sales and costs; each sales representative is committed to specific goals. Each period,
top management reviews and interprets the individual and consolidated results.

Efficiency Control
Suppose a profitability analysis reveals that the organization is achieving poor sales or
profits in certain products, services, territories, or markets. Are there more efficient
ways to manage the sales force, advertising, sales promotion, and distribution in
connection with these marketing entities?

Some organizations have established a marketing controller position to improve
marketing efficiency. Marketing controllers work in the institution’s controller’s
office but specialize in the marketing side of the business. They examine adherence
to sales and profit plans, help prepare marketing budgets, measure the efficiency
of promotions, analyze media production costs, evaluate customer and geographic
profitability, and educate marketing personnel on the financial costs of marketing
activities.2

Sales-Force Efficiency. Sales managers need to monitor the following key indicators
of efficiency in their territories:

■ Average number of calls per salesperson per day

■ Average sales call time per contact

■ Average revenue or results per sales call

■ Average cost per sales call

■ Entertainment cost per sales call

■ Sales-force cost as a percentage of total sales
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Advertising Efficiency. Many managers believe it is almost impossible to measure
the financial return on their advertising dollars. Nevertheless, they should keep track
of at least the following statistics:

■ Advertising cost per thousand target customers reached by media vehicle

■ Percentage of audience who noted, saw, recalled, or recognized each ad

■ Consumer opinions on the ad’s content and effectiveness

■ Before-and-after measures of attitude toward the organization or its service

■ Number of inquiries stimulated by the ad

■ Cost per inquiry

Hospital management can take a number of steps to improve advertising effi-
ciency, including doing a better job of positioning the hospital, defining objectives,
pretesting messages, using computer technology to guide the selection of media,
looking for better media buys, and doing posttesting.

Sales-Promotion Efficiency. Sales promotion includes dozens of devices for stimu-
lating buyer interest and product trial. To improve sales-promotion efficiency, man-
agement should record the costs and sales impact of each promotion and monitor the
following statistics:

■ Number of persons attending health care events

■ Number of inquiries resulting from an event

■ Display costs per sales dollar

The marketer can analyze the results of different promotions and advise the
organization on the most cost-effective types to use.

Distribution Efficiency. Management needs to search for distribution economies in
providing ambulatory care sites, by monitoring

■ Number of patient cases at each ambulatory care site

■ Profit or loss from operating each ambulatory care site

■ Number of patient referrals to the main hospital

This information will help a hospital know, for instance, whether it needs to add
or close down ambulatory care units.

Strategic Control
From time to time organizations need to undertake a critical review of overall mar-
keting goals and effectiveness. Each organization should periodically reassess its
strategic approach to the marketplace through marketing effectiveness reviews, mar-
keting audits, and marketing weaknesses reviews.



482 Strategic Marketing for Health Care Organizations

The Marketing Effectiveness Review. An organization’s or department’s marketing
effectiveness is reflected in the degree to which it exhibits the five major attributes
of a marketing orientation: customer philosophy, integrated marketing organization,
adequate marketing information, strategic orientation, and operational efficiency
(see Field Note 15.1). Most organizations and departments receive scores in the
fair-to-good range.3

FIELD NOTE 15.1.
Marketing Effectiveness Review Instrument Check one answer to each ques-
tion.

Customer Philosophy

A. Does management recognize the importance of designing the company to serve the
needs and wants of chosen markets?

0 Management primarily thinks in terms of selling current and new products to
whoever will buy them.

1 Management thinks in terms of serving a wide range of markets and needs
with equal effectiveness.

2 Management thinks in terms of serving the needs and wants of well-defined
markets and market segments chosen for their long-run growth and profit
potential for the company.

B. Does management develop different offerings and marketing plans for different
segments of the market?

0 No.

1 Somewhat.

2 To a large extent.

C. Does management take a whole marketing system view (suppliers, channels, com-
petitors, customers, environment) in planning its business?

0 No. Management concentrates on selling and servicing its immediate
customers.

1 Somewhat. Management takes a long view of its channels although the bulk of
its effort goes to selling and servicing the immediate customers.

2 Yes. Management takes a whole marketing systems view, recognizing the
threats and opportunities created for the company by changes in any part of
the system.
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Integrated Marketing Organization

D. Is there high-level marketing integration and control of the major marketing func-
tions?

0 No. Sales and other marketing functions are not integrated at the top and there
is some unproductive conflict.

1 Somewhat. There is formal integration and control of the major marketing
functions but less than satisfactory coordination and cooperation.

2 Yes. The major marketing functions are effectively integrated.

E. Does marketing management work well with management in research, manufac-
turing, purchasing, logistics, and finance?

0 No. There are complaints that marketing is unreasonable in the demands and
costs it places on other departments.

1 Somewhat. The relations are amicable although each department pretty much
acts to serve its own interests.

2 Yes. The departments cooperate effectively and resolve issues in the best interest
of the company as a whole.

F. How well organized is the new-product development process?

0 The system is ill-defined and poorly handled.

1 The system formally exists but lacks sophistication.

2 The system is well-structured and operates on teamwork principles.

Adequate Marketing Information

G. When were the latest marketing research studies of customers, buying influences,
channels, and competitors conducted?

0 > 3 years ago.

1 1 to 3 years ago.

2 < 1 year ago.

H. How well does management know the sales potential and profitability of different
market segments, customers, territories, products, channels, and order sizes?

0 Not at all.

1 Somewhat.

2 Very well.

I. What effort is expended to measure and improve the cost-effectiveness of different
marketing expenditures?
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0 Little or no effort.

1 Some effort.

2 Substantial effort.

Strategic Orientation

J. What is the extent of formal marketing planning?

0 Management conducts little or no formal marketing planning.

1 Management develops an annual marketing plan.

2 Management develops a detailed annual marketing plan and a strategic
long-range plan that is updated annually.

K. How impressive is the current marketing strategy?

0 The current strategy is not clear.

1 The current strategy is clear and represents a continuation of traditional strategy.

2 The current strategy is clear, innovative, data-based, and well reasoned.

L. What is the extent of contingency thinking and planning?

0 Management does little or no contingency thinking.

1 Management does some contingency thinking but little formal contingency
planning.

2 Management formally identifies the most important contingencies and develops
contingency plans.

Operational Efficiency

M. How well is the marketing strategy communicated and implemented?

0 Poorly.

1 Fairly.

2 Successfully.

N. Is management doing an effective job with its marketing resources?

0 No. The marketing resources are inadequate for the job to be done.

1 Somewhat. The marketing resources are adequate but they are not employed
optimally.

2 Yes. The marketing resources are adequate and are employed efficiently.

O. Does management show a good capacity to react quickly and effectively to
on-the-spot developments?

0 No. Sales and market information is not very current and management reaction
time is slow.
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1 Somewhat. Management receives fairly up-to-date sales and market informa-
tion; management reaction time varies.

2 Yes. Management has installed systems yielding highly current information and
fast reaction time.

Total Score
The instrument is used in the following way. The appropriate answer is checked for
each question. The scores are added—the total will be somewhere between 0 and
30. The following scale shows the level of marketing effectiveness:

0–5 = None 11–15 = Fair 21–25 = Very good
6–10 = Poor 16–20 = Good 26–30 = Superior

Source: P. Kotler, ‘‘From Sales Obsession to Marketing Effectiveness,’’ Harvard Business
Review, Nov.–Dec. 1977, pp. 67–75. Copyright  1977 by the President and Fellows of
Harvard College; all rights reserved. Note: Question G was modified from the original.

The Marketing Audit. Organizations that discover weaknesses should undertake a
marketing audit .4 A marketing audit is a comprehensive, systematic, independent,
and periodic examination of an organization’s or business unit’s marketing environ-
ment, objectives, strategies, and activities, with a view to determining problem areas
and opportunities and recommending a plan of action to improve the organization’s
marketing performance.

A marketing audit has four characteristics:

■ Comprehensive: The marketing audit covers the major marketing activities of
a business, not just a few trouble spots. It would be called a functional audit
if it covered only the sales force, pricing, or some other marketing activity.
Although functional audits are useful, they sometimes mislead management.
Excessive sales-force turnover, for example, could be a symptom not of poor
sales-force training or compensation but of poor customer service and promotion.
A comprehensive marketing audit is usually more effective in locating the real
source of problems.

■ Systematic: The marketing audit is an orderly examination of the organiza-
tion’s marketing objectives, strategies, and plans; marketing systems; and specific
activities. The audit indicates the most-needed improvements, which are then
incorporated into a corrective action plan involving both short-run and long-run
steps to improve overall effectiveness.

