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Preface

Marketing channels provide the means through which the vast array of products and
services from all over the globe are made available to hundreds of millions of customers
seeking to buy those products and services in every country, city and town in the world.
As we move into the second decade of the twenty-first century, new technologies cou-
pled with globalization have dramatically transformed marketing channels as well as the
expectations of customers served by marketing channels. Conventional “bricks and mor-
tar” channels have not only been dramatically augmented by online channels but custo-
mers can also shop while literally being on the move from locations all over the globe
with a laptop, iPhone, iPad or other device. This mobile commerce capability has been
enhanced by the dramatic growth in social networking where more and more social net-
working sites now enable visitors to shop for products and services without having to
leave those sites.

These developments have created a metamorphosis in marketing channels and cus-
tomer expectations: Customers now expect, and marketing channels must now provide,
high levels of choice to customers in what products and services are made available to
them, how, when and where they wish to buy them. So, when it comes to which market-
ing channels customers will want access to in the twenty-first century, customer expecta-
tions are likely to drive an answer of “all of the above.” If a consumer wants to be able to
buy a product while on Facebook, an e-commerce channel embedded in the Facebook
site will need to be there. If a customer wants to buy something using her smartphone
while jogging, that channel must also be available. But when a different customer, or
even the same customer, wants to visit a land-based store or browse though a paper cat-
alog to buy something, that customer will still expect those “old fashioned” channels to
be there as well.

This new multi-channel environment has broadened the task of channel strategy and
management as we move beyond the first decade of the twenty-first century. The range
of channel options available to the channel manager to make products and services con-
veniently available to channel-surfing customers is wider but the challenge of creating
and managing an optimal channel mix has become greater. Channel managers must
now not only understand the capabilities and limitations of conventional marketing
channels but also the even greater challenge of how to integrate high-tech, electronic
channels into conventional marketing channels to create a seamless customer experience.
Although the “toolkit” available to channel managers to make products and services
available to customers is now fuller, more knowledge and skill will be needed to use
those tools effectively.

Features of the Eighth Edition

This eighth edition of Marketing Channels: A Management View has been revised to ad-
dress the new multi-channel challenge of the twenty-first century. Throughout the book,
new high-tech channel options such as mobile commerce (m-commerce) and channels
associated with social networks (sometimes referred to as s-commerce or f-commerce,
short for Facebook commerce), have been integrated into the various topical areas of
channel management.

xviii
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Preface  xix

The integration of these new marketing channel options into the mainstream of mar-
keting channel strategy and management is just part of the story of the eight edition of
Marketing Channels: A Management View. The text has been thoroughly revised to reflect
changing economic, sociocultural, competitive, technological and legal phenomena as they
impact marketing channels. This edition has also put even more stress on the growing im-
portance of marketing channels as a strategic area of marketing management. The in-
creased attention by companies and organizations across a broad spectrum of industries
to view marketing channel strategy as a vital area for delivering customer value and creat-
ing sustainable competitive advantage has also been emphasized throughout the text.

This new edition focuses even more sharply on the need to view marketing channels
as a strategic component of the marketing mix, along with the other strategic compo-
nents of product, price, and promotion. The theme underlying every chapter stresses
the need for the channel manager to understand how channel strategy can contribute
to and be enhanced by the other strategic components of the marketing mix.

Every chapter of the eighth edition of Marketing Channels: A Management View has
been carefully revised and updated to incorporate the latest thinking on marketing chan-
nels. New ideas and research findings from the academic literature have been blended
with the most current insights from industry practice to provide cutting-edge coverage
of all of the topics of marketing channels.

All of the Focus on Channels opening chapter vignettes are new in this edition and
each chapter contains several new Channel Issues for Discussion mini-cases that reflect
the most recent developments affecting marketing channels. Over a third of the Case
Studies are new and they encompass a variety of topics in channels that were not cov-
ered in the cases they replace. Numerous new examples and vignettes have also been
added to the chapters to illustrate concepts, using the most up-to-date material.

What has not changed through all eight editions of Marketing Channels: A Manage-
ment View is the book’s basic objective: to provide a management focus and decision
making framework to the field of marketing channels. Theory, research and practice are
covered thoroughly and blended into a discussion that stresses decision making implica-
tions. Also kept intact are the core features of the book that have been so well-received in
previous editions. The organization of material within each chapter has been very care-
fully developed to keep the reader on target. The writing style stresses a clear, concise
and interesting treatment of the subject and up-to-date examples and vignettes are em-
ployed abundantly in every chapter. Finally, the structure and pedagogy of the book have
been carefully refined during the eight editions. Learning objectives, focused chapter-
opening vignettes, precise organization and heading structure, end-of-chapter summa-
ries, review questions, issues for discussion mini-cases at the end of each chapter and
25 full case studies at the back of the book, cross-referenced to the material in each chap-
ter make the eighth edition of Marketing Channels: A Management View a truly user-
friendly book.

Overview of the Eighth Edition

Part 1, Marketing Channel Systems, comprises four chapters that present the basic founda-
tion of marketing channels concepts within a managerial framework. Chapter 1 presents
the core concepts of marketing channels and has been revised to emphasize even more
strongly the strategic importance of marketing channels in the larger field of marketing.
Chapter 2 provides a detailed discussion of the channel participants, using the latest whole-
sale and retail census data available, and presents a detailed analysis of distribution tasks.
Chapter 3 discusses the environment of marketing channels and the implications of envi-
ronmental changes for marketing channel management. The discussion of economic,
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competitive, socio-cultural, technological and legal environments has been revised to reflect
the latest developments in these areas. Chapter 4, dealing with behavioral processes in
marketing channels, has been updated to incorporate relevant behavioral channel research
conducted since publication of the previous edition.

Part 2, Developing the Marketing Channel, begins with a revised Chapter 5. This
chapter provides a comprehensive discussion of strategy in marketing channels using a
strategic framework for dealing with all of the key channel management decisions raised
in subsequent chapters. Chapter 6 presents a thorough analysis of channel design. The
seven-phase channel design paradigm used in the previous seven editions has been re-
tained but some additional material and refinements have been added. Chapter 7 pro-
vides a detailed discussion of the last phase of channel design (selection of channel
members) that incorporates some new illustrative material. Chapter 8, the last chapter
in Part 2, deals with how various market dimensions influence channel design strategy
and has been refined and updated where appropriate.

Part 3, Managing the Marketing Channel, comprising Chapters 9-14, deals with the
administration of existing channels. Chapter 9 opens with a comprehensive analysis of
the motivation of channel members. Along with updating and refinements, the revision
of this chapter places emphasis on strategic alliances and partnerships for motivating
channel members. Chapter 10, on product issues in channel management, has been re-
vised to include still more emphasis on information gathering to monitor the product
flow through the channel. The focus of Chapter 11 is on the interfaces between pricing
and channel management. This chapter has been revised to update the material. Chapter
12, which discusses promotion through the marketing channel, has been updated to in-
corporate new research findings on push promotion strategies. Chapter 13 provides an
overview of logistics in relation to channel management that addresses the newer empha-
sis on supply chain management and efficient consumer response. Chapter 14 presents
an analysis of the issues involved in evaluating channel member performance. Appropri-
ate updates and new references have been incorporated in this chapter.

Part 4, Additional Perspectives on Marketing Channels, contains the four final chap-
ters of the textbook. Chapter 15, Electronic Marketing Channels, leads off this section
with a comprehensive analysis of the role of Internet-based marketing channels. The
chapter has been completely rewritten to reflect the metamorphosis that has occurred
in E-commerce during the relatively short period since the last edition of the text was
published. This chapter now also incorporates recent developments in mobile and so-
cial-networking-based electronic marketing channels.

Chapter 16, which is new to this edition, presents a comprehensive analysis of
business format franchise channels. Franchise terminology, trends in franchising, advan-
tages and disadvantages of franchise channels, as well as implications for managing
franchise channels are covered in this chapter. An appendix that reproduces the com-
plete franchise contract for Dunkin’ Donuts Inc. is included at the end of the chapter.
Chapter 17, dealing with marketing channels for services, provides a concise overview
of the characteristics of services as they relate to channel management. Chapter 18 pre-
sents an updated discussion of the key issues in international channel management.

Part 5 comprises 25 full case studies in a balanced mix of short, medium and long
cases. Over one-third of the cases are new to this edition. A matrix relating the cases to
relevant chapters can be found at the beginning of this part.

Supplementary Material

The eighth edition of Marketing Channels: A Management View is accompanied by an
instructor’s resource CD-ROM. It includes an instructor’s manual that contains answers

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Preface xxi

to the review questions, commentaries on the issues for discussion, and a discussion of
the cases, and a PowerPoint presentation. All of the ancillary materials can also be found
on the Web site at http://www.cengage.com.
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CHAPTER 1

Marketing Channel Concepts

LEARNING OBJECTIVES

After reading this chapter, you should:

1.

wl

~

Realize that new Internet-based technologies have created a metamorphosis in marketing channels
and distribution systems.

Recognize that today’s customers expect more choices as to how, when, and where products and
services are made available to them.

Be aware of the need for multi-channel strategies and structures to satisfy heightened customer
expectations for channel choice.

Understand the definition of the marketing channel from a managerial perspective.

See how marketing channels relate to the other strategic variables in the marketing mix.

Know the flows in marketing channels and how they relate to channel management.

Understand the principles of specialization and division of labor as well as contactual efficiency in
marketing channels.

Be familiar with the concepts of channel structure and ancillary structure and recognize the difference
between them.
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4 Part 1: Marketing Channel Systems

FOCUS ON CHANNELS

Amazon.com Has Become the Walmart of the Internet.
Now Walmart wants to be the Walmart of the Internet

When it comes to online channels of distribution,
Amazon.com, with over $20 billion in annual sales,
has been the overwhelming winner both in sales
revenue and top-of-mind recognition. In fact,
Amazon.com has become the ultimate icon for on-
line shopping. Just about everybody in the world
has heard of Amazon.com and a large portion of
that vast audience has purchased something from
the company. To say that Amazon.com has become
the Walmart of the Internet is certainly not an over-
statement, and if anything, might even be an
understatement.

But will Amazon.com’s domination of online
channels of distribution continue into perpetu-
ity? Not if Walmart can help it! Walmart, the
world’s largest retailer in conventional “bricks
and mortar” retail channels is not about to let
Amazon.com continue to dominate online chan-
nels without a pretty serious fight. In addition to
rapidly building up its online channels for selling
its own merchandise, Walmart has taken a page
from Amazon.com’s channel strategy playbook
by offering merchandise from other retailers
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through Walmart’s new virtual online mall called
Walmart Marketplace. Over one million new
items have been added to Walmart.com’s prod-
uct assortment from these outside sellers. And,
just like Amazon.com’s virtual mall, Walmart
Marketplace will never see or touch the mer-
chandise it sells because the affiliated retailers
ship directly from their sites and handle all ex-
changes and returns while Walmart.com re-
ceives a commission on all product sales.

While imitation may be the sincerest form of
flattery, does Walmart believe that its online
channel sales might someday equal or surpass
those of Amazon.com? Kerry Cooper, Walmart.
com’s chief marketing officer certainly thinks so:
“Qur vision is to make Walmart.com the most
visited and valued online site.”

If Mr. Cooper is right, someday Walmart, not
Amazon.com, will be the Walmart of the
Internet!

Source: Based on Miguel Bustillo and Geoffrey A.

Fowler, “Wal-Mart Sets Outside Offerings In Online
Mall,” Wall Street Journal (September 1, 2009): B6.
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We are now well into the second decade of the Twenty-First Century. As
consumers in this era, we can still find all around us “bricks and mortar” stores,
shopping centers, and malls. In fact, as we mentioned above, Walmart, the largest
retailer in the world by sales volume, still derives most of its over $400 billion in
revenue from its land-based stores." Other giant retailers operating physical “big
box” stores such as Home Depot, Staples, Best Buy, and numerous others are still
here as well. So too are many other traditional marketing channel participants
such as wholesalers and industrial distributors, manufacturer’s representatives,
and selling agents and brokers serving many industries while operating in the
land-based world of physical facilities and legions of real people with “boots on the
ground.”

But the fact that these traditional marketing channels continue to exist and
even thrive in the second decade of the Twenty-First Century does not change
the fact that a great metamorphosis has occurred in this century that has
profoundly altered the structure of marketing channels.” The emergence of
Internet-based electronic commerce toward the end of the Twentieth
Century was the seminal phenomenon® that set the stage for a host of new
technologies, business models, and innovative firms that opened up a whole new
world of possibilities for channels of distribution.* Indeed, it seems we cannot go
through a single day without hearing about online commerce, mobile
commerce, social networking, YouTube, Facebook, Twitter, Hulu, Skype, PayPal,
the iPhone, iPad, cloud computing, “Cyber-Monday” instead of “Black Friday”
and a host of other iconic terms and names associated with the digital age in
which we live.

The implications of these and similar phenomena for marketing channel
strategy and structure are just beginning to emerge.” One overriding implication,
however, is already crystal clear: customers now expect far more and better channel
choices for gaining access to the vast array of products and services from all over the
planet—how, where, and when they want them.® From walking into a store to
touching the screen on an iPhone while running to catch a plane, today’s
customer expects the buying experience to be simple, quick, and seamless. If it is
not, a Tweet may soon be launched from the same iPhone to inform the unhappy
customer’s social network and whomever else is interested in hearing about the
less-than-satisfactory buying experience.

Such heightened customer expectations for more and better ways to shop for
products and services from around the globe have, in turn, created a formidable
challenge for firms in the business of distributing those products and services:
High customer expectations not only need to be met, but exceeded, to provide the
high-level shopping experience customers expect.

It is through effective and efficient marketing channels that this challenge can
be addressed. But in today’s complex global environment, this is not an easy
challenge to meet. Everyday, literally billions of people, as well as millions of
industrial companies, businesses, institutions, and other organizations all over the
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6 Part 1: Marketing Channel Systems

world, need and want millions of different products and services. Somehow, this
vast conglomeration must be sorted out and matched up so that customers get the
goods and services when and where they are needed. This may involve shopping at
a traditional retail store such as Gap to buy a sweater, downloading digitized music
through an iPod or iPhone, downloading a book on a Kindle or an iPad, or even
ordering the item the old-fashioned way by phone from one of the 17 billion paper
catalogs still sent to customers annually in the United States alone.” In the
business-to-business (B2B) sector, businesses may not only distribute through
traditional industrial distributors, wholesalers, and manufacturers’ representatives,
but may also need the services of sophisticated online marketplaces such as
Alibaba.com or online channel facilitators such as ChannelAdvisors.com.”

Most customers, especially in consumer markets, are unaware of the enormous
effort involved in making such a tremendous array of products and services so
conveniently available. They see only the end result of a host of strategies, plans,
and actions that create new types of stores, distribution centers, services, and
technologies that determine the structure and operation of marketing channels.
Marketing channels in turn affect the lives of hundreds of millions of customers
who rely on them to make the myriad products and services from around the
globe so conveniently available.

In this book we go “behind the scenes” and take an in-depth look at marketing
channels. We examine the nature of marketing channels, their importance in
marketing, and how they evolve, develop, and change. We will focus especially on the
role of strategy in marketing channels, as well as how they are designed, managed, and
evaluated. Although, as alluded to earlier, much of the activity in marketing channels
takes place behind the scenes, as we proceed through the text and peer into this
background, a challenging and fascinating part of marketing will emerge.

