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Preface

NEW TO THIS EDITION

The primary goal for this Ninth Edition, as reflected in the change in the title—from
Marketing Channel Strategy to Marketing Channel Strategy: An Omni-Channel Approach—
has been to create a completely repositioned, comprehensive, research-based,
readable, action-oriented guide for practicing managers and managers-in-training
with an interest in how to adopt and apply real-world omni-channel strategies. This
edition of the book is structured to provide background knowledge and process steps
for understanding, designing, and implementing high-performing omni-channel
strategies.

Many significant changes have been made to the Ninth Edition. A new
omni-channel strategy framework, introduced in Chapter 1, defines the structure
of the rest of this book, providing an approach that guides managers through the
steps necessary for developing and implementing an omni-channel strategy. We
offer a distinction between omni-channel and multi-channel strategies in this
chapter, outline the tasks and functions of channel members, and provide a snap-
shot of the various actors involved in a marketing channel ecosystem. This chapter
also addresses topics such as going to market with an omni-channel strategy and
the five trends driving the growth of omni-channels. To help channel manag-
ers design a strategy and manage it over time, Chapter 1 addresses some central
omni-channel questions:

e What is an omni-channel strategy?

e What is driving the importance of an omni-channel world?

e How does an omni-channel strategy differ from a traditional and multi-channel
strategy?

e What are the key trends in omni-channel strategy and going to market with such
a strategy?



XXiv

PREFACE

In each chapter of the book, we have added several pull-out examples from around
the world; we also provide longer sidebars in each chapter in an effort to bring
the concepts outlined in the book to life. With a renewed focus on readability, we
acknowledge that developing sound channel strategies first requires that managers
have a good understanding of channel fundamentals, along with a more detailed
understanding of the various intermediaries involved in omni-channel marketing.

The first part of the book (Chapters 1-5) accordingly focuses on channel and
omni-channel fundamentals. In Chapter 2, we review omni-channel and channel
basics. We discuss the benefits of marketing channels for upstream and downstream
channel members, the key functions marketing channels perform, and how to audit
marketing channels and omni-channels in particular. Chapter 2 draws from materi-
als that were part of Chapters 3-5 in the Eighth Edition. Chapter 3 details issues of
power and dependence; Chapter 4 focuses on channel relationships. Chapter 5 then
deals with channel conflict (covered in Chapters 10-12 in the previous edition).
These vastly rewritten chapters reflect an omni-channel perspective, replete with
current examples. We have moved the discussion of these topics earlier in the book,
in the belief that to implement effective channel and omni-channel strategies, we
need a good grasp of the issues that channel managers frequently encounter.

Next, the second part comprises Chapters 6-9, with a specific focus on chan-
nel participants in retailing, wholesaling, franchising, and international channel
domains, respectively. Reflecting our revised perspective on omni-channel consid-
erations, discussions that previously appeared in a separate chapter on e-commerce
have been integrated with retailing (Chapter 6). In addition, we integrate substan-
tial discussions of e-commerce in various chapters, to reflect the role of mobile
commerce and other emerging technologies. All chapters have been updated with
current examples and recognition of modern trends in retailing, wholesaling, and
franchising, as well as how the move to omni-channels is affecting these sectors.
The new Chapter 9, focused on international channels, describes ways to distribute
products overseas and the various methods for doing so, from exporting and export
management companies to vast trading companies. We also introduce a section
about marketing to channels at the base or bottom of the pyramid and provide
more insights about channels as they appear in emerging markets.

The third part deals with omni-channel strategies. Whereas in the Eighth Edition,
the end-user analysis appeared in Chapter 2, in the current edition, we shift it
to Chapter 10, so that we can better integrate omni-channel perspectives. Thus
the revised text outlines the challenges of end-user analysis and segmentation in
omni-channel contexts. In Chapter 11, we outline omni-channel strategies and the
four pillars on which such strategies should be built.

Some chapters on channel legalities and channel logistics have been removed.

Overall, then, Marketing Channel Strategy: An Omni-Channel Approach is designed
for an international audience of practicing managers and managers-in-training.
The focus is firmly on going to the market with an omni-channel strategy—that is,



the set of activities that work seamlessly to design and manage a marketing chan-
nel that can enhance the firm’s sustainable competitive advantage and financial
performance and provide a unified end-user experience. More simply, companies
and processes come together to bring products and services from their point of
origin to their point of consumption. Through omni-marketing channels, the orig-
inator of the products or services gains access to markets and end-users. Channel
structures and strategies thus are critical to any firm’s long-term success.

The book features examples taken from around the world and from a range of
industries and markets. However, the ideas and processes generalize to virtually
any context and channel situation. Sidebars appear in every chapter to highlight
key channel issues and strategies and provide concrete examples of the theories,
processes, and ideas presented in the text.

Each chapter also is designed to stand on its own. The chapters are modu-
lar, so they can be combined with other material and used in various classes
for which channels are relevant concepts (e.g., service marketing, marketing
strategy, business-to-business marketing, Internet marketing, retailing, inter-
national marketing). The content of each chapter reflects leading academic
research and practice in distinct disciplines (e.g., marketing, strategy, economics,
sociology, political science).

The framework that underlies this book also is useful for creating a new
omni-channel strategy in previously untapped markets, as well as for critically
analyzing and refining existing channel strategies. Various supporting materials
for this textbook are available to adopting instructors through our instructors’
resource center (IRC) online.

PREFACE

XXV
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Louis W. Stern, Evanston, Illinois

Adel I. El-Ansary, Jacksonville, Florida



CHAPTER 1

The Omni-Channel
Ecosystem

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

e Define a go-to-market strategy.

e Appreciate the importance of marketing channel management to a firm'’s success.

e Define an omni-channel strategy.

e Articulate the differences between an omni-channel and a multi-channel strategy.

¢ |dentify and describe drivers and trends shaping the move to omni-channel strategies.

e Outline the elements of a framework for omni-marketing channel design and implementation.

INTRODUCTION

This book examines ways to design, modify, and maintain effective channel
strategies and structures, in consumer goods markets and business-to-business
markets, for both physical products and services, within nations and across coun-
try borders. We take an omni-channel perspective. In this first chapter, we define
and elaborate on the concept of omni-channels and discuss the factors driving and
shaping their ecosystem. We also contrast an omni-channel approach with a
multi-channel approach and provide examples of ways to go to market with an
effective omni-channel strategy.

This approach represents an expansion beyond a traditional marketing strategy,
which focuses on the four marketing mix elements: product, price, promotion, and
channel (or “place,” in the popular 4P designation).! Marketers devote attention
and energy to decisions about the development, branding, promotion, and prices
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of the products and services they offer; the ability to make products and services
available to customers, when and where they want them, is also a critical and indis-
pensable marketing function and the focus of this book. Each firm must make a
series of decisions, both strategic and tactical, to determine how to distribute its
offerings to ensure they are available to end-customers. These comprehensive,
firm-to-end-user links essentially function as the routes a firm uses to get its
products and services into the hands of the end-users. Actors within these links
together make up a marketing channel or marketing channel system,
composed of inter- and independent organizations that work to go to market
with a product or service, so that it is available for use or consumption.

Developing a go-to-market strategy that deploys the most optimal combina-
tion of actors in an efficient manner, such that the product or service is available
and easily accessible for purchase, is indispensable to firm success. Conversely,
inadequate distribution is a primary cause of failure.? A go-to-market strategy is
the blueprint used to deliver the firm’s offerings to end-users in a manner that
conforms to their preferred mode and method of buying and also is efficient and
cost-effective, so that it confers a competitive advantage on the firm.

When developing a go-to-market strategy, the firm must know its consumers’ or
end-users’ buying preferences, including the information and education end-users
might need before they can make purchase decisions, the services and after-sales
support they seek, their expectations, their willingness to pay for extras, their deliv-
ery preferences, their financing needs, and the mode of ordering they like best. As
a firm devises its go-to-market approach, it also must be cognizant of the costs and
benefits associated with various routes to market and balance them against custom-
ers’ preferences, as well as with the firm’s own desire for market coverage, willingness
and ability to invest to acquire this necessary market coverage, and desire for control.

Thus, developing a go-to-market strategy requires three main steps.® First, the firm
must perform a thorough analysis of industry channel practices to isolate critical
successful factors. Second, channel managers should identify areas of improvement
in their practices. Third, the firm can develop policies and procedures to incentiv-
ize and alter channel partners’ behaviors to motivate their efficient execution of
channel tasks. That is, most distribution systems rely on independent third par-
ties, whose incentive systems may not align with the seller’s, so implementing a
go-to-market strategy also entails managing the relationship with partners, to get
them to do what the firm wants from them.

Firms have many alternatives when it comes to designing a channel system, each
with its own strengths and weaknesses. Consider two massive restaurant chains,
McDonald’s and Starbucks. Franchising is the preferred route to market for the
fast food giant McDonald’s, such that 82 percent of its 36,000 outlets are fran-
chised.* But Starbucks typically operates company-owned stores and has avoided
franchising, at least in the United States, due to fears about diluting the brand and
customers’ in-store experience.® Yet even Starbucks makes some concessions, such
that it uses licensing to operate stores in airports and college campuses and has also
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adopted franchising as a go-to-market strategy in European markets, where the high
rents made company-owned stores infeasible.®

Some firms take over distribution functions, by building an in-house distribu-
tion system over which they maintain complete control, but such a system also
requires developing internal expertise and making considerable investments to
build company-owned distribution channels—such that this option might not
be feasible or desirable in all cases. Furthermore, most products and services need
to go through multiple marketing channels before reaching end-users. A direct
distribution model, in which items move straight from the manufacturer to the
end-user without any intermediaries, is rare, due to the conflicting demands asso-
ciated with resource availability, cost, coverage, specialization requirements, and
end-consumer preferences. Intermediaries can perform many required tasks at lower
costs or with greater efficiency and effectiveness, especially when they possess supe-
rior operational expertise, better infrastructure (e.g., warehousing facilities), market
knowledge, or connections to consumers. It likely would be cost and time prohibi-
tive for manufacturers to acquire such expertise, resources, and connections, so, for
example, many firms use Amazon or Alibaba as a key channel to market, granting
the massive retail channel partner the responsibility for most channel tasks.

EXAMPLE: FULFILLMENT BY AMAZON (USA)

Amazon is the 237th largest corporation in the world.” Among its customer base of about 120
million people, 63 million are Prime members and pay an annual membership fee to receive
enhanced services, such as free shipping.® Amazon also offers its business clients a service,
Fulfillment by Amazon (FBA),® that permits them to ship their products in bulk to Amazon. For a
fee, it will store the product and then complete individual customer orders as they come in and
provide the customer support service. Thus, businesses get access to Amazon’s huge customer

base and delegate many channel functions to it, all for a relatively small fee.

WHAT IS A MARKETING CHANNEL?

A marketing channel goes by many aliases, including “place” in the 4P framework,
distribution channel, route to market, and go to market, or simply channels. We
define a marketing channel specifically as the set of interdependent but in many
cases independent organizations involved in the process of taking a product or
service to market and making it available for use or consumption. Unique organ-
izations, each with specific strengths and weaknesses, comprise any marketing
channel system: distributors, wholesalers, brokers, franchisees, and retailers. With
the participation of these various actors, marketing channels represent a significant
portion of the world’s business, and an effective marketing channel strategy can be
a source of competitive advantage, by delivering superior customer value.
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Total sales through such channels represent approximately one-third of the
world’s annual gross domestic product, so understanding and managing these
marketing channels is critical for most businesses.!° For example, raw material and
component product manufacturers often rely on distributors and manufacturer
representatives to sell their offerings to original equipment manufacturers (OEMs),
so that they can outsource various necessary functions like sales, business develop-
ment, education (or information), logistics, contracting, and order processing and
financing. In addition, these intermediaries may share risk and help manage the
customer relationship. Then the end-customer—that is, the OEM—assembles the
components into finished products and services, which it sells to wholesalers and
retailers, and the retailers ultimately make the products available to consumers.
Figure 1.1 outlines some varied channel functions. A marketing channel strategy
specifically defines the design and management of a channel structure to ensure
that the overall channel system operates efficiently and effectively.

The end goal of any channel system is to make products and services available
and easy for users to buy, in accordance with their preferences. Otherwise, the firm'’s
reach and attractiveness to buyers will be limited, with negative effects on firm
sales. For example, a movie’s success strongly depends on the number of screens
on which it is shown, so it is in the interest of movie producers to manage their
distribution systems effectively. But any channel system also must be efficient and
cost-effective.

The Changing Channel Landscape

Technological advances significantly affect channel landscapes, and as the role
of physical stores changes, manufacturers and retailers face new conundrums.

FIGURE 1.1
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The Internet and e-commerce, smartphones and mobile technologies, and social
media all have altered how consumers and end-users buy, with far-reaching impli-
cations across the channel landscape. Social media and online review sites present
opportunities for brand advocacy but are also taking over information functions
traditionally provided by channel partners, leaving them with less control over
what information gets spread.!! Department stores such as Macy’s, JCPenney, and
Sears are struggling to find their bearings,'*!* while various specialty stores such as
Sports Authority have closed shop.™

Managers are vexed by such altered channel landscapes for several reasons.
First, building or modifying a channel system involves costly, hard-to-reverse
investments. Taking the effort to do it right the first time has great value; making
a mistake may put the company at a long-term disadvantage. Second, modifying
channels means confronting entrenched interests and the way things have always
been done. Channel conflicts intensify and require attention. Third, managers
tface challenging decisions when devising an optimal channel strategy, including
where to devote the considerable financial investments required and how to adjust
the roles and compensation of different channel members. The latest frontiers of
e-commerce, including automatic replenishment, virtual and augmented reality,
and shorter delivery time frames, will continue to vex marketers.

Integrating across channels also remains a challenge. For example, the prolifera-
tion of mobile devices makes price and product comparisons easier, so consumers
demand greater pricing transparency but also learn about various features available
from competitive brands. Price differences across channels can exacerbate chan-
nel conflict, but online stores accrue much lower operating costs, because they do
not need locations in high-rent districts or expensive salespeople. Thus, whereas
in 2015, only 8 percent of consumers bought groceries online, that percentage
doubled just one year later."

Showrooming also has grown into a difficult challenge, such that consumers use
one retail outlet to touch, feel, and try on products but then buy from a different,
e-commerce outlet. In the practice of pseudoshowrooming, consumers inspect a
product in the store but buy a related but different product online.!¢

EXAMPLE: BEST BUY’'S RESPONSE TO ONLINE THREATS (USA)

Even as the wider retail industry confronts store closings on a vast scale, the consumer elec-
tronics retailer Best Buy—faced with the threat of becoming a showroom for online retailers
such as Amazon—is heading off most challenges. Key elements of its strategy include charging
prices comparable to those offered by online vendors, to minimize showrooming tendencies.

In addition, with store-within-a-store formats, it partners with key vendors such as Samsung

(continued)
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(continued)

that can drive consumers to visit stores, because of their loyalty to the brands or because they
want to experience and try items before purchasing them. For example, the recent addition of
Dyson products means that consumers can try out innovative hair dryers and vacuum cleaners in
Best Buy stores."”” Furthermore, Best Buy invests heavily in training a knowledgeable, customer-
friendly sales force. To establish an omni-channel experience, the retailer lets consumers shop
for products across multiple platforms and buy according to their own preferred shopping com-
bination, whether that involves researching in store and buying online, or vice versa, or some

other combination of channels.'®

Marketing Channel Actors

To be straightforward and avoid confusion, we identify and define three key
entities involved in every marketing channel: manufacturers, intermediaries
(wholesale, retail, and specialized), and end-users (business customers or consum-
ers). The presence or absence of a particular type of channel member is dictated
by its ability to perform the necessary channel functions in such a way that it
adds value. Sidebar 1.1 details an example from the tea industry in Taiwan that
showcases the value that an intermediary can provide.

SIDEBAR 1.1
Tea Selling in Taiwan: The Key Roles of Tea Intermediaries®®

The Taiwanese tea industry got its start when tea trees imported from China got planted in the
Taiwanese hills in the mid-1800s. By the late 1920s, there were about 20,000 tea farmers in Taiwan,
who sold their product (so-called crude tea) to one of about 60 tea intermediaries, who in turn
sold it to 280 tea refineries located in Ta-tao-cheng, on the coast, ready for commercial sale and
exportation. The tea intermediaries traversed the hills of Taiwan to search for and buy tea then
bring it down to the dock to sell to refineries. But they also suffered a poor reputation among
both farmers and refineries. Intermediaries were accused of exploiting the market by buying low
and selling high; critics suggested that a simple direct trading system could be instituted to bypass
them completely.

Thus in 1923, the Governor-General of Taiwan set up a tea auction house in Ta-tao-cheng. Farmers
could ship their tea directly to the auction house, where a first-price, sealed-bid auction would
determine the price refineries would pay to obtain their products. The auction house’s operating
costs were covered by farmers’ membership fees, trading charges, and subsidies by the Governor-
General, so the tea intermediaries suddenly had to compete with the auction house. Despite this
new and well-supported form of competition, the intermediaries not only survived, they ultimately
forced the closing of the auction house. But how could this outcome arise if they were just

“exploiters” of the buy-sell situation? The answer is that they weren’t. They served key functions.
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First, the intermediaries facilitated search in the marketplace. An intermediary would visit
many farms, finding tea to sell, which constituted an upstream search for product supply. With
the product supply in hand, the intermediary would take samples to a series of refineries and
ask for purchase orders. Visiting multiple refineries was necessary because the same variety and
quality of tea could fetch very different prices from different refineries, depending on the uses
to which they would put the tea. This search process repeated every season, because each refin-
ery’s offer changed from season to season. The intermediaries thus found buyers for the farmers’
harvest and tea supplies for the refineries.

Second, tea intermediaries performed various sorting functions. Crude tea was highly het-
erogeneous; even the same species of tea tree, cultivated on different farms, exhibited wide
quality variations. Furthermore, 28 different species of tea trees grew in the Taiwanese hills!
The appraisal process, at both intermediary and refinery levels, therefore demanded con-
siderable skill. Refineries hired specialists to appraise the tea they received; intermediaries
facilitated this process by accumulating the tea harvests of multiple farmers into homogeneous
lots for sale.

Third, tea intermediaries minimized the number of contacts in the channel system. With
20,000 tea farmers and 60 refineries, up to 1,200,000 contacts would be necessary for each
farmer to market the product to get the best refinery price (even if each farmer cultivated
only one variety of tea tree). Instead, each farmer tended to sell to just one intermediary, such
that about 20,000 contacts existed at this first level of the channel. If the average intermediary
collected n varieties of tea, and we assume that each of the 280 intermediaries negotiated,
on behalf of the farmers, with all 60 refineries, we find [60 x 280 x n] negotiations between
intermediaries and refineries. The total number of negotiations, throughout the channel, in
the presence of intermediaries thus was [20,000 + 16,800 x n], a value that exceeds 1,200,000
negotiations only if the number of tea varieties exceeded 70. But because there were only
about 25 tea varieties in Taiwan at the time, intermediaries reduced the number of contacts
from more than 1 million to about 440,000.

Such value-added activities had been completely ignored in the attacks made on the tea inter-
mediaries as “exploiters.” The resulting failure of the government-sanctioned and -subsidized
auction house suggests that, far from merely exploiting the market, tea intermediaries were
efficiency-enhancing market-makers. In this situation, the intermediation of the channel added

value and reduced costs at the same time.

In many cases, one channel member serves as the channel captain, taking the
keenest interest in the workings of the channel for the focal product or service and
acting as the prime mover in establishing and maintaining channel links. The chan-
nel captain is often the manufacturer; it typically designs the overall go-to-market
strategy, particularly for branded products. In the subsequent sections, we thus take
the manufacturer’s perspective frequently when describing a marketing channel
strategy, but we explicitly acknowledge that manufacturers are not the only ones
that can function as channel captains.
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Manufacturers: Upstream Channel Members

When we refer to manufacturers, we mean the producer or originator of the prod-
uct or service being sold. In the modern retail marketplace, ownership of a brand
can belong to the manufacturer (Mercedes-Benz) or a retailer (e.g., Arizona cloth-
ing at JCPenney), or the retailer may be the brand (e.g., The Gap). Manufacturers
can produce brands, or they can sell private labels, and these two broad categories
feature some key distinctions. First, manufacturers that brand their products are
known by those names to end-users, even if intermediaries distribute their offerings.
Famous examples include Coca-Cola, Budweiser beer (owned by Anheuser-Busch
InBev), Mercedes-Benz, and Sony. Second, manufacturers that make products but
do not invest in a branded name for them produce private-label products,
and the downstream buyer (manufacturer or retailer) puts its own name on them.
For example, Multibar Foods Inc. makes private-label products for the neutra-
ceutical marketplace (health, diet, and snack bars); its branded clients include
Dr. Atkins’ Nutritionals and Quaker Oats Co. The company takes care of research
and development, so the expertise and knowledge it can provide make it valuable
to brand companies that hire it to produce their products.?® Branded manufactur-
ers sometimes choose to allocate some part of their available production capacity
to make private-label goods, though at the risk of helping a future competitor.
In the U.K. market, private labels account for more than half the goods sold in
leading supermarkets.?!