■ Independent: A marketing audit can be conducted in several ways. The best
audits come from outside consultants who have the necessary objectivity, broad
experience, and familiarity with the industry being audited, and undivided time
and attention to give to the audit.
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■ Periodic: Typically, marketing audits are initiated only after sales or profits have
turned down, morale has fallen, and other problems have occurred. Organizations
are thrown into a crisis partly because they failed to review their marketing oper-
ations during good times. A periodic marketing audit can benefit organizations
in good health as well as those in trouble.

The Marketing Weaknesses Review. Organizations can rate their performance in
relation to the best marketing practices of high-performing competitors. The major
weaknesses found in marketing organizations along with the appropriate corrective
actions are shown in Table 15.1.

SUMMARY

Marketing organizations are found in pharmaceutical medical device and equipment
companies, as well as health care service organizations such as hospitals. Their role
and scope differ greatly between and within separate companies.

Marketing organizations are effective when they set clear objectives, strategies,
and plans, and develop sufficient metrics and marketing controls to gauge their perfor-
mance. Marketers are most effective when they work closely with other departments
to help set courses and solve problems.

A brilliant strategic marketing plan counts for little if it is not implemented
properly and monitored carefully. Implementing marketing plans calls for skills in
recognizing and diagnosing a problem, assessing the organization level where the
problem exists, evaluating the results, correcting errors, and redirecting efforts in
more productive directions.

The marketing department must monitor and control marketing activities through
efficiency control and strategic control instruments. The former refers to finding
ways to increase the efficiency of the sales force, advertising, sales promotion, and
distribution. The latter entails a periodic reassessment of the organization and its
strategic approach to the marketplace, using the tools of the marketing audit and
marketing excellence reviews.

DISCUSSION QUESTIONS

1. Complete the instrument in Field Note 15.1 in any way that totals to a score
of 11. If you are an external consultant, how would you use these answers to
make specific improvement suggestions to your client? (Assume the company is
in whatever industry sector you like as you formulate your answer.)

2. Your hospital wants to start a new “men’s health” product line. As vice president
of marketing, how would you organize the marketing function for this new
program? What obstacles might you face? Who would you need to get involved
to make the program a success? How would you evaluate its success or failure
(in both economic and noneconomic terms) after it has been rolled out?



GLOSSARY
Key to Definition Sources
1Adopted or adapted from the Blue Cross/Blue Shield Association
[http://www.bcbs.com/coverage/glossary/]
2DOD Glossary of Health Care Terminology
3Adopted or adapted from Centers for Medicare and Medicaid Services (CMS) glossary
[http://www.cms.hhs.gov/apps/glossary/default.asp?Letter=ALL&Language=English]
4Adopted or adapted from the American Marketing Association Dictionary of Marketing Terms
[http://www.marketingpower.com/mg-dictionary.php]
5World Health Organization
6Institute of Medicine, National Academy of Sciences
7National Cancer Institute [http://plan2005.cancer.gov/glossary.html]

A
Access. A person’s ability to obtain affordable medical care on a timely basis.1

Accreditation. An evaluative process in which a health care organization undergoes an examination of its
policies, procedures, and performance by an external entity (accrediting body) to ensure that it is meeting
predetermined criteria. These standards are set by private, nationally recognized groups such as the National
Committee for Quality Assurance (NCQA) and the Joint Commission.3

Actuaries. Professionals who perform the mathematical analysis necessary for setting insurance premium
rates.1

Acute illness. A health care incident in which the patient is treated for a single episode of a suddenly occurring
event for a short period of time, usually less than thirty days, and from which the patient can be expected to
return to his or her normal or previous state and level of activity.2

Activities of daily living (ADLs). A basic measure of individual functioning, including getting in and out of
bed, dressing, bathing, eating, and using the bathroom. ADLs are used to evaluate benefits for long-term care
and disability benefits as well as clinical care plans.3

Administrative services only (ASO). An arrangement whereby a self-insured entity contracts with a third
party administrator (TPA) to administer its health plan.3

Admission. The act of placing an individual under treatment or observation in a hospital, skilled nursing
facility, or other institution for a stay that is normally at least overnight.2

Advance directive (health care). A written document stating a person’s desires regarding medical care or
designating who else is empowered to make decisions if that person loses the ability to make them indepen-
dently. It may include a Living Will and a Durable Power of Attorney for health care.3

Adverse event. Any harm a patient suffers that is caused by factors other than the patient’s underlying
condition.1

Adverse selection. The tendency of people who have a greater-than-average likelihood of loss to seek health
care coverage to a greater extent than individuals who have an average or less-than-average likelihood of loss.1

Advertising. The use of a variety of media to bring a product or service to the attention of current and/or
potential customers.
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Agent. See Broker

Alternative delivery systems. Health care delivery modes that provide a substitute for traditional fee-for-
service by integrating financing controls with patient care services. Any service that was based on a payment
structure other than fee-for-service medicine used to be considered “alternative.” However, today’s rapidly
changing health care environment, with the growth of HMOs, PPOs, and other managed care entities, has
made the “alternative” more like the norm.2

Ambulatory care. The examination, diagnosis, and treatment of all categories of patients who do not require
an overnight stay in a health care facility. See Outpatient2

Ambulatory care facility. A medical care center that provides a wide range of health care services, including
preventive care, acute care, surgery, and outpatient care, in a centralized place and does not keep patients
overnight. Also known as a medical clinic.3

Ambulatory surgical center. A place other than a hospital that does outpatient surgery.3

America’s Health Insurance Plans (AHIP). Association of many private health insurance plans in the United
States. Formerly known as Health Insurance Association of America, or HIAA.

American College of Health Care Executives (ACHE). A professional association that devotes itself to
such activities as continuing education and fellowship certification.3

American Dental Association (ADA). A professional organization for dentists.3

American Hospital Association (AHA). A health care industry association that represents the concerns of
hospitals.3

American Marketing Association (AMA). A professional association for individuals and organizations
involved in the practice, teaching, and study of marketing worldwide.4

American Medical Association (AMA). A professional organization for physicians. The AMA also holds
copyright to and maintains the Current Procedural Terminology (CPT) medical code set.3

American National Standards Institute (ANSI). An organization that accredits various standards-setting
committees and monitors their compliance with the open rule-making process that they must follow to qualify for
ANSI accreditation. HIPAA prescribes that the standards mandated under it be developed by ANSI-accredited
bodies whenever practical.3

Ancillary services. Health care-related services other than those performed directly by a patient’s treating
physician. Examples include diagnostic X-rays and laboratory services; home health services; and physical,
speech, and occupational therapies.3

Annual and lifetime maximum benefit amounts. Maximum dollar amounts set by insurance companies
that limit the total amount the plan must pay for all health care services provided to a subscriber per year or
in the subscriber’s lifetime.1

Antitrust laws. Legislation designed to protect commerce from unlawful restraint of trade, price discrimi-
nation, price fixing, reduced competition, and monopolies. See also Sherman Antitrust Act, Clayton Act, and
Federal Trade Commission Act1

At-risk. Term used to describe a provider organization that bears the insurance risk associated with the health
care it delivers or arranges to deliver.1

Attending physician. The medical doctor who is normally responsible for overall patient care during an
episode of illness and is expected to certify and recertify the medical necessity of services rendered.3

Authorization. A health plan’s system of approving payment of benefits for services that satisfy the plan’s
requirements for coverage.1
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B
Baby boomers. The segment of the population born between 1946 and 1964.