The Multi-Channel Challenge

The expectations of today’s customers both at the business-to-consumer (B2C) and
business-to-business (B2B) levels, for high channel choice, flexibility, and an excellent
buying experience is less likely to be satisfied by any one channel structure.” To meet
these expanded customer expectations, a variety of different channels, often both land-
based and Internet-based, is needed. Further, these multiple channels must be properly
targeted to reach the appropriate customer segments and coordinated to make sure they
mesh smoothly and complement, rather than undermine, each other. Needless to say,
such effective multi-channel targeting and coordination does not happen by chance.
Rather, close attention must be given to developing a multi-channel strategy that results
in a set of marketing channels that makes products and services conveniently available to
customers day in and day out, as well as for the long term."’

But the pursuit of an effective multi-channel strategy raises four key challenges
that need to be addressed. These are briefly discussed here, but we will return to these
issues'" throughout the textbook.

1. Finding the optimal multi-channel mix
2. Creating multi-channel synergies
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3. Avoiding multi-channel conflicts
4. Gaining a sustainable competitive advantage via multi-channel strategy

Chapter 1: Marketing Channel Concepts

An Optimal Multi-Channel Mix
As alluded to earlier, Internet-based online channels have become a mainstream
channel in the channel mixes of a vast number of firms that may also use several other
channels such as:

Retail store channels

Mail order channels
Wholesale distributor channels
Sales representative channels
Call center channels

Company sales force channels
Vending machine channels

Company-owned retail store channels

7

For example, as shown in Figure 1.1, Apple Computer, Inc.’s multi-channel strategy
employs a wide variety of channels to sell its iPhone, as well as other products including
online, mobile phone service providers, wholesale clubs, mass merchandisers, consumer
electronics stores, and its own retail stores. Hensen Natural Corporation, manufacturer
of Monster Energy Drink and natural sodas and fruit drinks, relies on Coca-Cola Bot-
tlers, a giant wholesale distributor, to gain access to multiple retail channels ranging
from general mass merchandisers such as Walmart to vending machines and night clubs
(See Figure 1.2).

FIGURE 1.1 iPhone Distribution Channel

Mobile phone service

Manufacturer

providers*

(Apple, Inc.)

Apple online store
(Company-owned)

Wholesale clubs
(Sam’s club)

General mass
merchandisers
(WalMart)

Apple retail stores
(Company-owned)

Consumer electronics
superstores
(BestBuy)

Online marketplace
(eBay, Amazon)

- — = — — — - — — — — ]

Consumers

Physical channel

Online channel - - - - - -

*AT&T has exclusive distribution for the iPhone until Summer 2010; Verizon Wireless may receive exclusive distribution rights for the iPhone
after the AT&T contract us over.
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FIGURE 1.2 Monster Energy Drink Distribution Channels
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While a firm may use numerous channels in its multi-channel strategy, it is the quality of
the channel mix rather than the quantity that is key in satisfying the firm’s customer base.'>
In a very real sense, the firm’s channel mix can be viewed as a channel portfolio, analogous
to financial instruments in a conventional portfolio. So, just as a well-designed financial
portfolio provides coverage across a range of investments to attain diversification, the
well-designed channel portfolio would attempt to provide access to a range of customer seg-
ments while achieving channel diversification.

In future chapters, we will examine a number of ideas, concepts, and strategies that
are important for developing a strong channel portfolio.

Multi-Channel Synergies

In the context of multi-channel strategy, synergy means using one channel to enhance
the effectiveness and efficiency of other channels in the mix."> Using online channels to
obtain information about a product before purchasing it in conventional “brick and
mortar” channels is a common example of multi-channel synergy. Most customers buy-
ing new cars, for instance, use online channels to learn about product features, make
comparisons to other brands, check on pricing, and find dealers before going to the
auto-dealer channel to actually buy a car. Multi-channel synergies can also emerge
when different channels in the mix “help each other out,” and in doing so, create syner-
gies that result in better customer service. This would occur, for example, when a cus-
tomer confronted with a stockout from, say, a retail store channel is conveniently
served by another channel from the mix. Consider, for example, Johnston and Murphy, a
well-known manufacturer of men’s shoes and apparel. The company sells its products
through its own retail stores, independent retailers, a catalog mail order channel, and in
recent years, via its online channel. If a Johnston and Murphy store does not have the
particular shoe style or size when a customer comes in, the online channel “pinch hits”
for the retail store channel by shipping the product directly to the customer’s home at no
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charge to the customer and no effort on the customer’s part because the store salesper-
son takes care of the online ordering process.

Creating such multi-channel synergies that satisfy or even delight customers by ex-
ceeding their expectations, while not always possible to achieve, is nevertheless a worthy
aspiration to focus on when developing multi-channel strategies. We will have more to
say on this topic later in the text.

Avoiding Multi-Channel Conflict

A major obstacle to developing successful multi-channel strategies is the emergence of
conflict between different channels used for reaching the same customers. For example,
if a manufacturer sells directly via its online channel or field sales force to the same cus-
tomers served by independent distributors, the distributors may very well view the online
and field salesforce channels as taking business away from their (independent distribu-
tor) channel. Thus, rather than viewing the multiple channel strategy as a means for pro-
viding more choice and flexibility to customers, it is viewed by the independent
distributors as a zero-sum game: if one channel gains customers, then another channel
must have lost customers.

Avoiding or at least mitigating such channel conflicts requires knowledge of the eco-
nomic and behavioral factors that underlie marketing channels as well as astute channel
strategy to attempt to “design out” or effectively manage such channel conflict. These
topics will be treated in much greater depth later in the text."

Sustainable Competitive Advantage and Multi-Channel Strategy

A sustainable competitive advantage is a competitive edge that cannot be quickly or
easily copied by competitors."” In today’s global competitive arena, gaining a sustainable
competitive advantage by emphasizing the first three Ps of the marketing mix (product,
price, and promotion) has become more difficult. With a few notable exceptions, product
differences, whether based in design innovation, technological advances, quality, or
brand identity, can be copied, matched, and even improved upon by competitors in a
relatively short period of time. Similarly, a focus on low price as a means for attaining
a sustainable competitive advantage may prove to be an even less-viable strategy today.
There is always some country or region in the world where the product can be produced
at a lower cost and then priced lower by competitors. Turning now to the third strategic
arena of the marketing mix, promotion, this strategy may offer even less of a basis for
gaining a sustainable competitive advantage than product and pricing strategy. Today,
consumers are literally deluged with advertising and sales promotion messages both on-
line (on Google alone advertisers spent over $22 billion in 2009) as well as through tra-
ditional media (over $125 billion). These huge expenditures have created a barrage of
advertising and other forms of promotion to which consumers are exposed on a daily
basis. This has created enormous clutter, which dramatically reduces the impact of pro-
motional messages, regardless of how clever they are and in what media they are deliv-
ered, as literally thousands of messages knock each other out of the target audience’s
mind during very short periods of time. So, holding on to a competitive advantage
through promotion for a substantial time period has become extremely difficult to do
in the face of such intense clutter.

As a result of these developments, channel strategy and particularly multi-channel
strategy have attracted increased attention as a means for gaining a sustainable
competitive advantage. The main reason for this is that well-formulated channel strate-
gies are more difficult for competitors to quickly copy. Developing effective channel
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strategies often requires a long-term commitment and significant amounts of investment
in infrastructure and in the development of human skills. For example, Caterpillar’s
highly regarded world-wide channel system, based on well-capitalized megadealers, a
supply chain that utilizes the most advanced information technology, and highly trained
and motivated employees in the independent Caterpillar dealerships is not something
that a competitor could copy and implement as quickly as it could copy a particular
model of a Caterpillar earth moving machine.'®

The Marketing Channel Defined

The concept of the marketing channel can be confusing. Often it is thought of as the
route taken by a product as it moves from the producer to the consumer or other ulti-
mate user. Some define it as the path taken by the title to goods as it moves through
various agencies. Still others describe the marketing channel in terms of a loose coalition
of business firms that have banded together for purposes of trade.

Much of the confusion stems from differing perspectives or viewpoints. The manufac-
turer, for example, may focus on the different intermediaries needed to get products to
customers, so he might define the marketing channel in terms of the movement of the
products through these various intermediaries. Intermediaries such as wholesalers or re-
tailers who are expected to carry substantial inventories from various manufacturers and
bear the risks associated with this function may view the flow of the title to the goods as
the proper delineator of the marketing channel. Consumers may view the marketing
channel as the collection of Web sites that they use when shopping online, or in the
case of conventional channels, the stores they patronize. Finally, the researcher observing
the marketing channel as it operates in the economic system may describe it in terms of
its structural dimensions and efficiency of operation.

Given these differing perspectives, it is not possible to have a single definition of the
marketing channel. In this text, we take a managerial decision-making viewpoint of the
marketing channel as seen mainly through the eyes of marketing management, typically
by producing and manufacturing firms. Thus, the marketing channel is viewed as one of
the key marketing decision areas that marketing management must address. In this con-
text, the marketing channel may be defined as:

the external contactual organization that management operates to achieve its distribu-
tion objectives.

Four terms in this definition should be especially noted: external, contactual organiza-
tion, operates, and distribution objectives.

The term external means that the marketing channel exists outside the firm. In other
words, it is not part of a firm’s internal organizational structure. Management of the
marketing channel therefore involves the use of interorganizational management'’
(managing more that one firm) rather than intraorganizational management (manag-
ing one firm). It is important to keep this point in mind because many of the special
problems and peculiarities of managing the marketing channel discussed later in the
text stem from this external (interorganizational) structure.'®

The term contactual organization refers to those firms or parties who are involved in
negotiatory functions as a product or service moves from the producer to its ultimate user.
Negotiatory functions consist of buying, selling, and transferring title to products or
services. Consequently, only those firms or parties that engage in these functions are mem-
bers of the marketing channel.”” Other firms (usually referred to as facilitating agencies)
such as transportation companies, public warehouses, banks, insurance companies,
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advertising agencies, and the like, that perform functions other than negotiatory, are
excluded.”® This distinction is not a matter of academic hairsplitting. The channel manage-
ment problems involved when dealing with firms or parties performing negotiatory func-
tions are often fundamentally different from those encountered when dealing with agencies
that do not perform these functions. This will be apparent at many points as we proceed
through the text.

The third term, operates, suggests involvement by management in the affairs of the
channel. This involvement may range from the initial development of channel structure
all the way to day-to-day management of the channel. When management operates the
external contactual organization, it has made a decision not to let this organization run
by itself. This does not mean that management can have total or even substantial control
of the channel. In many cases, as we shall see in subsequent chapters, this is not possible.
On the other hand, by operating the channel, management is acting to avoid unwitting
control of its actions by the channel.”!

Finally, distribution objectives, the fourth key term in the definition, means that
management has certain distribution goals in mind. The marketing channel exists as
a means for reaching these. The structure and management of the marketing channel
are thus in part a function of a firm’s distribution objectives. As these objectives
change, variations in the external contactual organization and the way management
attempts to operate it can also be expected to change. For example, when Dell
Computer Corporation’s distribution objectives changed from a focus primarily on
B2B customers to include more emphasis on deeper penetration into the B2C market,
Dell changed its channel structure to include retailers that provided a level of
exposure and reach to consumers that had not been available from Dell’s direct
distribution channels.*”

Use of the Term Channel Manager

Throughout this text we will generally be using the term channel manager to refer to
anyone in a firm or organization who is involved in marketing channel decision making.
In practice, relatively few firms or organizations actually have a single designated execu-
tive position called channel manager.”” However, as shown in Figure 1.3, some major
firms have executive positions where the duties are similar to those of the channel man-
ager as defined here. The positions of “Channel Strategy Manager” at Advanced Micro
Devices, Inc., “VP-Channel Manager” at McGraw-Hill and “Channel Marketing
Manager” at Cisco Systems, Inc., Konica Minolta Business Solutions, and Newell
Rubbermaid are perhaps the executive positions closest to the term channel manager
as used in this text. More often, depending on the type of firm or organization and its
size, many different executives are involved in making channel decisions. For large
consumer goods manufacturers, for example, the vice president of marketing, general
marketing manager, product manager, brand manager, and sales executive, such as the
vice president of sales or the general sales manager, might be the key channel decision
maker. In some franchise organizations, common in the fast-food and service fields, a
middle management executive called “manager of franchisee relations” sometimes
plays an important role in channel decision making along with top sales and market-
ing executives of the franchisor. In smaller businesses across a wide spectrum of both
consumer and industrial products companies, most channel decisions will be handled
by the owner/manager.

Given that so many different types and levels of managers are involved in channel
decision making and that relatively few officially designated channel managers exist, we
could have used a generic term such ash decision maker or marketer when referring to an
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FIGURE 1.3 Channel
Management Job Titles
Used by Selected

U.S. Firms

Firm Name

Channel Management Job Title

Accenture

Advanced Micro Devices, Inc.
America Online

Assurant

AT&T Wireless

Bank of America

Cisco Systems, Inc.

Google, Inc.

Honeywell International

Sales Strategy and Channel Manager
Channel Strategy Manager

Channel Manager, Sales Operations
Channel Development Manager
Lead Channel Manager

VP, Channel Program Manager
Channel Marketing Manager
Enterprise Channel Manager, Search

Manager Channel Sales

Konica Minolta Business Solutions Channel Marketing Manager
McAfee Channel Marketing Manager
McGraw-Hill VP-Channel Manager

Microsoft Corporation

Newell Rubbermaid

Senior Channel and Communication Manager
Channel Marketing Manager
Sallie Mae Partner Channel Program Manager

Seagate Technology Channel Programs Manager

SunGard Channel Sales Manager g
Symantec Program Manager, Channel Readiness g
T-Mobile Senior Manager, Channel Strategy and g,
Analysis §

©

individual making channel decisions. However, we chose to use the term channel man-
ager instead because it provides a sense of focus for referring to the important role of
channel decision making within the firm. So, regardless of an individual’s actual job title,
when that person is involved in making channel decisions, he or she is filling the role of
channel manager even though such a position may not formally exist on the firm’s orga-
nization chart. In other words, anyone in the firm who is making channel decisions is,
while involved in that activity, a channel manager.

Marketing Channels and Marketing Management Strategy

As alluded to in our discussion of gaining a sustainable competitive advantage earlier in
this chapter, the classic marketing mix strategy model provides the framework for view-
ing the marketing channel from a marketing management perspective.”* The marketing
mix model portrays the marketing management process as a strategic blending of four
controllable marketing variables (the marketing mix) to meet the demands of customers
to which the firm wishes to appeal (the target markets) in light of internal and external
uncontrollable variables. The basic marketing mix variables, often referred to as “The
Four Ps,” are product, price, promotion, and distribution (place). The external uncon-
trollable variables are such major environmental forces as the economy, sociocultural
patterns of buyer behavior, competition, government, and technology; the nonmarketing
functions of the firm constitute internal uncontrollable variables. Figure 1.4 shows a
typical portrayal of the marketing mix strategy model. The major tasks of marketing
management are to seek out potential target markets and to develop appropriate and co-
ordinated product, price promotion, and distribution strategies to serve those markets in
a competitive and dynamic environment.

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 1: Marketing Channel Concepts 13

FIGURE 1.4 Market-
ing Mix Strategy Model
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Source: Bert Rosenbloom, Retail Marketing (New York: Random House, 1981), 14.

Marketing channel strategy, one of the major strategic areas of marketing management,
fits under the distribution (place) variable in the marketing mix. Management must develop
and operate its marketing channels in such a way as to support and enhance the other strate-
gic variables of the marketing mix in order to meet the demands of the firm’s target markets.