A manufacturer can produce a service too, such as the tax preparation services
offered by H&R Block (franchisor) or insurance policies provided by State Farm
or Allstate. These brands sell no physical products; rather, the companies create
tamilies of services to sell, which constitutes their “manufacturing” function. In
turn, marketing channel functions typically focus on promotional or risk-oriented
activities, such as when H&R Block promotes its services on behalf of both itself
and its franchisees with a guarantee to find the maximum tax refund allowed by
law. Insurance companies similarly tend to ignore physical products and focus on
promotions (on behalf of independent agents in the marketplace) and risk (here,
risk management is the very heart of the industry). Therefore, the lack of a physi-
cal product that needs to move through the channel does not mean that channel
design or management issues disappear.

As these examples also suggest, the manufacturer is not always the channel
captain. For branded, produced goods, such as Mercedes-Benz automobiles, the
manufacturer clearly serves this role; its ability and desire to manage channel efforts
proactively relates intimately to its investment in the brand equity of its offerings.
But a private-label apparel or neutraceutical manufacturer is not evidently the
owner of the brand name, at least from end-users’ perspectives, who instead see
another channel member (e.g., the retailer) as the apparent owner.

Nor does a manufacturer’s ability to manage production mean that it excels in
other marketing channel activities. An apparel manufacturer is not necessarily a
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retailing or logistics expert. But there are some activities that nearly every manufac-
turer must undertake. Physical product manufacturers must hold on to the product
and maintain ownership of it, until the product leaves their manufacturing sites
and travels to the next channel member. Manufacturers must engage in negotia-
tions with buyers, to set the terms for selling and merchandising their products.
The manufacturer of a branded good also participates significantly in promoting
its products. Yet various intermediaries in the channel still add value through their
superior performance of functions that manufacturers cannot, so manufacturers
voluntarily seek them out to increase their reach and appeal.

Intermediaries: Middle-Channel Members

The term intermediary encompasses any channel member other than the manu-
facturer or end-user. We differentiate three general types: wholesaler, retailer, and
specialized.

Wholesalers

Wholesalers include merchant wholesalers or distributors, manufacturers’ repre-
sentatives, agents, and brokers. A wholesaler sells to other channel intermediaries,
such as retailers, or to business end-users, but not to individual consumer end-users.
Chapter 7 discusses wholesaling in depth. Briefly, though, we note that merchant
wholesalers take title to and physical possession of inventory, store inventory
(frequently from multiple manufacturers), promote products in their line, and
arrange for financing, ordering, and payment by customers. They earn profits
by buying at a wholesale price and selling at a marked-up price to downstream
customers, then pocketing the difference (net of any distribution costs they bear).
Manufacturers’ representatives, agents, and brokers rarely take title to or physical
possession of the goods they sell (e.g., real estate agents do not buy the houses
they have been enlisted to sell); rather, they engage in promotion and negotiation
to sell the products of the manufacturers they represent and negotiate terms of
trade for them. Some intermediaries (e.g., trading companies, export management
companies) specialize in international selling, regardless of whether they take title
or physical possession; we elaborate on these intermediaries in Chapter 9.

Retail Intermediaries

Retailers come in many forms: department stores, mass merchandisers, hyper-
markets, specialty stores, category Kkillers, convenience stores, franchises, buying
clubs, warehouse clubs, direct retailers—to name just a few. Unlike purely whole-
sale intermediaries, they sell directly to individual consumer end-users. Their role
historically entailed amassing an assortment of goods that would appeal to consum-
ers, but today that role has greatly expanded. Retailers might contract to produce
private-label goods, such that they achieve effective vertical integration upstream in
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the supply chain. They also may sell to buyers other than consumers; Office Depot
earns significant sales by selling to businesses rather than consumers (i.e., about
one-third of its total sales), even though its storefronts nominally identify the chain
as a retailer. In particular, Office Depot’s Business Solutions Group sells services to
businesses through various routes, including direct sales, catalogs, call centers, and
Internet sites, and it makes these business-to-business sales services available in the
United Kingdom, the Netherlands, France, Ireland, Germany, Italy, and Belgium.*
Chapter 6 discusses retailing in depth.

Specialized Intermediaries

Specialized intermediaries enter the channel to perform a specific function; typi-
cally, they are not heavily involved in the core business represented by the products
being sold. For example, insurance, financing, and credit card companies are all
involved in financing; advertising agencies participate in the channel’s promotion
function; logistics and shipping firms engage in physical possession; information
technology firms may participate in ordering or payment functions; and marketing
research firms generate marketing intelligence that can support the performance of
many functions.

EXAMPLE: MTIME—BRINGING HOLLYWOOD TO ASIA (CHINA)

Established in 2005, Mtime (www.mtime.com) is China’s answer to Fandango, Rotten
Tomatoes, and IMDb. China is predicted to overtake the United States as the world’s largest
movie market, measured by box office revenues, relatively soon.?* The Mtime online portal
provides Chinese consumers with movie reviews, critics ratings, and a database of film synop-
ses going back to 1905. It also sells movie tickets online and provides partner theaters with
data about movie ticket sales, segmented by market. Mtime carries celebrity news and covers
movie premieres. Most Chinese consumers do not have access to Facebook and other Western
social media sites (which are blocked by the Chinese government), so portals like Mtime are
a primary source of news about Hollywood and celebrities. In 2015, Mtime partnered with
Dalian Wanda Group, China’s largest theater chain, to sell movie-themed merchandise in
theaters. Mtime also licenses products from Hasbro and Mattel, to sell through pop-up stores
and its own online portal. As a result of these varied appeals, Mtime boasts an estimated 160
million unique visitors a month and has been acquired by its erstwhile partner the Dalian

group for $350 million.*

End-Users: Downstream Channel Members

End-users (business or consumer) are channel members as well, because they can
and frequently do perform channel functions, just as other channel members do.
Businesses often stock up on raw materials for their operations; they are performing
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physical possession, ownership, and financing functions, because they buy a much
larger volume of product than they will use in the near future. They also pay for
the raw materials before they use them, thus injecting cash into the channel. While
storing the raw materials in their factories, they reduce the need for warehouse
space maintained by the supplier, thus taking on part of the physical possession
function. They bear all the costs of ownership too, including pilferage, spoilage, and
so forth. Naturally, these buyers expect a price cut for their bulk purchases, because
they are bearing so many more channel function costs.

Combinations of Channel Members

The various channel participants can come together in various ways to create an
effective marketing channel strategy. The optimal range and number of channel
members depend on the needs of the end-users and manufacturers. In addition, the
identity of the channel captain can vary from situation to situation. Appendix 1.1
outlines several different possible channel formats for manufacturers, retailers,
service providers, and other channel structures.

Online Channels

Online channels go by many aliases: e-commerce, e-tailing, online retailing, and
Internet channels, to name a few. Online channels offer a form of direct retail-
ing, such that the consumer uses an Internet-enabled device to order products or
services through the Internet and have them delivered, digitally or physically, to a
preferred location. They provide a 24/7 shopping environment and a much wider
array of goods and services available for purchase, unhindered by shelf-space
constraints. In addition, they offer consumers a means to shop from anywhere
and anytime, accessing vendors located in all corners of the world. Other nota-
ble strengths of online channels include their easy search functions; provision of
detailed product information, both from the manufacturer or retailer and in the
form of online reviews posted by other users; and helpful product and price com-
parison tools. Thus, by 2016, online sales accounted for 8.1 percent of all retail
sales; that number is expected to grow at double-digit rates in the next several
years.? The top 25 retailers earned combined online sales of $159 billion in 2016,
and notably, 18 of these 25 companies started as traditional brick-and-mortar
retailers (e.g., Walmart).?®

Yet online channels also feature limitations, in that end-users cannot touch, feel,
or try on products. Therefore, their return rates tend to be high, and the cost of
those returns must be absorbed by the system. The need to wait for physical product
delivery represents another drawback of online channels from end-users’ perspec-
tive. In a related sense, online channels are constrained when it comes to selling
items with a poor weight-to-value ratio; it even may be economically unfeasible for
a channel actor to ship low-priced but heavy products like concrete or rice.

11
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EXAMPLE: HOLLAR—TAKING THE DOLLAR STORE ONLINE (USA)

Hollar is an online dollar store, conceived of in 2015 when the founders saw that e-commerce
had not really penetrated this retail space. Existing companies such as Dollar General and Dollar
Tree had limited online presence, and e-commerce startups were focusing all their efforts on
more affluent customer groups. For Hollar, 80 percent of its traffic comes from customers using
their mobile devices to find items commonly found in drug stores, at much lower prices.?”
Many items cost $1, though the median price on Hollar is $5; nothing costs more than $10.
The company boasts more than 2 million active users.?® To deal with shipping costs, it avoids
carrying heavy items (an average shipment weighs 5 pounds) and requires a minimum order

of $10—though average order sizes reach about $30.

FROM A MULTI-CHANNEL TO AN
OMNI-CHANNEL WORLD

Some writers use the terms “multi-channel,” “omni-channel,” and “cross-channel”
loosely and nearly interchangeably.?’ Yet omni-channel and its variants are becom-
ing increasingly prevalent; in Figure 1.2, we graph the frequency of searches for the
term “omni-channel” in recent years.

This growth reflects market trends. The ever-growing share of online sales has
prompted most manufacturers to add online channels to their existing channels
mix. In certain industries (e.g., travel, books), online sales have decimated tradi-
tional intermediaries; in others, though (e.g., food retailing), the impact of online

FIGURE 1.2
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sales has been less dramatic. Initially, the emergence and growth of online sales
led brick-and-mortar retailers to initiate multi-channel strategies, by adding online
sales channels to their channel mix. More recently, some pure play online retailers,
including Amazon and Warby Parker, have decided they might want to be pres-
ent offline too, leading them to open a few physical stores. These choices are not
limited to retailers; upstream channel members also must decide whether to add
online channels.

The insurance sector offers a classic example. Most insurance companies distrib-
ute their products through independent agents, so they confronted a challenging
decision about whether to offer direct online sales. The pressure to add this online
channel largely came from competitive forces; online only and direct distribution
insurance companies were cutting into their markets. The traditional insurers also
realized that consumers’ preferences were evolving when it came to ways to buy,
learning valuable lessons from the fate of companies in other sectors that had
been totally upended by the Internet. Yet adding an online presence created the
risk that the insurance companies would alienate their primary channel partners,
insurance agents. Across various sectors—insurance and otherwise—many compa-
nies sought to add online or direct channels to their traditional physical channels,
while minimizing channel conflict, but for the most part, the integration across
channels was minimal.3°

The emergence of smart mobile devices, social networks, and in-store technol-
ogy has blurred the line between online and physical channels, though, and this
blurring is what omni-channel strategies are all about. Consumers can search for
information online with their smart devices while they are still in the store, giving
rise to both showrooming (using the store to try and touch products but buying
online) and webrooming (searching on the web but buying in the store). The
diminished boundaries between physical and online channels also precipitated the
necessary shift away from a multi-channel and toward an omni-channel perspec-
tive, because firms have no choice but to find ways to integrate their operations
seamlessly across channels. The lines will continue to blur with the greater pen-
etration of smartphones, increasing investments in virtual reality, and advancing
retail technologies that promise to help consumers virtually experience products
and even touch, see, or smell them remotely.

DISTINCTION BETWEEN MULTI-CHANNEL
AND OMNI-CHANNEL MARKETING
STRATEGIES: TRENDS DRIVING THE SHIFT

A multi-channel environment sets clear demarcations and silos between channels,
with the goal of optimizing the performance of each individual channel and coordi-
nating across them. That is, a multi-channel strategy entails leveraging multiple
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channels that operate relatively independently. There may be some coordination
and evaluation of the different channels, but they operate as clearly separate enti-
ties. Consumers engage in cross-channel shopping by switching among online,
mobile, and physical platforms during a single purchase transaction. But in many
organizations, the online and in-store experiences may be managed by separate
divisions, with differing priorities, so the experience is not really seamless for the
customer. Even in the face of well-entrenched cross-channel integration practices,
such as when consumers can buy online and pick up products in-store, or else buy
online and receive delivery, but then make returns in store, channel integration
remains a challenge and a work in progress.

An omni-channel system instead harmoniously integrates functions that allow
customers to shop—research, purchase, communicate, engage with, and
consume the brand—across online, mobile, social, and offline physical channels.
In an omni-channel world, channel arrangements help customers move seamlessly
and however they choose, across multiple channels during a purchase transaction.®!
As another key distinction, the concept of “consumer engagement” is central to
omni-channel approaches; they explicitly seek customer experience and engage-
ment through efforts that rely on social media, email, web links, mobile platforms,
store visits, promotional efforts, and so on. In this sense, an omni-channel strat-
egy incorporates various channels of communication, in addition to channels for
the physical transfer of goods.*? Noting these differences, we also highlight several
trends that are driving the shift.

Trend 1: Channel Participants Operate in a Connected World

Nearly 90 percent of Americans are online, more than three-quarters own a smart-
phone, nearly three-quarters have access to broadband services at home, and 70
percent of consumers use social media.** The ubiquity and universality of Internet
access have vastly influenced people’s shopping behavior. According to a Google
Consumer Barometer report, 52 percent of U.S. consumers research home furnish-
ings online prior to purchase; the incidence is even greater in Thailand, where 78
percent of shoppers do likewise.?* This survey further revealed that across a range
of 20 product categories, 35 percent of U.S. consumers sought advice through their
smartphones prior to purchase, and 36 percent engaged in online comparison shop-
ping. A high level of interconnectivity means that consumers freely move across
different channels, depending on their preferences at the time.

Trend 2: Cross-Channel Shopping

Consumers use their mobile phones in stores to check and compare prices, brands,
or products; they also might check out product reviews online and ask friends on
social media for advice.*® The resulting showrooming phenomenon means that
many consumers visit physical stores to inspect and try products but choose to
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make purchases online. Such activities can lead to conflict among upstream chan-
nel members, though, because one actor is paying all the costs of informing the
customer, while another one enjoys the benefits of the sale. Thus they have to
devise equitable compensation systems when one channel functions as a showroom
for another channel. Perhaps the most common type of cross-channel shopping
behavior is webrooming, such that consumers research products online before pur-
chasing them oftline.?¢ Warby Parker and Bonobos are pioneers in the online arena
that now operate physical showrooms too.

Trend 3: Altered Shopping Norms

The physical storefront continues to evolve; some retail futurists predict that stores
may become simply pared-down showrooms, with the mobile phone functioning
as the store of the future.’” The prediction has some reasonable support. Consider
how product review sites have altered basic pricing rules. In a world devoid of prod-
uct reviews, consumers tended to use price as a heuristic, often buying mid-priced
items but bypassing the most and least expensive items. But today, consumers are
more willing to buy the lowest-priced item in a product line, if the reviews are
good.® The proliferation of social media sites also means that the power, reach,
and frequency of word-of-mouth and shared reviews have increased manyfold. Not
only do consumers share information and offer recommendations, as well as seek
out information and advice from others to inform their own purchase decisions,
but they also can engage with brands and become brand advocates. Marketers can-
not control what consumers say, yet they can harness the power of social media
as a platform for co-creating experiences and engaging with consumers. Channel
managers should be mindful of privacy issues while they develop strategies to per-
sonalize their communications. A true omni-channel strategy integrates channels
of communication as a key part of the channel system.

Trend 4: Move to Services

The intangible nature of services creates challenges for marketing channels, in terms
of both governance and management.* In service channels, the focus is not on
taking title and inventorying but rather on creating customer engagement and cus-
tomer value. This focus provides opportunities for customization and co-creation.
As we have noted, online channels also totally disrupted service industries such as
travel and financial services, leading to the disappearance of many intermediar-
ies. The ability to remove or circumvent well-entrenched intermediaries from the
marketing channel and its value chain is disintermediation. Upstream channel
members often prefer to control the customer experience, which may lead them
to seek the disintermediation of downstream channel members. Tesla Motors’
direct distribution model excludes traditional dealerships, because the company
seeks to create a specific customer experience that goes beyond just its product offer.
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The approach has prompted intense lobbying and legal action from advocacy
groups and automobile associations, though,* which are seeking to avoid the fate
of intermediaries like travel agents.

The Internet also has spawned several consumer-to-consumer service businesses
with novel channel captains. For example, Airbnb enables consumers to rent out
extra rooms or vacation properties to other consumers who choose to stay in these
facilities rather than traditional hotel rooms. The American Hotel and Lodging
Association is lobbying regulators to put curbs on Airbnb operations, arguing that
the service being provided really is an unregulated hotel.*!

Trend 5: Targeted Promotions and Customer Insights

Targeted promotions delivered via email, online couponing, price matching, and
social media advertising are all tools that leverage new mass communication pro-
motional channels. They effectively harness customer relationship marketing and
social media benefits to facilitate an omni-channel strategy. For example, Walgreens
and Foursquare have partnered on a location-based social networking site that
provides electronic coupons to customers as soon as they enter a Walgreens store;
Catalina Marketing uses in-store purchasing histories to deliver personalized mobile
ads to consumers too.** Such technologies create a data-rich environment, as we
elaborate in Chapters 10 and 11.

But many retailers have not fully developed their webpages or e-stores to ensure
optimal presentations on various online and mobile platforms. In some cases,
their mobile and online channels even compete directly with each other. An
omni-channel strategy instead requires that upstream and downstream channel
members integrate their promotion, pricing, and brand positioning across chan-
nels. For example, in their online channels, retailers are not constrained by store
size or shelf space, so they can carry a wider assortment and potentially target more
customers. Thus Walmart can target higher-income customers through its online
and mobile platforms, competing with Costco and Amazon by selling higher-end,
branded items, even while maintaining its low-price positioning for in-store shop-
pers. Such end-user segmentation across channels is challenging; different end-users
seek varying bundles of services and thus prefer different channel arrangements. It
is up to upstream and downstream channel partners to synchronize the bundle of
services, and the costs involved in serving these customer segments, to find a fair,
appealing, efficient pricing strategy.

CHANNEL STRATEGY FRAMEWORK

An ecosystem—"a complex network or interconnected system”* or “everything that
exists in a particular environment”#*—is an apt term to describe a firm’s go-to-market
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strategies and associated sales channels. It involves an all-encompassing, intercon-
nected, complex network. In a multi-channel world, firms rely on multiple routes to
market, but in an omni-channel world, they must go further to develop a comprehen-
sive framework that captures a systemic view of the flows of material, information,
ownership, financing, promotion, and supporting services across channels. An
omni-channel view “rises above siloed behavior, unlocks values across devices and
platforms, and delivers a more curated and interactive brand experience.”* The mov-
ing parts that form the ecosystem come together and complement one another in
their capabilities.

Accordingly, an omni-channel ecosystem integrates domains that are often
analyzed separately, namely business-to-business (B2B) and channel intermediary
domains. Analyzing, designing, and developing the most effective go-to-market
omni-channel structure and strategies requires a thorough understanding of both
domains. This book combines them, but we also address the unique elements in
separate chapters.

Specifically, in Chapters 2-5, the focus is on the B2B domain, starting with
the assumption that developing an insightful omni-channel strategy requires
being fluent in channel fundamentals. We drill down to specify various aspects
of managing channel functions. In Chapter 2, we cover how channels cre-
ate value and provide solutions in an omni-channel world, according to the
functions and activities that exist in the channel and its participants. We also
introduce the channel audits and tools that marketers can use to identify gaps in
existing channels, along with a framework that can reveal if channel functions
should be performed in-house or outsourced, according to a make-or-buy channel
analysis. This chapter covers three key design questions: the degree of channel
intensity, mix of channel types, and use of omni-channel distribution. Overall,
the end objective must be that the channel design creates value by ensuring
that the needs of both upstream and downstream members of the channel are
meshed, in such a way that they can meet target end-users’ demands, with mini-
mum possible cost.