Balance billing. The practice of a provider invoicing a patient for charges not paid by the insurance plan,
even if those charges are above the plan’s fee schedule or are considered medically unnecessary. Health plans
generally prohibit providers from balance billing except for allowed co-pays, coinsurance, and deductibles.
Such prohibition against balance billing may even extend to the plan’s failure to pay at all (for example,
because of bankruptcy) and may be a contractually required provision under state law.2

Behavioral health care. Mental health and chemical dependency (or substance abuse) services.1

Benchmark. A target used as a reference to raise the standard of care. While the relative reference point will
vary, in many instances an appropriate aim would be results that appear in the top 10 percent of all providers
for more than a year.3

Beneficiary. A person who receives benefits under an insurance plan. See Benefits3

Benefit design. The process an insurance company uses to determine which benefits or level of benefits will
be offered to its members, the degree to which members will be expected to share the costs of such benefits,
and how a member can access medical care through the health plan.1

Benefits. The money or services an insurance policy must provide under terms of a contract with the beneficiary
or entity that pays premiums.3

Biologicals. Usually a drug or vaccine made from a live product and used medically to diagnose, prevent, or
treat a medical condition.3

Blue Cross and Blue Shield Association. A trade association that represents the common interests of Blue
Cross and Blue Shield health plans, including brand protection, franchise grants and maintenance, research and
coordination of national accounts.3

Board-certified. A physician who has special training and has passed an advanced exam in a particular area
of medicine. Both primary care doctors and specialists may be board-certified.3

Brand. A name, number, term, sign, symbol, design, or combination of these elements that an organization
uses to identify one or more products.1

Broker. A salesperson who has obtained a state license to sell and service contracts of multiple health plans
or insurers, and who is ordinarily considered to be an agent of the buyer, not the health plan or insurer.1

Bundling. The process of combining into one payment the charges for various medical services rendered
during one health care encounter or global episode of treatment. Bundling often combines the payment from
physician and hospital services into one reimbursement. Also known as package pricing.2

Business-to-business marketing (B2B). A process that involves delivering valued products and services to
other entities within the same value chain and often involves larger quantities than consumers would require.4

Business-to-consumer marketing (B2C). A process that involves delivering valued products and services
to the end user or purchaser.4

C
Capitation. A prepaid fee arrangement on a per-person (member) basis set by advanced agreement rather
than on the actual cost of separate episodes of care and services delivered. It is usually expressed in units of
per member per month (PMPM) payments and may vary by such factors as age, sex, and benefit plan of the
enrolled member.2

Carrier. A private company that adjudicates and pays physician bills.3

Carve-out. The separation of a medical service (or a group of services) from the basic set of benefits in some
way, paid or provided in a manner separate from the underlying insurance product.1
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Case management. A method of managing the provision of health care to members with catastrophic or
high-cost medical conditions. The goal is to coordinate the care so as to both improve continuity and quality
of care as well as lower costs.2

Case mix. The distribution of patients into categories reflecting differences in severity of illness or resource
consumption.3

Centers for Disease Control and Prevention (CDC). A federal organization that tracks diseases, issues
intervention recommendations about treatment of epidemics, and recommends appropriate immunization
schedules.3

Certificate of need (CON). The requirement that a health care organization obtain permission from a
government-appointed agency before making changes. It generally applies to facilities or facility-based services
and is frequently based on a certain dollar threshold.2

Centers for Medicare and Medicaid Services (CMS). The branch of the Department of Health and Human
Services that administers the Medicare and Medicaid programs.

Channel. See Marketing channel

Claim. Any request for payment for services rendered for care and treatment of a beneficiary.2

Clayton Act. A federal act that forbids certain actions believed to lead to monopolies, including (1) charging
different prices to different purchasers of the same product without justifying the price difference and (2) giving
a distributor the right to sell a product only if the distributor agrees not to sell competitors’ products. The Clayton
Act applies to insurance companies only to the extent that state laws do not regulate such activities. See also
Antitrust laws1

Clinic. A health treatment facility staffed by physicians or registered nurses or both that is primarily intended
to provide urgent and routine ambulatory services.2

Clinical integration. A type of operational integration that enables patients to receive a variety of health
care services from the same organization or entity, which streamlines administrative processes and increases
the potential for the delivery of high-quality health care.1

Clinical practice guideline. Utilization and quality management mechanisms derived from research studies
that are designed to aid providers in making decisions about the most appropriate course of treatment for a
specific clinical case.1

Clinical trials. A study in a large population that is the final stage of determining whether a drug or device
is effective and safe for approval by the Food and Drug Administration. Clinical trials may also be used to
compare different treatments for the same condition to determine which treatment is better, or to test new uses
for treatments already in use.3

COBRA. See Consolidated Omnibus Budget Reconciliation Act1

Coinsurance. A method of cost-sharing in a health insurance policy that requires a group member to pay a
stated percentage of all remaining eligible medical expenses after the deductible amount has been paid.1

Community rating. A pricing method that sets premiums for financing medical care according to the health
plan’s expected costs of providing medical benefits to the community as a whole rather than to any subgroup
within the community. Both low-risk and high-risk classes are factored into the community rating, which
spreads the expected medical care costs across the entire community.1

Complementary goods/services. Products that are manufactured together, sold together, bought together,
or used together that aid or enhance each other’s value.4

Concurrent review. A type of utilization review that occurs while treatment is in progress and typically
applies to services that continue over a period of time.1
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Consolidated Omnibus Budget Reconciliation Act (COBRA). A federal act that requires each group
health plan to allow employees and certain dependents to continue their group coverage for a stated period of
time following a qualifying event that causes their loss of group health coverage. Qualifying events include
reduced work hours, death or divorce of a covered employee, and termination of employment. The plan may
require the beneficiary to pay the full premium plus an administrative fee.1

Consumer. The ultimate user of goods, ideas, and services. The term is also often used to refer to buyers or
decision makers.4

Consumer Price Index (CPI). A measure of the average change in what people pay for a specified set of
goods and services during a given time period. In addition to the overall economy’s CPI, there is a subset for
health care products and services.3

Continuum of care. The process of providing for the health needs of populations that includes the entire
spectrum of services and products ranging from prevention to the most acute and intensive treatment.2

Coordination of benefits (COB). A program that determines which insurance policy will pay first if two
plans cover the same benefits. If one of the plans is a Medicare health plan, federal law may decide who pays
first.3

Co-payment. A specified dollar amount that a member must pay out of pocket for a specified service at the
time the service is rendered.1

Corporation. An organization that is recognized by the authority of a governmental unit as a legal entity
separate from its owners.1

Cost. The tangible or intangible price that must be paid to acquire goods or services. The following are some
related terms:

Direct costs can be traced to a service, organizational unit, individual provider, or manager.
Indirect costs cannot be traced directly to the unit of production and must be allocated.
Fixed costs do not vary with the number of units the firm produces.
Variable costs change in a constant fashion with all units produced (over a given range of output).
Marginal costs are those incurred for producing one additional unit of service.

Cost-effective. A way of relating the cost of care to the achievement of a desired health outcome. The most
cost-effective method is the one that achieves the health outcome at the least cost.2

Cost sharing. The portion of medical care expenses that the beneficiary pays, like a co-payment, coinsurance,
or deductible. See Coinsurance; Co-payment; Deductible3

Cost shifting. The practice of charging certain groups of patients higher rates to offset lower rates negotiated
with, or mandated by, other payers.2

Covered service/benefit. All of the medical services a beneficiary may receive at no additional charge, or
with an out-of-pocket payment significantly less than the actual charge (subject to deductible amounts). The
insurer thus pays the major portion of the charge.2

Credentialing. Obtaining and reviewing the documentation of professional providers for such items as edu-
cation and training, licensure, certifications, evidence of malpractice insurance, and malpractice history. It
generally includes both reviewing information provided by the provider as well as verification that the infor-
mation is correct and complete.2

Culture. The institutionalized ways or modes of appropriate behavior. It is the modal or distinctive patterns
of behavior of a people, including implicit cultural beliefs, norms, values, and premises that govern conduct. It
includes the shared superstitions, myths, folkways, mores, and behavior patterns that are rewarded or punished.4

Current Procedural Terminology 4th Edition (CPT-4). A set of five-digit codes issued and copyrighted
by the American Medical Association that apply to delivered medical care and are used by professionals to
bill for their services.
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Custodial care. Nonskilled, personal care, such as help with activities of daily living.3

Customer. The actual or prospective purchaser of products or services.3

D
Database marketing. Creating a pool of customer information—including demographic, consumer prefer-
ence, and sales history information—which is used to narrow the focus of an organization’s direct-marketing
efforts.3

Days per thousand. A standard unit of measurement of utilization. It refers to the annualized use of
institutional care adjusted for a thousand persons eligible to receive benefits under a health insurance plan.2

Decision support system (DSS). A form of information technology that uses databases and decision models
to aid clinicians and managers in formulating appropriate judgments.1

Deductible. A flat amount a health plan member must pay before the insurer will make any benefit payments.1

Demographic data. Characteristics of populations that include, but are not limited to, age, sex, race/ethnicity,
and primary language.3

Department of Health and Human Services (DHHS). A division of the executive branch of government
that administers many of the “social” programs at the federal level dealing with the health and welfare of the
citizens of the United States. (It is the “parent” of CMS.)3

Diagnosis-related groups (DRG). A classification system that clusters patients according to diagnosis, type
of treatment, age, and other relevant criteria. Under the Medicare prospective payment system, hospitals are
paid a set fee for treating patients in a single DRG category, regardless of the actual cost of care for the
individual.3

Direct mail. An advertising medium, usually in print form, that uses a mail service to distribute an organiza-
tion’s sales offers or advertising messages.1

Direct marketing. A method that uses one or more media to elicit an immediate and measurable action—such
as an inquiry or a purchase—from a customer or prospect. Also known as direct response marketing.1

Direct-to-consumer (DTC) advertising. In health care, this term refers to promotional activities directed at
the end users of products or services (such as actual or potential patients) as opposed to other decision makers
(such as insurance companies or physicians).