The channel strategy employed by STIHL, Inc., the world’s leading manufacturer of
chain saws, and a major producer of other outdoor hand-held power equipment such
as line trimmers, hedge trimmers, and blowers, illustrates the interrelationship between
channel strategy and the other strategic variables of the marketing mix.

In terms of product strategy, STIHL, Inc. enjoys a reputation for making products of the
highest quality. Its main manufacturing plant in Virginia Beach, Virginia is the largest and
most advanced hand-held outdoor equipment design and engineering facility in the world.””
STIHL’s commitment to quality is enhanced by its emphasis on continuous product innova-
tion and performance. The company also expects its products to be fuel efficient and environ-
mentally responsible. This commitment to product quality and performance has resulted in a
strong brand image for STIHL products among consumers and even competitors.

With regard to pricing strategy, in STIHL’s marketing mix, the main focus is on value
rather than low price. STIHL’s culture reflects the “old fashioned” belief that you get what
you pay for. So, while the company avoids using such terms as “higher priced” or “premium
price,” its pricing strategy is designed to reflect and support its superior products.

STIHL’s promotional strategy is aimed at reinforcing the company’s product quality
and value pricing strategies. STIHL's Web site states that “Our Products Are Built
to Perform” and offers detailed descriptions of a number of its leading products.”®
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14 Part 1: Marketing Channel Systems

The Web site also provides access to customer testimonials that stress the performance,
durability, and value offered by STIHL products.

Turning now to the fourth strategic variable in STIHL’s marketing mix, its channel
strategy, the company has taken a novel approach but one that is consistent with the
other three core strategies in the marketing mix: STIHL has chosen not to sell its
products through the giant home improvement retailers, Home Depot and Lowe’s.
Indeed, STIHL makes it a point to announce to the world its refusal to deal with these
mass merchandiser retail channels. On a regular basis, STTHL takes out whole-page
advertisements in major newspapers such as The Wall Street Journal, boldly
announcing its policy of avoiding the giant retailer channel (see Figure 1.5). It also airs

FIGURE 1.5
Advertisement in The
Wall Street

Journal by STIHL
Announcing its Refusal
to Deal with Lowe’s or

Home Depor Why is the world's number one
selling brand of chain saw not sold
at Lowe’s or The Home Depot?

We can give you 8,000 reasons, our legion of independent To find a dealer:

STIHL dealers nationwide. We count on them every dayandso ~ STIHLUSA.com

can you. To give you a product demonstration, straight talk and fmugm
genuine advice about STIHL products. To offer fast and expert

on-site service. And to stand behind every product they carry,

always fully assembled, You see, we won't sell you a chain saw  The Home Depot and Lowe's

] tered tradamarks of
in a box, not even in a big one. Are you ready for a STIHL? :;:n;’rg:pmm; companiss.

N f [, | &

Courtesy, Stihl, Inc.
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television ads with the same message. STIHL’s channel strategy relies on selling its
products through over 8,000 independent specialty retailers, all of whom have sub-
stantial product knowledge and the capability to service the product after it has
been sold. Why has STIHL taken this unusual approach to its channel strategy by
purposely and boldly avoiding Home Depot and Lowe’s (as well as Sears and
Walmart) even though these are the kinds of retailers that could make STIHL pro-
ducts available to tens of millions of customers? Peter Burton, senior vice president
of sales at STIHL explains:

The big boxes are intimidating. They dictate guarantees and shift costly operational ac-
tivities off their own backs and onto suppliers. And they expect their suppliers not just
to hold down their prices but to consistently drop them annually. In short, the supplier
[STIHL] is left helpless and increasingly profitless. If you sleep beside the 800-pound
gorilla, you don’t want to get caught underneath when it rolls over.”’

So, in essence, using the mass merchandise channels, while offering the opportunity for
high volume sales would undermine STIHL’s ability to control its own destiny. Product
quality, pricing policies, and the promotional messages would all be ceded to the giant re-
tailers. So too would the customer experience. Instead of providing customers with a full
range of high-touch services and education required to make the right purchase, to use the
product safely, and provide competent after-sale service, the mass merchants would focus
on moving the products out the door in high volumes based on aggressive pricing.

By refusing to deal with the big box stores of the world and instead using a channel
strategy that relies on thousands of relatively small independent retailers, STIHL has
made its channel strategy the centerpiece of its marketing strategy and even its overall cor-
porate strategy. This channel strategy has enabled STIHL to preserve and protect the core
elements of what the company stands for: high quality and innovative products, priced to
provide value to the customer, solid profitability for STTHL, and a real connection with its
customers, not only before the sale but for many years after as well.

Channel Strategy versus Logistics Management

As pointed out earlier, channel strategy fits under the distribution variable of the market-
ing mix. Logistics management also fits under this variable—and the two components
(channel strategy and logistics management) together comprise the distribution variable
of the marketing mix, as illustrated in Figure 1.6.

Channel strategy and logistics management are closely related, but channel strategy is a
much broader and more basic component than is logistics management. Channel strategy
is concerned with the entire process of setting up and operating the contactual organiza-
tion that is responsible for meeting the firm’s distribution objectives. Logistics manage-
ment, on the other hand, is more narrowly focused on providing product availability at
the appropriate times and places in the marketing channel. Usually, channel strategy
must already be formulated before logistics management can even be considered.

In recent years, the importance of building strategic relationships among channel
members to enhance and facilitate the logistical process has been captured in the term
“supply chain management” which recognizes that effective physical distribution involves
more than ‘mechanical’ issues associated with transportation, storage, order processing,
and inventory management. We will have more to say about this topic in Chapter 13.

An example from the STIHL case discussed earlier will help to clarify this point.
STIHL needed to plan channel strategy to deal with such issues as the identification
and selection of the appropriate dealers; how to motivate the dealers to promote its pro-
ducts; see that dealer sales personnel were properly trained to communicate the benefits
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FIGURE 1.6
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of STIHL products; sort out the various terms of the channel relationship such as credit,
payment procedures, and inventory levels; determine what kinds and levels of promo-
tional support would be provided; and many other factors. Continued contact between
STIHL and its more than 8,000 independent dealers would also be needed to make sure
that the channel strategy was actually being implemented and to resolve the inevitable
problems that arise in the course of distributing products. So, only after this channel
strategy had been developed and implemented through channel management would lo-
gistical management enter the picture. Obviously, if the dealers could not be convinced
to carry and aggressively sell STIHL products, there would be little need for logistical
management to provide for the delivery of the right quantities of the product at the right
times and places.

Flows in Marketing Channels

When a marketing channel has been developed, a series of flows emerges. These flows
provide the links that tie channel members and other agencies together in the distribu-
tion of goods and services.”® From the standpoints of channel strategy and management,
the most important of these flows are:

. Product flow

. Negotiation flow
. Ownership flow
. Information flow
. Promotion flow

1T Hh WN =

These flows can be illustrated by examining the flows associated with the channels of
distribution for MillerCoors, the second largest brewery in the United States.”® This is
shown in Figure 1.7. The product flow refers to the actual physical movement of the
product from the manufacturer (MillerCoors) through all of the parties who take physi-
cal possession of the product, from its point of production to final consumers. In the
case of Coors beer, for example, the product comes from breweries and packaging plants
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FIGURE 1.7 Five Flows in the Marketing Channel for Coors Beer

Product flow Negotiation flow Ownership flow Information flow Promotion flow
Manufacturer! Manufacturer! Manufacturer! Manufacturer! Manufacturer!
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-
Consumers Consumers Consumers Consumers Consumers
"Brewers and packaging plants
2Beer distributors
3Liquor stores, supermarkets, convenience stores, restaurants, bars

in Colorado, Tennessee, and Virginia by way of company trucks or common carrier
(transportation company) to beer distributors (wholesalers), who in turn shop the prod-
uct (usually in their own trucks) to liquor stores, supermarkets, convenience stores,
restaurants, and bars (retailers), where it is finally purchased by consumers.

The negotiation flow represents the interplay of the buying and selling functions as-
sociated with the transfer of title (right of ownership) to MillerCoors products. Notice in
the figure that the transportation firm is not included in this flow because it does not
participate in the negotiatory functions. Notice also that the arrows flow in both direc-
tions, indicating that negotiations involve a mutual exchange between buyers and sellers
at all levels of the channel.

The ownership flow shows the movement of the title to the product as it is passed
along from the manufacturer to final consumers. Here again, the transportation firm is
not included because it does not take title to the product nor is it actively involved in
facilitating the product’s transfer. It is only involved in the transportation of the physical
product itself.

Turning now to the information flow, we see that the transportation firm has reap-
peared in this flow and that all of the arrows showing the flow of information from the
manufacturer to consumers are two-directional. All parties participate in the exchange of
information, and the flow can be either up or down. For example, Coors may obtain in-
formation from the transportation company about its shipping schedule and rates, and
the transportation company may in turn seek information from MillerCoors about
when and in what quantities it plans to shop the product. The flow of information some-
times bypasses the transportation firm, as shown by the arrow leading from the manu-
facturer (at the right-hand side of the box) directly to the wholesalers, retailers, and
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18 Part 1: Marketing Channel Systems

consumers. This route of information flow occurs when the information sought does not
concern the transportation company, such as details associated with the buying, selling,
or promotion of MillerCoors products. For example, if the manufacturer makes available
to beer distributors a special reduced price on, say, Coors Extra Gold beer, this informa-
tion would be passed to the beer distributors directly and would not be of concern to the
transportation firm.

Finally, the promotion flow refers to the flow of persuasive communication in the
form of advertising, personal selling, sales promotion, and publicity. Here, a new compo-
nent, the advertising agency, is included in the flow because the advertising agency is
actively involved in providing and maintaining the promotion flow, especially the adver-
tising element of promotion. The two-directional arrow connected by a line between the
manufacturer and the advertising agency is meant to show that the manufacturer and
advertising agency work together closely to develop promotional strategies. All other ar-
rows show one-directional flow from the advertising agency or directly from the manu-
facturer to the other parties in the marketing channel.

The concept of channel flows provides another basis for distinguishing between
channel strategy and logistics management. Earlier in this chapter we pointed out that chan-
nel strategy and management are broader components of distribution than logistics. In the
context of the channel flows concept this follows because channel strategy and management
involve planning for and managing all of the flows, whereas logistics is concerned almost
exclusively with the management of the product flow.

Further, the concept of channel flows provides a good basis for separating channel
members from nonmembers. Recall that in our definition of the marketing channel, only
those parties who were engaged in the negotiatory functions of buying, selling and trans-
ferring title were considered to be members of the contactual organization (the marketing
channel). From the standpoint of channel flows, then, only those parties who participate in
the negotiation or ownership flows would be members of the marketing channel.

From a management standpoint, the concept of channel flows provides a useful
framework for understanding the scope and complexity of channel management. By
thinking in terms of the five flows, it becomes obvious that channel management in-
volves much more than merely managing the physical product flow through the channel.
The other flows (of negotiation, ownership, information, and promotion) must also be
managed and coordinated effectively to achieve the firm’s distribution objectives.”® In-
deed, much of the material in this text is concerned with channel management activities
that involve these channel flows. Dealing with environmental changes and the behavioral
dimensions of channels (topics treated in Chapters 3 and 4) certainly involves the infor-
mation flow. Formulating channel strategies, designing the channel, and selecting the
channel members (the topics of Chapters 5, 6, 7, and 8) are very much concerned with
the negotiation, ownership, and information flows as well as the product flow. Motivat-
ing channel members (discussed in Chapter 9) is dependent on effective management of
the information and promotion flows. Chapters 10, 11, 12, and 13 deal with the inter-
faces between channel management and management of the other variables in the mar-
keting mix that require management and coordination of all of the flows. Finally, the
evaluation of channel member performance (discussed in Chapter 14) is dependent al-
most entirely on effective management of the information flow.

From the perspective of channel management, the concept of flows in marketing
channels helps to convey the dynamic nature of marketing channels. The word flow sug-
gests movement or a fluid state, and indeed this is the nature of channels of distribution.
Changes, both obvious and subtle, always seem to be occurring. New forms of distribu-
tion emerge, different types of intermediaries appear in the channel while others drop
out, unusual competitive structures close off some avenues of distribution and open up
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others.”’ Changing patterns of buyer behavior and new forms of technology add yet an-
other dimension of change. For example, MillerCoors information and promotional
flows are now being augmented via Facebook and Twitter as messages flow from
MillerCoors to fans and followers (MillerCoors customers) and vice versa.

Distribution through Intermediaries

A question asked since the time of ancient Greece is: Why do intermediaries so often
stand between producers and the ultimate users of products? The question of the need
for intermediaries in marketing channels has gained new currency in recent years with
the rise of the Internet and online distribution channels. The term disintermediation, a
fancy way of saying “eliminate the middleman,” has become popular jargon in the busi-
ness lexicon. The thinking underlying disintermediation is based on the awesome techno-
logical capacity of the Internet to connect everybody to everybody else, including all
producers with final consumers. But so far, disintermediation has not occurred on a major
scale. The fact that the Internet and the World Wide Web can connect hundreds of
millions of people and institutions does not necessarily obviate the need for intermediar-
ies. In fact, as we proceed through the text it will become apparent that technology, while
important and as potent as the Internet, is not the only determinant of what role, if any,
intermediaries will play in marketing channels. Economic considerations are also very im-
portant in determining whether intermediaries will appear in marketing channels, two of
the most important of which are specialization/division of labor and contactual efficiency.

Specialization and Division of Labor

The first clear exposition of the specialization and division of labor principle is gener-
ally attributed to Adam Smith’s classic book The Wealth of Nations, published in 1776.
In this work, Smith cited an example from a pin factory. He noted that when the pro-
duction operations necessary in the manufacture of pins were allocated among a group
of workers so that each worker specialized in performing only one operation, a vast in-
crease in output resulted over what was possible when this same number of workers in-
dividually performed all of the operations.

The logic of this principle has been well understood as it applies to a production setting.
But this understanding is often lacking when specialization and division of labor is applied
to a distribution situation, particularly when more than one firm is involved. Yet, whether
applied to production or distribution, or within one firm or among several, the concept is
fundamentally the same.”* By breaking down a complex task into smaller, less complex
ones and allocating them to parties who are specialists at performing them, much greater
efficiency results. Figure 1.8 helps to illustrate this by comparing specialization and division
of labor as applied to production versus distribution for a manufacturer of electric guitars.
Though somewhat oversimplified, Figure 1.8 shows eight production tasks and seven distri-
bution tasks involved in transforming wood and other components into an electric guitar,
and then getting it to consumers. The eight production tasks have been allocated to various
production stations in the factory, where workers who specialize in these tasks will perform
them. On the right-hand side of Figure 1.8, various distribution tasks have been allocated
among agents, wholesalers, and retailers, as well as the manufacturer and consumers.

The only difference in the application of the specialization and division of labor con-
cept, as applied to production versus distribution in this figure, is that the production
tasks have been allocated intraorganizationally whereas the distribution tasks have been
allocated interorganizationally. Hence, just as the manufacturer’s production manager
should allocate production tasks on the basis of specialization and division of labor, so
should the channel manager. Ideally he should allocate the distribution tasks to those
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FIGURE 1.8
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firms that can perform them most efficiently. His contactual organization would then
reflect an optimal allocation of the distribution tasks. In reality, of course, this is not al-
ways possible. Nevertheless, by thinking in terms of the specialization and division of
labor principle as applied to distribution, the channel manager will be better equipped
at least to approach an optimal allocation of distribution tasks. In Chapter 6, on design-
ing the marketing channel, we will deal with this issue in greater detail.