Rather than the channel design, Chapter 3 deals with channel power. Channel
managers need to understand the source of each channel membet’s power and
dependence and potential for channel conflict to develop before they can derive a
plan for building and maintaining relationships with channel partners. For exam-
ple, given the interdependence of channel partners who may not always have the
incentive to cooperate fully, what should a channel captain do to ensure an optimal
channel design? One approach is to leverage channel power. A channel member’s
power lies in their ability to control the strategic and tactical decisions of a channel
partner. These sources could serve to further the member’s individual ends, though
if it uses its channel power to get channel members to perform the jobs that an
optimal channel design specifies as their responsibility, the result will be a channel
that delivers the demanded service outputs at a lower cost.
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In Chapter 4, we go further into ways to manage channel relationships.
Relationships are important for both upstream and downstream channel mem-
bers, who participate in channel relationship lifecycles. We explore ways channel
members might build commitment and trust, but we also cover how dysfunctional
relationships, lacking in trust and commitment, can disrupt the channel. Finally, in
Chapter 5 we discuss the nature and types of channel conflict and how to measure
it in channel relationships, across both multi-channel and omni-channel contexts.
We also identity various conflict resolution strategies.

Turning to the channel intermediary domain, our goal is to identify the
best practices to integrate into an omni-channel system, according to the per-
spectives of the most common channel participants, structures, and strategies:
retailing (Chapter 6), wholesaling (Chapter 7), franchising (Chapter 8), and international
channels (Chapter 9). Retailing connects the channel to the end-user, and the mul-
tiplicity of retailing models available today offers testimony to the vast range of
end-user segments seeking different concatenations of service outputs. We address
various e-commerce topics too, such as digitization, showrooming, disinterme-
diation, virtual and augmented reality, social commerce, and mobile commerce.
Dramatic changes in the business environment—shifts from products to services,
increases in e-commerce, globalization—are leading to the emergence of new chan-
nel systems, with the potential to disrupt many traditional approaches. For example,
the shift to online purchases of books and music has dramatically transformed the
channel system for these products. Wholesaling is distribution’s “back room,” mov-
ing and holding product both efficiently (i.e., to minimize cost) and effectively
(i.e., to create spatial convenience and quick delivery). Franchising is an important
method of selling that allows small-businesspeople to operate retail product and
service outlets, with the benefits of a large-scale parent company’s (franchisor’s)
knowledge, strategy, and tactical guidance. The channels differ somewhat in inter-
national marketing, so we also address some of these challenges, especially for firms
that seek to reach the base or bottom of the pyramid; that is, the poorest consumers,
often living in remote regions of the world.

With Chapters 10 and 11, we pull all this information together to propose
omni-channel strategies. In Chapter 10, the focus is on the end-user. A fundamen-
tal principle of marketing is segmentation, which means dividing a market into
groups of end-users who are (1) maximally similar to one another and (2) maximally
different from other groups. For channel managers, segments can be best defined
according to the service outputs the end-user needs to obtain from that marketing
channel. A marketing channel is more than just a conduit for products; it is a means
to add value to the products and services marketed through it. In this sense, the
marketing channel represents another “production line,” engaged in producing not
the product (or service) that is being sold but rather the ancillary services that define
how the product will be sold. Value-added services created by channel members
and consumed by end-users, together with the product purchased, represent service
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outputs. Service outputs include (but are not limited to) bulk-breaking, spatial con-
venience, waiting and delivery time, assortment and variety, customer service, and
product/market/usage information sharing.

In Chapter 11, we detail four pillars of an omni-channel strategy: harnessing
customer knowledge, leveraging technology, managing channel relationships, and
assessing channel performance. We believe that to design an optimal channel strat-
egy for a targeted end-user market, the designer must audit the existing marketing
channels serving this segment. This audit should evaluate the capabilities of each
potential channel, in terms of the nine key channel functions (Figure 1.1), to deter-
mine how well it is suited to meet the segment’s service output demands. Channel
functions pertain to all channel activities that add value to the end-user, such
that we move beyond merely moving the product along the channel to include
promotion, negotiation, financing, ordering, payment, and so forth.

An omni-channel strategy is applicable both in consumer and business markets.
In Figure 1.3, on the left, we present upstream sellers of raw materials or compo-
nent parts. Most finished goods sellers are not fully vertically integrated, so they
obtain raw materials and component parts from upstream suppliers. These sup-
pliers may be grouped into tiers, depending on their degree of importance or the
amount of business they transact with the finished goods sellers. Upstream sellers
of raw materials and parts also use a variety of distribution methods to serve fin-
ished goods sellers.

Three primary drivers determine the suitability of a given channel: the size of
the customer (finished goods seller) and its buying preferences, as well as the sell-
er’s willingness and ability to interact through a certain channel. To earn business
from and manage relationships with larger customers, a supplier might deploy
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an in-house direct sales force, reflecting the potential size of their order and their
demand for guaranteed product availability or custom delivery options. Suppliers
alternatively might hire manufacturer representatives to transact with potential
customers. Some sellers (especially newer firms) may lack the resources needed to
develop an in-house sales force, and agents and brokers that already have connec-
tions with customers could offer an appealing option. These agents often carry a
portfolio of products from different manufacturers, which many customers pre-
fer, rather than being limited to transacting individually with different suppliers.
Finally, in globalized marketplaces, many international firms turn to agents and
brokers as a key mode of entry into new overseas markets.

A firm also might go through a wholesaler or distributor. Grainger is a lead-
ing industrial distributor that stocks nearly 1.5 million items (www.grainger.
com). Many finished product manufacturers source items from distributors such
as Grainger, which offer one-stop shopping convenience. Furthermore, Grainger
helps both suppliers and finished goods manufacturers with their supply chain
functions, such as inventory management. In other industries, such as pharma-
ceuticals, wholesalers play a more critical role; Amerisource Bergen, Cardinal
Health, and McKesson account for an estimated 90 percent of drug distribution
in the United States.*® These wholesalers often provide service for the complete
inventory line produced by manufacturers and have access to a wide array of
retail outlets (e.g., traditional pharmacies, supermarkets, mail order pharmacies,
hospitals). In technology sectors, value-added resellers also can be critical; these
distributors offer complete solutions packages that bundle components, software,
or hardware from a variety of providers or add features to existing packages. If
end-users need complete solutions that a single vendor is unable to provide, these
resellers become critical intermediaries, because customers prefer to buy through
them to obtain those value-added services.

Some firms instead turn to direct, B2B e-commerce, supported by proprietary
electronic data interchange (EDI) systems or cloud computing services provided
by companies like Amazon (https://aws.amazon.com/ecommerce-applications). In
the automotive industry, for example, finished goods sellers can find and transact
with component part suppliers using shared online platforms, some of which even
feature reverse auction mechanisms, such as Covisint (www.covisint.com). These
platforms allow firms to find suppliers that meet certain criteria, while also expand-
ing the suppliers’ options. Direct selling in B2B settings also can create challenges,
though, because buyers readily turn to these platforms to find alternative suppli-
ers, which might strain relationships that salespeople have spent years cultivating.
Salespeople also may need to leverage more communication tools, including social
media, even in a B2B context, but still deliver a consistent message across com-
munication channels. Thus, the role of the salesperson is poised to change in the
shifting omni-channel context.
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Most omni-channel research tends to focus on business-to-consumer contexts,
though,*” as represented on the right side of Figure 1.3. In reality too, such consid-
erations are prominent. Automakers are closely watching Tesla’s direct distribution
model to determine if it threatens to upend traditional distribution channels
through franchised dealers. At the same time, dealerships themselves increasingly
use the Internet to acquire customers, but they need to realize that those custom-
ers are better informed, having done plenty of research before they ever visit the
dealership. Consumers also can shop among various dealerships for the same vehi-
cle model, thus creating more intra-brand competition. For these customers, the
marketer needs to find an appropriate way to synergize the offline and online expe-
riences,* but also guard against the risk of revenue loss if consumers move from
one channel to another. A key question is whether customers that transact with the
company through a particular channel are more valuable than those that transact
through other channels.* Most evidence indicates that customers that use multiple
channels tend to be more profitable and transact more with the firm.5%!

Figure 1.4 summarizes the various challenges that managers face in developing
an omni-channel strategy. We highlight the need to integrate across marketing
and communication channels, to create unified brand experiences for customers.
By necessity, an omni-channel strategy is data rich and relies heavily on data
analytics. Furthermore, an omni-channel strategy demands pricing transparency
and consistent pricing across channels or even globally. Certain industries are
affected by the shift to an omni-channel environment more than others, though.
We develop all these themes throughout this book; more briefly, in Sidebar 1.2
we highlight challenges associated with deriving a distribution strategy. We
close with a brief example that highlights the opportunities and promises of an
omni-channel environment.
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SIDEBAR 1.2
E-Commerce in India: Channels Operate in an Ecosystem®253

China is the world’s largest e-commerce market; its 2016 sales of $681 billion made it nearly
twice the size of the U.S. market. In comparison, India’s e-commerce market is miniscule, cur-
rently earning sales of around $21 billion that might increase to $63.5 billion by 2021. Yet
despite this relatively small size, India’s e-commerce market is drawing vast attention from
global e-commerce giants; Amazon has made investments of close to $5 billion, and Softbank is
investing $2.5 billion. The reason for this interest actually parallels the reason that the market
has remained so small thus far.

That is, e-commerce in India has not spread because the Internet has not penetrated the
nation. The second most populous country in the world (more than 1.3 billion people), India also
is home to an estimated 730 million mobile-phone users—but only about 450 million people use
the Internet. Even as Internet penetration increases, reaching 31 percent of the country in 2017,
it lags greatly behind the rates of mobile users, who were 88 percent of the population in 2016.
The spread is even slower in rural areas, which are home to a population of 916 million people—
all potential e-commerce customers, if only they could access the online channels.

Another challenge also represents a potential opportunity. The poor penetration of credit
and debit services, along with consumer uncertainty about using them, imposes constraints on
any transactions that rely on anything other than cash on delivery.>* In such a system, channel
members tasked with delivering products and services often risk theft, whether of goods or cash.
These channel members cannot rely on air cargo options, though, because the available logis-
tics in India do not reach smaller towns and cities.*> When we include the challenges of online
channels that are inherent to the medium, such as the high rate of returns, the low numbers of
e-commerce customers start to make more sense.

Yet as penetration of both the Internet and credit services continues to spread, that vast
untapped market offers great promise for marketers. Even the clogged and congested Indian
roads may be an opportunity; people may learn to prefer to avoid the hassles of going out to
shop, and rural shoppers likely will appreciate a chance to get the coolest urban styles, without

having to venture into the big cities.

EXAMPLE: BEEPI/VROOM—SELLING USED CARS ONLINE (USA)

Would you buy a used car online, sight unseen? The process of buying used cars vexes many
consumers, and the phrase “used car salesperson” is a widely used pejorative term to denote
someone untrustworthy. But in Beepi’s novel consignment model, sellers consigned the car to
Beepi, which used its online portal to find buyers for the car and deliver it to them at the location
of their choice. The car remained with the seller while up for sale. For sellers, Beepi promised the

opportunity to get a higher return, while also eliminating the potential risk and hassle of dealing
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with strangers in a private-party sale. For buyers, it guaranteed a full refund if they did not like
the car and returned it within seven days, certified the car with a thorough inspection, and posted
several pictures of the car’s interior, exterior, and engine. The target market, consumers looking
for late-model used vehicles, could shop 24/7 and be freed of the challenges of haggling with a
used car dealer. The company also promised that its direct model would save consumers money.
Yet even after Beepi attracted funding to the tune of nearly $150 million, it could not sustain the

business; it was sold and now operates under the www.vroom.com umbrella.>®

Marketing channels are a set of interdependent organizations involved in
the process of making a product or service available for use or consumption.

Firms have to come up with a blueprint to deliver the firm’s offerings to the
end-user in a manner that conforms to their preferred mode and method of
buying and is efficient, cost-effective, and confers competitive advantage to
the firm. This is in essence the firm’s go-to-market strategy.

There are nine key channel functions that have to be performed: physical
possession, ownership, promotion, negotiation, financing, risking, ordering,
payment, and information sharing.

Technological advances are changing the channel landscape and altering
how end-users buy.

The growth of online channels led firms to utilize multi-channel strategies
where channels typically operate in silos as separate entities with less than
optimal integration and insufficient coordination. It also led to disinter-
mediation with well-entrenched intermediaries being removed from the
channel value chain. Also some well-established formats like department
stores are struggling to manage the onslaught from online channels and
adapt to changes in consumer buying preferences.

Today, the focus is moving from a multi-channel to an omni-channel
strategy where firms seek integration of the customers’ ability to research,
purchase, communicate, engage with, and consume a brand such that the
customer experience across online, physical, mobile, social, and communi-
cation channels is seamless and optimized.

The key players in a channel system include the manufacturers who are
upstream channel members, intermediaries like wholesalers, retailers who
are intermediate channel members, and end-users who are the downstream
channel members.
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e The key distinction between omni-channel and multi-channel is one of
seamless integration versus disjointed silos and that omni-channel captures
the notion of customer engagement in its DNA.

e The trends driving the migration to omni-channels are that consumers live in
a connected world where they engage in cross-channel shopping. Thus shop-
ping norms have been altered and this, coupled with the move to services and
the ability to generate deep consumer insights and create a custom, targeted
experience for end-users, necessitates a move to an omni-channel world.

e We view channel strategy as operating in an ecosystem.

e The key to an omni-channel strategy is to integrate across channels and
consumer touchpoints to create a transparent, seamless, and unified brand
experience for the end-user.

APPENDIX 1.1: ALTERNATIVE CHANNEL
FORMATS—DEFINITIONS AND EXAMPLES

Alternative channel formats may stem from any of the three sections of the
traditional distribution channel; that is, manufacturer, distributor, or customer.
But they also could have other bases. This appendix summarizes the variety of
channel formats and the characteristics on which they rely to gain strategic
advantages, as well as some examples of specific companies, types of companies,
or product categories that use the specific channel format. By comparing each
market against this information, channel managers can identify opportunities
and vulnerabilities.

Manufacturer-Based Channel Formats

1. Manufacturer Direct. Product shipped and serviced from manufacturer’s
warehouse. Sold by company sales force or agents. The wide variety of products
appeals to customers with few service needs and large orders. Many manufacturer-

direct companies also sell through wholesaler-distributors.
Examples: Hewlett-Packard, IBM, and General Electric sell to their largest
customers using a direct sales force.

2. Manufacturer-Owned Full-Service Wholesaler Distributor. An acquired
wholesale distribution company serving the parent’s and other manufactur-
ers’ markets. Typically, diverse product lines in an industry support synergies
between a company’s manufacturing and distribution operations. Because
of customer demand, some companies also distribute other manufacturers’
products.



THE OMNI-CHANNEL ECOSYSTEM 25

Examples: Revlon, Levi-Strauss, Kraft Foodservice, GESCO, clothing and
apparel products.

3. Company Store/Manufacturer Owutlets. Retail product outlets in
high-density markets; often used to liquidate seconds or excess inventory of

branded consumer products.
Examples: Outlet malls, hostess bakery outlets.

4. License. Contracting distribution and marketing functions through licensing
agreements, which usually grant exclusivity for some period of time. Often

used for products in the development stage of their lifecycle.
Examples: Mattel, Walt Disney, importers.

5. Consignment/Locker Stock. Manufacturer ships the product to the point
of consumption, but title does not pass until consumed. Risk of obsolescence
and ownership remains with manufacturer. Focus on high-price/high-margin

and emergency items.
Examples: Diamonds, fine art galleries, machine repair parts.

6. Broker. Specialized sales force contracted by manufacturer that also carries
comparable product lines and focuses on a narrow customer segment; product
is shipped through another format, such as the preceding options. Typically

used by small manufacturers attempting to attain broad coverage.
Examples: Schwan’s frozen foods, paper goods, lumber, newer product lines.

Retailer-Based Channel Formats

1. Franchise. Product and merchandising concept is packaged and formatted.
Territory rights are sold to franchisees. Various distribution and other services

are provided by contract to franchisees for a fee.
Examples: KFC, McDonald’s.

2. Dealer Direct. Franchised retailers carry a limited number of product lines
supplied by a limited number of vendors. Often these big-ticket items need

substantial after-sales service support.
Examples: Heavy equipment dealers, auto dealers.

3. Buying Club. Buying services requiring membership. Good opportunity for
vendors to penetrate certain niche markets or experiment with product varia-
tions. They also provide buyers with a variety of consumer services; today, they

are largely consumer-oriented.
Examples: Compact disc/tape clubs, book clubs.

4. Warehouse Clubs/Wholesale Clubs. Appeal is to price-conscious shopper.
Size is 60,000 square feet or more. Product selection is limited, and products are

usually sold in bulk in a “no-frills” environment.
Examples: Sam’s Club, Costco.
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5.

10.

11.

Mail Order/Catalog. Nonstore selling through literature sent to potential
customers. Usually has a central distribution center for receiving and shipping

direct to the customer.
Examples: Land’s End, Spiegel, Fingerhut.

. Food Retailers. Will buy canned and boxed goods in truckloads to take

advantage of pricing and manufacturing rebates. Distribution centers act as
consolidators to reduce the number of trucks received at the store. Pricing is
not required, because manufacturer bar codes are available. Includes full lines
of groceries, health and beauty aids, and general merchandise items. Some
food retailers have expanded into other areas, such as prescription and over-

the-counter drugs, delicatessens, and bakeries.
Examples: Publix, Safeway.

. Department Stores. These stores offer a wide variety of merchandise with

moderate depth. The product mix usually includes soft goods (clothing, lin-
ens) and hard goods (appliances, hardware, sporting equipment). Distribution
centers act as consolidators of both soft goods and hard goods. Quick response
for apparel goods demands a direct link with manufacturer. A national basis

motivates retailers to handle their own distribution.
Examples: JCPenney, Federated Stores.

. Mass Merchandisers. Similar to department stores, except product selection

is broader and prices are usually lower.
Examples: Walmart, Kmart, Target.

. Specialty Stores. Offer merchandise in one line (e.g., women'’s apparel,

electronics) with great depth of selection at prices comparable to those of
department stores. Because of the seasonal nature of fashion goods, partner-
ship with the manufacturer is essential. Manufacturer ships predetermined
store assortments and usually prices the goods. Retailers might have joint

ownership with the manufacturer.
Examples: The Limited, The Gap, Zales.

Specialty Discounters/Category Killers. Offer merchandise in one line
(e.g., sporting goods, office supplies, children’s merchandise) with great depth
of selection at discounted prices. Stores usually range in size from 50,000 to
75,000 square feet. Buys direct in truckloads. Manufacturer will ship direct to
the store. Most products do not need to be priced. National chains have created

their own distribution centers to act as consolidators.
Examples: Office Depot, Drug Emporium, Best Buy.

Convenience Store. A small, higher-margin grocery store that offers a limited
selection of staple groceries, non-foods, and other convenience items; for exam-
ple, ready-to-heat and ready-to-eat foods. The traditional format includes stores

that started out as strictly convenience stores, but they may also sell gasoline.
Examples: 7-Eleven, Wawa.
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12. Hypermarket. A very large food and general merchandise store with at least
100,000 square feet of space. Although these stores typically devote as much
as 75 percent of their selling area to general merchandise, the food-to-general

merchandise sales ratio typically is 60/40.
Examples: Auchan, Carrefour, Fred Meyer.

Service Provider-Based Channel Formats

1. Contract Warehousing. Public warehousing services provided for a fee, typ-

ically with guaranteed serviced levels.
Examples: Caterpillar Logistics Services, Dry Storage.

2. Subprocessor. Outsourcing of assembly or subprocessing. Usually performed
with labor-intensive process or high fixed-asset investment when customers
need small orders. These channel players are also beginning to take on tradi-

tional wholesale distribution roles.
Examples: Steel processing, kitting of parts in electronics industry.

3. Cross-Docking. Trucking companies service high-volume inventory needs by
warehousing and backhauling product on a routine basis for customers’ nar-
rower inventory needs. Driver picks inventory and delivers to customer after

picking up the customer’s shipment.
Examples: Industrial repair parts and tools, various supply industries.

4. Integration of Truck and Rail (Intermodal). Joint ventures between
trucking and rail companies to ship large orders door to door from supplier to

customer, with one way-bill.
Examples: Very economical for large orders, or from manufacturer to cus-
tomer for a manufacturer with a broad product line.

5. Roller Freight. Full truckload is sent from manufacturer to high-density cus-
tomer markets via a transportation company. Product is sold en route, and

drivers are directed to customer delivery by satellite communication.
Examples: Lumber products, large, moderately priced items with commodity-
like characteristics that allow for routine orders.

6. Stack Trains and Road Railers. Techniques to speed movement and elimi-
nate handling for product to be shipped by multiple formats. The importer might
load containers directed to specific customers on a truck body in Hong Kong,
ship direct, and unload onto railcars, which can eliminate two to three days’

transit time. Large customer orders using multiple transportation techniques.
Examples: Importers.