Disability. For Social Security purposes, the inability to engage in substantial gainful activity by reason
of any medically determinable physical or mental impairment that can be expected to result in death or to
last for a continuous period of not less than twelve months. An additional period is necessary to qualify for
Medicare.3

Discharge planning. A process used to decide what a patient needs for a smooth transfer from one level of
care to another. It includes moves from a hospital to a nursing home or to home care.3

Disease management. A coordinated system of preventive, diagnostic, and therapeutic measures intended
to provide cost-effective, quality health care for a patient population that has, or is at risk for, a specific chronic
illness or medical condition. Also known as disease state management.1

Disproportionate share hospital. A hospital that cares for a much larger than average share of low-income
patients. Under Medicaid, states augment payment to these hospitals. Medicare inpatient hospital payments are
also adjusted for this added burden.3

Distribution. The activities and systems designed to make products or services available so that consumers
can buy them.3

Diversification. A means whereby a firm increases its total sales by identifying opportunities to build or
acquire businesses that are not directly related to the company’s current businesses.4
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DRG. See Diagnosis related group

Dual eligibles. Persons who are entitled to Medicare (Part A and/or Part B) and who are also eligible for
Medicaid.3

Durable medical equipment (DME). A tangible item ordered by a physician that is not disposable (that is, it
is used repeatedly) and is related only to care for a medical condition. Examples include walkers, wheelchairs,
and home hospital beds.2

E
Early and Periodic Screening, Diagnostic, and Treatment (EPSDT) Services. A Medicaid program for
recipients younger than twenty-one that provides screening, vision, hearing, and dental services at intervals
that meet recognized standards of medical and dental practices and at other intervals as necessary to determine
the existence of physical or mental illnesses or conditions.1

Electronic commerce (e-commerce). The use of computer networks to perform business transactions and
to facilitate the delivery of health care and nonclinical services.1

Electronic data interchange (EDI). The exchange of routine business transactions from one computer to
another in a standard format, using standard communications protocols.3

Electronic medical record (EMR). A computerized record of a patient’s clinical, demographic, and admin-
istrative data. Also known as a computer-based patient record.1

Eligibility. The process whereby an individual is determined to be qualified for coverage under a particular
health insurance plan.3

Emergency Medical Treatment and Active Labor Act (EMTALA). Requires any Medicare-participating
hospital that operates a hospital emergency department to provide an appropriate medical screening examination
to any patient who requests such an examination, regardless of ability to pay. If the hospital determines that
the patient has an emergency medical condition, it must either stabilize the patient’s condition or arrange for
a transfer; however, the hospital may transfer the patient only if the medical benefits of the transfer outweigh
the risks or if the patient requests it.3

Employee Retirement Income Security Act (ERISA). A broad-reaching law that establishes the rights
of pension plan participants, standards for the investment of pension plan assets, and requirements for the
disclosure of plan provisions and funding. It is the enabling legislation for companies to establish self-funded
health insurance plans that must comply with federal regulations but are exempt from such state regulatory
requirements as benefit mandates and contributions to insurance pools.1

Encounter. A visit of any type by a health plan member to a provider of care or services.1

Encounter report. A statement that supplies clinical and management information about services, provided
each time a patient visits a provider.1

Enroll. To join a health plan.3

Enrollee. One who has joined a health plan.

Enterprise-wide information system. A computerized network that permits physician groups, hospitals,
and other facilities and professionals within an organization to function as a single, coordinated unit in arranging
access to facilities and resources and treat for patients.3

Epidemiology. The study of the patterns, causes, and control of disease in groups of people.7

Episode of care. The health care services provided during a certain period of time; for example, during a
hospital stay.3

EPSDT. See Early and Periodic Screening, Diagnostic, and Treatment Services1
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ERISA. See Employee Retirement Income Security Act1

Ethics in Patient Referrals Act. A federal act that, along with its amendments, prohibits a physician
from referring patients to laboratories, radiology services, diagnostic services, physical therapy services, home
health services, pharmacies, occupational therapy services, and suppliers of durable medical equipment in
which the physician has a financial interest. Also known as the Stark Laws, after U.S. Representative Fortney
“Pete” Stark.1

Expense. Funds actually spent or amounts incurred providing goods, rendering services, or carrying out other
mission-related activities during a specified period.3

Experience rating. A price-setting method under which an insurance company analyzes an individual’s
or group’s recorded health care costs and calculates the premium partly or completely according to that
history.3

Explanation of benefits (EOB). A statement that is sent to a member or covered insured explaining how
and why a claim was or was not paid.2

F
Federal Insurance Contribution Act Payroll Tax (FICA). Employers and employees each contribute 1.45
percent of taxable wages, with no limitations, to finance the Medicare Part A Trust Fund.3

Federal Register. The official, daily, federal publication of rules, proposed rules, and notices of federal
agencies and organizations, as well as executive orders and other presidential documents.3

Federal Trade Commission Act. A federal act that established the Federal Trade Commission (FTC) and
gave the FTC power to work with the Department of Justice to enforce the Clayton Act. The primary function
of the FTC is to regulate unfair competition and deceptive business practices, which are presented broadly in
the Act. As a result, the FTC also pursues violators of the Sherman Antitrust Act. See also Antitrust laws1

Fee schedule. The price determined by a health plan to be acceptable for a procedure or service and that
contracted providers and suppliers agree to accept as payment in full. Also known as a fee allowance, fee
maximum, or capped fee.1

Fee-for-service (FFS) payment system. A benefit payment system in which an insurer reimburses the group
member or pays the provider directly for each covered medical expense after the expense has been incurred.1

Fiscal intermediary. A private company that pays for the institutional part of health care services, such as
hospital care.3

Fiscal year. The annual financial planning and reporting cycle of public or private organizations. For example,
Medicare uses October 1st through September 30th as its fiscal year, whereas many private insurers use a
calendar year.3

Focus group interview. An unstructured, informal session in which, typically, six to ten people are led by
a moderator who asks questions to guide them into an in-depth discussion of a given topic.1

Food and Drug Administration (FDA). A division of the Department of Health and Human Services that,
according to its Web site, “is responsible for protecting the public health by assuring the safety, efficacy,
and security of human and veterinary drugs, biological products, medical devices, the nation’s food supply,
cosmetics, and products that emit radiation.” The FDA evaluates the safety and efficacy of all drugs and devices
before they are allowed to go to market and the safety after they achieve broader use.3

Formulary. A list of certain drugs and their proper dosages. In health plans, these drugs are also divided into
preference categories, including the patient’s financial responsibility for each class. Usually the patient pays
the least for generic drugs, more for branded drugs on a preferred list, and most for branded drugs not on the
preferred list.3

Franchise. The privilege, often exclusive, granted to a distributor or dealer by a brand owner or manufacturer
to sell its products within a specified territory.4



Glossary 499

Fraud and abuse. Fraud: To purposely bill for services that were never given or to bill for a service that
has a higher reimbursement than the service produced.