Contactual Efficiency

The second concept on which the framework for deciding whether to use intermediaries
rests is contactual efficiency.”> From the channel manager’s viewpoint, contactual
efficiency is the level of negotiation effort between sellers and buyers relative to
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TABLE 1.1 EXAMPLE OF CONTACTUAL EFFICIENCY FOR THE

GRANADA GUITAR COMPANY, DISTRIBUTING
THROUGH RETAILERS ONLY

NEGOTIATION ESTIMATED DISTRIBUTION

EFFORT DOLLAR COSTS OBJECTIVE CONTACTUAL

(INPUTS) OF INPUTS (OUTPUT) EFFICIENCY

1,500 sales visits @ $50 = $75,000 Get 500 music Negotiation effort in

1,000 phone calls @ 3= 3,000 stores to carry new | dollar terms relative to

10 magazine ads @ 1,000 = 10,000 guitar line. achieving the distri-
Total $88,000 bution objective =

$88,000

achieving a distribution objective. Thus, it is a relationship between an input (negotiation
effort) and an output (the distribution objective). To illustrate this concept, consider the
guitar manufacturer, hereafter referred to as Granada Guitar Company. Suppose
Granada sets a distribution objective of getting 500 music stores to carry its new line of
electric guitars. Assuming the firm were to deal directly with the retailers, the input
would be the level of negotiation effort it expends in achieving the output—getting
500 music stores to carry the new line. To achieve this objective, Granada estimates it
would need to have its sales force contact 2,500 stores, with many of these contacts requir-
ing personal sales visits. Further, Granada believes it must use trade paper advertising to
support the efforts of its salespeople. Management estimates it will take 1,500 sales calls,
1,000 telephone calls, and 10 trade magazine ads to finally achieve the objective. These
figures are summarized in Table 1.1 along with some hypothetical estimates of dollar costs.
Based on the figures shown in Table 1.1, Granada estimates it will cost $88,000 to achieve
this particular distribution objective if it works through retailers only.

Suppose Granada goes on to consider adding wholesale intermediaries to its contac-
tual organization. Granada believes that 25 wholesalers carrying the new line would be
sufficient to get it accepted by the 500 retailers. Granada further estimates that it will
take 100 personal sales calls on wholesalers, as well as 100 phone calls, to secure accep-
tance. However, Granada forecasts that double the advertising will be needed to support
the salespeople (i.e., 20 magazine ads). These estimates are summarized in Table 1.2,
which shows that the use of wholesalers provides a much higher level of contactual effi-
ciency than if retailers alone were used. The reason for this is that the use of wholesalers
has eliminated the need for direct contact with retailers, thereby greatly reducing the
number of contacts needed.

TABLE 1.2 EXAMPLE OF CONTACTUAL EFFICIENCY FOR THE GRANADA

GUITAR COMPANY, DISTRIBUTING THROUGH WHOLESALERS

NEGOTIATION ESTIMATED DISTRIBUTION

EFFORT DOLLAR COSTS OBJECTIVE CONTACTUAL

(INPUTS) OF INPUTS (OUTPUT) EFFICIENCY

100 sales visits @ $50= $5,000 Get 500 music Negotiation effort in

100 phone calls @ 3= 3,000 stores to carry new dollar terms relative to

20 magazine ads @ 1,000 = 20,000 guitar line. achieving the distri-
Total $25,300 bution objective =

$25,300
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This example points to an important relationship between contactual efficiency and
the use of intermediaries. The use of additional intermediaries will often increase the level
of contactual efficiency. This principle is illustrated in Figure 1.9

This does not mean that considerations of contactual efficiency and specialization and
division of labor are all that is needed to make a decision on intermediary usage. Many
other variables (to be discussed in Part 2 of the text) must also be evaluated. But contac-
tual efficiency and specialization and division of labor provide the channel manager with
a basic framework for incorporating these other variables into decisions on the use of
intermediaries.

Channel Structure

The concept of channel structure is one that often is not explicitly defined in the market-
ing literature. Perhaps the most typically discussed dimension is length—the number of
levels of intermediaries in the channel (but as we shall see in Chapter 6, other dimen-
sions of channel structure also exist).

When channel structure is presented, we typically see diagrams such as that shown in
Figure 1.10. Or sometimes symbolic notations such as the following are used:

M—C (two-level) where A = Agent
M—-R—C (three-level) C = Consumer
M—-W-—-R—=C (four-level) M = Manufacturer
M—-A—-W-—=R—C (fivelevel) R = Retailer

W = Wholesaler

While these approaches do convey a general idea of the kinds of participants in the mar-
keting channel and the levels at which they appear, they do not explicitly define channel
structure. Moreover, they fail to suggest the relationship between channel structure and
channel management.
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FIGURE 1.10
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Our definition takes a managerial perspective by viewing channel structure as: The
group of channel members to which a set of distribution tasks has been allocated. This
definition suggests that in developing channel structure, the channel manager is faced
with an allocation decision; that is, given a set of distribution tasks that must be per-
formed to accomplish a firm’s distribution objectives, the manager must decide how to
allocate or structure the tasks. Thus, the structure of the channel will reflect the manner
in which he or she has allocated these tasks among the members of the channel
For example, if after making the allocation decision the channel structure appears as
M — W — R — C, this means that the channel manager has chosen to allocate the
tasks to his or her own firm as well as to wholesalers, retailers, and consumers.

As we pointed out earlier in this chapter, in recent years the term multi-channel
strategy has been heard with increasing frequency. This simply means that the firm
has chosen to reach its customers through more than one channel. A multi-channel
marketing strategy naturally results in a multi-channel structure because distribution
tasks have been allocated among more than one channel structure. With the emer-
gence of online sales channels toward the end of the Twentieth Century and the dra-
matic growth in online channels during the first decade of the Twenty-First Century,
many firms have developed multi-channel strategies that include online channels. For
example, the multi-channel structure used for Polo by Ralph Lauren apparel (shown
in Figure 1.11), consists of sales through upscale department stores and specialty
retailers, its own company stores, and online sales through its Web site, http://www.
Polo.com. Sony Music Entertainment Inc., one of the largest recorded music compa-
nies in the world, uses a very broad array of channels in its multi-channel structure (see
Figure 1.12). Using multiple-channel structures to reach consumers has become increasingly
common in both consumer and business markets. In fact, firms that sell all of their pro-
ducts through a single-channel structure are the exception today rather than the rule. Most
firms already have or soon will use a multi-channel strategy.”* Figures 1.12-1.16 illustrate
channel structures for a variety of products and services.

As discussed earlier, the primary paradigms for making the allocation decisions that
result in various channel structures are specialization, division of labor, and contactual
efficiency. Ideally the channel manager would like total control over the allocation of
distribution tasks so that he or she could assign these tasks to the particular firms or
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FIGURE 1.11
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parties who are best suited to perform them. However, because the channel includes
members that are independent firms, and because the channel is subject to environmen-
tal constraints, in reality the channel manager does not often have total control over the
allocation of distribution tasks.””

In Part 2 of the text we will discuss the problems and constraints faced by the channel
manager in attempting to develop an optimal channel structure.

FIGURE 1.12 Sony Music Distribution Channels
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FIGURE 1.13
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FIGURE 1.14 Alternative Channel Structures for Business-to-Business Markets
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FIGURE 1.15
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Ancillary Structure

We have defined the marketing channel as including only those participants who per-
form the negotiatory functions of buying, selling, and transferring title, and hence it fol-
lows that those who do not perform these functions are not members of the channel
structure. We will consider these nonmember participants or facilitating agencies as be-
longing to the ancillary structure of the marketing channel. More specifically, we define

FIGURE 1.16
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ancillary structure as: The group of institutions (facilitating agencies) that assists chan-
nel members in performing distribution tasks.

The basic decision facing the channel manager in attempting to develop ancillary
structure is the same for developing channel structure; that is, he or she must attempt
to allocat distribution tasks to those parties best suited to performing them. Because the
channel manager is dealing with nonmember channel participants, however, the
problems faced in developing and managing the ancillary structure are likely to be less
complex than those encountered in developing (and managing) channel structures. This
is because facilitating firms do not play a part in the channel decisions that ultimately
control the distribution of goods and services to their target markets. Rather, the role of
facilitating agencies comprising the ancillary structure is one of providing services to the
channel members after the basic channel decisions have already been made.

The Black & Decker Corporation (B&D), one of the world’s leading manufacturers of
power tools, will serve as an example. B&D sells many of its industrial power tools through
independent wholesalers (industrial distributors) who in turn sell these products to manu-
facturers, contractors, repair shops, schools, government agencies, and other industrial
market segments. B&D’s consumer power tools are sold through retailers such as hardware
stores, home center stores, mass merchandisers, automotive stores, online retailers such as
Amazon.com, and others who buy these products either directly from B&D or through
wholesalers. For these marketing channels to operate efficiently, a number of nonnegotia-
tory tasks such as transportation, storage, insurance, financing, and advertising must be
performed. In many cases, it is more advantageous for B&D, as well as its distributors and
dealers, to “farm out” these tasks to facilitating agencies (the ancillary structure) rather than
perform the tasks themselves. For instance, B&D uses common carriers to transport its
power tools to industrial distributors, rather than maintaining its own fleet of trucks. Simi-
larly, it relies on commercial insurance companies to protect against risks while the pro-
ducts are in transit, rather than attempting to self-insure. B&D also at times uses
independent advertising agencies to promote its products rather than develop all of its ad-
vertising in-house. Wholesalers and retailers of B&D power tools also use facilitating agen-
cies to perform some of these tasks rather than trying to undertake them alone.

In developing the ancillary structure to perform these tasks, the channel manager also
deals with facilitating agencies who are outside of the channel decision-making process
and who generally do not have as great a stake in the channel as do the channel mem-
bers. Thus the trucking company that transports a load of power tools from a B&D
manufacturing plant to an independent industrial distributor is concerned only with the
relatively simple task of moving the products from point A to point B. Furthermore, the
channel manager does not have to negotiate or deal with them on the same basis as
channel members. For example, it is a formidable task for B&D to convince independent
industrial distributors (channel members) to stock and enthusiastically promote its De-
Walt line of power tools against the competition of other manufacturers such as Porter-
Cable, Makita, or Ryobi. In developing channel structure, B&D is also faced with such
difficult issues as the proper choice of channel members, how much of a role each will
play in decision making, how control will be exercised, how performance will be evalu-
ated, and many other issues to be discussed throughout this text.

Summary

After passing through the first decade of the Twenty-  a metamorphosis has occurred in distribution channels
First Century, it has become clear that even though  driven by Internet-based online channels and many
conventional channels are still very much in evidence, = new technologies, business models, and innovative
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firms. While the implications of these developments for
marketing channel strategy and management are just
beginning to emerge, one implication is crystal clear: cus-
tomers now expect far more and better choices for gaining
access to the vast array of products and services from all
over the globe—how, where, and when they want them.

To satisfy these heightened customer expectations
for maximum channel choice and flexibility, more em-
phasis must be placed on multi-channel strategy and
structure, particularly with regard to finding the opti-
mal channel mix, creating multi-channel synergies,
avoiding channel conflict, and gaining a sustainable
comxpetitive advantage via channel strategy.

Although there are a number of ways to view market-
ing channels, a managerial viewpoint mainly from the
perspective of producing and manufacturing firms is
used in this text. In this context, the marketing channel
is defined as the external contactual organization that
management operates to achieve its distribution objec-
tives. Only parties who perform the negotiatory func-
tions of buying, selling, and transferring title are
considered to be members of the marketing channel.

The basic marketing mix strategy model provides
the framework for examining the marketing channel
from a marketing management perspective. In this
framework, marketing channel strategy and manage-
ment fit under the distribution variable of the four
basic strategic variables of the marketing mix (product,
price, promotion, and distribution). The channel man-
ager must develop and operate the external contactual
organization (the marketing channel) in such a way as
to support and enhance the other strategic variables of
product, price, and promotion in the marketing mix in
order to meet the demands of customers.

Channel strategy is a more basic and comprehensive
component of distribution strategy than is logistics man-
agement. Channel strategy is concerned with the entire pro-
cess of setting up and operating the contactual organization

Review Questions

1. Why do customers expect more choice and flex-
ibility as to how products and services are made
available to them?

2. Multi-channel strategy that provides more
choice to customers has become a virtual
imperative today for more and more firms.
What are some of the key challenges
firms face in pursing a multi-channel
strategy?
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that is responsible for meeting the firm’s distribution objec-
tives, whereas logistics management is more narrowly
focused on providing product availability at the appropriate
time and place in the marketing channel.

The links that tie channel members and other agen-
cies together in the distribution of goods and services
are referred to as channel flows. From a channel man-
agement standpoint, the most important of these flows
are (1) product flow, (2) negotiation flow, (3) owner-
ship flow, (4) information flow, and (5) promotion
flow. The channel manager must effectively manage
and coordinate all of these flows to achieve the firm’s
distribution objectives.

A basic decision facing the channel manager in the
development of the marketing channel is whether to use
intermediaries such as wholesalers and retailers in the
contactual organization and whether facilitating agencies
should also be used. The basis for making this decision
rests on the two fundamental concepts of specialization
and division of labor and contactual efficiency.

Channel structure refers to the group of channel
members to which a set of distribution tasks has been
allocated. In many cases, a particular firm might use a
combination of different channel structures to imple-
ment its distribution strategy. This approach is now
frequently referred to as a multi-channel structure, es-
pecially when one of the channel structures involves
E-commerce via online sales in addition to conven-
tional channels. Ancillary structure is the group of
institutions and parties that assist channel members
in performing distribution tasks. The channel manager
would like to develop optimum channel and ancillary
structures based on specialization, division of labor,
and contactual efficiency. The ability to do so is lim-
ited, however, because the interorganizational setting in
which the channel manager must operate reduces the
capacity to control the independent channel members
and facilitating agencies.

3. How does a management perspective of the
marketing channel differ from some other views
of the channel?

4. What is the distinction between interorganiza-
tional management and intraorganizational
management?

5. Is management of the marketing channel the
only instance of interorganizational management
for a producing or manufacturing firm?



10.

Operating the channel does not imply total con-
trol of the channel. Can you think of an example
where the channel manager does not have

total control of the channel but is still able to
operate it?

Discuss the relationship between channel man-
agement and the marketing mix.

What is the difference between channel strategy
and logistics management?

Identify the various flows in marketing channels
and the direction of the flows. Why is the con-
cept of channel flows useful for a better under-
standing of channel management?

Could the product flow operate independently
from other channel flows?

Channel Issues for Discussion

1.

ROCKAUTO.COM is a leading online auto parts
store that prides itself for offering a huge selec-
tion of auto parts, everyday low prices, fast
shipping, and an easy-to-use Web site. Some
ROCKAUTO.COM advertisements have even
claimed that this online auto parts store is “head
and shoulders” above any brick and mortar auto
parts store. The company’s slogan, “All The Parts
Your Car Will Ever Need,” suggests that custo-
mers have all the choice they could possibly want
from ROCKAUTO.COM and that they need
look no further than this online auto parts store
to satisty all their needs.

Do you agree with ROCKAUTO.COM’s
claim? Might customers seeking auto parts need
other channel options? Explain.