7. Scheduled Trains. High-speed trains leave daily at prescribed times from
high-density areas to high-density destinations. Manufacturer “buys a ticket” and

hooks up its railcar, then product is picked up at the other end by the customer.
Examples: High-density recurring orders to large customers with limited
after-sales service needs.
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8.

10.

11.

12.

13.

Outsourcing. Service providers sign a contract to provide total manage-
ment of a company’s activities in an area in which the provider has particular
expertise (computer operations, janitorial services, print shop, cafeteria, repair
parts, tool crib). The outsourcer then takes over the channel product func-
tion for products associated with the outsourced activity (janitorial supplies).
Outsourcing has spread to virtually every area of the business (repair part stock-
room, legal, accounting) and may not use merchant wholesaler-distributors.

Wide variety of applications and growing.
Examples: Infosys, R.R. Donnelly.

. Direct Mailer. Direct mail advertising companies expanding services in con-

junction with market research database services to directly market narrower line
products. Product logistics and support performed by either the manufacturer or

outsourced to a third party.
Examples: Big-ticket consumer products, high-margin, low-service-requirement
industrial and commercial equipment.

Bartering. Service provider, usually an advertising or media company, signs
a barter arrangement with a manufacturer to exchange product for media
advertising time or space. Bartered product is then rebartered or redistributed

through other channels.
Examples: Consumer and commercial products that have been discontinued
or for which demand has slowed considerably.

Value-Added Resellers (VARSs). Designers, engineers, or consultants for
a variety of service industries that joint venture or have arrangements with
manufacturers of products used in their designs. The VARs often get a commis-
sion or discount to service the product and carry inventory of high-turnover

items.

Examples: Computer software companies that market hardware for turnkey
products; security system designers that form joint ventures with electronics
manufacturers to sell turnkey products.

Influencers/Specifiers. Similar to a VAR, but these firms generally design
highly complex, large projects (commercial buildings), do not take title to
product, and have a group of suppliers whose products can be specified to the
design. Selling effort is focused on both the ultimate customer and the speci-

fier. Distribution of product is handled through other channel formats.
Examples: Architects, designers, consultants.

Financial Service Providers. These formats have historically been initiated
by joint ventures with financial service companies to finance margin purchases
for customers or dealers (e.g., floor planning). They have been expanded to
allow manufacturers to initiate distribution in new markets and assess these
markets. High-capital, highly controlled distribution channel for one or two

suppliers.
Examples: Branded chemicals, construction equipment.
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Other Channel Formats

1. Door-to-Door Formats. To some extent, these are variations on the channel
formats previously listed. These formats have existed in the United States since
pioneer days for products with high personal sales costs and high margins, sold
in relatively small orders (encyclopedias, vacuum cleaners). A wide range of
variations (e.g., home-party format) attempt to get many small buyers in one
location to minimize the sales cost and provide a unique shopping experience.
Variations of the format have also spread to industrial and commercial markets
to capitalize on similar market needs (e.g., Snap-On Tools uses a variation of
the home-party system by driving the product and salespeople to mechanics’
garages and selling to them on their lunch hours). Each format is different and
needs to be analyzed to understand its unique characteristics. A brief summary
of the more identifiable formats follows:

a. Individual On-Site. Very effective for generating new business for
high-margin products requiring a high level of interaction with customers.

Examples: Fuller Brush, Electrolux, bottled water, newspapers.

b. Route. Used to service routine repetitious purchases that do not need to be
resold on each call. Sometimes price is negotiated once and only changed on
an exception basis. This concept was historically more prevalent in consumer
lines (e.g., milk deliveries) but has recently spread to a variety of commercial
and industrial segments.

Examples: Office deliveries of copier paper and toner.

c. Home Party. Similar to individual on-site sales, this format takes the prod-
uct to a group of individuals.

Examples: Tupperware, Snap-On Tools.

d. Multi-Level Marketing. Salesperson not only sells products but recruits
other salespeople who become a leveraged sales force that gives the original
salesperson a commission on sales. Channel can be used for “high-sizzle,”
high-margin, fast-growth opportunities in branded differentiated products.

Examples: Amway, Shaklee, NuSkin, plumbing products, cosmetics, other
general merchandise.

e. Service Merchandising/“Rack Jobbing.” Similar to a route but expanded
to provide a variety of services with the product. Originally, the rack jobber
sold small consumer items to grocery stores, merchandised the product, and
owned the inventory, merely paying the retailer a commission for the space.
This concept is expanding to commercial, industrial, and home markets in
a variety of niches: maintaining a stockroom of office supplies, maintaining
repair parts stock, servicing replenishable items in the home such as chemi-
cals, purified water, salt, and so on.

Examples: Specialty items and gadgets or novelties, paperback books, magazines.
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2. Buyer-Initiated Formats. These formats have been built on the concept

of all buyers joining together to buy large quantities at better prices. It has
expanded to give these buyers other securities and leverage that they might not
be able to obtain on their own (e.g., private labeling, advertising design). As
with the door-to-door concepts, variations of this concept are proliferating to
meet individual buyers’ needs.

a. Co-op. Companies, usually in the same industry, create an organization
in which each member becomes a shareholder. The organization uses the
combined strength of the shareholders to get economies of scale in several
business areas, such as purchasing, advertising, or private-label manufactur-
ing. This format is generally designed to allow small companies to compete
more effectively with large competitors. Although wholesaler-distributors
can form or join co-ops, their use as an alternative channel format may
direct buyers from nonwholesaler-distributors.

Example: Topco.

b. Dealer-Owned Co-op. Similar to the co-op format, except the co-op may
perform many of the functions rather than contracting for them with third-
party suppliers (e.g., own warehouses). Shareholders/members are generally
charged a fee for usage, and all profits in the co-op at year-end are refundable
to the shareholders on some prorated basis. In many instances, this format
has elements of a franchise.

Example: Distribution America.

¢. Buying Group. Similar to the co-op, except the relationship is usually less
structured. Companies can be members of several buying groups. The loose
affiliation usually does not commit the members to performance. This format
has taken on a host of roles. A group can buy through the wholesale distribu-
tion channel or direct from manufacturers. Often, wholesaler-distributors are
members of buying groups for low-volume items.

Example: DPA Buying Group.

3. Point-of-Consumption Merchandising Formats. This concept has

grown, from the practice of strategically placing vending machines where
demand is predictable and often discretionary and the cost of selling through
a full-time salesperson would be too high, to never-before-imagined commer-
cial, industrial, and home markets for products and services. The increased use
of technology and telecommunications has opened this channel to even more
products and services.

a. Vending/Kiosks. Kiosks have historically been very small retail locations
that carry a very narrow product line. Through interactive video, online
ordering technology, and artificial intelligence, this format has been sig-
nificantly enhanced and can operate unattended. It is also being used for



THE OMNI-CHANNEL ECOSYSTEM

point-of-use dispensing of maintenance supplies and tools. “Purchases” are
recorded in a log by the computer to control inventory shrinkage and bal-
ance inventory levels.

Examples: Film processing, candy, tobacco, compact discs, and tapes.

b. Pay-Per-Serving Point of Dispensing. Product is prepared or dispensed
by vending machine at the time of purchase. Vending machines for soup and
coffee, soft drinks, and candy or food are usual uses of this format, but it is
expanding to include such foods as pizza and pasta.

Examples: Beverages, food.

c. Computer Access Information. Many of the computer access informa-
tion formats have not necessarily altered the product function (products
are not available online), but they have significantly altered the service and
information function by uncoupling them from the product, such that the
product can pass through cheaper channels.

Examples: Online information services, cable movies, news wire services,
shopping services for groceries.

4. Third-Party Influencer Formats. These formats are designed around the
concept that an organization that has a relationship with a large number of
people or companies can provide a channel for products and services not tra-
ditionally associated with the organization (e.g., school selling candy to the
community, using school children as a sales force). Again, the concept has
broadened across both the commercial and industrial sectors and deepened in
terms of the products and services offered.

a. Charity. This format typically involves sales of goods and services in which
the sponsoring charitable organization receives a commission on the sale. All
types of products can be included, shipped direct or outsourced. Sales forces
may be non-paid volunteers.

Examples: Market Day, World’s Finest Chocolate.

b. Company-Sponsored Program. Employers contract with companies for
products and services for their employees or segments of employees on an
as-needed basis. The provider has access to the employee base.

Examples: Healthcare and drug services, car maintenance.

¢c. Premium and Gift Market. Companies buy products customized with
company logos or names for sale or distribution.

Examples: Pens, plaques, awards, T-shirts, novelties.

d. Product Promotion Mailing with Normal Correspondence.
Promotion of products is done by mailing to customers with letters and
perhaps phone call follow-up. Typically involves promotional inserts with
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credit card and other billings. Logistics and order fulfillment activities may
be handled by others.

Examples: American Express, VISA, MasterCard.

Customer List Cross-Selling. An unusual format, in that the customer
list is sold by one company to another. In effect, the marketing function is
circumvented. Started in the customer industry but migrating to commercial
and industrial segments.

Examples: Catalog companies, credit card companies.

5. Catalog and Technology-Aided Formats. The time-honored catalog
marketing channel dates back to their use by department stores to extend
merchandising abilities to a predominantly rural U.S. population in the late
1800s. Catalog use has expanded dramatically to follow the buying habits of
consumers and institutions. Although it continues to be a threat to traditional
merchant wholesaler-distributors, through mail order and links to technology,
catalogs have become sales tools for some wholesaler-distributors. The format
should be evaluated carefully in all sectors of the market, as follows:

a.

Specialty Catalogs. Uses catalogs to promote a narrow range of special
products or services. Mailing to potential and repeat customers. Orders come
in by mail or phone.

Examples: Eddie Bauer, Bass Pro Shops, Williams Sonoma.

. Business-to-Business Catalogs. Similar to specialty catalogs except that

the product and customer focus is on business.
Example: Moore Business Forms.

Television Home Shopping and Satellite Networks. Heavily depend-
ent on technology, these methods offer shopping in the comfort of people’s
homes. Also has business applications. Orders are placed by phone.

Example: Home Shopping Network.

. Interactive Merchandising. Could embody many of the attributes of the

three preceding types, but also allows for extensive, interactive, in-store capa-
bilities, as well as online ordering. It may offer inventory checking or physical
modeling capabilities and unusually extensive communication linkages.

Example: Rockar Hyundai store which dispenses with commissioned sales
people and instead uses interactive hi-tech displays and gadgets along with
human “brand angels” to educate consumers on car features.’

Third-Party Catalog Services. Catalog selling format in which one or
more suppliers provide a combined catalog for a group of customers fre-
quenting a certain place.

Examples: Airline in-flight magazines and catalogs, in-room hotel publications.
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t. Trade Shows. A format used in some segments for direct sales order activ-
ities. Suppliers sell from booths at major trade shows or conventions. Also
used for retail applications.

Examples: Boats, cars, hardware/software applications.

g. Database Marketing. Databases of customer buying habits and demo-
graphics are analyzed to enable the company to target customers for future
mailing. Also used for retail applications.

Examples: Large grocery/consumer products companies, telephone companies.
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CHAPTER 2

Channel Basics

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

¢ Define the generic channel functions that characterize costly and value-added channel activities.

e Understand how the efficiency template helps codify channel function performance according
to the channel and channel participant.

¢ Describe the role of channel function allocation in designing a zero-based channel.

e Recognize how channel function performance leads to appropriate allocations of channel
profits among channel members, using the equity principle.

e Locate channel function analysis within an overall channel audit process.

e Use the efficiency template, even in conditions with little information.

e Define service and cost gaps and describe the sources of these gaps.

e Perform a gap analysis using both service and cost gap analysis templates.

e Appreciate the challenges of conducting a channel audit in an omni-channel environment.

INTRODUCTION

The Importance of Marketing Channel Strategies

As outlined in Chapter 1, most products and services go through multiple mar-
keting channels before consumers can purchase them. Thus, a central task for
marketing is to design and manage a channel structure that can ensure the
overall channel system operates efficiently and effectively. These challenges are
compounded in omni-channel environments, where firms must integrate their
operations and synchronize the customer experience across multiple channels.
The channel provides a gateway between the manufacturer and the end-user; in
few situations do end-users interact directly with the manufacturer. Therefore,
their channel experience determines people’s perceptions of the manufacturer’s
brand image and end-user satisfaction.
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General Motors’ now defunct Saturn brand transformed the car-buying experience
for customers, resulting in a cult-like brand that inspired great customer loyalty. At
Saturn dealerships, salespeople earned a flat fee, rather than commissions, which
meant there was no high-pressure selling or haggling on price. Each car was deliv-
ered to customers with a full tank of gas, and celebratory pictures captured the
moment they took possession of their new cars.! These channel-specific elements
helped differentiate the company’s market offering from those of its competitors.
Such differentiation is fundamental to building and maintaining a competitive
advantage, such that even as a new brand in the competitive automotive market,
Saturn was able to position itself as a “different kind of car company.” In short, a
strong channel system is a competitive asset, not easily replicated by other firms,
which means it is a source of a sustainable competitive advantage.

If it adopts a less-than-effective channel strategy, a manufacturer’s products or
services will suffer from limited reach and insufficient attractiveness to buyers,
who may prefer to buy in a different manner. In this chapter, we take a close look
at channel basics, including the functions and activities that occur in marketing
channels. In doing so, we explain why marketing channels exist in the first place.
We also outline how channel audits can create more efficient, responsive channel
structures.

Why Do Marketing Channels Exist?

We noted in Chapter 1 that channels are essentially sets of interdependent organi-
zations that act as teams and operate on trust. But manufacturers seemingly could
just sell their products and services directly to all end-users. If they did, they could
avoid depending on other parties and retain full control over their distribution. So
why do marketing channels even exist? The answer involves balancing the benefits
of interacting directly with end-users with its incremental costs (e.g., breaking bulk
early in the distribution process, shipping many small packages to many different
locations rather than large shipments to few locations). This balance shifts con-
stantly, though, so once it is in place, a marketing channel constantly must change
and develop new forms. To devise optimal channel structures and strategies, it thus
is critical to understand the benefits that intermediaries in the channel provide to
both upstream and downstream channel members, which we refer to as the service
outputs provided by the channel.

Benefits for Downstream Channel Members

Search Facilitation

Marketing channels with intermediaries arise partly because they facilitate searches.
The search process is characterized by uncertainty for both end-users and sellers.
End-users need to be able to find the products or services they want; sellers need
to know exactly how to reach their target end-users. If intermediaries did not exist,
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sellers without an already established brand name would be unable to generate
many sales. For example, consumers perceive product quality as higher when they
can access products through retailers with strong reputations.? This type of guaran-
tee is needed, because end-users rarely have enough information to know whether
to believe manufacturers’ claims about the nature and quality of their products.
Nor can manufacturers be certain that they are reaching the right kinds of end-user
through their promotional efforts. Intermediaries such as retailers thus facilitate
search on both sides of the channel.

EXAMPLE: COBWEB DESIGNS (UK)

Cobweb Designs, a high-quality needlework design firm headquartered in Scotland, is the sole
licensee for needlework kits relating to the Royal Family, the National Trust for Scotland, the
architect Charles Rennie Mackintosh, and the great socialist writer and designer William Morris.
Cobweb’s needlework kits are available at all retail outlets of the National Trust for Scotland,
as well as on the company’s website (www.cobweb-needlework.com), but its proprietor Sally
Scott Aiton also wanted to reach the large, dispersed market of potential buyers in the United
States. Aiton sought retail placements in gift shops at major art museums and botanical gardens.
Gaining shelf space in a gift shop of a museum like the Smithsonian Institution in Washington,
D.C. or the Art Institute of Chicago could greatly enhance the company’s sales reach, because
U.S. consumers who do not frequently travel to the United Kingdom still could find the compa-
ny’s designs (or become aware of them). Such retailers, which offer compelling brand images on
their own, thus facilitate the search process on the demand side: a consumer seeking museum-
reproduction needlework kits knows that she can find them at museum shops, along with other
museum-reproduction products. Similarly, from Cobweb’s point of view, museum shops have
images that are consistent with the high quality of Cobweb Designs’ kits, such that they are
likely to attract visitors who tend to represent Cobweb’s target market. Such access to a broad
base of viable buyers again facilitates search, this time from the manufacturing end of the chan-
nel. In short, the intermediary (retail museum shop) becomes the “matchmaker” that brings the

buyer and seller together.

Sorting

Independent intermediaries perform the valuable function of sorting goods and
thus resolving the natural discrepancy between the assortment of goods and ser-
vices produced by a manufacturer and the assortment demanded by the end-user.
This discrepancy arises because manufacturers typically produce a large quantity
of a limited variety of goods, whereas consumers demand only a limited quantity
of a wide variety of goods. Intermediaries can sort out and break down hetero-
geneous supply into separate stocks that are relatively homogeneous (e.g., a citrus
packing house sorts oranges by size and grade) or else perform accumulation and


http://www.cobweb-needlework.com

CHANNEL BASICS

combine similar stocks from multiple sources to provide broader, more homoge-
neous supply (e.g., wholesalers accumulate varied goods for retailers, and retailers
accumulate goods for consumers). In short, intermediaries help end-users access a
unique combination of product and channel services that are attractive to them.
In this sense, intermediaries create utility for end-users. In particular, they provide
possession, place, and time utilities, such that they ensure a product is available with
the assortments and in the places that are most valuable to target end-users, at the
right time.

Benefits to Upstream Channel Members

Routinization of Transactions

Each purchase transaction involves ordering, determining the valuation of, and
paying for goods and services. The buyer and seller must agree on the amount,
mode, and timing of payment. These costs of distribution can be minimized if
the transactions are routinized; otherwise, every transaction would be subject to
bargaining, with an accompanying loss of efficiency.

Routinization also leads to the standardization of goods and services whose per-
formance characteristics can be easily compared and assessed. It encourages the
production of items with greater value. In short, routinization leads to efficiencies in
the execution of channel activities. Continuous replenishment programs (CRP) remain
an important element of efficient channel inventory management. First created by
Procter & Gamble in 1980 to ship Pampers diapers to a retailer’s warehouses auto-
matically, without requiring retail managers to place orders, CRP came to Walmart
in 1988—and the rest is retailing history. In CRP, manufacturing and retailing
partners share inventory and stocking information to ensure that no products are
under- or overstocked on retail shelves. These systems typically increase the fre-
quency of shipments but lower the size per shipment, producing lower inventories
held in the system and higher turnaround, both of which are sources of increased
channel profitability. Moreover, CRP systems reduce inventory carrying costs, mini-
mize the need for purchase orders, and often create closer relationships between the
parties involved, resulting ultimately in greater channel loyalty.®> However, a CRP
also demands a routinized, strong relationship between channel partners. Trust,
or confidence in the reliability and integrity of a channel partner, is required to
achieve the high degree of cooperation among channel partners that is necessary to
manage the CRP over time.*

Fewer Contacts

Without channel intermediaries, every producer would have to interact with
every potential buyer to create all possible market exchanges. As the impor-
tance of exchange in a society increases, so does the difficulty of maintaining
all of these interactions. Consider a simple example: in a small village of only
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10 households trading among themselves, 45 transactions would be necessary
to conduct decentralized exchanges at each production point (i.e., [10 x 9]/2).
But if the village added a central market with one intermediary, it could reduce
the complexity of this exchange system and facilitate transactions, such that
only 20 transactions would be required to carry out the centralized exchange
(10 + 10).

Implicit in this example is the notion that a decentralized system of exchange is
less efficient than a centralized network that uses intermediaries. The same rationale
applies to direct selling from manufacturers to retailers, relative to selling through
wholesalers. Consider Figure 2.1. Assuming four manufacturers and 10 retailers that
buy goods from each manufacturer, the number of contact lines amounts to 40. If
the manufacturers sold to these retailers through one wholesaler, the number of
necessary contacts would fall to 14.

The number of necessary contacts instead increases with more wholesalers. For
example, if the four manufacturers in Figure 2.1 used two wholesalers instead of
one, the number of contacts would rise from 14 to 28; with four wholesalers, the
number of contacts grows to 56. Thus, employing more and more intermediaries
creates diminishing returns, viewed solely from the point of view of the number
and cost of contacts in the market. Of course, in this example we assume that each
retailer contacts each of the wholesalers used by manufacturers. But if a retailer
prefers a certain wholesaler, any effort by the manufacturer to restrict the number
of wholesalers creates the risk of excluding the retailer’s preferred wholesaler from
the channel, which could leave the manufacturer unable to reach the market served
by that retailer.

In this simplistic example, we also assume that the cost and effectiveness of
each contact—manufacturer to wholesaler, wholesaler to retailer, manufacturer
to retailer—are equivalent. Such an assumption clearly does not hold in the real
world, where selling through one type of intermediary generally entails very dif-
ferent costs from those accrued by selling through another intermediary. Not all
intermediaries are equally skilled at selling or are motivated to sell a particular
manufacturer’s product offering, which certainly affects the choice of which and
how many intermediaries to use.