Abuse: Payment for items or services that are billed by mistake by providers, but should not be paid.
These terms are most often applied to Medicare and Medicaid.3

Freedom of Information Act (FOIA). A law that requires the U.S. government to give out certain information
to the public when it receives a written request. FOIA applies only to records of the executive branch of the
federal government, not to those of the Congress or federal courts, and does not apply to state governments,
local governments, or private groups.3

Functional status. The patient’s ability to perform the activities of daily living (ADLs).1

G
Gatekeeper (primary care manager). A primary care physician who is responsible (often financially and
also clinically) for delivering care to specific individuals in a managed care organization or other integrated
health system. The primary care gatekeeper assists patients throughout the provider network, and patients
cannot see specialist physician without a referral from their primary care gatekeeper.2

Generic drug. A prescription drug that has the same active-ingredient formula as a brand name drug. Generic
drugs usually cost less than brand name drugs and are rated by the Food and Drug Administration (FDA) to
be as safe and effective as brand name drugs.3

Gross domestic product. The total dollar value of all goods and services produced in a year in a country.3

Group health plan. Health insurance that provides coverage to employees, former employees, and/or their
families and is supported by an employer or employee organization.3

Group model HMO. An HMO that contracts with a multi-specialty group of physicians who are employees
of the group practice. Also known as a group practice model HMO.1

Guidelines. Expert-developed suggestions to assist practitioners and help patients decide about appropriate
health care for specific clinical circumstances.3

H
Health. The state of complete physical, mental, and social well-being, not merely the absence of disease or
infirmity.5

Health care provider. A person who is trained and licensed to deliver health care to patients; for example,
physicians, nurses, and therapists.3

Health Care Quality Improvement Act (HCQIA). A federal act that exempts hospitals, group practices,
and HMOs from certain antitrust provisions as they apply to credentialing and peer review so long as these
entities adhere to due process standards that are outlined in the Act.1

Health Insurance Portability and Accountability Act of 1996 (HIPAA). A federal law that has two Acts.
Act I allows persons to qualify immediately for comparable health insurance coverage when they change their
employment relationships. Act II gives HHS the authority to mandate the use of standards for the electronic
exchange of health care data; to specify what medical and administrative code sets should be used within those
standards; to require the use of national identification systems for health care patients, providers, payers (or
plans), and employers (or sponsors); and to specify the types of measures required to protect the security and
privacy of personally identifiable health care information.3

Health maintenance organization (HMO). A health care plan that delivers comprehensive coordinated
services to its members on a prepaid basis.

Health promotion programs. Preventive care programs designed to educate and motivate members to
prevent illness and injury and to promote good health through lifestyle choices, such as smoking cessation and
dietary changes. Also known as wellness programs.1
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Health risk assessment (HRA). A process by which a health plan uses information about a plan member’s
health status, personal and family health history, and health-related behaviors to predict the member’s likelihood
of experiencing specific illnesses or injuries. Also known as health risk appraisal.1

Healthcare Common Procedural Coding System (HCPCS). A federally issued medical code set that
identifies health care procedures, equipment, and supplies for claim submission purposes.3

Healthcare Financial Management Association (HFMA). An organization of professionals for the
improvement of the financial management of health care–related organizations.

Healthcare Effectiveness Data and Information Set (HEDIS). A set of standard quality performance
measures for health plans that the National Committee on Quality Assurance (NCQA) issues, monitors, and
reports to the public and governmental agencies. Formerly called Healthplan Employer Data and Information
Set.3

Hold harmless provision. A contract clause that forbids providers or suppliers from seeking compensation
from patients if the health plan fails to pay them because of insolvency or for any other reason.3

Home health agency. An organization that provides such home care services as skilled nursing care, physical
therapy, occupational therapy, speech therapy, and personal care by home health aides.3

Home health care. Limited, part-time, or intermittent skilled nursing care and home health aide services, phys-
ical therapy, occupational therapy, speech-language therapy, medical social services, durable medical equipment
(such as wheelchairs, hospital beds, oxygen, and walkers), medical supplies, and other services.3

Hospice. A home or institutional setting where professionals can provide physical care and psychological
support to terminally ill patients and their families or significant others.2

Hospital. A health treatment facility that is staffed and equipped to provide diagnostic and therapeutic services
and has the supporting facilities to deliver inpatient care according to its mission. As hospitals are regulated
in each state, the legal definition will vary by locality.2

I
Incidence. The frequency of new occurrences of a condition within a defined time interval. The incidence
rate is the number of new cases of specific disease divided by the number of people in a population over a
specified period of time, usually one year.3

Incurred but not reported (IBNR) claims. Claims or benefits that occurred during a particular time period,
but that have not yet been reported or submitted to an insurer, so they remain unpaid.1

Indemnity health insurance. A plan that pays for services or products only after they are delivered; that
is, after some loss has been demonstrated. The opposite is prepaid health insurance.

Independent Practice Association (IPA). An IPA is a corporation formed by physicians who maintain their
separate practices but participate in the IPA to secure managed care business. IPAs accept financial risk for
their members through capitation or discounted fees.2

Individual market. A segment composed of customers not eligible for Medicare or Medicaid who are covered
under their own direct contract for health coverage. The opposite is group market.1

Information system. An interactive combination of people, computer hardware and software, communica-
tions devices, and procedures designed to provide a continuous flow of information to the people who make
decisions or perform activities necessary for successful organization operation.1

Information technology. The wide range of electronic devices and tools used to acquire, record, store,
transfer, or transform data or information.1

Informed consent. A legal principle requiring that the patient must be informed of all proposed medical or
surgical procedures, the material risks of these procedures, alternative courses of action, and the material risks
attendant to the alternatives prior to consenting to the receipt of the recommended treatment.2
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Inpatient. An individual who is admitted (placed under treatment or observation) to a bed in a medical
treatment facility (usually hospital) with the expectation that he or she will remain at least overnight.2

Integrated delivery systems (IDS). A seamless consolidation of providers (such as hospitals and physicians)
that focuses on the coordination, delivery, and management of care to a defined population. Also called an
organized delivery system.2

Integrated marketing. A planning process designed to ensure that all brand contacts received by a customer
or prospect for a product or service are relevant to that person and consistent over time.4

Integration. The unification of two or more previously separate organizations under common ownership or
control, or the combination of the business operations of two or more organizations that were previously carried
out separately and independently. Horizontal integration refers to the combination of like businesses (such as
two hospitals). Vertical integration refers to the combination of businesses that are different, but related (such
as a hospital and home care agency).1

Intensive care. The constant, complex, detailed health care provided for various acute, life-threatening con-
ditions by specially trained professionals.2

Intensive care unit (ICU). A hospital unit in which patients with various acute, life-threatening conditions are
closely monitored and provided a high level of technical services that require special training and knowledge.
Types of ICUs are the Medical ICU (MICU), Surgical ICU (SICU), Neonatal ICU (NICU) and Pediatric ICU
(PICU).2

International Classification of Diseases (ICD). A medical code set maintained by the World Health Orga-
nization (WHO) that classifies illnesses. Many countries have modified this code set for their own purposes.3

Internet. A public, international collection of interconnected computer networks.1

Internist. A physician who counsels, diagnoses, and treats adults.3

Intranet. An internal (private) computer network, built on web-based technologies and standards that is
available only to members of that network.1

IPA model HMO. A health maintenance organization that contracts with one or more associations of physicians
in independent practice who agree to provide medical services to HMO members.1

J
Joint Commission. A private, not-for-profit organization composed of representatives of the American College
of Surgeons, American College of Physicians, American Hospital Association, American Medical Association,
and American Dental Association, as well as the public, whose purpose is to establish quality standards for
the operation of health facilities and services, conduct surveys, and determine accreditation status of medi-
cal treatment facilities. Formerly called Joint Commission on Accreditation of Healthcare Organizations, or
JCAHO.2

Joint venture. A type of partial structural integration in which one or more separate organizations combine
resources to achieve a stated objective. The companies share ownership of the venture and responsibility for
its operations, but usually maintain separate ownership and control over their operations outside of the joint
venture.1

L
Length of stay (LOS). The number of days, counted from the day of admission to the day of discharge, that
a health plan member is confined to a hospital or other facility for each admission.1

Licensure. The granting of permission by an official agency of a state, the District of Columbia, or a common-
wealth, territory, or possession of the United States to a person or entity to provide health care independently
in a specified discipline in that jurisdiction.2

Life cycle. The different stages over time through which a product and/or its market develops.
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Long-term care. A variety of services that help people with health or personal needs and activities of daily
living over a period of time at home, in the community, or in various types of facilities, including nursing
homes and assisted living facilities. The term is the opposite of acute care.3

M
Magnetic resonance imaging (MRI). A system that produces images of the body by using a strong magnetic
field and computers.2

Managed care. The integration of both the financing and delivery of health care within a system that seeks
to manage the accessibility, cost, and quality of that care. A single provider or group of providers who manage
patients’ care by acting as their advocates, monitoring all care, avoiding needless care, and referring patients
to economical care sources. Such systems negotiate discount fees with providers and stress keeping people
healthy through health promotion and preventive medicine.2

Managed care organization (MCO). Integrates the financing and delivery of appropriate health care services
to covered individuals by means of arrangements with selected providers to furnish a comprehensive set of
health care services to members, explicit criteria for the selection of health care provides, and significant
financial incentives for members to use providers and procedures associated with the plan. Managed care plans
typically are labeled as HMOs (staff, group, IPA, and mixed models), PPOs, or Point-of-Service plans. Managed
care services are reimbursed via a variety of methods including capitation, fee for service, and a combination
of the two.3

Mandates. State laws that require health insurance companies to provide specified benefits as a condition of
doing business in that state.