The TV reporter for a network news show is
walking through a cornfield with a downtrodden-
looking farmer in Iowa. As they continue through
the field, the farmer comments: “My family and I
have worked real hard over the years to produce a
good crop, but we hardly get much of a price for
it. But when I see how much they want for corn
and just about any corn products in the super-
markets, I can’t believe it. The consumer is paying
a high price while I'm getting a very low price, so
somebody must be making a lot of money in
between.” The reporter then turns to the camera
and in a melodramatic style intones: “As you've
just seen, we've talked with a farmer who, in spite
of all his hard work, can hardly make a living. But
you and I both know how high prices are in the

1.

12.

13.

14.

15.
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Discuss the concept of specialization and division
of labor as it applies to marketing channels.

Even though specialization and division of labor
is the fundamental basis for allocating distribu-
tion tasks, can the channel manager make deci-
sions about using intermediaries and facilitating
agencies solely on that basis? Explain why or
why not.

What is contactual efficiency? Can you think of
examples of contactual efficiency that do not
occur in a marketing channels context? If so, list.

Discuss the distinction between channel structure
and ancillary structure.

Why is it so difficult for the channel manager to
develop a truly optimal channel structure?

supermarkets. Are we being ripped off by a bunch
of middlemen?”

Comment on the farmer’s lament to the re-
porter and the reporter’s remarks to the TV au-
dience in light of the relevant channel concepts
discussed in this chapter.

Growth in online retail sales has been outstrip-
ping conventional sales in retail stores. This on-
line sales growth might be enhanced significantly
by the latest online sales phenomenon of mobile
commerce—shopping via mobile smart phones
such as Apple’s iPhone, Research in Motion’s
Blackberry, or Google’s NexusOne. But so far, of
the almost 50 million smart phone users that
have access to the Internet, only about 7 million
(under 15%) have actually bought something
through their phones during the course of a year.
Do you think mobile commerce via smart
phone will grow rapidly in the future? Why or
why not?
The dramatic growth in online sales in recent years
has led many pundits to predict that mail order
channels driven by paper catalogs would virtually
disappear. But this has not happened. By the close
of the first decade of the Twenty-First Century, over
17 billion catalogs were mailed to U.S. homes,
which helped to produce over $700 billion in sales
via this “old fashioned” channel of distribution.
Why do you think such vast numbers of paper
catalogs are still printed and mailed and such high
levels of sales are still generated in mail order
channels?
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5. One of the major themes presented in this

chapter is the need for choice as to how products
and services are made available to customers.
Thus, multi-channel strategies that provide a
wide range of channels including an Internet-
based online channel option have become im-
perative. Yet there are very successful firms that
take a virtually opposite view by purposely lim-
iting choice. A case in point is Edward Jones, a
financial services company with the largest net-
work of brokerage offices in the U.S.—more than
10,000 and still growing. Edward Jones has a
Web site that its customers can visit but it does
not offer its customers the option of trading on-
line. Instead, all transactions must take place
through an Edward Jones broker. Even with this
single channel strategy, the company is still
growing and is very profitable.

Why do you think Edward Jones has been
able to “buck the trend” toward multi-channel
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CHAPTER 2

The Channel Participants

LEARNING OBJECTIVES

After reading this chapter you should:

1.  Be familiar with the classification of the major participants in marketing channels.

2. Understand why producers and manufacturers often find it necessary to shift many of the
distribution tasks to intermediaries.

3. Identify the major types of wholesalers as reflected in the Census of Wholesale Trade.

4.  Be aware of major trends in wholesale structure, including patterns of size and concentration in
wholesaling.

5. Recognize and explain the value of distribution tasks performed by the major types of wholesalers.

6.  Appreciate the complexity of retail structure and be familiar with the different approaches used to classify
retailers, including the classifications used by the Census of Retail Trade.

7. Know about major trends occurring in retail structure, especially with regard to size and concentration in
retailing.

8.  Have an overview of the distribution tasks performed by retailers.

9.  Be cognizant of the retailer’s changing role in the marketing channel.

10.  Appreciate the role played by facilitating agencies in marketing channels.

© Wisniewska/Shutterstock
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FOCUS ON CHANNELS

Add Another Middleman to the Channel and
Things Will Really Get Moving—Like a Gazelle

You would think that adding another level of mid-
dleman to a channel of distribution would slow
things down. Wouldn't products have to go
through another “step” if an additional interme-
diary was added? Wouldn't this be bound to
make the channel less efficient?

Well, just the opposite seems to be occurring
in online channels of distribution for used elec-
tronic products based on the experience of
Gazelle.com, a relative newcomer (founded in
2006), but already a major player in “re-
commerce” (channels). Gazelle is a middleman
that serves as an online specialty merchant
wholesaler in re-commerce channels. But unlike
eBay and numerous other online intermediaries,
Gazelle actually buys, takes title to and physically
holds used electronic goods. It obtains the used
electronics such as iPods, laptops, cell phones,
cameras, stereo speakers and other equipment
from consumers who are looking to get rid of
this stuff but don’t want to go through the trouble
of putting these items on eBay, Amazon or other
sites that have become more complicated to use
in recent years. Instead, Gazelle pays for used
electronics upfront, regardless of whether the

goods end up selling. After a customer agrees
to sell a product to Gazelle, the customer is
provided with a free shipping label and packing
material to mail it to Gazelle’s fulfillment center
in Boston, where the products are held in a
warehouse. The used equipment is then photo-
graphed and listed in marketplaces such as
eBay and Amazon, sold to wholesalers for global
export or, in some cases, recycled.

Gazelle's system really gets things moving,
according to Gazelle spokesperson Kristina
Kennedy, who claims, “our [Gazelle’s] biggest
competitor is inertia.” She’s right, because in
fact, only a tiny fraction of the $300 billion in used
electronic equipment estimated to be in consu-
mers’ homes is sold via online channels each
year simply because millions of consumers just-
don’t want to bother with selling online by them-
selves. But take away all of that hassle, as online
intermediary Gazelle promises to do, and a lot
more of that $300 billion of used electronic equip-
ment will get moving as fast as, well, a gazelle!
Source: Based on Geoffrey A. Fowler, “Niche Sites

Going After eBay,” Wall Street Journal, December 9,
2009): B4.
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34 Part 1: Marketing Channel Systems

The marketing channel was defined in the previous chapter as the external
contactual organization that management operates to achieve its distribution
objectives. We noted that the channel manager should use intermediaries in the
channel based on the principles of specialization and division of labor as well as
contactual efficiency. If the channel manager does a good job of allocating the
distribution tasks among a well-chosen group of channel participants, the
resulting channel structure should achieve the firm’s distribution of objectives
with a high level of effectiveness and efficiency.

In the present chapter we build on these concepts by discussing the various types
of channel participants and the distribution tasks they perform. The information
provided should help the channel manager to recognize the contributions that
various intermediaries can make to marketing channels. With this knowledge, the
channel manager can then make better decisions about who should participate in
the firm’s marketing channels.

An Overview of the Channel Participants

Figure 2.1 illustrates the basic dichotomy between channel membership based on perfor-
mance or nonperformance of the negotiatory functions (buying, selling and transferring
title). Participants who engage in these functions are linked together by the flows of ne-
gotiation or ownership (see Figure 1.7 in Chapter 1) and are therefore members of the
contactual organization (the marketing channel).

The three basic divisions of the marketing channel depicted in Figure 2.1 are: (1) pro-
ducers and manufacturers; (2) intermediaries and (3) final users. The latter two are bro-
ken down further into wholesale and retail intermediaries and consumer and industrial
users, respectively. The final users, though technically members of the marketing channel
because they are involved in negotiatory functions, from this point on will not be viewed
as channel members in this text. In the context of the management perspective we are
using, it is more appropriate to view final users as target markets that are served by
the commercial subsystem of the channel. The commercial channel then, by definition,
excludes final users. Thus, whenever the term marketing channel is mentioned in the re-
mainder of the text, it is understood that we are referring to the commercial channel.
Final users viewed as target markets are the subject of Chapter 8.

Since facilitating agencies do not perform negotiatory functions, they are not mem-
bers of the channel. They do, however, participate in the operation of the channel by
performing other functions. Six of the more common types of facilitating agencies are
shown in Figure 2.1.

The structure of this chapter is derived from the diagram shown in Figure 2.1. We
begin by discussing the commercial channel: producers, manufacturers and intermediar-
ies. We then move to a discussion of the facilitating agencies.

Producers and Manufacturers

For the purpose of this text, producers and manufacturers consist of firms that are in-
volved in extracting, growing or making products. This category includes those irms
that the U.S. Bureau of the Census classifies under agriculture, forestry and fishing, min-
ing, construction, manufacturing and some service industries.

The range of producing and manufacturing firms is enormous, both in terms of the
diversity of goods and services produced and the size of the firms. It includes firms that
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FIGURE 2.1 Classification of Channel Participants
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make everything from straight pins to jet planes and that vary in size from one-person
operations to giant multinational corporations with many thousands of employees and
multibillion-dollar sales volumes. But even with all this diversity, a thread of commonal-
ity runs through producing and manufacturing firms: all exist to offer products that sat-
isfy the needs of customers. For the needs of those customers to be satisfied, products
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36 Part 1: Marketing Channel Systems

must be made available to customers when, where, and how they want them. Therefore,
producing and manufacturing firms must ensure that their products are distributed to
their intended markets. However, most producing and manufacturing firms, both large
and small, are not in a favorable position to distribute their products directly to their
final user markets." They often lack the requisite expertise and economies of scale (and/
or scope) to perform all of the tasks necessary to distribute their products effectively and
efficiently to their final users.

With respect to expertise, many producers and manufacturers do not have nearly the
level of expertise in distribution that they have attained in production or manufacturing.
An electronics manufacturer may be operating at the leading edge of industry technology,
yet know little about the best way to distribute its sophisticated products to its markets.”
A drill bit manufacturer may make the finest products using the most advanced alloys, yet
be quite naive when it comes to the tasks necessary to distribute those products. A West
Coast farm that grows the finest produce based on the latest developments in agricultural
technology may know very little about how to make that produce available, in good condi-
tion and at low cost, to consumers on the East Coast. In short, expertise in production or
manufacturing processes does not automatically translate into expertise in distribution.

Even for those producing and manufacturing firms that have or are capable of devel-
oping expertise in distribution, the economies of scale that are necessary for efficient
production do not necessarily make for efficient distribution. To illustrate this point,
consider a company such as Binney and Smith (B&S), the manufacturer of the famous
Crayola Crayons. B&S is a relatively small manufacturer, but it is the world’s foremost
manufacturer of crayons. With sales totaling approximately 80 percent of the U.S. crayon
market, the firm is able to manufacture crayons in huge quantities and has thus achieved
considerable economies of scale in production. If one were to visualize the average total
cost curve (ATC) for the production of crayons by B&S, it might appear as in Figure
2.2a. The figure shows that B&S, by producing at the output level of Q; is incurring a
cost of C; per box of crayons produced. This is just about at the optimum point on the
average cost curve. In other words, B&S is able to achieve economies of scale in produc-
tion by spreading the firm’s fixed cost over a great many crayons.

When it comes to performance of distribution tasks, however, such economies of scale
may not be attainable. Suppose B&S were to attempt to distribute its crayons directly to the
millions of consumers who use crayons. To provide adequate purchase convenience for
these consumers, B&S would most likely need a large order processing facility to handle
the volume of small, individual orders received. Moreover, B&S would need to maintain a
huge inventory to meet demand, at least several separate warehouse locations around the
country and would have to provide for transportation of the product to consumers.

The cost of setting up such an organization to perform these distribution tasks would
be prohibitive. Indeed, it would be extremely unlikely that B&S could ever sell enough
crayons to absorb these costs. If one were to visualize the average cost curve for the distri-
bution of crayons directly to consumers by B&S, it might appear as in Figure 2.2b. When
Figure 2.2b is compared to 2.2a, we can see that at the Q, level of boxes of crayons distrib-
uted, the cost of distribution per box of crayons is C, Note that this is not even close to
the optimum point on the ATC curve and is much higher than the cost per box of crayons
produced at the same level of output shown in Figure 2.2a. Thus, even though the Q; level
was close to the optimum point on the average cost curve for the production of crayons
(see Figure 2.2a), it does not even approach the optimum point on the average cost curve
for distribution. In short, B&S would probably never be able to sell enough crayons to ab-
sorb the enormous fixed costs associated with the performance of the distribution tasks.
However, by shifting the distribution tasks to other channel participants, such as wholesa-
lers and/or retailers, B&S achieves substantial savings. The reason for this is that the
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intermediaries distribute the products of many other manufacturers and are therefore able
to spread the high fixed costs of performing the distribution tasks over large quantities of
diverse products, thus achieving economies of scope as well as economies of scale in distri-
bution. This allows the intermediaries to operate closer to the optimum points on their
average cost curves, which are often well below the corresponding points on manufac-
turers’ average cost curves for distribution tasks.”

This example suggests the following generalization: Producing and manufacturing
firms often face high average costs for distribution tasks when they attempt to perform
them by themselves. This applies not only to small producers and manufacturers, but
also to many large ones as well (even Microsoft, IBM and Procter and Gamble do not
attempt to distribute all of their products to final customers). The scale economies that
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38 Part 1: Marketing Channel Systems

enable producers and manufacturers to operate at a low average cost for production pro-
cesses are often absent in their performance of distribution tasks. Even the power of
Internet-based e-commerce, which provides the technology for producers and manufac-
turers to be directly connected with final customers, could not overcome the underlying
economic limitations often present with direct distribution. Disintermediation, which
was expected to occur rapidly across numerous industries, did not materialize as ex-
pected.* Consequently, even in the high-tech age of e-commerce and the Internet, pro-
ducing and manufacturing firms frequently search for channel members to whom they
can shift some or all of the distribution tasks. Intermediaries at the wholesale and retail
levels are the two basic types of institutions they can call upon to participate.

Intermediaries

Intermediaries, or middlemen, are independent businesses that assist producers and
manufacturers (and final users) in the performance of negotiatory functions and other
distribution tasks. Intermediaries thus participate in the negotiation and/or ownership
flows (see the section titled “Flows in Marketing Channels” in Chapter 1). They operate
at two basic levels: wholesale and retail.

Wholesale Intermediaries

Wholesalers consist of businesses that are engaged in selling goods for resale or business
use to retail, industrial, commercial, institutional, professional or agricultural firms, as
well as to other wholesalers. Also included are firms acting as agents or brokers in either
buying goods for or selling them to such customers.”

Types and Kinds of Wholesalers The most comprehensive and commonly used
classification of wholesalers is that used by the Census of Wholesale Trade, published by
the U.S. Department of Commerce every five years. This classification categorizes whole-
salers into three major types:

1. Merchant wholesalers
2. Agents, brokers, and commission merchants
3. Manufacturers’ sales branches and offices

Figure 2.3 provides a schematic diagram of these three types of wholesalers.

Merchant wholesalers are firms engaged primarily in buying, taking title to, usually
storing and physically handling products in relatively large quantities. They then resell
the products in smaller quantities to retailers, other wholesalers and to industrial, com-
mercial or institutional concerns.. They go under many different names, such as whole-
saler, jobber, distributor, industrial distributor, supply house, assembler, importer,
exporter and others.

Agents, brokers, and commission merchants are also independent middlemen who do
not, for all or most of their business, take title to the goods in which they deal. But they are
actively involved in negotiatory functions of buying and selling while acting on behalf of
their clients. They are usually compensated in the form of commissions on sales or pur-
chases. Some of the more common types are known in their industries as manufacturers’
agents, commission merchants, brokers, selling agents and import and export agents.