Thus we assert that it is the judicious use of intermediaries that reduces the number
of contacts necessary to cover a market. This principle guides many manufactur-
ers that seek to enter new markets but want to avoid high-cost direct distribution
through their own employed sales forces. The trend toward rationalizing supply
chains by reducing the number of suppliers also appears consistent with reducing
the number of contacts in the distribution channel.

In summary, intermediaries necessarily participate in marketing channels because
they both add value and help reduce costs. These roles raise another key question,
then: what types of work do the channels themselves actually perform?
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THE KEY FUNCTIONS MARKETING
CHANNELS PERFORM

Channel Functions

The marketing channel, through its members, performs a range of channel
functions that constitute a process, flowing through the channel, performed at
different points in time by different channel members. In business settings, these
functions entail carrying or holding inventory, generating demand through sell-
ing activities, physically distributing products, engaging in after-sales service, and
extending credit to other channel members. We introduced this list of nine universal
channel functions in Chapter 1; they would be performed in a hypothetical channel
that consists of producers, wholesalers, retailers, and consumers. Some functions
move forward through the channel (physical possession, ownership, and promo-
tion); others move up the channel from the end-user (ordering and payment); and
still other channel functions can move in either direction or reflect activities by pairs
of channel members (negotiation, financing, risk, information sharing).

Channel functions take different forms in different points of the channel. It
is common for spare parts distribution to be handled by a separate third-party
distributor, uninvolved in the distribution of original products, for example.
Three competing manufacturers—Ingersoll-Rand International Bobcat, Clark
Material Handling, and the Spicer Division of Dana Corporation—all use the
same German third-party logistics (3PL) firm, Feige, to handle their non-U.S. dis-
tributions of spare parts. Feige simplifies the otherwise difficult job of managing
spare parts inventories that must be shipped quickly to multiple countries with
different language traditions. Feige not only receives, stores, and ships spare
parts, it also provides debt, credit, and cash management services for its manu-
facturer clients. Dealers can order from Feige online and track their orders, after
first checking that the desired parts are in stock. Feige’s sophisticated informa-
tion technology systems produce a remarkable 95 percent in-stock rate for its
dealer customers. Customers’ constant demands for quick delivery of spare parts
make the use of this intermediary a superior strategy, from both cost-control
and demand-satisfaction perspectives.® In such situations, a channel designer
even might present its two physical possession activities (original equipment
versus spare parts) separately, because they represent important, unique functions
in the movement of products to the market.

Not every channel member needs to participate in every channel function.
Specialization is a hallmark of an efficient channel. For example, physical posses-
sion of a product could move from the manufacturer to wholesalers to retailers
and finally to end-users; an alternative channel might eliminate wholesalers and
rely instead on manufacturers’ representatives, who never take physical possession
or ownership. The physical possession function still is performed by the manufac-
turer and retailer in this case, but not by other intermediaries. In general, channel



CHANNEL BASICS

functions get shared only by channel members that can add value or reduce costs
by bearing them. However, specialization also increases interdependencies in chan-
nels, creating a need for closer cooperation and coordination in channel operations.

In addition, the performance of certain channel functions is correlated with that
of other functions. Any time inventories are held and owned by one member of
the channel system, financing is occurring. That is, when the wholesaler or retailer
takes title and assumes physical possession of some portion of a manufacturer’s
output, this intermediary is financing the manufacturer, because the greatest com-
ponent of carrying costs is the capital tied up by inventories held in a dormant
state (i.e., not moving toward final sale). Other carrying costs include obsolescence,
depreciation, pilferage, breakage, storage, insurance, and taxes. If the intermediary
does not have to invest funds to pay inventory-holding costs, it can invest instead
in other profitable opportunities. Capital costs thus equal the opportunity costs of
holding inventory.

As this discussion suggests, given a set of functions to be undertaken in a channel,
a manufacturer must assume responsibility for some, shift others to various inter-
mediaries in its channel, or even shift everything. Accordingly, we note another
important truth about channel design and management: it is possible to eliminate
or substitute for the members of the channel but not for the functions they perform.
When channel members leave the channel, their functions shift, either forward or
backward, to be assumed by other channel members. Thus a channel should elim-
inate a member only if the function it performs can be done more effectively or
less expensively by other channel members. Cost savings achieved by eliminating
a channel member result not because that member’s profit margin gets shared by
the rest of the channel but rather because the functions previously performed by
that channel member get completed more efficiently with another channel design.

Finally, we highlight an important channel function that permeates all value-
added activities of a channel: information sharing. Manufacturers share product
and sales information with their distributors, independent sales representatives, and
retailers, which helps them perform the promotion function better. Consumers pro-
vide information about their preferences to the channel, which improves its overall
ability to supply valued services. Producing and managing this information effec-
tively is central to distribution channel excellence.

To design an optimal channel strategy for a targeted end-user market, the designer
needs to audit the existing marketing channels serving this segment to evaluate
the capabilities of each potential channel, in terms of the nine key functions and
how well each version meets the segment’s service output demands. Channel func-
tions pertain to all channel activities that add value to the end-user, beyond merely
handling or moving the product along the channel, and include promotion, nego-
tiation, financing, ordering, payment, and so forth. Along with these performance
considerations, channel structure decisions must reflect an effort to minimize chan-
nel function costs. Each channel member has a set of channel functions to perform;
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ideally, the allocation of activities results in their most reliable performance at a
minimum total cost. This task is not trivial; it involves comparing activities across
different members of the channel.

Designing Channel Structures and Strategies

A channel manager conducts analyses to determine the degree of channel inten-
sity, mix of channel types/identities, and use of dual distribution, as well as to
close any service or cost gaps. By identifying demands for service outputs among
different segments in the market, a channel analyst can find an optimal channel
structure to satisty them efficiently and effectively.

For each segment, the level of intensity, or the number of channel partners
competing for customers, must be determined. A channel might include many
retail outlets (intensive distribution), just a few (selective distribution), or only
one (exclusive distribution) for a given market area; determining which option to
choose depends on both efficiency and implementation factors. More intensive dis-
tribution makes the product more readily available to all target end-users, but it also
can create conflict among the retailers that compete to sell it.

Imagine a channel manager seeking to sell a line of fine watches in retail stores.
Which types and exact identities of channel partners are optimal: upscale outlets,
such as Tiffany’s, or family-owned local jewelers? This choice has implications for
both channel efficiency and brand image. If the company also seeks to distribute its
products in foreign markets, it needs to choose a distributor that can sell overseas,
leveraging its good relationships with local channel partners in the target market.
Therefore, this choice significantly affects the potential success of the firm’s for-
eign market entry. Finally, the channel type decision refers to multiple levels of
the channel structure. For example, an ethnic food manufacturer could sell its gro-
cery products through small independent retailers with urban locations or with
large chains that operate discount warehouse stores or by using various online-
only outlets. Moving up the channel, additional decisions pertain to whether to
use independent distributors, sales representative companies (called “reps” or “rep
firms”), trucking companies, financing companies, export management companies,
or any of a host of other possible independent distribution channel members that
could be incorporated into the channel design.

Channel decisions derived from make-or-buy analyses—which indicate whether
to vertically integrate or outsource—represent another critical strategic choice,
because a firm’s decision to own some or all of its marketing channel has an endur-
ing influence on its ability to distribute and produce. The manufacturer becomes
identified with its marketing channels, which influence its end-users and deter-
mine their perceptions of its image. The manufacturer also gains some market and
competitive intelligence from these channels: what a manufacturer knows (or can
learn) about its markets is heavily dependent on how it goes to market. Among
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downstream channel members, decisions to integrate backward would put them
in conflict with other suppliers and eat up resources, which may jeopardize their
ability to offer unbiased advice to their customers, yet for many, moving up the
value chain seems irresistible (why let the producer take all the margins when the
downstream channel member understands demand better?).

Such possibilities for unintended consequences highlight the need for a good
understanding of the optimal channel structure and strategy to reach each targeted
segment. This insight gives channel managers the freedom to establish the best pos-
sible channel design—as long as no other channel currently exists in the market for
this segment. If a preexisting channel already is in place, though, channel managers
need to undertake a gap analysis to identity the differences between an optimal and
the actual current channel. For example, service output might be under- or oversup-
plied. Undersupply usually is obvious: the target segment expresses dissatisfaction
with the insufficient level of service they receive. But the problem is more subtle in
the case of oversupply, because target end-users get all the services they desire—and
then some. Because that service is costly to supply, though, oversupply may lead to
higher prices than target end-users ultimately will be willing to pay.

AUDITING MARKETING CHANNELS

As the previous section indicated, designing an optimal channel structure and
strategy demands various analyses. A basic precept of marketing is that sellers
must seek to identify and meet the needs of their end-users in the marketplace.
For a marketing channel strategy, this precept means that marketers should be
cognizant of how consumers prefer to buy and the type of services they want,
so that the resulting marketing channel system produces the service outputs
demanded by these targeted end-user segments. Thus, a key step in the process,
after identifying targeted segments of end-users, is to audit existing marketing channels.
Such audits evaluate each available channel member’s capability to provide
service outputs efficiently (bulk-breaking, quick delivery, spatial convenience,
assortment, variety, information sharing). This evaluation must include both
the level and the cost of the service outputs provided by each channel member,
because end-users are sensitive to the overall utility provided by the channel (i.e.,
benefits at a given price). Manufacturers, wholesalers, and retailers all participate
in marketing channels to create the service outputs demanded by their target
end-users. Just as the machinery in a production plant produces physical prod-
ucts, the members of a marketing channel are engaged in productive activity,
even if what they produce is intangible. In this sense, productivity derives from
the value that end-users place on the service outputs that result from channel
efforts. The activities that produce the service outputs demanded by end-users
are the channel functions.

45



46

CHANNEL BASICS

Auditing what channel functions get performed by each channel member in the
existing channel system, by whom, at what levels, and at what cost, provides several
important benefits:

1. Detailed knowledge of the capabilities of each channel member allows them
to diagnose and remedy shortcomings in the pricing and provision of service
outputs to targeted segments.

2. An audit may identify gaps in service outputs desired by targeted end-user seg-
ments, such that service providers can add necessary new channels or revise
currently existing ones to address the shortcomings.

3. Knowing which channel members have incurred the costs of performing which
channel functions helps members allocate channel profits equitably. In turn,
channel members can better preserve a sense of fairness and cooperation and
avert channel contflicts.

Our discussion in this section accordingly focuses on identifying and describing
channel functions, as well as outlining how managers can audit channel systems to
identify a zero-based channel, service gaps, or excessive costs.

Specific channel members can specialize in one or more channel functions, even
as they remain excluded from other activities. This exclusion condition may make
it appear tempting to remove another member from the channel (i.e., change the
channel structure). But the specialized functions performed by that channel mem-
ber cannot simply be eliminated. After a channel member leaves the channel, its
functions must shift to some other channel member, to preserve the service output
provision. An exception arises only if the eliminated channel member was per-
forming activities that also were being addressed elsewhere in the channel, such
that its contributions to the service output were redundant. For example, when an
employed salesperson and an independent distributor’s sales rep call on the same
customer, they waste effort and resources. The channel may be better off using one
or the other, not both, types of salespeople.

Every channel function contributes to the production of valued service outputs
and also produces costs. Table 2.1 uses CDW as an example and offers some exam-
ples of channel cost-generating activities associated with each function.

Physical possession refers to channel activities pertaining to the storage of
goods, including transportation between channel members. The costs of running
warehouses and transporting products from one location to another are physical
possession costs. In the case of commercial personal computer (PC) purchases,
CDW'’s intermediary role creates significant physical possession costs and required
investments, including those to maintain its 400,000-square-foot warehouse,
where it houses the massive volumes of products it buys from manufacturers. For
a service, such as online bill payment, physical possession costs seemingly should
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be lower, but they still apply to channel members who host the data (i.e., own,
operate, and maintain the computer hardware and software systems to provide
ready access to financial data in the system). This channel function might seem
trivial at first glance, but in services markets, it is both costly and utterly crucial
to the channel’s success.

The costs of physical possession are distinct from the costs of ownership.
When a channel member takes title to goods, it bears the cost of carrying the
inventory; its capital is tied up in the product (whose opportunity cost is equal to
the next highest value use of that capital). In many distribution systems, such as
commercial PC sales, physical possession and ownership move together through
the channel, but this pairing is neither necessary nor universal, as three exam-
ples show. First, consignment selling means that a retailer physically holds the
product (e.g., painting in an art gallery), but the manufacturer (e.g., painter)
retains ownership. The manufacturer gives up ownership only by selling it to
an end-user. Second, ownership is separate from physical possession when a
manufacturer or retailer contracts with a third-party reverse logistics specialist
to handle the reverse logistic function but still retains ownership. The logistics
specialist simply receives payment, as a fee for service or a percentage split of the
ultimate resale revenue earned from returned merchandise. Third, a data hosting
company in the online bill payment situation we mentioned previously never
actually owns the data it holds.

Despite these examples, we acknowledge that physical possession and ownership
move together in many channel systems. The term commonly used to designate
their combined costs is inventory-holding costs. Inventories refer to stocks of
goods or components used to make them, and they exist for several reasons:

e Demand surges outstrip production capacity. To smooth production, facto-
ries anticipate such surges and produce according to the forecast. Inventory
results. The demand surge may be natural (e.g., ice cream in summer), or it
may be due to marketers’ actions, such as short-term promotions. The disci-
pline of supply chain management emerged in the grocery industry mainly
because retailers stockpiled goods to take advantage of manufacturers’ promo-
tions but then had to deal with high inventory carrying costs, including the
cost of obsolescence.

o Economies of scale exist in production and transportation. Inventory in this case
results because firms batch-process orders to make a long production run or
stockpile goods to fill containers, trucks, ships, or planes.

o Transportation takes time, especially with greater distances between points of
production and points of consumption. Downstream channel members thus
maintain inventories (pipeline stock) to meet their demands until a shipment
arrives and can be unpacked.

47



48

CHANNEL BASICS

o Supply and demand are uncertain. Buyers can never be completely sure how long it
will take to be resupplied (lead time)—or sometimes if they can get the stock at
all. Thus, they acquire safety stock (i.e., excess of inventory, beyond the best
estimate of what is needed during an order cycle) as a hedge against uncertainty.
Such uncertainty often results from ignorance about what will sell (demand
uncertainty).

How much inventory a channel member should hold is a very difficult question.
Many models in the operations research tradition attempt to answer it, and they
vary mainly in the assumptions they use to render this inventory problem math-
ematically tractable. The economic order quantity (EOQ) model is the oldest and
likely the best known.®

In marketing channels, promotion functions take many forms: personal sell-
ing by an employee or outside sales force (e.g., brokers and registered investment
advisers for mutual funds), media advertising, sales promotions (trade or retail), pub-
licity, and other public relations activities. Promotional activities seek to increase
awareness of the product being sold, educate potential buyers about products’ fea-
tures and benefits, and persuade potential buyers to purchase. A third-party reverse
logistics specialist helps manufacturers achieve this promotional goal when it refur-
bishes returned products and sells them through new channels (e.g., eBay); in so
doing, it targets new buyer segments and differentiates refurbished units from new
products sold through standard channels. Promotional efforts also might seek to
enhance overall brand equity, to increase sales in the future. Of course, any channel
member can be involved in promotion, not just the retailer or manufacturer. Even
as a distributor, CDW maintains an expensive sales force, which ultimately helps
it reduce the total costs of promotion for its computer equipment manufacturers.

The negotiation function is present in the channel if the terms of sale or the
persistence of certain relationships are open to discussion. The costs of negotiation
are measured mainly on the basis of the time the negotiators need to conduct the
negotiations and, if necessary, the cost of legal counsel. In a consortium with small
businesses to serve the government market (Sidebar 2.1), CDW uses multiple mem-
bers’ capabilities to enhance the channel’s joint negotiation power over the buyer:
its negotiation abilities allow CDW to obtain products at low prices, so smaller
businesses gain a negotiation edge in landing government contracts.

Financing costs are inherent to any sale that moves from one level of the chan-
nel to another. Typical financing terms for a business-to-business purchase require
payment within 30 days and may offer a discount for early payment. With a
2 percent discount offered for payment within 10 days, for example, the terms of
sale would be presented as “2-10 net 30.” Regardless of the specifics, the payment
terms establish the seller’s willingness to finance the buyer’s purchase for a period
of time (here, 30 days), after the product has been delivered. In so doing, the seller
accepts the financial cost of the forgone income that it could have achieved by
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putting that money to use in an alternative investment activity. Financing costs also
may be borne by a manufacturer or intermediary, or even by an outside specialist,
such as a bank or credit card company. As a distributor, CDW buys products from
computer manufacturers and finances that inventory until customers buy and pay
for them. It is particularly efficient in this function, according to its strong inven-
tory turn rate and the minimal days indicated in its receivables. At the other end of
the financing efficiency spectrum is a manufacturer with high product return rates
that fails to manage them well. Even an average company finances its returned
products for 30-70 days before reinserting them into the market.

There are many sources of risk. For example, long-term contracts between a dis-
tributor and end-user may specify price guarantees that lock in the distributor to
a certain price. If the market price for that product rises while the contract is in
force, the distributor loses revenue, because it must continue to sell at the pre-
viously determined, lower price. Southwest Airlines has been able to successfully
reduce its fuel charges for years by locking in a specific price and using the savings
to maintain its position as a low-cost carrier.” Price guarantees also may be offered
to intermediaries who hold inventory, just in case the product’s market price falls
before the inventory is sold. This practice moves the risk from the intermediary
to the manufacturer. Other risk-related costs include warranties, insurance, and
after-sales service activities that attempt to mitigate concerns about unforeseeable
tuture events (e.g., parts failures, accidents). The manufacturer or reseller usually
bears these risk costs, though in some cases, a specific channel intermediary serves
explicitly as a risk manager. When a CDW manager says, “We're kind of chief tech-
nical officer for many smaller firms,” he is recognizing CDW's greater expertise with
computer products and systems (see Sidebar 2.1). This expertise offers reduced risk
to small-business customers, which know they can rely on CDW rather than try to
identify the best systems on their own, with their limited knowledge.

Ordering and payment costs are those incurred during the actual purchase of
and payment for the product. They may seem unglamorous, but innovations are
radically altering the performance of these functions today. Automatic replenishment
not only reduces ordering costs but also improves in-stock rates.

Finally, information sharing takes place among and between every channel
member, in both routine and specialized ways. Retailers share information with
their manufacturers about sales trends and patterns through electronic data inter-
changes; if used properly, this information can reduce the costs of many other
channel functions. For example, with improved sales forecasts, the channel can
lower its physical possession costs, because it holds less inventory. Such informa-
tion is so important that logistics managers refer to this function as an ability to
“transform inventory into information.”

The costs associated with performing channel functions also demand that
channels avoid performing unnecessarily or excessively well in any of their func-
tions. Knowing which service outputs their target end-users demand, at what
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level of intensity and at what cost, helps channel managers design channel sys-
tems that provide targeted segments with the exact level of service outputs they
demand, at the lowest cost.

SIDEBAR 2.1
CDW and PC Purchases by Small- and Medium-Sized Business Buyers:
Channel Functions and Equity Principle Insights?

The success of CDW (cdw.com), a $15-billion, multi-brand technology solutions provider, lies in
serving small- and medium-sized business customers with a superior provision of service outputs.
Its ability to do so rests on its strategic performance of key channel functions, in a more efficient
(lower-cost) and effective (better at producing service outputs) manner than other channel part-
ners can. Key channel functions for CDW include physical possession, promotion, negotiation,
financing, and risk. In addition, CDW offers flexibility to its buyers; not all buyers are required
to pay for or solicit all of the functions that CDW offers. Instead, CDW provides differentiated

function “packages” to the market, through one overall channel structure.

CDW Bears Channel Function Costs

Table 2.1 summarizes CDW's performance of key marketing channel functions, each with specific
implications for channel efficiency (cost management) and channel effectiveness (minimizing
total channel costs while maintaining desired service output levels).

As a channel intermediary, CDW performs physical possession and takes on a significant
portion of the costly burden of holding inventory (in its 400,000-square-foot warehouse and
large-volume purchases). The entries in Table 2.1 also suggest that CDW's participation in this
function lowers the cost of inventory holding for the overall channel. In particular, CDW ships 99
percent of orders the day it receives them, reflecting its expertise in predicting demand, which
minimizes its inventory-holding costs. Furthermore, CDW's “asset tagging” for government
buyers constitutes a costly investment that also reduces subsequent physical possession costs,
because it provides quick information to both CDW and buyers about the location of inven-
tory. Thus it can schedule routine service and maintenance calls, as well as reduce product theft
and loss. Its large-volume purchases also reduce system-wide inventory-holding costs, because it
obtains reduced wholesale prices from suppliers. That is, sellers enjoy lower costs by delivering
large volumes of product to CDW all at once, so they pass those savings on to CDW, while also
appreciating improved channel efficiency overall.