Market area. A geographical area containing the actual or potential customers of a particular firm or group
of firms for specific goods or services.4

Market segmentation. The process of dividing the total market for a product or service into smaller, more
manageable subsets or groups of customers.1

Marketing. The process of planning and executing the conception, pricing, promotion, and distribution of
ideas, goods, and services to create exchanges that satisfy individual and organizational objectives.1

Marketing channel. A set of institutions necessary to transfer the title to goods and to move those goods
from the point of production to the point of consumption that, as such, consists of all the entities and activities
in the marketing process. The resulting system is an integrated network of independent firms that obtain the
economies and market impacts that could not be obtained by unilateral action. Under this system, the identity
of the individual firm and its autonomy of operation remain intact.4

Marketing director. The manager who oversees an organization’s marketing and sales activities, includ-
ing advertising, client relations, and enrollment and sales forecasting. Also known as a chief marketing
officer.1

Marketing mix. The four major marketing elements—product, price, promotion, and distribution (place)—that
foster the exchange process.1

Marketing research. The function that links the consumer, customer, and public to the marketer through
information used to identify and define opportunities and problems; generates, refines, and evaluates actions;
monitors performance; and improves understanding of the process. Marketing research specifies the information
required to address these issues, designs the method for collecting information, manages and implements the
data collection process, analyzes the results, and communicates the findings and their implications.4

Marketing strategy. A statement (implicit or explicit) of how a brand or product line will achieve its
objectives. The strategy provides decisions and direction regarding variables such as the segmentation of the
market, identification of the target market, positioning, marketing mix elements, and expenditures. A marketing
strategy is usually an integral part of a business strategy that provides broad direction to all functions.4
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McCarran-Ferguson Act. A federal act that placed the primary responsibility with the states for regulating
health insurance companies and HMOs that service private sector (commercial) plan members.1

Medicaid. A joint federal-state government program, established under Title XIX of the Social Security Act
of 1965, that provides hospital and medical expense coverage to the low-income population and certain aged
and disabled individuals.1

Medical expense ratio. For a health plan, the quotient that results from dividing the amount paid on patient
care by total revenues. Also called the medical loss ratio.

Medical underwriting. The process that an insurance company uses to decide, based on an individual’s
or group’s medical history, whether or not to accept an application for insurance, whether or not to add a
waiting period for preexisting conditions (if state law allows it), and how much to charge the applicant for that
insurance.3

Medically necessary services. Services or supplies as provided by a physician or other health care provider
to identify and treat a member’s illness or injury, which, as determined by the payer, are consistent with the
symptoms, diagnosis, and treatment of the member’s condition; are in accordance with the standards of good
medical practice; are not solely for the convenience of the member, member’s family, physician, or other health
care provider; and are furnished in the least intensive type of medical care setting required by the member’s
condition.1

Medicare. A federal government program established under Title XVIII of the Social Security Act of 1965
for people sixty-five years of age or older, certain younger people with disabilities, and people with end-stage
renal disease (permanent kidney failure with dialysis or a transplant, sometimes called ESRD).3

Medicare Coverage Advisory Committee (MCAC). A body that advises CMS on whether specific medical
items and services are reasonable and necessary under Medicare law. The MCAC is advisory in nature, with
the final decision on all issues resting with CMS. The MCAC is used to supplement CMS’s internal expertise
and to ensure an unbiased and contemporary consideration of “state of the art” technology and science.3

Medicare Economic Index. A measure often used in the calculation of the increases in the prevailing charge
levels that help to determine allowed charges for physician services. In 1992 and later, this index is considered
in connection with the update factor for the physician fee schedule.3

Medicare Part A (hospital insurance). Medicare insurance that pays for inpatient hospital stays, care in a
skilled nursing facility, hospice care, and some home health care, subject to cost sharing and duration limits.3

Medicare Part B (medical insurance). Medicare insurance that helps pay for doctors’ services, outpatient
hospital care, durable medical equipment, and some medical services that are not covered by Part A.3

Medicare Part C (Medicare Advantage). Private health plans that contract with Medicare to provide the
benefits of Parts A and B as well as a Medicare supplement. They may also cover prescription drug benefits
of a Part D plan. Medicare Advantage plans include HMOs, PPOs, and private fee-for-service plans.

Medicare Part D. A federally subsidized program to provide prescription drugs for Medicare beneficiaries,
administered by private companies who also assume the associated risk.

Medicare Payment Advisory Commission (MEDPAC). A group established by Congress in the Balanced
Budget Act of 1997 to replace the Prospective Payment Assessment Commission and the Physician Payment
Review Commission. MedPAC is directed to provide the Congress with advice and recommendations on policies
affecting Medicare.3

Medicare supplement. A private medical expense insurance policy that provides reimbursement for out-of-
pocket expenses, such as deductibles and coinsurance payments, or benefits for some medical expenses specif-
ically excluded from Medicare coverage. Also called a Medigap policy.1

Medicare Trust Funds. Treasury accounts established by the Social Security Act for the receipt of revenues,
maintenance of reserves, and disbursement of payments for Medicare parts A and B.3
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Morbidity rate. The speed of occurrence or proportion of people with a specific disease in a population often
distinguished by a particular characteristic (such as sex or location).3

Mortality rate. The speed of occurrence or proportion of deaths from a particular cause in a population often
distinguished by a particular characteristic (such as sex or location).3

Mutual company. A company that is owned by its members or policy owners.1

N
National Association of Insurance Commissioners (NAIC). An association of the insurance commissioners
of the states and territories that issues guidelines for the administration of insurance products.3

National Center for Health Statistics. A federal organization within the CDC that collects, analyzes, and
distributes health care statistics.3

National Committee for Quality Assurance (NCQA). A private, nonprofit organization that accredits and
measures quality of managed care plans. The NCQA also maintains and administers the Healthcare Effectiveness
Data and Information Set (HEDIS).3

National Drug Code. A list maintained by the Food and Drug Administration that contains codes for drugs
that are FDA-approved. The secretary of HHS has adopted this code set as the standard for reporting drugs
and biologics in standard transactions.3

National Practitioner Data Bank (NPDB). A database, maintained by the federal government, that contains
information on physicians and other medical practitioners against whom medical malpractice claims have been
settled or other disciplinary actions have been taken.3

Network. A group of doctors, hospitals, pharmacies, and other health care experts contracted with a health
plan to take care of its members.3

Network model HMO. An HMO that contracts with more than one group practice of physicians or specialty
groups.3

Niche strategy. A plan employed by a firm that specializes in serving particular market segments in order
to avoid clashing with the major competitors in the market. “Nichers” pursue market segments that are of
sufficient size to be profitable while at the same time are of less interest to the major competitors.4

Nosocomial. Pertaining to or originating in a hospital.1

Nurse practitioner. A registered nurse who has two or more years of advanced training and has passed
a special exam to enable him or her to start, alter, or suspend defined regimens of medical and/or nursing
treatment provided to a patient, on either a routine or occasional basis. A nurse practitioner often works with
a physician.1

Nursing facility. An institution that primarily provides skilled nursing care and related services for the
rehabilitation of injured, disabled, or sick persons, or on a regular basis, health-related care services above the
level of custodial care to other than mentally retarded individuals.3

O
Occupational therapy services. A preventive and restorative treatment process designed to improve physical,
psychosocial, and developmental ability; enhance knowledge and skill; and engineer motivation to achieve
independence in self care, a vocation, and work.1

Open access. A provision specifying that plan members may self-refer to a specialist, either in-network or
out-of-network, at full benefit or at a reduced benefit, respectively, without first obtaining a referral from a
primary care provider.1

Open enrollment period. The period in which an employee may change health plans; usually occurs once
per year.1
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Out-of-pocket costs. Health care costs that the individual must pay; includes deductibles, coinsurance, and
co-payments.3

Outcome indicators/measures. Evaluations that gauge the extent to which the results of providing health
care services succeed in improving or maintaining satisfaction and patient health.