Manufacturers’ sales branches and offices are owned and operated by manufacturers but
are physically separated from manufacturing plants. They are used primarily for the purpose
of distributing the manufacturer’s own products at wholesale. Some have warehousing facili-
ties where inventories are maintained, while others are merely sales offices. Some of them
also sell allied and supplementary products purchased from other manufacturers.
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The Census of Wholesale Trade further classifies wholesalers by kind of business—of
which there are 18 different categories. These kind-of-business groupings are shown in
Table 2.1. For data gathering and reporting purposes, the Census of Wholesale Trade
cross-classifies these kind-of-business groupings with the three major types of

TABLE 2.1 KIND-OF-BUSINESS GROUPINGS FOR WHOLESALERS
KIND-OF-BUSINESS GROUP NAICS CODE

Durable Goods

1. Motor vehicles and automotive parts and supplies 4231
2. Furniture and home furnishings 4232
3. Lumber and other construction materials 4233
4. Professional and commercial equipment and supplies 4234
5. Metals and minerals (except petroleum) 4235
6. Electrical goods 4236
7. Hardware, plumbing, heating equipment and supplies 4237
8. Machinery equipment and supplies 4238
9. Miscellaneous durable goods 4239
Nondurable Goods
10. Paper and paper products 4241
11. Drugs, drug proprietaries, druggists’ sundries 4242
12. Apparel, piece goods, notions 4243
13. Groceries and related products 4244
14. Farm products—raw materials 4245
15. Chemicals and allied products 4246
16. Petroleum and petroleum products 4247
17. Beer, wine, distilled alcoholic beverages 4248
18. Miscellaneous nondurable goods 4249

Source: U.S. Census Bureau, Statistical Abstract of the United States: 2001 (121st edition) Washington, DC, 2001.
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FIGURE 2.4
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wholesalers. Hence data are available for the three types of wholesalers by various kind-
of-business classifications for the United States as a whole and for many smaller geo-
graphical areas.

Structure and Trends in Wholesaling The latest comprehensive Census of Whole-
sale Trade for which data are available, taken in 2002, showed that there were about
350,000 wholesaler firms and approximately 436,000 individual wholesale establishments,
with combined total sales in excess of $4.6 trillion. A look at how this total breaks down
among the categories of wholesalers reveals important trends in wholesaling for the de-
cade between 1992 and 2002.

Figure 2.4 compares total sales of all wholesalers and sales broken down by the three
major types of wholesalers for the years 1992 and 2002. Figure 2.5 compares the percent-
age of total sales for each of the three types of wholesalers for the same two years.

FIGURE 2.5
Percentage of
Wholesaler Sales by
Type of Wholesaler,
1992 and 2002

1992 2002

[ Merchant wholesalers [ Agents, brokers, and

[ Manufacturers’ sales commission merchants

branches and offices

Source: U.S. Department of Commerce, Census of Wholesale Trade (Washington, DC, various years).
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FIGURE 2.6
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As shown in Figure 2.4, absolute sales of all three types of wholesalers increased
substantially over this ten year period, although the percentage of increase varied some-
what. The largest increase (51.7%) was for merchant wholesalers. The smallest increase
(26.5%) was for manufacturer sales branches and offices. The result as Figure 2.5
indicates, is that the percentage of total wholesale sales enjoyed by manufacturers’ sales
branches and offices decreased from 32.1 percent in 1992 to 29 percent in 2002, while
the share of total wholesale sales of agents, brokers, and commission merchants slipped
from 10.9 percent to 10 percent during that ten year period. The percentage of total
wholesale sales of merchant wholesalers increased from 57 percent to 61 percent during
that same period. This increase for merchant wholesalers represents a trend dating back
to 1948 of steady growth in merchant wholesalers’ percentage of wholesaler sales relative
to manufacturers’ sales branches and offices and agents, brokers and commission mer-
chants.® This pattern of increase is shown in Figure 2.6.

Size and Concentration in Wholesaling Although wholesalers vary widely in size,
the industry is still made up chiefly of small businesses. In terms of sales volume, many
wholesalers are quite small, with almost 45 percent of all wholesale firms having annual
sales of less than $1 million. Table 2.2 provides a further breakdown of wholesaler sales
volume. As shown in the table, almost 87 percent of all wholesale firms reported total
sales below $10 million, while under 6 percent had total sales of $25 million or more.

When size is measured in terms of number of employees per wholesale firm, the small
size of most wholesalers is also quite evident. Table 2.3 shows this pattern. It is obvious
from the table that relatively few wholesalers have large numbers of employees. Indeed,
just over 2.3 percent had 100 or more employees, while over 50 percent had fewer than
five employees. So, while there are some large—even giant—wholesalers, the majority,
especially merchant wholesalers as well as agents and brokers, are still privately held,
family-run businesses with small numbers of employees.”
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TABLE 2.2 SALES VOLUME OF WHOLESALE FIRMS, 2002
ANNUAL SALES

(IN MILLIONS OF DOLLARS) NUMBER OF FIRMS PERCENTAGE OF FIRMS

25 or over 15,781 53
10 but under 25 21,833 7.4
5 but under 10 27,316 9.3
2.5 but under 5 37,069 12.6
1.0 but under 2.5 60,615 20.5
Under 1 132,329 449
Total 295,003 100.0

Source: U.S. Department of Commerce, Census of Wholesale Trade (Washington, DC, 2002).

TABLE 2.3 NUMBERS OF EMPLOYEES IN WHOLESALE FIRMS, 2002
NUMBER OF EMPLOYEES NUMBER OF FIRMS PERCENTAGE OF FIRMS

100 or more 6,743 2.3
50 to 99 8,860 3.0
20 to 49 28,528 9.7
10 to 19 41,543 14.1
5t09 60,741 20.6
Less than 5 148,588 503
Total 295,003 100.0

Source: U.S. Department of Commerce, Census of Wholesale Trade (Washington, DC, 2002).

Economic concentration in terms of the percentage of total wholesale sales enjoyed by
the largest firms is relatively low for merchant wholesalers as well as agents, brokers, and
commission merchants, but significantly larger for manufacturers’ sales branches and of-
fices. As shown in Figure 2.7, the 50 largest merchant wholesalers and the 50 largest agents,
brokers, and commission merchants accounted for less than 21 percent and under 28 per-
cent of total sales respectively, while the 50 largest manufacturers’ sales branches and offices
accounted for almost 63 percent of total sales for this type of wholesaler. We should point
out, however, that more consolidation is occurring among merchant wholesalers due to in-
creasing numbers of mergers and acquisitions. Thus, both the average size of merchant
wholesalers and the degree of concentration in the industry are increasing.

Distribution Tasks Performed by Merchant Wholesalers Merchant wholesalers
serve manufacturers as well as retailers and other customers. They have survived as
intermediaries in the marketing channel because, as specialists in the performance of dis-
tribution tasks, they can operate at high levels of effectiveness and efficiency.®

Often the average cost curves for distribution tasks are lower for wholesalers, or they
are able to operate closer to the optimum points on the curves than their suppliers.”
Modern, well-managed merchant wholesalers are especially well suited for performing
the following types of distribution tasks for producers and manufacturers:'’

. Providing market coverage

. Making sales contacts

. Holding inventory

. Processing orders

. Gathering market information
. Offering customer support

OO0 A WN=
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FIGURE 2.7
Concentration of
Wholesale Sales (in
percent) by Type of
Wholesalers of Various
Sizes, 2002*
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Market coverage is provided by merchant wholesalers to manufacturers because the
markets for the products of most manufacturers consist of many customers spread over
large geographical areas. To have good market coverage so that their products are readily
available to customers when needed, manufacturers often rely on merchant wholesalers
to secure the necessary market coverage at reasonable cost. In the magazine industry, for
example, the mass consolidation of magazine wholesalers from almost 3,000 to fewer
than 50 in the past decade has publishers worried that their ability to reach small retail
vendors in more remote markets will suffer.'!

As Jackson and d’Amico point out in their study of merchant wholesalers serving in-
dustrial markets, “when large markets are dispersed geographically among several indus-
tries, and customers order frequently and require shorter lead times, distributors
[merchant wholesalers] are more likely to be employed.”'? Table 2.4 shows the findings
from their study, which compared the use of agents and merchant wholesalers by man-
ufacturers selling industrial products. As shown in the table, 43 percent of the

TABLE 2.4 PERCENTAGE OF MANUFACTURERS’ USE OF MERCHANT
WHOLESALERS VERSUS AGENTS IN CONCENTRATED
VERSUS DISPERSED MARKETS

MARKET CHARACTERISTICS

CHANNEL STRUCTURE? CONCENTRATED" DISPERSED®
Merchant wholesalers 57 43
Agents 78 22

*Based on 90 merchant wholesalers and 109 agents "1 to 4 market centers 5 to 10 market centers

Source: Adapted from Donald M. Jackson and Michael F. d’Amico, “Products and Markets Served by Distributors and
Agents,” Industrial Marketing Management 18 (February 1989): 29.
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44 Part 1: Marketing Channel Systems

manufacturers operating in dispersed markets used merchant wholesalers, as compared
to only 22 percent who used agents—a ratio of about two to one.

Sales contact is a valuable service provided by merchant wholesalers. For manufac-
turers, the cost of maintaining an outside sales force is high. If a manufacturer’s product
is sold to many customers over a large geographical area, the cost of covering the terri-
tory with its sales force can be prohibitive.'” By using wholesalers to reach all or a signif-
icant portion of their customers, manufacturers may be able to substantially reduce the
costs of outside sales contacts because their sales force would be calling on a relatively
small number of wholesalers rather than a much larger number of customers.

The value of wholesalers in providing sales contact becomes even more apparent for
manufacturers entering foreign markets. As Brown and Herring point out for the case of
an American manufacturer attempting to sell its products in the UK.

The costs of setting up a U.K. sales operation are enormous: an office must be rented
and equipped with all the necessary communication and data-processing equipment,
staff must be recruited and trained (or relocated from America), the products must be
marketed, and the potential customer base identified. There is a very large investment
to be made, with no possibility of quick returns. A distributor, on the other hand, has
all the infrastructure in place, knows the market, and should be able to provide sales
very quickly."*

Holding inventory is another crucial task performed by wholesalers for manufac-
turers. Merchant wholesalers take title to, and usually stock, the products of the manu-
facturers whom they represent. By doing so, they can reduce the manufacturers’ financial
burden and reduce some of the manufacturers’ risk associated with holding large inven-
tories. Moreover, by providing a ready outlet for manufacturers’ products, wholesalers
help manufacturers to better plan their production schedules. For example, Fort Howard
Corporation, a paper products manufacturer, uses paper products wholesalers, such as
Darter Inc. of University Park, IIl, to perform the inventory holding task. Fort Howard
and Darter arranged a “partnership” agreement whereby Darter agrees to buy virtually
all of its products from Fort Howard in exchange for favorable terms, including assured
availability of products and faster deliveries. In exchange, Fort Howard has an assured
high-volume outlet for its products as they come out of the factory and thus does not
have to carry them in its own inventory.

Order processing performed by wholesalers is very helpful to manufacturers because
many customers buy in small quantities. Yet manufacturers both large and small find it
extremely inefficient to attempt to fill large numbers of small orders from thousands of
customers. Many of the original dot-com firms engaged in e-commerce were under-
mined by the high fulfillment costs associated with thousands of small orders. For most
of them, order processing costs were a major cause of their demise because the costs
were very high relative to the value of the products being sold.'> Wholesalers, on the
other hand, are specifically geared to handle small orders from many customers. By car-
rying the products of many manufacturers, wholesalers’ order processing costs can be
absorbed by the sale of a broader array of products than that of a typical manufacturer.
An outstanding example of a wholesaler that has achieved a very high level of expertise
in performing the order-processing task is the McKesson Corporation, the world’s largest
wholesaler of pharmaceutical products. McKesson has always made order processing for
its wide range of customers, including chains and independent retail drug stores, hospi-
tals, food stores, and mass merchandisers, the keystone of its operation. Its distribution
centers are highly automated with high-speed order-processing systems, flow racks with
lighted displays that direct workers’ order selection, special carousels that bring orders to
order fillers, and conveyor systems that automatically route boxes to shipping points.
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Few manufacturers can match McKesson’s level of order processing in scale, sophistica-
tion, and efficiency.'®

Gathering market information is another task of substantial benefit to manufac-
turers. Wholesalers are usually quite close to their customers geographically and in
many cases have continuous contact through frequent sales calls. Hence, they are in a
good position to learn about customers’ product and service requirements. Such infor-
mation, if passed on to manufacturers, can be valuable for product planning, pricing,
and the development of competitive marketing strategy. For example, CDW Corpora-
tion, a leading distributor of information technology products and services to businesses,
government and educational institutions, provides invaluable market information to
hundreds of the manufacturers whose products it sells. CDW’s technology specialists
provide customers not only with the latest notebooks, desktops, printers, service, and
storage devices but also with sophisticated technology solutions which, in turn, helps
CDW’s suppliers develop products that are targeted to customers’ needs.'”

Customer support is the final distribution task that wholesalers provide for manufac-
turers. Products may need to be exchanged or returned, or a customer may require
setup, adjustment, repairs or technical assistance. For manufacturers to provide such ser-
vices directly to large numbers of customers can be very costly. Instead, manufacturers
can use wholesalers to assist them in providing these services to customers. This extra
support by wholesalers, often referred to as value added services, plays a crucial role in
making wholesalers vital members of the marketing channel from the standpoints of
both the manufacturers who supply them and the customers to whom they sell. Consider
the case of F.F. Despard located in Utica, N.Y. This wholesaler, specializing in cutting
tools and abrasives products, puts a great deal of emphasis on customer support in the
form of technical expertise. In fact, the company does not hire salespeople. Instead it
employs abrasives specialists who are qualified to assist customers with a wide range of
applications. This willingness on the part of F.F. Despard to provide this customer sup-
port has significantly lessened the burden on the abrasives manufacturers that supply
this wholesaler.

In addition to performing the six distribution tasks for manufacturers merchant
wholesalers are equally well suited to perform the following distribution tasks for their
customers:"®

. Assuring product availability

. Providing customer service

. Extending credit and financial assistance

. Offering assortment convenience

. Breaking bulk

. Helping customers with advice and technical support

OO hHh WN=

Product availability, providing for the ready availability of products, is probably per-
haps the most basic distribution task performed by wholesalers for customers. Because of
the closeness of wholesalers to their customers and/or their sensitivity to customers’ needs,
they can provide a level of product availability that many manufacturers could not easily
match. Consider what happened to Doug’s TV, a retailer of television sets located in
Beverly Hills, Fla. Doug’s TV had been buying RCA brand television sets from Raybro
Electronic Supplies, Inc., a local wholesaler. When RCA decided to drop Raybro and sell
direct to retailers, Doug’s TV found it faced serious product availability problems. Instead
of two-day truck delivery, it now took a month to get TVs. To partially alleviate this prob-
lem, Doug’s now has to place large orders, thus tying up more money in inventory.

Customer service is another valuable distribution task performed by wholesalers.
Customers often require services such as delivery, repairs, or warranty work. By making
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these services available, wholesalers save their customers effort and expense.19 For in-
stance, Alco Standard Corporation, a large wholesaler of office products, provides repair
services for customers’ Ricoh, Canon and Sharp copy machines. Customers have found
these services to be extremely convenient and helpful.*’

Credit and financial assistance is provided by wholesalers in two ways. First, by ex-
tending open account credit to its customers on products sold, wholesalers allow custo-
mers to use products in their business before having to pay for them. Second, by
stocking and providing ready availability for many of the items needed by their custo-
mers, wholesalers significantly reduce the financial inventory burden their customers
would bear if they had to stock all the products themselves.