CDW's promotional investments in the channel are also extensive (Table 2.1). It trains sales-
people for several months when they start their jobs, so channel partners can rely on experienced
promotional agents to sell their products. A salesperson is responsible for every account—even
small, new accounts that initially generate low revenues. The company recognizes it cannot
afford to have salespeople call on such accounts in person, so it serves them through phone or
email contacts, which helps control its promotional channel function costs. But the salesperson
remains available to answer customer questions, providing a well-trained sales conduit for each

account. A customer with an existing, high-touch relationship with a CDW salesperson is likely to
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Channel Function CDW's Investments in the Function

—
Q
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Physical Possession 400,000-sq.-ft. warehouse.

Ships 99 percent of orders the day they are received.

For government buyers, CDW has instituted an “asset tagging” system that lets

buyers track which product is going where; product is scanned into both buyer and

CDW databases, for later ease in tracking products (e.g., service calls).

(d) Buys product in large volumes from manufacturers, receiving approximately eight
trailer-loads of product from various suppliers every day, in bulk, with few added

services.
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Promotion (@) Devotes a salesperson to every account (even small, new ones), so that end-users
can always talk to a real person about technology needs, system configurations,
post-sale service, and so on.

(b) Salespeople go through 6.5 weeks of basic training, then 6 months of on-the-job
coaching, then a year of monthly training sessions.

(©) New hires are assigned to small-business accounts to get more opportunities to
close sales.

(d) Salespeople contact clients not through in-person sales calls (too expensive) but by
phone/email.

(e) Has longer-tenured salespeople than its competitors.

Negotiation CDW-G started a small-business consortium to help small firms compete more
effectively for federal IT contracts. It gives small-business partners lower prices on
computers than they could otherwise get, business leads, and access to CDW's help
desk and product tools. It also handles shipping and billing, reducing the channel
function burden from the small-business partner. In return, CDW gains access to
contracts it could not otherwise get.

Financing Collects receivables in just 32 days; turns inventories twice per month; and has no debt.

Risk (@) "We're a kind of chief technical officer for many smaller firms.”
(b) CDW is authorized as a Cisco Systems Premier partner for serving the commercial
customer market.

Information (@) Collects information on which manufacturers’ computers can best solve specific
Sharing customers’ needs.
(b) Stores warranty information on each customer’s product to facilitate servicing.

TABLE 2.1
CDW's
Participation in
Various Channel
Functions

buy more from CDW, even if the initial purchase levels were minimal. Through these investments,
CDW reaps reduced promotional costs from the long-tenured sales force it employs and keeps:
a salesperson with three or more years on the job generates approximately $30,000 in sales per
day on average, twice as much as someone with two years of experience and 70 times as much as
a salesperson with less than six months of experience!

Another example of clever management reflects the negotiation function in Table 2.1. The
company’s government arm (CDW-G) established a small-business consortium to help small com-
puter services firms compete for U.S. government contracts. These small firms benefit from a
government directive, mandating that this massive buyer award approximately 20 percent of its
procurement contracts to small businesses. Although small firms thus have a negotiation advan-
tage in interactions with the government as a buyer, they still must offer competitive price bids,
which is difficult if they only purchase small product quantities. By providing both expertise

and more competitive wholesale prices on computer equipment to small firms, CDW helps them




52

CHANNEL BASICS

compete on price. In this sense, CDW offers its own superior negotiating capability to its small
partners, so that they can generate increased sales. For CDW, the benefits are obvious; it could
never have qualified as a small business to win such contracts anyway. The complementary inputs
of these channel partners thus jointly generate superior negotiating power.

In addition, CDW performs financing functions efficiently, as signaled by its enviable inven-
tory turn rate of twice per month (this rate measures how frequently a section of shelf space,
such as in the CDW warehouse, empties and is replenished with inventory). Furthermore, CDW
is efficient in its payment collections, with just a 32-day average receivable figure (which helps
it minimize the total financing cost in the channel), and the company carries no debt (which
reduces the financing cost of capital).

Through extensive investments in expertise and information sharing, CDW reduces other
channel function costs and risk for its buyers. As a manager quoted in Table 2.1 states, “We're
kind of chief technical officer for many smaller firms.” The small buyer relies on the expertise and
knowledge offered by CDW to choose the right systems solutions. For commercial customers in
general, CDW gained authorization as a Cisco Systems Premier partner to signal its expertise in
providing full-service solutions, not just computer components. As one CDW executive explains,
this authorization identifies CDW as a “trusted adviser” for the customer, such that it can “really
talk technical about what a customer is trying to accomplish and really add value to the sale, as
opposed to just sending out a box.” CDW takes on the role of an IT strategy consultant for its cus-
tomers. In this role, it also achieves channel-level efficiency in managing the cost of risk, because
CDW learns relevant information and applies it to many customers, so each customer can benefit
from the information-gathering economies of scale provided by CDW.

Finally, CDW offers customers a choice about which channel functions they want to trans-
fer to it. It routinely performs substantial channel functions, but in relationships with end-users
that already possess technical service capabilities or with computer manufacturers, CDW lessens
its participation. For example, it serves the Kellogg School of Management at Northwestern
University, which relies on CDW to provide computers for its students, faculty, and staff. After
the machines have been purchased (i.e., CDW passes physical possession to Kellogg), the product
warranty involves the manufacturer directly, not CDW. Kellogg has the technical capability to
handle some repairs in-house, and it offers loaner machines to faculty and staff when it must ship
their computers back to the manufacturer for service. Accordingly, CDW is not responsible for the
post-sale services that Kellogg students and faculty enjoy when they buy a Kellogg-sanctioned
laptop, because the school installs Kellogg-customized software on the machines and tests them
before handing them over to the ultimate users. In this example, because the buyer can perform
certain important channel functions itself, CDW responds flexibly by offering tiered service levels,

such that Kellogg can select the channel functions it cannot or does not want to perform itself.

CDW Uses the Equity Principle in Function Management and Incentive Creation

In two notable ways, CDW acts in accordance with the equity principle. First, it compensates
employee salespeople with a commission rate that is the same regardless of whether the sale
is generated person-to-person or from online ordering (both of which CDW offers). As we

discussed, every customer is assigned a CDW salesperson, in the hope that more promotional
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(sales force) contacts generate greater customer lifetime value. But imagine that the customer
interacts with the CDW salesperson periodically for major purchases, then buys replacement
components (e.g., printer cartridges) online. Is it “fair” to award sales commissions to the
salesperson for these online purchases? According to CDW, it is, because the online purchases
resulted at least in part from the initial sales efforts by the salesperson to build the customer
relationship. Without the salesperson, the end-user might have made these routine purchases
elsewhere. Moreover, CDW recognizes that it is not just how costly the inputs are that matters;
itis also how the customer wants to buy. If a customer prefers to make certain purchases online,
such as when it seems easier than contacting a salesperson, CDW's internal incentive system sup-
ports the customer’s freedom of choice. Its equitable commission policy also avoids a pernicious
sales incentive to “force” the customer to buy in person rather than online.

Second, CDW offers a different fee schedule to the small solution providers with which it part-
ners to serve some ultimate end-users, because it relies on them to perform on-site work, such as
installation, software or hardware customization, post-sale customer service, and so forth. The
equity principle suggests that these solution providers should be unwilling to undertake such
costly activities unless they know they will be compensated. The fee structure offered by CDW
gives them an adequate reward; by “paying them what they’re worth,” CDW embraces the very

essence of the equity principle.

AUDITING CHANNELS USING
THE EFFICIENCY TEMPLATE

To audit a channel member’s capability to provide each channel function and add
value, and at what cost, we can use an efficiency template, which describes
(1) the types and amounts of work done by each channel member to perform
the marketing functions, (2) the importance of each channel function to the
provision of end-user service outputs, and (3) the share of total channel profits
that each channel member should reap. Figure 2.2 contains a blank efficiency
template: the rows are the channel functions, and then one set of columns indi-
cates the importance weights for the functions, while the other lists the proportional
performance of each function by each channel member.

Consider the three columns that refer to the importance weights associated with
each channel function. The idea is to account for both the cost of performing that
function and the value added due to that same performance in the channel. The
entries in the “Cost” column should be percentages, totaling 100 percent across
all the functions. If the costs of promotion account for 23 percent of all channel
function costs, the analyst enters “23"” in the relevant cell, then determines how the
other functions account for the remaining 77 percent of the costs. To generate these
quantitative cost weights, an activity-based costing (ABC) accounting method
can measure the cost of performance for each organization.® For our purposes,
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though, the task is more comprehensive: we need good quantitative measures of
the costs of all activities performed by all channel members. If we know the total
costs, we still need to ask: what proportion of these total channel costs is accounted
for by, say, promotions?

Even without quantitative cost measures, analysts can use qualitative tech-
niques to estimate cost weights. With a Delphi-type research technique, several
expert managers in the channel might each develop their best estimates of the
cost weights.!® The output of this exercise is a set of weights, adding up to 100,
that measure the proportion or percentage of total channel costs accounted for
by each function.

But costs are not the entire picture. The performance of each function also cre-
ates value, and determining how much is a more intuitive process, linking the
performance of functions to the generation of desired service outputs for a targeted
segment of end-users. With this information, we can adjust the “Cost” weight to
derive the final set of importance weights for each function in the channel. The
adjustment process is judgmental but generally increases the weight for functions
that generate “high” added value in the channel, while diminishing the value
assigned to functions with “low” value added. Again in this case, the final weights
must sum to 100, so if some function weights increase, others must decrease. A
Delphi analysis can complement this approach and help channel members arrive at
a final set of weights to represent both the cost borne and the value created through
the performance of a channel function.

To complete the other columns in the efficiency template in Figure 2.2, the
channel analyst must allocate the total cost of each function across all channel
members. Again, the analyst enters figures adding up to 100, to represent the pro-
portion of the total cost of a function that a particular channel member bears. So if
a channel consists of a manufacturer, a distributor, a retailer, and an end-user, the
costs of physical possession spread across these four channel members—though
not all channel members bear all costs. For example, a manufacturer may use
independent sales reps to help sell its product. These sales reps do not inventory
any product or take any title to it; they specialize in promotional and sometimes
order-taking activities. Their cost proportion entry in the physical possession row
thus would be 0.

Note that the end-user is also a member of the channel. Any time end-users buy
a larger lot size than they really need in the short term (i.e., forgo bulk-breaking
by stocking up on paper towels at a hypermarket), they are performing some of
the physical possession function, because they have to maintain the inventory of
the unused product themselves. This consumer therefore bears inventory carrying
costs too, which means sharing the costs of ownership in the channel. The costs of
financing also might fall on an end-user who pays for the whole lot at the time of
purchase. The various ways end-users can participate in channel functions thus pro-
duce costs for them; as for any channel member, these costs need to be measured.
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The resulting information can be particularly useful for contrasting one segment of
end-users against another, which sheds light on the fundamental question of why
it costs more to serve some end-users than others. The answer is generally because
they perform fewer costly channel functions themselves, thrusting this cost back
onto other channel members.

After having assigned weights to each function and allocated cost proportions
for the performance of each function across all channel members, the channel ana-
lyst can calculate a weighted average for each channel member, which reveals its
contributions to the costs borne and value created in the channel. This weighted
average is calculated as (weight x cost proportion) for each function, then summed
across all functions.

These percentages have special meaning, especially when we turn to the total
profit available to the channel from products sold at full-service list prices. This
value equals total revenues (assuming all units sell at their list prices), minus all
costs of running the channel. These percentages not only measure the propor-
tionate value creation but also suggest the normative profit shares that each
channel member should receive. Of course, being responsible for a larger propor-
tion of a low-value function might not create as much value as performing even
a smaller percentage of a highly valued function. Thus, being the “busy” channel
member does not always signal high value creation. We return to this notion in our
discussion of the equity principle in the next subsection.

In the meantime, what does it imply when an end-user generates channel profits?
If end-users buy large quantities and plan to use them after the time of purchase,
they pay in advance and are willing to store a product for later use. These valued
channel functions are costly for the customer, just as they would be for any other
channel member, so their performance merits some reward. In general, the reward
tfor end-users who perform valued channel functions is lower prices.

In addition to determining carefully which actors to include in the efficiency
template, a separate efficiency template should be devised for each channel that
distributes the product to a targeted segment of end-users. Such separation is abso-
lutely necessary, because a channel member involved in selling to retail buyers (e.g.,
retailer) does not bear any channel function costs in the direct sales channel, but it
bears plenty of them in the retail channel.

Finally, the analyst might lack full financial data about the costs borne by each
channel member. Without precise ratings—because we do not know precisely
how much of a particular function’s cost gets borne by each particular channel
member—do we need to discard the efficiency template? Absolutely not, as long
as some ranking data are available to calibrate the relative intensity of the per-
formance of each function. Even rough rankings can provide a reasonably good
approximation of the relative value created by each channel member. As with any
system, the rougher the approximations, the rougher the resulting estimates, but
these approximations still tend to be far more informative than an analysis that
ignores the relative value added by each channel member.
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In summary, the efficiency template is a useful tool for codifying the costs borne
and the value added to the channel by each channel member, including end-users.
Among its many uses, the efficiency template can reveal how the costs of particular
functions get shared among channel members, indicate how much each channel
member contributes to overall value creation in the channel, and demonstrate how
important each function is to total channel performance. It also can be a powerful
explanatory tool and justification for current channel performance or changes to
existing operating channels. In an omni-channel design, for products sold through
multiple channels, the efficiency templates can be compared to find differences in
the costs of running the different channels, which may help lower costs without
compromising desired service output levels.

Evaluating Channels: The Equity Principle

The normative profit shares calculated from the efficiency template for an operating
channel reveal what share of the total channel profits that each channel member
generates through its efforts. This normative share should relate to the actual share
of total channel profits each channel member receives, according to our definition
of the equity principle:

A member’s level of compensation in the channel system should reflect its degree
of participation in the marketing functions and the value created by such partic-
ipation. That is, compensation should mirror the normative profit shares of each
channel member.

The equity principle further asserts that it is appropriate to reward each channel
member in accordance with the value it creates. Not only is this equivalence fair
and equitable, but it also creates strong incentives for channel members to continue
generating value. Thus CDW’s equal commission rates for online purchases and
salesperson-handled purchases maintain employees’ incentives to try to build their
client accounts, regardless of how the client wants to buy. But trying to deprive
any channel member of its rewards for effort and value created likely will result in
subsequent underperformance. The serious channel conflicts that can result even
might lead to the dissolution of the channel.

To live by the equity principle, channel members must identify the actual costs
they incur and develop an acceptable estimate of the value created in the channel.
Otherwise, they likely devolve into disagreements about the value each member
actually has added, which represents an unwinnable argument, because it features
channel members’ individual perceptions of their own contributions, not facts. If
the only member who recognizes the value of a contribution is the member per-
forming it, the channel cannot effectively reinforce this high-value activity. The
channel members who reward the activity also must perceive it. Although it takes
substantial effort to amass the information necessary to complete an efficiency
analysis, the payoffs are worthwhile.
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Yet in many cases, actual profit shares do not match the normative shares
suggested by the efficiency template. In this case, the solution demands further
analysis of both the channel situation and the external competitive environment.
In certain competitive situations, despite channel members’ valiant efforts to con-
tribute to channel performance, one of them earns less profit than the efficiency
template would suggest, because the availability of competitors makes this member
seem easily replaceable. Imagine, for example, a supplier of a commodity product
to Walmart. When Walmart announces that its suppliers must adopt RFID (radio
frequency identification) technology, our focal supplier faces significant new costs:
buying the equipment to make and insert the tags; purchasing the tags themselves;
training employees to handle, affix, and program the tags’ contents. In addition,
the cost savings promised by RFID technology must be shared between the supplier
and Walmart (as well as customers). Thus the supplier might perceive that it is bear-
ing more than its “fair share” of the cost of implementing this technology, which
is a clear violation of the equity principle. Unfortunately for our supplier, though,
it has little recourse: if it refuses to pay the cost of RFID tags, Walmart can simply
drop it as a supplier and replace it with another that provides both the commodity
and the RFID functionality. When market power and competitive pressures cause
deviations from the equity principle, the channel reward system does not necessar-
ily need to change.

In the long run, though, it might not be a bad idea for Walmart to offer some
concessions to the equity principle. Channel partners who fail to receive rewards
commensurate with their perceived contributions cannot remain motivated for
long. They might begin looking for ways to exit the channel; at the very least,
they are certain to bargain hard for favorable changes in terms. A firm that treats
its channel partners poorly develops a bad reputation that will harm its long-term
ability to add or manage channels in the future. Finally, violations of the equity
principle constitute a primary cause of channel conflict, which in itself can be
costly to manage.

Thus, astute channel managers carefully balance long-term relationship risks
against the immediate gain of garnering a greater share of immediate channel prof-
its. And we in turn reassert: If competitive conditions do not give one channel
member leverage over another, profit-based rewards should spread throughout the
channel roughly in proportion to the level of performance provided by each chan-
nel member. By auditing existing channels using the efficiency template, channel
managers learn the suggested relative share of profit; they then can compare those
shares with the actual shares of profit enjoyed by each channel member and apply
the equity principle to identify any discrepancies. By determining whether the
discrepancies reflect an outcome of market power or competitive pressure, the man-
ager also can decide whether and how to address them through a channel strategy.

If no marketing channel already exists for a product, though, such as when a
manufacturer seeks to sell its products in a new market or country, it needs to create
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a new channel. The next subsection describes how to evaluate and design new mar-
keting channels, using a zero-based channel concept.

Evaluating Channels: Zero-Based Channel Concept

Starting from scratch and establishing a zero-based channel entails recognizing the
level of channel functions that need to be performed to generate appropriate ser-
vice outputs in the market. As the preceding discussion implies, though, zero-based
channels may not even exist. So how can a designer possibly structure a brand new,
ideal channel system? Consider the following questions as possible guidelines:

e What less or non-valued functions (e.g., excessive sales calls) can be eliminated
without damaging customer or channel satisfaction?

e Are there any redundant activities? Which of them could be eliminated to lower
the costs for the entire system?

e [s there a way to eliminate, redefine, or combine certain tasks to minimize the
steps to a sale or reduce its cycle time?

e [s it possible to automate certain activities and thereby reduce the unit costs
required to get products to market, even if fixed costs increase?

e Are there opportunities to modify information systems to reduce the costs of
prospecting, order entry, quote generation, or similar activities?

For new channel designs, the planner also likely faces managerial or environmen-
tal barriers to establishing a zero-based channel. If a channel already exists, it might
not be a zero-based channel.

Understanding the concept of channel functions is critical to any channel
manager’s ability to design and maintain an effective, efficient channel. Channel
functions are both costly to offer and valuable to end-users. If managers can iden-
tify and understand the segment(s) of the market that their channel will target,
they also can use sophisticated analyses of channel functions to evaluate the
cost-effectiveness of various channel activities that have been designed to generate
service outputs that end-users will appreciate.

AUDITING CHANNELS USING GAP ANALYSIS

By matching the service outputs demanded by targeted end-users to the offerings
(service and price) provided by existing channels, managers gain a good idea of
where there might be gaps in the ideal channel structure, required to meet tar-
get segments’ needs. By identifying and closing these gaps, managers can build a
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channel that meets service output demands at a minimum cost—that is, they can
design a zero-based channel.

Sources of Channel Gaps

Gaps in channel design might arise simply because management has not thought
carefully about target end-users’ demands for service outputs or about managing
the cost of running their channel. The solution is simple: pay attention to both
service gaps and cost gaps when designing the channel.

But the reality tends to be more complex. Gaps can arise from the limita-
tions placed on even the best-intentioned channel managers. A manager seeking
to design a zero-based channel for the company’s product likely confronts con-
straints on his or her actions that prevent the establishment of an optimal channel
design. Before diagnosing the types of gaps, it therefore is useful to discuss the
limitations, or bounds, that create them. We concentrate on two: environmental
and managerial.

The characteristics of the marketplace in which the channel operates can con-
strain the effective establishment of a zero-based channel.!* Such environmental
bounds create channel gaps. Two key examples of environmental bounds are local
legal regulations and the sophistication of the physical and retailing infrastructure.
First, legal conditions in the marketplace shape which channel partners a company
may choose—that is, if they do not simply prevent the company’s access to the
market altogether. Recall our example of CDW, the computer reseller. Its pene-
tration of the government market is limited by the government’s stated goal of
granting approximately 20 percent of its business to small- or medium-sized ven-
dors. Therefore, CDW established a small and minority business partners program,
working with independent companies whose sizes meet governmental preferences.
This program creates a channel structure for CDW that is mainly the result of the
imposition of a legal bound.