Outliers. Those cases that differ from average expectations by having either unusually long or short lengths
of stay or unusually high or low resource consumption. Often used in reference to DRGs.2

Outpatient. An individual receiving health care services who does not require admission to a medical treatment
facility for an overnight stay (inpatient care).2

Outpatient Prospective Payment System. The way that Medicare pays for most outpatient services at
hospitals or community mental health centers under Medicare Part B.3

Outsourcing. The hiring of external vendors to perform specified functions, such as data and information
management activities.1

P
P&T committee. See Pharmacy and therapeutics committee1

Patient. A sick, injured, wounded, or other person requiring medical or dental care or treatment.3

Patient acuity. The measurement of the intensity of care required for a patient, ranging from minimal care
to intensive care.2

Payer. An entity that assumes the financial risk of paying for prevention, diagnosis, and medical treatment.3

PBM. See Pharmacy benefit management plan1

PCP. See Primary care physician/provider and Primary care1

Peer review. A system in which the appropriateness of health care services delivered by a provider to health
plan members is evaluated by a panel of medical professionals.1

Pharmacy and therapeutics (P&T) committee. A formally constituted group of health care professionals
that develops, updates, and administers the organization’s formulary and regularly reviews reports on clinical
trials, drug utilization reports, current and proposed therapeutic guidelines, and economic data on drugs. Such
committees are most often found in MCOs, PBMs, and hospitals.1

Pharmacy benefit management (PBM) plan. A type of managed care specialty service organization that
seeks to contain the costs of pharmaceuticals while promoting more efficient and safer drug use. Also known
as a prescription benefit management plan.1

Physical therapy services. The activities related to evaluation and treatment of patients with neuromuscu-
loskeletal complaints to prevent injury and maintain and/or restore function.2

Physician. A licensed professional possessing a degree in medicine (MD) or osteopathy (DO).2

Physician assistant. A licensed professional who has successfully completed two or more years of advanced
training in an accredited Physician Assistant education program and is granted privileges to determine, start,
alter, or suspend regimens of medical care under the supervision of a licensed physician.2

Physician-hospital organization (PHO). A joint venture between a hospital and many or all of its admitting
physicians whose primary purpose is contract negotiations with MCOs and marketing.1

Point-of-service plan (POS). An insurance product, based on an HMO format, that requires the member to
select a primary care physician, but allows for opting out of the network (called self-referring) at a substantially
reduced benefit.2

Positioning. The way in which marketers help consumers, users, buyers, and others view their offerings
against competitive brands or types of products.4
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PPO. See Preferred provider organization1

Preauthorization. The approval given by a health plan prior to the provision of health care that allows
reimbursement for inpatient care, designated outpatient procedures, or specialized care. This approval is based
on the determination that the care or procedure being considered is medically necessary, the proposed location
for delivery of that care is appropriate, and the site is contracted with the plan. Also called prior authorization
and precertification.2

Pre-existing condition. In health insurance, a condition for which an individual received a diagnosis or
medical care during a specified time period immediately prior to the effective date of coverage.1

Preferred provider organization (PPO). A term applied to a variety of direct contractual relationships
between health plans and providers, which typically share three characteristics: a negotiated system for payment
for services; financial incentives for patients to use contracting providers (usually in the form of reduced
co-payments and deductibles, broader coverage of services, or simplified claims processing); and an extensive
utilization review program.2

Premium. A payment or series of payments made to a health plan by purchasers, and often plan members,
for medical benefits.1

Prepaid care. Health care services provided to an HMO member in exchange for a fixed, monthly premium
paid in advance of the delivery of medical care.1

Prevalence. The number of existing cases of a disease or condition in a given population at a specific time.3

Preventive services. Health care intended to keep a person healthy or to avoid illness; for example, Pap
tests, pelvic exams, flu shots, and screening mammograms.3

Price elasticity. A measure of the sensitivity of demand to changes in price. It is formally defined as the
percentage change in quantity demanded relative to a given percentage change in price.4

Price fixing. An illegal business practice that occurs when two or more independent competitors agree on the
prices or fees that they will charge for goods or services.1

Pricing. The process of deciding the customer charge for goods or services.

Primary care. The provision of integrated, accessible health care services by clinicians who are accountable
for addressing a large majority of personal health care needs, developing a sustained partnership with patients,
and practicing in the context of family and community.6

Primary data. The information collected specifically for the purpose of the investigation at hand.4

Process measures. Health care quality indicators related to the methods and procedures that providers use
to furnish service and care.1

Product. A bundle of attributes (features, functions, benefits, and uses) capable of exchange or use; usually a
mix of tangible and intangible forms. Thus a product may be an idea, a physical entity (a good), or a service,
or any combination of the three. It exists for the purpose of exchange in the satisfaction of individual and
organizational objectives.4

Promotion. The element of the marketing mix that an organization uses (1) to inform consumers about its
products, the prices of its products, and how to obtain its products; (2) to persuade consumers to purchase
its products; and (3) to remind consumers about the benefits associated with transacting business with the
organization.1

Promotion mix. The four tools of promotion—advertising, personal selling, sales promotion, and publicity.1

Prospective payment system. A method of reimbursement in which payment is made based on a prede-
termined, fixed amount based on the classification system of that service (for example, DRGs for Medicare
inpatient hospital services).3
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Protected health information. Individually identifiable health data transmitted or maintained in any form
or medium, which is held by an entity or its business associate, that is subject to HIPAA compliance.3

Provider. Any entity (for example, hospital, skilled nursing facility, home health agency, outpatient physical
therapy, comprehensive outpatient rehabilitation facility, end-stage renal disease facility, hospice, physician,
non-physician provider, laboratory, supplier) that furnishes medical services to current or prospective patients.3

Provider profiling. The collection and analysis of information about the practice patterns of individual
providers.1

Public relations. The form of communication management that seeks to make use of publicity and other
nonpaid forms of promotion and information to influence the feelings, opinions, or beliefs about the company,
its products or services, or about the value of the product or service or the activities of the organization to
buyers, prospects, or other stakeholders.4

Pull strategy. Communications and promotional activities by the marketer to persuade consumers to request
specific products or brands from retail channel members.4

Push strategy. Communications and promotional activities by the marketer to persuade wholesale and retail
channel members to stock and promote specific products.4

Q
Quality (of health care). The provision of efficient and effective care to appropriately selected patients at
the right time and in an expert manner, consistent with the current state of medical knowledge and patient
preferences.

Quality assurance. The process of looking at how well a medical service is provided, including formally
reviewing health care given to a person or group of persons, locating problems, correcting the problems, and
then checking to see if the corrective action is effective.3

Quality improvement organization (QIO). Groups of practicing doctors and other health care experts
who are paid by the federal government to check the care provided to Medicare patients, make suggestions for
improvement, and, if necessary, recommend sanctions. Formerly called Peer Review Organizations (PROs).3

R
Rating. The process of calculating the appropriate premium to charge purchasers, given the degree of risk repre-
sented by the individual or group, the expected costs to deliver medical services, and the expected marketability
and competitiveness of the health plan.1

RBRVS. See Resource-based relative value scale

Rebate. A refund on the price of a particular pharmaceutical obtained by a PBM from the pharmaceutical
manufacturer, often based on purchase volume.1

Referral. An authorization from a health plan-contracted caregiver (usually a primary care provider) approving
a patient’s receipt of services or products from an entity also contracted with the plan. The purpose is to enhance
coordination of care and thus improve quality and lower cost.

Rehabilitation. Services rendered under a physician-directed care plan by nurses and physical, occupational,
and speech therapists to restore or maintain physical functioning.3

Relative Value Unit (RVU). A system that assigns a rate to health care services by comparing the worth of
one services to others or to a standard measure.

Resource-based relative value scale (RBRVS). A uniform, federally issued fee schedule for physicians’
services that is derived from the relative values of the sums representing physicians’ work, practice expenses
net of malpractice expenses, and the cost of professional liability insurance.3

Respite care. Temporary or periodic care provided in a nursing home, assisted living residence, or other type
of long-term care program so that the usual caregiver can rest or take some time off.3
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Retrospective review. A type of utilization review that occurs after treatment is completed in order to
authorize payment, medical necessity, and appropriateness of care.1

Risk-adjustment. The statistical adjustment of outcomes measures to account for factors that are independent
of the quality of care provided and beyond the control of the plan or provider, such as the patient’s gender
and age, the seriousness of the patient’s condition, and any other illnesses the patient might have. Also known
as case-mix adjustment.1

Risk management (RM). A function of planning, organizing, implementing, and directing a comprehensive
program of activities to identify, evaluate, and take corrective action against perils that may lead to patient,
visitor, or employee injury and property loss or damage with resulting financial loss or legal liability.2

S
Sales. Any of a number of activities designed to promote customer purchase of a product or service. Sales
can be done in person or over the phone, through e-mail or other communication media. The process generally
includes stages such as assessing customer needs, presenting product features and benefits to address those
needs, and negotiation on price, delivery, and other elements.4

SCHIP. See State Children’s Health Insurance Program

Screening programs. Preventive care programs designed to determine if a health condition is present even
if a person has not experienced symptoms of the problem.1

Secondary data. Statistics that are gathered directly from existing sources.