The case of Doug’s TV, cited earlier in relation to product availability, also underscores
the importance of wholesalers in providing credit and financial assistance. The wholesaler
had let Doug’s use favorable floor-plan financing terms on any size order, no matter how
small. The manufacturer, on the other hand, allows such terms only on large orders.

Assortment convenience refers to the wholesaler’s ability to bring together an assort-
ment of products from a variety of manufacturers, greatly simplifying customers” order-
ing tasks.”' Instead of having to order separately from dozens or even hundreds of
manufacturers, customers can turn to one or a few general line or specialist wholesalers
who can provide them with all or most of the products they need. For example, CDW,
the giant wholesaler-distributor of information technology products mentioned earlier,
fills thousands of orders for thousands of different products every day. In the process
of doing so, it saves its customers enormous amounts of time and expense.

Breaking bulk is important because customers do not often need large quantities of pro-
ducts, or they may prefer to order only a small quantity at a time. Many manufacturers find it
uneconomical to fill small orders and will establish minimum order requirements to discour-
age them. By buying large quantities from manufacturers and breaking down these “bulk”
orders into smaller quantities, wholesalers provide customers with the ability to buy only
the quantity they need. Here again, the case of CDW is instructive. While CDW handles
huge orders for large corporations, government agencies, and institutions, most of its orders
are relatively small. Many of these orders would be too small to be ordered directly from
manufacturers because of minimum order requirements. CDW, however, buys in large
quantities and then breaks them down into whatever amounts its customers wish to order.

Advice and technical support is the final distribution task wholesalers are called on
to perform for their customers. Many products, even those that are not considered tech-
nical, may still require a certain amount of technical advice and assistance for proper use
as well as advice on how they should be sold. Wholesalers, especially through a well-
trained outside sales force, are able to provide this kind of technical and business assis-
tance to customers. Ace Hardware Corporation, a large wholesaler based in Oak Brook,
I, offers a good example of a wholesaler that is especially adept at providing its custo-
mers (mostly independent hardware retailers) with advice and technical support. Ace of-
fers its dealers a wide range of help with inventory planning, advertising, store layout,
customer service, computer applications and more.

Figure 2.8 provides a summary of the preceding discussion of the distribution tasks
performed by merchant wholesalers. As shown in the figure, merchant wholesalers are
placed between the set of six distribution tasks they perform for manufacturers and the
six they perform for customers. The arrow leading down from the merchant wholesalers
shows the result of performance of the distribution tasks: more effective and efficient
marketing channels reflected in the margins received by merchant wholesalers. In effect,
the margins earned by merchant wholesalers represent payment for services rendered by
them and for value received by manufacturers and customers who bought the merchant
wholesalers’ most important product—efficient performance of the distribution tasks.
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FIGURE 2.8
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Source: Bert Rosenbloom, Marketing Functions and the Wholesaler—Distributor: Achieving Excellence in
Distribution (Washington, D.C.: Distribution Research and Education Foundation, 1987), 26.

We should point out that not all merchant wholesalers in all lines of trade perform all
of these distribution tasks all of the time. There are differences among merchant wholesa-
lers in the extent to which they participate in the performance of distribution tasks. Many
do perform all of the distribution tasks discussed here most of the time, or at least they
attempt to. At the other end of the spectrum are some merchant wholesalers traditionally
referred to in the marketing literature as limited function wholesalers who, though taking
title to products, do not perform all of the distribution tasks discussed. For example, mail-
order wholesalers do not provide sales contact through personal selling, cash-and-carry
wholesalers do not extend credit, drop shippers do not carry inventory and rack jobbers
generally do not provide much in the way of advice and technical support.

Distribution Tasks Performed by Agent Wholesalers As mentioned earlier in the
chapter, agent wholesalers (defined by the Census of Wholesale Trade as agents, brokers,
and commission merchants) do not take title to the products they sell. In addition,
they do not perform as many distribution tasks as a typical merchant wholesaler.
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Manufacturers’ agents (also referred to as manufacturers’ representatives or reps), for ex-
ample, specialize mainly in performing the market coverage and sales contact distribu-
tion tasks for manufacturers. In effect, the manufacturers’ agents substitute for the
manufacturers’ outside sales force. Thus, they are especially valuable to manufacturers
who are not capable of fielding their own sales forces or to supplement the selling efforts
of those manufacturers who do have their own sales forces but who find it uneconomical
to use them for certain product categories or territories. Manufacturers’ agents generally
represent several manufacturers at the same time and operate in a wide range of product
and service categories such as housewares, hardware, paint, chemicals, food-processing
equipment, electronics and electrical components, steel and packaging. Services sold by
manufacturers’ agents include painting, plating services, machinery rebuilding, cleaning
and a variety of business services.

Selling agents, another type of agent wholesaler, usually perform more distribution
tasks than manufacturers’ representatives. In fact, they may handle virtually the entire
marketing and sales effort for the manufacturers they represent. Therefore, although selling
agents usually do not physically hold inventory or take title to it, they may perform many,
if not most, of the other distribution tasks such as providing market coverage, sales con-
tact, order processing, marketing information, product availability, and customer services.

Although the basic marketing literature discusses manufacturers’ agents and selling
agents as though a clear and precise distinction exists between them, such a distinction
is not usually made in practice. In fact, it is quite common to use terms such as sales
agent, selling agent, manufacturers’ agent, manufacturers’ representatives, reps, or export
and import agents interchangeably to refer to all types of agent wholesalers without any
strict distinctions made about the degree to which they perform distribution tasks. His-
torical patterns of usage of terms in various trades arethe actual basis for referring to
various types of agent wholesalers, rather than conceptual clarity or logic.

Brokers, the second major category of nontitle-taking wholesalers defined in the Cen-
sus of Wholesale Trade, offer another example of the wide deviation between definitions
based on the performance of distribution tasks presented in the marketing literature and
performance in actual practice. In the marketing literature, the broker is usually defined
as a go-between or a party who brings buyers and sellers together so that a transaction
can becompleted. In the strictest definition sense, a broker performs only one distribu-
tion task—providing market information. Yet, in practice, some brokers may perform
many, if not most, of the distribution tasks, so that for all practical purposes there is little
to distinguish them from manufacturers’ representatives or selling agents.

Consider the case of food brokers. A study by the National Food Brokers Association
(NFBA) found that the overwhelming majority of food brokers perform a wide range of
distribution tasks in marketing channels, which places them on par with manufacturers’
representatives or selling agents. For example, many food brokers help manage market-
ing funds, recommend and execute trade promotions and even help create consumer
promotion plans. Many are also involved with developing and executing the marketing
programs of the manufacturers they represent. In so doing, they provide (in addition to
market information) market coverage, sales contact, order processing, customer support
and advice as well as product availability.”* Figure 2.9 provides a further description of
the services provided by food brokers.

Clearly, as Figure 2.9 indicates, the range of distribution tasks performed by food bro-
kers places them well beyond the limited scope specified in the marketing textbook defi-
nition of brokers. Here again, the terminology used is more a function of historical
accident than strict adherence. In fact, the term food broker is something of a misnomer
because food brokers actually deal with many products besides food. While food brokers
are not indicative of all brokers in other product categories, the role of brokers in
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Brokers provide a variety of specialized services that add value to the distribution process and help in-
crease profits for their principals and customers. Brokers typically are engaged in one or more of the
following:

o Introducing their principals’ new products to local market buyers.

o Regularly contacting retailers to ensure that a principal’s products are in distribution and placed
properly on the retail shelf.

o Coordinating with retailers to implement promotions, advertising campaigns, and couponing
programs; to arrange in-store displays; and to conduct product demonstrations.

o Ensuring that a principal’s products are ordered correctly, that shipments are received and priced
correctly, and that unsalable items are credited and disposed of properly.

o In conjunction with their principals’ marketing departments and customers, developing promotional
programs for consumers in the local market.

. Through the use of advanced technologies, furnishing their principals with demographic data about
consumer trends, product placement, marketing, and other information.

Source: ASMC Foundation, “Specialized Services”: How Brokers Serve You (Washington D.C., 1993) 2-3.
Copyright © ASMC Foundation. Reproduced by permission.

performing distribution tasks is generally expanding to the point that use of the word
broker may understate the range of activities involved.

Finally, the third major category of agent wholesalers in the Census of Wholesale
Trade is the commission merchant, who is of significance mainly in agricultural mar-
kets. Commission merchants perform a wide range of distribution tasks, including phys-
ically holding inventory (though not taking title), providing market coverage, sales
contact, breaking bulk, credit and order processing. These distribution tasks are per-
formed when commission merchants act on behalf of his or her principals (producers
or manufacturers). Essentially, the commission merchant receives and warehouses pro-
ducts, helps locate buyers, makes sales, extends personal credit, processes orders and
may arrange for delivery. After completing the sale and collecting money from buyers,
the commission merchant remits it (less the commission for services supplied) to the
principals, who sometimes remain anonymous to buyers.

What should be apparent from this discussion of distribution tasks performed by the
various types of agent wholesalers is that generalizations about their roles in performing
distribution tasks based on their “official” definitions can be misleading. A more mean-
ingful way of determining just which distribution tasks are performed by which type of
agent wholesaler is to look at the line of trade they are in or, better yet, the particular
agent wholesaler in question. It may turn out that a broker in one line of trade performs
a much wider array of distribution tasks than a manufacturers’ representative in an-
otheror that a given selling agent does the same set of distribution tasks as a particular
rep, broker or commission merchant.

Finally, regardless of whether the wholesaler in question is a merchant wholesaler or a
so-called agent, broker or commission merchant, the wholesaler’s participation in mar-
keting channels is predicated on the performance of distribution tasks (services) that
are desired by the manufacturers and customers.”> Moreover, any of these wholesalers
must be able to perform these distribution tasks more efficiently than either manufac-
turers or customers. With so many manufacturers and customers aggressively seeking
ways to increase their productivity and reduce costs, they are taking a very hard look at
the wholesaler’s role in their marketing channels. Only those wholesalers who do an es-
pecially good job of performing distribution tasks at a very high level of efficiency are
likely to remain in, let alone improve, their positions as viable members of the marketing
channel.**
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Retail Intermediaries

Retailers consist of business firms engaged primarily in selling merchandise for personal
or household consumption and rendering services incidental to the sale of goods.

Kinds of Retailers Retailers in the United States comprise an extremely complex and
diverse conglomeration. They range in size from the so-called mom-and-pop neighbor-
hood stores, with sales of less than $100,000 per year, to giant mass merchandise chains

of major appliances)

B. By Kind of Business (Merchandise Handled)

D. By Degree of Vertical Integration

form-utility creation

E. By Type of Relationship with Other
Business Organizations

franchises

[TABLE 2.5 ALTERNATIVE BASES FOR CLASSIFYING RETAILERS W

A. By Ownership of Establishment F. By Method of Consumer Contact

1. Single-unit independent stores 1. Regular store

2. Multiunit retail organizations a. leased department
a. chain stores 2. Mail order
b. branch stores a. by catalog selling

3. Manufacturer-owned retail outlets b. by advertising in regular media

4. Consumers’ cooperative stores c. by membership club plans

5. Farmer-owned establishments 3. Household contacts

6. Company-owned stores (industrial stores) a. by house-to-house canvassing
or commissaries b. by regular delivery route service

7. Government-operated stores (post c. by party plan selling
exchanges, state liquor stores) d. Internet-based online sales

8. Public utility company stores (for sale

G. By Type of Location
1. Urban
a. central business district

1. General merchandise group b. secondary business district
a. department stores c. string street location
b. dry goods, general merchandise stores d. neighborhood location
c. general stores e. controlled (planned) shopping center
d. variety stores f.  public market stalls

2. Single-line stores (e.g., grocery, apparel, 2. Small city
furniture) a. downtown

3. Specialty stores (e.g., meat markets, b. neighborhood
lingerie shops, floor-covering stores) 3. Rural stores

C. By Size of Establishment 4. Roadside stands
1. By number of employees H. By Type of Service Rendered
2. By annual sales volume 1. FEull service

2. Limited service (cash-and-carry)
3. Self service

1. Nonintegrated (retailing functions only)
2. Integrated with wholesaling functions 1. By Legal Form of Organization
3. Integrated with manufacturing or other 1. Proprietorship

2. Partnership
3. Corporate
4. Special types

1. Unaffiliated J. By Management Organizations or
2. Voluntarily affiliated with other retailers Operational Technique
a. through wholesaler-sponsored 1. Undifferentiated
voluntary chains 2. Departmentalized
b. through retailer cooperation
3. Affiliated with manufacturers by dealer

Source: Adapted from, Theodore N. Beckman, William R. Davidson, and W. Wayne Talarzyk, Marketing, 9th ed.,
(New York: Ronald Press, 1973), 239.
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such as Walmart, with over $400 billion in annual sales. Methods of operation run from
minimum service, spartan discount and outlet stores to elaborate operations with mag-
nificent architecture in grand shopping malls. This category includes store retailers as
well as nonstore retailers such as mail-order firms, direct selling (in-home) retailers, TV
shopping show retailers and retailers operating on the Internet.”® There are specialty
retailers, broad-line department store retailers, giant superstore retailers, wholesale club
retailers®® factory outlet retailers as well as global, national, regional, and local retailers.
The list can go on and on.

Over the years, a variety of classification schemes has been developed to help lend
some order to this bewildering complexity. Table 2.5 outlines the most commonly used
classification categories.

The most comprehensive and widely used approach to classifying retailers is that used
by the Census of Retail Trade, which places all retailers into more than 50 kind-
of-business classifications within 12 major groups. These major groups are shown in
Table 2.6 in bold type with three-digit North American Industry Classification System
(NAICS) codes. Most kind-of-business classifications used by the Census of Retail Trade
are also listed in the table.

For data gathering and reporting purposes, the Census of Retail Trade cross-classifies
these 12 major groups and the more specific kind-of-business categories with a variety
of data, for the United States as a whole and for many smaller geographical areas
as well.

Structure Trends in Retailing As of 2002 (the most recent year for which data are
available from the Census of Retail Trade), there were 1,114,637 retail establishments
in the United States producing a sales volume of almost $3 trillion. When the previous
census was taken in 1997 there were 1,118,447 retail establishments with a combined
sales volume of almost $2.5 trillion. Given the decrease in number of establishments
between 1997 and 2002 and the 20 percent increase in sales, the size of retail establish-
ments measured by average sales volume per store must have increased significantly
during those five years. This was indeed the case continuing a long-term trend dating
back to 1948. As shown in Table 2.7, average sales for retail establishments were al-
most $2.7 million by 2002, up from $2.2 million in 1997. This is an increase of almost
23 percent.

This pattern of increasing total sales as well as average sales per retail establishment
was consistent across all major kind-of-business groups between 1997 and 2002.

Concentration in Retailing From the standpoint of economic concentration,
retailing in the United States is increasingly dominated by large firms. In 2002, for
example, large retailers (those with sales of $10 million or more) accounted for almost
80 percent of total retail sales, though they comprised just 4 percent of all retail
firms. On the other hand, small retailers (those with sales of less than $1 million) ac-
counted for 66 percent of all retail firms but less than 5 percent of total retail sales
(see Figure 2.10).

The domination of retailing in the United States by large retailers is also evident in
Figure 2.11, which shows that the 50 largest firms accounted for almost 39 percent of
total retail sales in 2002. When one looks at particular kinds of retail businesses, the
domination of large firms is even more striking. Figure 2.12, for example, shows four
kinds of retailers where the four largest firms account for at least 72 percent of total
sales in that category.