Second, the physical and infrastructural environment may prevent certain types
of distribution channel structures.!? Online bill payment systems demand systems
that can communicate across different levels of the channel and manage infor-
mation consistently over time. Not only must the bill be payable by the payer
electronically, but it also must be presented electronically in a common database sys-
tem. For many bill payers (consumers and businesses), the real value of electronic
bill payment is the ability it provides to integrate the payment with the payer’s own
database of information (e.g., back-office activities, household budgets). Limitations
on the integration of various electronic data sources constrain the possible spread
of electronic payments in the market, though. Similarly, companies that want to
manage returned products more efficiently may not be able to develop the capacity
to do so themselves or to find an appropriate intermediary that can handle its spe-
cific needs. For example, in the retail book industry, processing returns represent
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one of the highest costs for the warehouse. The long-standing legacy of allowing
free returns from retailers to publishers appears to be a hard habit to break, and this
effective environmental bound persists even for those actors that would prefer to
change the system.

Environmental bounds thus occur outside the boundaries of the companies
directly involved in the channel and prevent channel members from establishing
a zero-based channel, whether because they cannot offer an appropriate level of
service outputs or because the constraints impose unduly high costs on channel
members. In contrast, though managerial bounds also constrain channel design,
they emanate from within the channel structure itself or from the orientation or
culture of specific channel members.

That is, managerial bounds refer to constraints on the distribution structure
that arise from the rules imposed by a company—typically, the company that man-
ufactures the product. Sometimes a desire to control the customer, or simply a lack
of trust among channel members, prevents managers from implementing a less
bounded channel design.

The bounds imposed by management also may reflect a lack of knowledge about
the appropriate levels of investment or activity. One computer company, whose pri-
mary route to market was online sales, found that its return rates were very high. In
a (misguided) effort to minimize returns, it instituted a new policy: refunds would
be offered on returned products only if the product was broken. The logic was that
if the consumer received the product in good condition, it should be kept, but a
nonfunctioning product that arrived at the buyer’s doorstep should be taken back
for a full refund or exchange. After instituting the policy, return percentages did not
fall at all, but the company did notice one key change: all of the returned products
were now broken, of coursel The company had unwittingly created a managerial
bound by instituting a policy that led to even worse results than the original prob-
lem. Fortunately, management realized the problem quickly and reversed course,
but this example suggests that some managerial bounds are obvious enough that
they should never be implemented.

Even such questionable efforts to manage the costs of returned products probably
result not from some perverse desire to incur higher costs but rather from ignorance
about what those costs are and what resources are available to control them. Here,
we find the confluence of a managerial bound (“We don’t see the value of focusing
on returns and reverse logistics”) and a concomitant environmental bound (“Now
that we realize return costs are worth focusing on, we don’t know the solution”).
The goal must be to recognize all self-imposed managerial bounds and attack them
whenever possible.

Whether channel gaps arise due to managerial bounds, environmental bounds,
or a lack of attention to the well-being of the channel, they can profoundly affect
either side of a zero-based channel, through service or cost gaps. We turn to this
notion and the related taxonomy next.
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Service Gaps

Think about a single service output. A service gap exists if the amount of a service
supplied is less than the service demanded (in shorthand, SS < SD) or if the amount
of service supplied is greater than the amount demanded (SS > SD). In the first case,
insufficient service output is available to satisfy the target market (SS < SD). For
example, customers once believed that standard music retailers offered insufficient
bulk-breaking (few single-song formats), assortment, and variety; these gaps helped
ensure the success of online alternatives as they came available. In this case, the
service supplied by brick-and-mortar music retailers fell below the level demanded
by many customers.

In contrast, a service gap may reflect a low service output offering accompa-
nied by a low price. At Dollar Stores, everything is available at a low price, but the
assortment and service provision are relatively poor. In this case, despite the very
low prices, some end-users do not perceive sufficient value (i.e., utility for the price
paid). Without sufficient value, they will not purchase the bundle consisting of
the product plus its service outputs. Thus, a service gap can arise when the level of
service is too low, even controlling for a lower price, such that it does not generate
a sufficient amount of value for the end-user.

To describe an overly high level of service output (SS > SD), we again use the
retail music example. For one target segment (e.g., younger pop music buyers who
are well versed in using the Internet), the customer service provided by a standard
music retailer is simply too high; they prefer do-it-yourself downloads over sales
attention from possibly less well-informed in-store personnel (especially because
relevant information about what music is “hot” tends to be more readily available
and up-to-date on the Internet, not in stores). Most shoppers are only too familiar
with the overly helpful store clerk: at first the attention may seem welcome, but
eventually, it becomes irritating and distracting. These overinvestments in service
outputs decrease, rather than increase, the end-user’s satisfaction, even as they cost
more money to provide—a dual penalty.

Businesses have to worry about not just their own service outputs but also the ser-
vice outputs of other businesses. When one business offers better service, it charges a
higher price for the goods it sells; when another business offers poor service, its prices
tend to be lower. Some savvy consumers may take advantage of this situation by using
the free services one business provides (e.g., in-store demonstrations, test drives), then
purchasing the desired product at another business that does not offer these services
and thus sells at a lower cost. Interestingly, such free riding actually can reduce the
intensity of direct price competition among channel members in some cases.!?

Of course, erring on either side is a mistake. Providing overly high service output
levels can be just as bad as providing overly low levels. On the one hand, channel
costs (and prices) rise too high for the value created, and on the other hand, the
channel “skimps” on service outputs for which the target market would be willing
to pay a premium. Profit opportunities get lost on both sides.
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It also is possible to find service gaps in more than one service output. That is, the
level of one service output might be too low, while the level of another is too high,
as our traditional music retailing example makes clear (SS < SD for bulk-breaking
and assortment/variety, but SS > SD for customer service). The channel manager
might believe that such combinations balance out, such that the “extra” level of
one service output should compensate for a shortfall of another. But service outputs
rarely are good substitutes for each other, so no level of excess of one service output
can truly compensate for too little of another. Small neighborhood variety stores
offer extremely high spatial convenience, but they rarely can match the assortment
and variety provided by a hypermarket, and they often charge higher prices. The
decline of such stores in many urban and suburban areas in the United States sug-
gests that consumers are not willing to trade off a poor assortment and insufficient
variety for extreme spatial convenience.

Beyond finding the right combination of service outputs, it is critical to per-
form service gap checks, service output by service output and segment by segment. Our
retail music example indicates a shortfall in the provision of some service outputs
(bulk-breaking, assortment, variety), along with a surfeit of another (customer
service). But the output that constitutes a service gap for one target segment (e.g.,
young digital natives) may represent exactly the right amount for another target
segment (e.g., their grandparents, vinyl aficionados). Thus retail music stores ulti-
mately might not disappear; instead, they may find a smaller segment of target
end-users, serve them well, and continue to focus more narrowly on their needs.

Segmentation thus helps identify which service gaps exist for which clusters of
potential buyers, rather than suggesting a need for global changes in the channel
strategy. Identifying the segment for which a service output offering is appealing
can be an enormously useful piece of information when determining how to close
service gaps.

Cost Gaps

A cost gap exists when the total cost of performing all channel functions is too high,
generally because one or more relevant channel functions, from physical possession
to information sharing, are too expensive. Holding the level of service outputs con-
stant, if a lower-cost way to perform the channel function in question exists, a cost
gap exists too. It would be meaningless to discuss channel functions performed at
too low a cost, though—as long as demanded service outputs are being produced,
there is no overly low cost!

The cost of training salespeople and managing turnover in the sales force at CDW
effectively illustrates a cost gap in the performance of the promotional function.
The company puts all its newly hired salespeople through a very rigorous training
program to enable them to provide excellent customer education and service—those
service outputs most valued by small- and medium-sized business customers. But
just how costly is it to generate this superior level of service outputs? Furthermore,
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CDW's annual sales force turnover rate is 25 percent, which means that one-fourth
of the newly hired (and expensively trained) salespeople leave the company. Their
training costs are wasted investments; even worse, they may have granted one of
CDW's competitors a well-trained salesperson (if that competitor engages in poach-
ing, or seeking out and hiring employees trained elsewhere). If CDW could identity,
before it initiated its costly training efforts, which salespeople were most likely to
leave, it could lessen these promotional (sales training) costs without compromis-
ing on its delivery of service outputs.

Electronic bill presentment and payment (EBPP) services created cost gaps both
before and after the onset of this new technology. Before EBPP technologies spread
throughout the United States, the costs of key channel functions, including pro-
motion, negotiation, risk, ordering, and payment, were all higher than necessary to
pay bills. Adopting EBPP throughout the system undoubtedly would reduce chan-
nel costs significantly, from presentation to final bill payment and reconciliation.
Yet the very introduction of this new technology created new cost gaps, because bill
payers (who are channel members too) perceived greater risk associated with their
new bill payment process. The shift in channel function costs from some channel
members to others meant that end-users had to agree to take on the cost (i.e., risk);
otherwise, the new technologies could not spread successfully. However, bill-paying
end-users typically received no compensation for the time, effort, or risk associated
with adopting the technology; that is, the shift in costs did not coincide with a shift
in payments.

This example illustrates a general rule: if channel functions are to be shifted (even
perceptually), a gap will result unless the channel member to whom the functions
are shifted agrees to perform them. If the channel member is not compensated for
doing so, the chances of compliance and successful implementation diminish. Over
time, though, even without compensation, users and channel members often adopt
the new technology if it is more efficient or becomes the widely accepted norm.
Airline self-check-in is fairly well accepted, but grocery self-checkout (while growing
in popularity) remains limited.

The criterion for defining a cost gap specifies that the total cost of perform-
ing all functions jointly is higher than it needs be. Therefore, a cost gap might
not exist, even if one function is performed at an unusually high cost, as long as
it minimizes the fotal cost of performing all functions jointly.'* For example, an
electrical wire and cable distributor expanded across the United States and interna-
tionally, acquiring many other independent distributors and eventually building
an international network of warehouses. Some products it stocked and sold were
specialty items, rarely demanded but important to include in a full-line inventory
(i.e., end-users demanded a broad assortment and variety). But it was very costly
to stock these specialty items in every warehouse worldwide. Therefore, the dis-
tributor chose to stock them in just one or two warehouses, which minimized the
cost of physical possession of inventory. However, sometimes an end-user located
far from the warehouse valued quick delivery and demanded a specialty product.
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To meet that service output demand, the distributor provided air-freight services to
get the required product to the end-user, incurring a seemingly inefficiently high
transportation cost. Yet this high transportation cost still was lower than the cost
of stocking the specialty product in all possible warehouses, awaiting a rare order.
Thus, there was not any true cost gap, because the total cost of performing all chan-
nel functions was minimized.

In this example, it made economic sense to incur high shipping costs, in return for
much lower inventory-holding costs. Furthermore, both of those costs were borne
by the same channel member, namely the distributor itself. Optimal allocations
of channel functions and costs are more difficult when different channel members
perform the two functions. Say the distributor would bear the inventory-holding
cost, but another intermediary (e.g., broker) was responsible for the shipping costs
to get the product to the end-user. In this case, without close coordination and
cooperation between the channel members, the distributor likely would benefit
from lower warehousing costs at the expense of the broker, who would have to bear
higher shipping costs. Even though the entire channel might benefit, this optimal
solution is unlikely to arise in practice unless the distributor and broker make an
explicit arrangement to share the total costs and benefits fairly.

In summary, a cost gap occurs whenever the performance of channel functions is
jointly inefficient (costly). Sometimes, one or more functions may seem inefficient,
but only because the channel members have purposefully traded off inefficiency
in one function for super-efficiency in another, resulting in lower costs overall.
More often, though, high costs are a strong signal of cost gaps. Furthermore, a cost
gap might exist even without any evidence, from the end-user side, of a channel
performance problem. That is, end-users may be delighted with the level of service
they receive and the products they buy, and they may even consider the price for
the product plus service outputs bundle reasonable. But in this scenario, chances
are good that at least some channel members are not receiving a level of profit
that adequately compensates them for the functions they are performing. The cost
gap inflicts higher costs on channel members than are necessary. Some channel
member must pay those costs, whether end-users, paying through higher prices,
or upstream channel members, paying through decreased profit margins. A true
zero-based channel offers the right level of service outputs at a minimum total cost
to the channel.

Combining Channel Gaps

Our taxonomy of service and cost gaps implies the six possible situations in Figure
2.3, only one of which is a zero-gap situation. As this figure reveals, it is critical to
identify the source of the gap. If the gap arises solely from the cost side, the chan-
nel cannot reduce or increase its service output provision in its efforts to reduce
costs. Alternatively, if a service gap, involving too much of a particular service out-
put, and a cost gap, due to inefficiently performed functions, coexist, reducing the
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level of service outputs offered without also increasing efficiency can never fully
close the gap. If a service gap implies insufficient service outputs, combined with
a high cost gap, the temptation may be to cut service provision to reduce channel
costs. But this result would be doubly disastrous, in that service levels would suffer
even more, and efficiency on a function-by-function basis would not improve.
Without proper identification of the source of the gap, the channel could easily
pursue a solution that is worse than the original problem.

To apply Figure 2.3 to a firm’s channel gaps, the channel manager must spec-
ify which service gaps occur for each particular service output that is valued in
the marketplace. This specification permits the manager to identify the over- and
under-availability of each service output in a single framework. Figure 2.3 also is
specific to unique target segments, so it needs to be applied separately for each
segment in the market. A service gap for one segment may not be a gap at all in
another (or the gap may differ).

Cost and service gap combinations also might arise from the links between cost
decisions and the provision of service outputs. The principles of postponement
and speculation offer a good example.'* Postponement refers to the desires, by
both firms and end-users, to put off incurring costs as long as possible. For a man-
ufacturing firm, postponement means delaying the start of production until it

FIGURE 2.3
Types of Gaps

Cost/Service | Service Gap No Service Service Gap
Level (SD>SS) Gap (SD=SS) (SS>SD)
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receives orders, to avoid the differentiation of raw materials into finished goods
(e.g., iron ore into carbon steel). Postponement thus minimizes the manufacturer’s
risk of selling its production and eliminates the costs of holding relatively expen-
sive inventory. But suppose that end-users demand quick delivery; they too want
to postpone and buy at the last minute. In this situation, manufacturers engaging
in postponement cannot meet the service output demands of target end-users, and
though they may have avoided a cost gap, they almost certainly have created a
problematic service gap.

If end-users express high demands for quick delivery, a successful channel
must lessen its reliance on postponement and turn instead to greater speculation.
Speculation involves producing goods in anticipation of orders, rather than in
response to them. A lowest total cost channel that employs speculation often relies
on a channel intermediary, which specializes in holding finished inventories for
the manufacturer (e.g., retailer holds finished goods for consumers), in anticipation
of sales to end-users. Although speculation is risky and creates inventory-holding
costs, it permits economies of scale in production by allowing the manufacturer to
produce in large batch-lot sizes (unlike postponement). But as demand for quick
delivery increases, total channel costs ultimately must rise, which result in higher
total prices for a product supplied through such a speculation-based system.

The modern retail music business faces exactly this trade-off between specula-
tion and postponement. Previously speculative sales of CDs required the channel
to guess in advance which CDs would sell well, so that stores could stock the right
number of units. Today, more end-users engage in postponement sales through
instant online downloads of exactly the music tracks they want to hear, at the
very moment they decide they want to purchase. The tension between postpone-
ment and speculation is also evident in book sales: many book publishers still
tavor speculation, such that they supply many copies of potential bestsellers to
retail bookstores, whereas postponement is predominant in the electronic book
channel, in which a consumer can download books from the Internet on demand
to read electronically. Book publishers continue to embrace speculation, out of
their belief that consumers still prefer paper books and are not willing to wait
to obtain the book they want, if it is not immediately available in a bookstore.
That is, publishers assert that even though postponement might minimize chan-
nel costs (e.g., physical possession, ownership, financing), it compromises on the
delivery of too many service outputs to be profitable overall.

Evaluating Channels: Gap Analysis Template

This chapter describes sources of channel gaps, service gaps, and cost gaps, as well
as why these gaps must be considered simultaneously. Figure 2.4, the Service
Gap Analysis Template, aims to identify service gaps explicitly according to the
targeted end-user segment. Figure 2.5, the Cost Gap Analysis Template, builds on
this information and identifies cost gaps, the bounds that give rise to them, and
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potential actions to close them. It also can predict whether these potential actions
are likely to create other, unintended gaps.

Figures 2.4 and 2.5 also provide an example analysis of CDW'’s situation using the
Gap Analysis Templates. Service output demands differ significantly across three
key segments: small businesses, large businesses, and government buyers. Spatial
convenience and waiting/delivery time demands must be separated, designated to
apply to original equipment or post-sale service. Small-business buyers need higher
levels of post-sale service but less service for original equipment purchases (because
they have no in-house servicing capabilities), whereas the opposite relationship
applies to large-business buyers (which have in-house services).

After implementing changes to the channel strategy and structure to close the
gaps in service and cost, the channel structure still may just approach a zero-based
design, without being fully zero-based. That is, some environmental or manage-
rial bounds could remain, continuing to constrain the final channel solution. Nor
does the process of gap analysis ever come to a conclusion. Environmental bounds
change over time, and end-users’ demands for service outputs, as well as the availa-
ble distribution technology, shift and transform. This propensity for change creates
a never-ending opportunity for channel strategy innovations to pursue the moving
target of a zero-based channel for each and every targeted segment in the market.

Make-or-Buy Channel Analysis

A fundamental question when designing a channel strategy asks, should the firm
integrate vertically by performing both upstream (e.g., manufacturing) and down-
stream (e.g., distribution) functions? Should a single organization perform all
channel functions (i.e., manufacturer, agent, distributor, retailer—all rolled into
one)? Or should outsourcing apply to either distribution (upstream looking down)
or production (downstream looking up), or both, such that the identities of manu-
facturers and downstream channel members are separate?

When a manufacturer integrates a distribution function (e.g., selling, fulfilling
orders, offering credit), its employees do downstream work, and the manufacturer
has integrated forward from the point of production. Vertical integration also occurs
in the other direction: a distributor or retailer might produce its own branded prod-
ucts and thereby integrate backward. Whether the manufacturer integrates forward
or the downstream channel member integrates backward, the result is that one
organization does all the work in a vertically integrated channel.

Vertical integration decisions are not necessarily aggregate; rather, the decision can
and should be made specifically, channel function by channel function. With suf-
ficient power and investment, a channel member can decide to vertically integrate
some subset of the channel functions, in a way that exhibits the best combination of
make and buy, together in one channel structure. But managers need a structured way
to analyze these issues; frame a coherent, comprehensive rationale; and reach a deci-
sion (make or buy, function by function) that can be communicated convincingly.
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Make-or-buy analyses offer such a structured approach. In the base case, the manufac-
turer rarely should vertically integrate a downstream function, because it is typically
inefficient to do so. However, a manufacturer should take responsibility for a wider set
of functions in the channel if it has sufficient resources and could increase its returns
on investment over time through integration. Similarly, though downstream channel
members typically suffer from integrating backward, they should do so if they have
the resources and would increase their long-run returns on investment.

AUDITING OMNI-CHANNELS

In an omni-channel design, the many channels grant customers numerous inter-
faces, giving rise to the possibility that the customer experience may vary depending
on the channel used to interact with a downstream channel member (e.g., retailer).
Multiple channels also create a danger of fragmentation and siloes, which can
produce broken, confusing, and frustrating experiences.'® Instead, an effective
omni-channel strategy provides consumers with a cohesive, seamless, unified expe-
rience that carries across the entire spectrum of channels.'”” With an omni-channel
audit, the auditor seeks to check and ensure that the myriad channels are function-
ing seamlessly to deliver a cohesive customer experience. Even if the firm organizes
itself into distinct channels, online or offline, consumers generally perceive that
they are dealing with a single entity, so they demand consistency as they move
across channels. So how can an omni-channel manager make sure the customer
experience is seamless? A key factor is integration across various channels, online or
offline,'® as well as across different purchase stages.