Segmentation. The process of dividing a market into distinct subsets of customers that behave in the same
way or have similar needs.4

Self-insured. An individual or organization that assumes the financial risk of paying for health care. Also
called self-funded.3

Senior market. A segment that is composed largely of persons over age sixty-five who are eligible for
Medicare benefits.1

Sherman Antitrust Act. A federal act that established as national policy the concept of a competitive
marketing system by prohibiting companies from attempting to (1) monopolize any part of trade or commerce
or (2) engage in contracts, combinations, or conspiracies in restraint of trade. The Act applies to all companies
engaged in interstate commerce and to all companies engaged in foreign commerce. See also Antitrust laws1

Skilled nursing facility (SNF). A licensed facility that primarily provides a high level of care to patients who
require medical, nursing, or rehabilitative services but does not provide the level of care or treatment available
in a hospital. This level of care requires the daily involvement of skilled nursing or rehabilitation staff who
provides such services as intravenous injections, wound care, and physical therapy.3

Social health maintenance organization (SHMO). A special type of health plan that provides the full
range of Medicare benefits offered by standard Medicare HMOs, plus other services that include the following:
prescription drug and chronic care benefits, respite care, and short-term nursing home care; homemaker, personal
care services, and medical transportation; eyeglasses, hearing aids, and dental benefits.3

Social marketing. A program designed to influence the behavior of a target audience in which the benefits
of the behavior are intended by the marketer to accrue primarily to the audience or to the society in general
and not to the marketer.4

Social Security Administration. The federal agency that, among other things, determines initial entitlement
to and eligibility for Medicare benefits.3

Specialist. A health care professional whose practice is limited to a certain branch of medicine, specific
procedures, certain age categories of patients, specific body systems, or certain types of diseases.1

Speech-language therapy. Treatment to regain and strengthen speech and swallowing skills after an illness
or injury.3
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Staff model HMO. An HMO whose physicians are employees of the health plan.1

Stakeholders. One of a group of publics who have a substantial interest in a company and about whom
the company must be concerned. Key stakeholders include consumers, employees, stockholders, suppliers, and
others who have some relationship with the organization.4

Standard of care. A diagnostic and treatment process that a clinician should follow for a certain type of
patient, illness, or clinical circumstance.1

Standards. Authoritative statements of (1) minimum levels of acceptable performance or results, (2) excellent
levels of performance or results, or (3) the range of acceptable performance or results.6

Stark laws. See Ethics in Patient Referrals Act

State Children’s Health Insurance Program (SCHIP). A federally subsidized, state-managed program
designed to provide health assistance to uninsured, low-income children through either separate initiatives or
expanded eligibility under state Medicaid programs.1

Stop-loss insurance/coverage. A type of insurance coverage that enables provider organizations or self-
funded groups to place a dollar limit on their liability for paying claims and requires the insurer issuing the
insurance to reimburse the insured organization for claims paid in excess of a specified yearly maximum.1

Strategy. See Marketing strategy

Substitute goods/services. Products that look alike, represent the same application of a distinct technology to
the provision of a discrete set of customer functions, and have a shared functionality based on the customer’s
perception of all the ways in which their needs can be satisfied in a given usage or application situation.
The attractiveness of a substitute product depends on (1) its initial price, (2) customer switching costs, (3)
postpurchase costs of operation, and (4) the additional benefits the customer perceives and values.4

Supplier. Any company, person, or agency that provides a medical item or service.3

T
Target marketing. The particular segment of a total population on which the retailer focuses its merchandising
expertise to satisfy that segment’s needs or wants in order to accomplish its profit objectives.4

Technology assessment (TA). Health care TA is a multidisciplinary field of policy analysis that studies the
medical, social, ethical, and economic implications of the development, diffusion, and use of technologies.3

Telemedicine. Various technologies used as part of a coherent, health service information resource manage-
ment program that captures, displays, stores, and retrieves medical images and data for care of a patient at a
site remote from the service provider.2

Tertiary care. Services usually provided by a large medical center, requiring sophisticated technology, highly
trained specialty professionals, and support facilities for unusual and complex medical problems.

Third-party administrator (TPA). A business associate that performs claims administration and related
business functions for a self-insured entity.3

Third-party payer. The entity that is financially responsible for paying health claims. The first two parties
are the provider and patient.

TPA. See Third-party administrator

Triage. The evaluation and classification of the injured or ill for purposes of treatment and evacuation. It
consists of sorting patients according to type and seriousness of injury and the establishment of priority for
treatment.2

Tricare. A Department of Defense regionally managed health care program for active duty and retired members
of the uniformed services and their families that combines military health care resources and networks of civilian
health care professionals. Formerly known as CHAMPUS (the Civilian Health and Medical Program of the
United States).1
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Tying arrangements. An illegal business practice that occurs when an organization conditions the sale of
one product or service on the sale of other products or services.1

U
UCR. See Usual, customary, or reasonable fee

Unbundling. Separating a procedure into parts and charging for each part rather than using a single code for
the entire procedure.1

Underwriting. The process of identifying and classifying the risk represented by an individual or group for
purposes of setting insurance premium rates.3

Upcoding. Using a code for a procedure or diagnosis that is more complex than the actual procedure or
diagnosis to gain higher reimbursement for the provider.3

UR. See Utilization review

Usual, customary, or reasonable. A method of profiling physician fees in an area and reimbursing them
on the basis of that profile. Usual fees are what the individual physician most often charges for a particular
service. Customary fees are what all similar physicians in the area charge for a given service. Reasonable fees
are those that the health plan determines are realistic if no billing information exists for a particular service.
For example, one common method is to average a service-specific customary fee and pay physicians the 80th
or 90th percentile for that service.

Utilization management (UM). Assessing, controlling, and coordinating the use of medical services to
ensure that a patient receives necessary, appropriate, high-quality care in a cost-effective manner.1

Utilization review (UR). An evaluation of the medical necessity, appropriateness, and cost-effectiveness of
health care services and treatment plans for a given patient using formal, expert-developed criteria.1

V
Value. A measure of the contribution to a product’s worth by any organization that handles it on its way to
the ultimate user. Value added is measured by subtracting the cost of a product (or the cost of ingredients from
which it was made) from the price that the organization received for it. For resellers, this means the firm’s
gross margin; for manufacturing firms, it means the contribution over cost of ingredients. Presumably whatever
work that firm did is reflected in the higher price someone is willing to pay for the product, hence that firm’s
value-added.4

Veteran. A person who has served in the U.S military and received an honorable or general discharge.

W
Web site. A specific location on the World Wide Web that provides users access to a group of related text,
graphics, and, in some cases, multimedia and interactive files.1

Workers’ compensation. A state-mandated insurance program that provides benefits for health care costs
and lost wages to qualified employees and their dependents if an employee suffers a work-related injury or
disease.1

World Health Organization (WHO). The directing and coordinating authority for health within the United
Nations system. It is responsible for providing leadership on global health matters, shaping the health research
agenda, setting norms and standards, articulating evidence-based policy options, providing technical support to
countries, and monitoring and assessing health trends.5

World Wide Web (www). An internet service that links independently owned databases containing text,
pictures, and multimedia elements. Also known as the Web.1
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advertisements, 388fig;
physicians used in
marketing
communications, 390;
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R
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description of,
303–304; physicians
used in marketing
communications for,
390

Research. See Marketing
research

Response hierarchy
models, 381–382fig

Retailer cooperatives, 370



552 Index

RFPs (request for
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out-of-pocket expenses
applied to health care,
345; per unit cost of,
329fig; price variations
for the same medical,
319–320, 321–322;
search good, 137;
strategic alliances
through, 141;
substitute, 133;
undifferentiated, 130.
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35–37, 39; cost choices
delivering, 28fig,
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