EXAMPLE: DISNEY (USA/GLOBAL)

As both an entertainment giant and a customer experience pioneer, Disney offers consumers
a seamless omni-channel experience.” In addition to designing a user-friendly website, which
functions exceptionally well on mobile platforms too, Disney encourages consumers to use
mobile devices to maximize their experiences during actual visits to its theme parks. For example,
with the My Disney app, they can purchase fast passes or obtain real-time dining and attraction
information, including wait times for rides. Its GPS function provides customers with estimates
of their distance from various rides.?’ Through their linked Magic Bands, visitors can place food
orders and set appointments to take photos with Disney characters. Their phones function as
hotel keys in Disney’s resort hotels too. Noting its success in the parks, Disney is extending the
omni-channel experience to its retail stores, by integrating its vaunted storytelling experience
with technology, livestreaming the famous Disney Main Street parades in stores, and training
store employees to interact with customers similar to the way staff members in the park do, to

bring the Disney experience to life.?'
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Figure 2.6 outlines the steps involved in auditing omni-channels. We begin with
the notions of distribution depth and distribution breadth.*

Distribution breadth refers to brand coverage, or the ease of finding a source
for it, whether online or in a store. To achieve distribution breadth, the manu-
facturer needs to make its brand available in multiple venues, including the most
prominent ones. Distribution depth instead refers to the ease of finding a brand
within a particular channel or outlet. In physical stores, it entails the brand’s posi-
tion in prime shelf spaces and display prominence, relative to its competition. In
online channels, it pertains to the position of the brand on a search result page.?
For example, a “store within a store” presence in a retail outlet makes the brand very
visible, akin to prime shelf space, which better positions this brand compared with
its competition.

In Table 2.2, we outline various metrics to assess distribution breadth and depth.
The breadth metrics mainly relate to the number, importance, and ease of shopping
in various outlets. The depth metrics focus on the prominence of the manufactur-
er’s brand in the various channels and in relation to competition, as well as the
support it receives from various outlets that help end-users purchase its product
easily. Therefore, the first step in an omni-channel audit is gathering a full sense of
the brand’s presence in the marketplace.

Feliliz 22 Understand Brand Presence
Steps Involved by Analyzing Distribution
in an Omni- Depth and Breadth
Channel Audit

Analyze Service Gaps in Each
Channel

Analyze Synergy Across
Channels

Track Cross-Channel Activity
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Breadth Metrics

o Number of offline and online outlets in which the brand is available
e Percentage of outlets in which brand is available for purchase

e Brand is present in the largest, most prominent outlets

e Presence of a brand app and number of app downloads

e Ease of finding brand in online searches

Depth Metrics

e Number of outlets where brand maintains a “store within a store”

e Average number of units carried per outlet compared with total brand units
o Share of shelf space relative to competition

e Position of brand in retailer search results page

e Option to buy online and pick up in-store

e Sales support available in stores

TABLE 2.2

Metrics for
Measuring
Omni-Channel
Distribution
Breadth and
Depth

With this complete understanding of the brand’s presence in various channels,
the next step is to analyze the service and cost gaps in each channel, using the
process outlined previously. Such an analysis can reveal how each channel in the
omni-channel ecosystem is performing, as well as its role in serving end-user needs.
A myth that persists in many omni-channel contexts is that online shoppers are
least expensive to serve, yet the reality is that the most profitable consumers usu-
ally patronize multiple channels. Still, consumer behavior varies widely across
segments. According to a study of apparel shopping in the United Kingdom, only 7
percent of consumers shopped both online and offline for apparel, while a majority
(three-fourths) only purchased offline, and 19 percent only bought online.?* Yet
among older consumers, the incidence of online shopping was much lower, and
online shoppers gave greater weight to different factors than did the offline shop-
pers. Many retailers have effectively synchronized their product assortments across
channels, but synchronizing service delivery represents a much greater challenge,*
especially when we note that online shoppers tend to prioritize the ease of use of
the website, delivery options, and speed, while offline shoppers emphasize price,
staff knowledge, and stock availability. Such distinctions clearly can create both
cost and service gaps and leave an omni-channel company wondering if it should
pay more attention to its older, offline shoppers or devote more resources to the
smaller, younger, faster-growing base of online shoppers. Moreover, if it explicitly
aims to provide high levels of service to offline customers, does it also need to con-
figure its website to offer high service levels (e.g., chat feature)?

The ultimate answer to these questions is: it depends. An omni-channel design
needs to serve each customer in the manner he or she desires, without wast-
ing resources on less valued aspects.?® It is pointless for companies to promise
same-day delivery to consumers who are in no rush. It also needs to rebalance
channel functions to ensure efficient operations. For example, existing distribu-
tion centers rarely are equipped to ship to individual customers. As manufacturers
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increasingly take on retailing functions (e.g., ordering and shipping capabilities
on manufacturer websites) and retailers increasingly engage in private-label man-
ufacturing, the potential for channel conflict rises in omni-channel settings.

A possible resolution to such conflict might come from synergies across chan-
nels, suggesting the need to assess the strength of the cross-channel capabilities of
each partner.?” Unfortunately, though, few omni-channel systems are set up to syn-
chronize supply chains across channels.?® In many cases, channel partners fail to
encourage customers who visit a store to order out-of-stock items online, with free
shipping, nor do they accept product coupons seamlessly across channels.” As a
notable exception, Walmart’s scan-and-go app allows consumers to scan items while
in the store and pay through the app. As they exit the store, a customer service asso-
ciate verifies the payment, but they do not need to stand in a checkout queue.*

An omni-channel audit also might track cross-channel activities. Consumers
have incentives to visit stores to make purchases, such as when they want to inspect
a product physically, avoid shipping charges, or obtain the item immediately. A
true omni-channel setup thus accepts and encourages consumers who search on
a retailer’s website but then purchase products in stores. Doing so means making
sure the item is in stock, rather than offering certain items only online. As stores
undergo digital conversions, they also must be integrated carefully with the online
channel,® such that the detailed product information available online should be
available to consumers shopping inside the store.

In Figure 2.7, we present a checklist for determining the seamlessness of
omni-channel operations and tracking cross-channel synergies. Ideally, a firm
operates according to how consumers actually shop, rather than on the basis of
legacy approaches. Pricing, promotions, ordering, and returns should be syn-
chronized across channels. Accordingly, we close this chapter with an example
from the Swedish retailer H&M, which performs well when it comes to certain
aspects of cross-channel shopping but not on others, limiting consumers’ true
omni-channel experience.

EXAMPLE: H&M (SWEDEN/GLOBAL)

A smartphone app allows consumers to shop online while they are in H&M stores,*? using a “scan
and buy” feature. Consumers can scan a product tag and learn whether the item might be avail-
able in different colors or sizes online. They also can chat with customer service reps. However,
H&M does not offer a store pickup option or free or expedited shipping, nor does it permit
online purchases to be returned to stores, and it imposes a shipping charge on all returned
items. Thus the synergies across channels are limited. In the crowded apparel market, H&M has
curtailed its ambitious plans to increase the number of stores and instead is focusing on growing
through same-store sales and 35 online marketplaces.?* It also plans to support in-store pickup

and return of online orders, and it has signaled that it is working to facilitate mobile payments.**
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- : FIGURE 2.7
Is organization configured i
according to how consumers Tracking
shop? Cross-Channel
Competencies

Are in-store employees
credited with online sales?

Are pricing and promotions
aligned across channels?

Are ordering and return
capabilities aligned across
channels?

Take-Aways

e Both upstream and downstream factors affect the development of channels
and provide reasons to adjust channels over time. Upstream factors include:

o Routinization of transactions.

o Reduction in the number of contacts.

Downstream factors include:

o Search facilitation.
o Sorting.
e Marketing functions are elements of work, performed by members of the
marketing channel. There are nine universal channel functions:
o Physical possession.
o Ownership.

o Promotion.
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O

Negotiation.
o Financing.
o Risk.

o Ordering.

o Payment.

o Information sharing.

A channel member can be eliminated from a channel, but the functions per-
formed by that member cannot be. Before eliminating a channel member,
the channel manager should consider the cost of replacing the performance
of that member’s channel functions.

The key members of marketing channels are manufacturers, intermediar-
ies (wholesale, retail, and specialized), and end-users (business customers or
consumers).

A framework for analyzing channel design and implementation is crucial for
creating effective (i.e., demand-satisfying) and efficient (i.e., cost-effective)
routes to market, in which members continue to be willing to perform the
channel functions assigned to them.

Just as production plants produce physical products, the members of a mar-
keting channel engage in productive activity. We call the activities of the
channel its functions.

Detailed knowledge of function performance in the channel improves ser-
vice output provision, facilitates channel design or redesign, helps determine
rewards for channel members, and can mitigate channel conflicts.

Every channel function not only contributes to the production of valued
service outputs but is also associated with a cost.

The drive to minimize channel management costs implies that it is impor-
tant to avoid performing unnecessarily high levels of any of the functions;
knowing which service outputs are demanded by target end-users is the key
to knowing which levels to adopt to create the right level (neither too low
nor too high) of service outputs that will be most valued by target end-users.

The efficiency template describes (a) the types and amounts of work done by
each channel member to perform marketing functions, (b) the importance
of each channel function to the provision of consumer service outputs, and
(c) the resulting share of total channel profits that each channel member
should reap.
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A separate efficiency template should be created for each channel used to dis-
tribute the product and, ideally, for each market segment that buys through
each channel.

A zero-based channel design meets the target market segment’s demands for
service outputs, at the minimum cost of performing the necessary channel
functions that produce those service outputs.

Comparing a zero-based efficiency analysis with the channel’s efficiency
analysis can inform the channel analyst of situations in which a channel
member may be busy (with high channel function costs) yet not adding
commensurate value to the channel’s overall operations.

The equity principle states that compensation in the channel system should
reflect the degree of participation in the marketing functions and the value
created by this participation. That is, compensation should mirror the nor-
mative profit shares for each channel member.

Channel gaps arise as a result of bounds that prevent the channel manager
from optimizing the channel structure.

o Environmental channel bounds are constraints imposed from outside the
channel, such as legal restrictions or a lack of adequate infrastructural
capabilities in the market that can support an optimal channel structure.

o Managerial channel bounds are constraints imposed from inside the chan-
nel, usually due to channel managers’ lack of knowledge about the full
implications of channel actions or reflecting optimization at a higher level
than the channel.

o The channel structure can be optimized subject to these bounds, but this
solution will not be quite as efficient, nor will it do quite as good a job of
satisfying target end-users’ service output demands, as would an uncon-
strained channel.

Service gaps can arise because a particular service output, provided to a
particular target segment of end-users, is too low and the service outputs
demanded exceed the service outputs supplied (SD > SS); or because a par-
ticular service output, provided to a particular target segment of end-users,
is too high and the service outputs supplied exceed the service outputs
demanded (SD < SS).

o When SD < SS, the channel is operating inefficiently, because consumers
are not willing to pay for the high level of service offered, due to their low
valuation of that service.
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o In general, service gaps may remain if competitors are no better at pro-
viding these service outputs than the channel is. However, persistent
service gaps provide an ideal opportunity for the channel to build overall
market demand and steal market share, by investing in improved service
output levels.

e Cost gaps arise when one or more channel function(s) are performed at high
costs. A superior technology might exist to decrease the cost of performing
that function, without compromising service output provision.

e The Gap Analysis Templates provide tools for codifying knowledge of both
the service and cost gaps facing the channel in its channel management tasks.

e Omni-channels require extended audits, to determine whether the various
channels in the system are seamless and synchronized and whether the
incentives of each channel are aligned with that of the whole system.
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CHAPTER 3

Channel Power

LEARNING OBJECTIVES
After reading this chapter, you will be able to:

e Appreciate the role of power in managing channel relationships.

e Describe the relation between power and dependence and define when dependence exists.

e Distinguish five sources of power, as well as the importance and uses of each.

e Appreciate the advantages of a mutually dependent relationship.

¢ Distinguish six communication strategies for converting power into influence and their effects
in channel relationships.

e Appreciate how the omni-channel landscape affects the nature of power in marketing channels.

INTRODUCTION: THE NATURE OF
MARKETING CHANNELS

Managing channels is a fundamental and substantial task, requiring efforts to moti-
vate and incentivize a range of independent but also interdependent entities to
work toward the common good. In an effective channel relationship, two or more
organizations must function as if they are pursuing a single shared interest.
Channel management becomes even harder in an omni-channel environment,
which involves more varied actors, activities, and channels, often with conflicting
interests. In Figure 3.1, we outline three approaches to managing channels; this
chapter covers one of them, namely managing by exerting power. The other two
approaches, building relationships and managing conflict, are the focus of subse-
quent chapters.

Virtually every element of marketing channels is permeated by considerations
of power, because marketing channels themselves are systems of players that
depend on one another but have competing objectives and may not march to
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the beat of the same drummer, without some force that requires them to do so.
In highlighting the importance and role of power in managing channels, we start
with the premise that marketing channel members must work together to serve
end-users. But such interdependence does not mean that what is good for one is
equally good for all. Each channel member seeks its own profit. Maximizing the
system’s profits is not the same as maximizing each member’s profits. All else
being equal, each member of the system is better off to the extent that it can avoid
costs (or push them onto someone else) while garnering revenues (perhaps by
taking them from someone else). And one party’s costs may generate dispropor-
tionate benefits for another party.

For example, imagine a manufacturer that would like to set a high wholesale
price, to gain more revenue from its exclusive retailer. The retailer, to preserve its
margins, sets a higher retail price (and exclusivity enables it to impose this price).
As a result, retail demand diminishes, compared with the level that would maxi-
mize the total channel’s profits. This problem is called double marginalization,
because the inefficiency results from two margins, rather than one, in the channel.
If the manufacturer were vertically integrated forward (or the retailer were vertically
integrated backward), the single organization, generating one income statement,
would set a lower retail price, following a strategy of lower overall margins but
higher volumes.! Both the channel (higher profits) and the final customer (lower
prices) would benefit. But because the retailer has one income statement and the
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manufacturer has another, retail prices will stay higher, and unit sales will remain
low. But Apple was able to leverage its power when it initially selected an exclusive
channel partner for the iPhone, ensuring that the powerful manufacturer would
earn significant revenue sharing rate on all sales.?

There is usually a “better way” to operate a marketing channel that increases
overall system profits. But the organizations in the channel may be unwilling to
adopt this approach, because what is best for the system is not necessarily best
for each member of it. Left alone, most channel members will not cooperate to achieve
system-level goals.

Enter power. It provides a way for one player to convince another to change what
it is about to do. This change can be for the good of the system or for the good of a
single member.

POWER

Power is the ability of one channel member (A) to get another channel member
(B) to do something it otherwise would not have done. Simply put, power is the
potential for influence.

EXAMPLE: TENCENT (CHINA)

The Chinese Internet company Tencent was founded in 1998. Its WeChat app has nearly a billion
users, and nearly one-third of them spend more than 4 hours daily on the app.? In addition,
its WeChatPay app is used by nearly 600 million users—a significant factor, considering that
more than half of all Internet commerce in China takes place through mobile phones.* Chinese
consumers use the company’s products for messaging, chatting, shopping, social networking,
gaming, ordering food, and hailing taxis. As a result of its huge user base and dominance in
the Chinese market, Tencent exerts substantial market power relative to its partners and other
entities that seek access to its enormous customer portfolio. Such power derives from the part-
ner companies’ worry that Tencent could partner with or even invest in a competitor if they do
not let the company have its way. Even the Chinese government has grown wary of Tencent'’s

massive market power, reportedly asking for a stake in the company.®

Power as a Tool

Power is a term laden with negative connotations, often implying abuse, oppression,
or exploitation. And properly so: power can cause great damage. In channels espe-
cially, power can be used to force another channel member to generate some value,
without granting it equitable compensation for that effort. The party in the stronger
power position can grab a disproportionate share of the benefits of the relationship,®
and when used in this way, power is (and should be) condemned.
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But this critical view is one-sided. Because power represents the potential for influ-
ence, great benefits can be achieved through its judicious use, to drive a channel
toward more efficient, more coordinated operations. For example, at one point in
its history, Hewlett-Packard (HP) made complete printers in a factory, then shipped
them into the channel, hoping that end-users would buy them. But because differ-
ent customers demanded many versions of each printer, this policy resulted in high
inventories, often of the wrong products. In response, HP pioneered a strategy to
achieve mass customization at low prices. Its printer designs featured standardized,
independent modules that could be combined and assembled easily to make many
variations of the core product. Channel partners could stock the generic modules
and assemble them, according to customers’ distinct needs.

With its considerable power in the printer channel, HP thus pushed light man-
ufacturing and assembly out of the factory and down the channel. The move
generated conflict, but it also resulted in lower inventories throughout the chan-
nel and fewer stockouts, an ideal (and often seemingly impossible) combination.
End-users enjoyed the benefits of greater choice, at lower prices. Other downstream
channel members could appreciate the benefits of increased customer satisfaction,
along with lower inventory-holding costs. And HP expanded the market for printers
while also taking a greater share of the bigger pie. Careful to preserve its sterling rep-
utation for fair play, though, HP never sought to appropriate downstream channel
members’ share of the new wealth that the channel generated.

A tempting alternative might imagine that HP could achieve this win-win
result without wielding power or pressuring its reluctant channel members. It
had strategic alliances in place with its distributors; why not just work with them,
instead of exercising power over them? Had the channel recognized how well
the modular approach worked, it theoretically would have assumed some of the
factory’s functions, because channel members would have adopted the approach
of their own free will. But such clarity and certainty exist only with the ben-
efit of hindsight. Mass customization, achieved through the postponement of
assembly, was a radical idea at the time, and even today, it is not widely used.
Embracing the idea would have required an act of faith; absent faith, it required
HP’s exercise of power.

The Five Sources of Channel Power

How can we take an inventory of an organization’s ability to change the behavior of
another organization? There actually are many ways; the debate is about which way
is best.” One way of thinking about indexing power, called the French and Raven
approach, has proven particularly fruitful in marketing channels, even though it
came from psychology.® It holds that the best way to measure power is to count
its genesis from five sources: reward, coercion, expertise, reference, and legitimacy.
Each source is reasonably observable, so even though power is hidden, it can be
approximated by compiling the estimates of its sources.
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Power can be accrued and exerted only by a producer with a viable value prop-
osition that appeals to the end-user. If the producer suffers a serious deficiency
in this basic element, no amount of power in the channel can compensate for it.
Specifically, the producer must offer:’

e aproduct or service whose quality level meets the needs of a substantial segment
of end-users,

e at a price these end-users consider paying,

e such that it is saleable enough that the terms of trade offered to other channel
members enable them to earn minimum acceptable financial returns at the price
end-users are willing to pay,

e backed by a minimally acceptable producer reputation, and

o delivered reliably, such that the producer honors any delays it has negotiated
with channel members or their customers.

These five thresholds are fundamental; without them, the downstream channel
member has limited ability to create demand and no reason to bother to try to
do so, regardless of the power exerted by the upstream member. Figure 3.2 gives a
bird’s-eye view of the five sources of power.

Reward Power

A reward is a benefit, given in return for a channel member’s agreement to alter
its behavior. In distribution channels, the emphasis is mainly on financial rewards.
Financial returns need not be immediate, or precisely estimable, but expectations of

Reward Power Coercive Power
(provide incentives) (p(.)wer of
punishment)

. Legitimate Power Referent Power
Expert Power (special . . .
. (legal authority or (prestige via
knowledge or expertise) o
norms) association)

FIGURE 3.2

The Five Sources
of Power




86

CHANNEL POWER

eventual payoffs, even indirect ones, pervade channel negotiations. Reward power
is based on a belief by actor B that actor A has the ability to grant it something valu-
able. The effective use of reward power rests on A’s possession of some resource that
B values and believes it can obtain by conforming with A’s request. But the ability to
grant rewards is not sufficient; B must also perceive that A is willing to grant rewards.
Therefore, B must be convinced that what A desires really will create benefits, and
then that B will receive a fair share of those benefits.

Many channel initiatives create reward power in various forms. For example,
efforts to boost a reseller’s capabilities enable it to increase its profits. Excellent logis-
tics also can increase downstream channel members’ rewards indirectly, because
their interactions with the producer are more efficient and profitable—which has
the added advantage of being difficult to imitate.!° Not only do producers gain the
ability to alter downstream behavior by increasing rewards, but downstream chan-
nel members also can reward producers by more effectively establishing markets for
the producers’ product or service offers.

Coercive Power

Coercive power stems from B’s expectation of punishment by A if it fails to con-
form with A’s influence attempt. In the United States, large supermarket chains
extract substantial slotting allowances (fees) from branded producers before they
will agree to stock new products. Regardless of the potential economic ration-
ale for this practice,!" empirical evidence suggests that these fees really exist
because the retailer has the ability to block market access by a manufacturer that
refuses to pay.'? Other examples of coercive power include margin reductions, a
withdrawal of previously granted rewards (e.g., exclusive territorial rights), and
slower shipments.

In this sense, coercion is synonymous with the potential to threaten another
organization, whether implicitly or explicitly. The threat of being dropped from
Walmart’s approved vendor list has led mos