The preceding data shown up through Figure 2.12 only begin to convey the size and
concentration of retailing. A more vivid picture emerges when the absolute size of
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TABLE 2.6 TWELVE MAJOR KIND-OF-BUSINESS CLASSIFICATIONS USED

IN THE CENSUS OF RETAIL TRADE

KIND OF BUSINESS KIND OF BUSINESS
Retail trade 44-45 Gasoline stations 447
Motor vehicle & parts dealers 441 Gasoline stations with convenience stores 44711
Automobile dealers 4411 Other gasoline stations 44719
New car dealers 44111 Clothing & clothing accessories stores 448
Used car dealers 44112 Clothing stores 4481
Other motor vehicle dealers 4412 Mens clothing stores 44811
Recreational vehicle dealers 44121 Womens clothing stores 44812
Motorcycle, boat, & other motor Childrens & infants clothing stores 44813
vehicle dealers 44122 Family clothing stores 44814
Automotive parts, accessories, & tire stores 4413 Clothing accessories stores 44815
Automotive parts & accessories stores 44131 Other clothing stores 44819
Tire dealers 44132 Shoe stores 4482
Furniture & home furnishings stores 442 Jewelry, luggage, & leather goods stores 4483
Furniture stores 4421 Jewelry stores 44831
Home furnishings stores 4422 Luggage & leather goods stores 44832
Floor covering stores 44221 Sporting goods, hobby, book, & music stores 451
Other home furnishings stores 44229 Sporting goods, hobby, & musical
Electronics & appliance stores 443 instrument stores 4511
Appliance, television, & other Sporting goods stores 45111
electronics stores 44311 Hobby, toy, & game stores 45112
Computer & software stores 44312 Sewing, needlework, & piece goods
Camera & photographic supplies stores 44313 stores 45113
Building material & garden Musical 1r?str}1ment & sgpphes stores 45114
equipment & supplies dealers 444 Book, periodical, & music stores 4512
oo . ) Book stores & news dealers 45121
Building material & supplies dealers 4441 .
Home centers 44411 Prerecorded tape, compact disc,
R & record stores 45122
Paint & wallpaper stores 44412
Hardware stores 44413 General merchandise stores 452
Other building material dealers 44419 Department stores (incl. leased depts.) 4521
Lawn & garden equipment & supplies Department stores (excl. leased depts.) 4521
stores 4442 Other general merchandise stores 4529
Outdoor power equipment stores 44421 Warehouse clubs & superstores 45291
Nursery & garden centers 44422 All other general merchandise stores 45299
Food & beverage stores 445 Miscellaneous store retailers 453
Grocery stores 4451 Florists 4531
Supermarkets & other grocery Office supplies, stationery, & gift stores 4532
(except convenience) stores 44511 Office supplies & stationery stores 45321
Convenience stores 44512 Gift, novelty, & souvenir stores 45322
Specialty food stores 4452 Used merchandise stores 4533
Meat markets 44521 Other miscellaneous store retailers 4539
Fish & seafood markets 44522 Pet & pet supplies stores 45391
Fruit & vegetable markets 44523 Art dealers 45392
Other specialty food stores 44529 Manufactured (mobile) home dealers 45393
Beer, wine, & liquor stores 4453 All other miscellaneous store retailers 45399
Health & personal care stores 446 Nonstore retailers 454
Pharmacies & drug stores 44611 Electronic shopping & mail-order houses 4541
Cosmetics, beauty supplies, & perfume Vending machine operators 4542
stores 44612 Direct selling establishments 4543
Optical goods stores 44613 Fuel dealers 45431
Other health & personal care stores 44619 Other direct selling establishments 45439

Source: U.S. Department of Commerce, Bureau of the Census, 1997 Economic Census, Retail Trade, Series EC97R44A-US(RV) (Washington, D.C.: G.P.O.,
issued March 2000).
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FIGURE 2.10
Percentage Distribu-
tion of Retail Firms and
Sales by Size of Firms,
2002

Chapter 2: The Channel Participants

TABLE 2.7 TOTAL RETAIL SALES, NUMBER OF ESTABLISHMENTS,

AND AVERAGE SALES PER ESTABLISHMENT, 1948-2002

TOTAL NUMBER OF STORES AVERAGE SALES PER
YEAR  (BILLIONS) (MILLIONS) STORE
2002 $3,056.4 111 $2,742,000
1997 2,460.9 1.12 2,197,000
1992 1,894.1 1.53 1,242,000
1987 1,494.1 1.50 996,000
1982 1,038.2 1.42 731,000
1977 723.1 1.86 389,000
1972 470.8 1.91 246,000
1967 3102 1.76 176,000
1963 2442 1.71 143,000
1958 199.2 1.78 112,000
1948 130.5 1.77 74,000

Source: U.S. Department of Commerce, Bureau of the Census, Census of Retail Trade (Washington, D.C.:
G.P.O,, various years).
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| [] Sales as a percentage of the total [Jl] Firms as a percentage of the total

Source: U.S. Department of Commerce, Bureau of the Census, Census of Retail Trade: Establishment and
Firm Size (Washington, DC: G.P.O., 2002).

retailers is considered. Table 2.8, for example, lists the 100 largest retailers in the United
States, each of which has sales of at least $2 billion. Moreover, as shown in the table,
each of the top 10 retailers had sales of more than $45 billion, the top five each produced
sales of more than $60 billion, and the largest retailer (Walmart) achieved sales of over

$400 billion!
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FIGURE 2.11
Concentration of Sales
among the Top 50
Retail Firms, 2002

[ Top 50
[] All other firms

Source: U.S. Department of Commerce, Bureau of the Census, Census of Retail Trade: Establishment and
Firm Size (Washington, DC: G.P.O., 2002).

FIGURE 2.12 Kinds

of Retailers Where

Largest Four Firms

Account for at Least . .
50 Percent of Total

Sales 28%

Warehouse clubs and superstores Hobby, toy, and game stores
. .
Home centers Office supply stores

[ Four largest firms [J All other firms |

Source: U.S. Department of Commerce, Bureau of the Census, Census of Retail Trade: Establishment and
Firm Size (Washington, DC: G.P.O., 2002).

Collectively in 2008, these 100 largest U.S. retailers had combined sales of almost one
and three quarter trillion dollars ($1,732,317,025). This accounted for almost 44 percent
of total estimated retail sales in the U.S. for that year.
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TABLE 2.8 THE 100 LARGEST RETAILERS IN THE UNITED STATES, 2008

COMPANY/MAIN RETAIL 2008 2007 2008 2007 STORES
SEGMENTS/FISCAL REVENUES REVENUES PROFITS PROFITS 2008
YEAR END (000) (000) (000) (000) 2007
1. Wal-Mart Stores Inc, $405,607,000 $378,476,000 $13,400,000 $12,731,000 7,873
Bentonville, AR 7,239
(SC, DS, WG, 1, E) 1/31/09
2. The Kroger Co. 76,000,000 70,235,000 1,249,000 1,181,000 3,550
Cincinnati, OH 3,662
(S, CV, HS, SC) 1/31/09
3. Costco 72,483,020 64,400,155 1,282,725 1,082,772 512
Issaquah, WA 488
(WG, 1, E) 8/31/08
4. The Home Depot1L 71,288,000 77,349,000 2,312,000 4,210,000 2,274
Atlanta, GA (HC, I) 2/1/09 2,234
5. Target Corp. 64,948,000 63,367,000 2,214,000 2,849,000 1,682
Minneapolis; MN 1,591
(DS, SC, E) 1/31/09
6. Walgreen Co. 59,034,000 53,762,000 2,157,000 2,041,000 6,934
Deerfield, IL 5,997
(DR) 8/31/08
7. CVS Caremark Corp.** 48,989,900 45,086,500 3,483,700 2,691,300 6,923
Woonsocket, RI 6,301
(DR) 12/31/08
8. Lowe’s Cos. 48,230,000 48,283,000 2,195,000 2,809,000 1,649
Mooresville, NC 1,534
(HC, I) 1/30/09
9. Sears Holdings 46,770,000 50,703,000 53,000 826,000 3,918
Hoffman Estates, IL 3,847
(D, DS, C, 1, E)
1/31/09
10. Best Buy 45,015,000 40,023,000 1,003,000 1,407,000 3,914
Richfield, MN 1,314
(HS, E, L,) 2/28/09
11. Safeway $44,104,000 $42,286,000 $965,300 $888,400 1,739
Pleasanton, CA 1,743
(S, E, I) 1/3/09
12. Supervalu** 34,664,000 34,341,000 —-2,315,000 1,550,000 2,421
Eden Prairie, MN 2,474
(S) 2/28/09
13. Rite Aid 26,289,268 24,326,846 -2,915,420 -1,078,990 4,901
Camp Hill, PA 5,059
(DR) 2/28/09
14. Macy’s 24,892,000 26,313,000 —4,803,000 893,000 847
Cincinnati, OH 853
(D.E.C) 1/31/09
15. Publix Super Markets 24,109,584 23,193,590 1,089,770 1,183,925 993
Lakeland, FL 926
(S, CV) 2/27/09
tContinuing operations *Estimate **Retail operations only; operating income reported ***Pro forma results
AS = Apparel Specialty DS = Discount HC = Home Center SC = Supercenter DNA = Does not apply
C = Catalog DR = Drug Store HS = Hard Lines Specialty =~ SH = Shoe Store NA = Not available
CV = Convenience Store  E = Electronic I = International WC = Warehouse Wholesale Club
D = Department GM = General Merchandise S = Supermarket
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TABLE 2.8 (Continued)

COMPANY/MAIN RETAIL 2008 2007 2008 2007 STORES
SEGMENTS/FISCAL REVENUES REVENUES PROFITS PROFITS 2008
YEAR END (000) (000) (000) (000) 2007
16. Staples 23,083,775 19,372,682 805,264 995,670 2,218
Framingham, MA 2,038
(HS, L, E) 1/31/09
17. Ahold USA** 21,835,000 20,996,000 934,000 875,000 711
Chantilly, VA 705
(S, E) 12/28/08
18. Delhaize America** 19,222,000 18,293,000 996,321 957,511 1,594
Salisbury, NC 1,570
(S) 12/31/08
19. Amazon.com 19,166,000 14,835,000 645,000 476,000 DNA
Seattle, WA DNA
(E, I) 12/31/08
20. TJX Cos. 18,999,505 18,336,726 880,617 771,750 2,652
Framingham, MA 2,529
(AS, HS, T) 1/31/09
21. J.C. Penneyt 18,486,000 19,860,000 567,000 1,105,000 1,093
Plano, TX 1,067
(D, E, C) 1/31/09
22. Kohl’s Department Stores 16,389,000 16,474,000 885,000 1,084,000 1,004
Menomonee Falls, WI 929
(D) 1/31/09
23. Alimentation Couche-Tard 15,781,100 15,370,000 3,900 189,300 5,443
Laval, Quebec 5,119
(CS) 4/26/09
24. 7-Eleven* 15,000,000 12,800,000 NA NA 5,680
Dallas, TX 5,333
(CV) 12/31/08
25. Gap Inc. 14,526,000 15,763,000 967,000 833,000 3,149
San Francisco, CA 3,167
(AS, E, I) 1/31/09
26. H.E. Butt Grocery Co. 14,500,000 13,500,000 NA NA 338
San Antonio, TX 310
(S.I) 10/31/08
27. Office Depot 14,495,544 15,527,537 -1,478,938 395,615 1,429
Delray Beach, FL 1,370
(HS, I, E) 12/27/08
28. Meijer* $13,900,000 $14,420,000 NA NA 186
Grand Rapids, Ml 181
(SC) 1/31/09
29. Toys “R” US 13,724,000 13,794,000 $218,000 $153,000 1,159
Wayne, NJ 1,560
(HS, I, E) 1/31/09
30. Military Exchange System 12,725,592 12,400,000 NA NA 4,028
Arlington, VA 3,815
(GM) 1/31/09
tContinuing operations *Estimate **Retail operations only; operating income reported ***Pro forma results
AS = Apparel Specialty DS = Discount HC = Home Center SC = Supercenter DNA = Does not apply
C = Catalog DR = Drug Store HS = Hard Lines Specialty =~ SH = Shoe Store NA = Not available
CV = Convenience Store  E = Electronic I = International WC = Warehouse Wholesale Club
D = Department GM = General Merchandise S = Supermarket

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 2: The Channel Participants 57

TABLE 2.8 (Continued)

COMPANY/MAIN RETAIL 2008 2007 2008 2007 STORES
SEGMENTS/FISCAL REVENUES REVENUES PROFITS PROFITS 2008
YEAR END (000) (000) (000) (000) 2007
31. Dell Computer** 11,529,000 10,378,000 143,000 2,000 DNA
Round Rock, TX DNA
(C, E) 1/30/09
32. Dollar General 10,457,700 9,495,300 108,200 -12,800 8,362
Goodlettsville, TN 8,194
(DS) 1/30/09
33. 33.BJ’'s Wholesale Club 10,027,336 9,014,465 134,583 122,861 180
Natick, MA 177
(WC) 1/31/09
34. Apple** 9,655,000 6,611,000 NA NA 247
Cupertino, CA 197
(HS, E, I) 9/27/08
35. A&Pt 9,516,186 6,401,130 -86,151 86,980 436
Montvale, NJ 447
(S) 2/28/09
36. Limited Brands 9,043,000 10,134,000 220,000 718,000 3,014
Columbus, OH 2,926
(AS, C, E, I) 1/31/09
37. The Pantry 8,995,626 6,911,163 31,783 26,732 1,653
Sanford, NC 1,644
(CV) 9/25/08
38. GameStop Corp. 8,805,897 7,093,962 398,282 288,291 6,207
Grapevine, TX 5,264
(HS, 1, E) 1/31/09
39. QuicTop* 8,700,000 8,400,000 NA NA 501
Tulsa, OK 494
(CV) 4/30/09
40. Nordstorm 8,573,000 9,080,000 401,000 715,000 169
Seattle 156
(D, AS, C, E) 1/31/09
41. Office Max 8,267,000 9,082,000 -1,657,900 207,400 1,022976

Naperville, IL
(HS, E, 1) 12/27/08

42. Menards* 8,100,000 8,000,000 NA NA 250
Eau Claire, WS (HC) 1/31/09 235
43. Liberty Media** 8,079,000 7,802,000 1,555,000 1,684,000 6
Englewood Co 6
(E, I, GM) 12/31/08
44. CDW Corp. 8,071,000 8,145,000 NA NA DNA
Vernon Hills, IL DNA
(C. E) 12/31/08
45. Giant Eagle* 8,000,000 7,100,000 NA NA 366
Pittsburgh, PA 359
(S, CV) 6/30/09
tContinuing operations *Estimate **Retail operations only; operating income reported ***Pro forma results
AS = Apparel Specialty DS = Discount HC = Home Center SC = Supercenter DNA = Does not apply
C = Catalog DR = Drug Store HS = Hard Lines Specialty =~ SH = Shoe Store NA = Not available
CV = Convenience Store  E = Electronic I = International WC = Warehouse Wholesale Club
D = Department GM = General Merchandise S = Supermarket
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TABLE 2.8 (Continued)

COMPANY/MAIN RETAIL 2008 2007 2008 2007 STORES
SEGMENTS/FISCAL REVENUES REVENUES PROFITS PROFITS 2008
YEAR END (000) (000) (000) (000) 2007
46. Whole Foods Market 7,953,912 6,591,773 114,524 182,740 275
Austin, TX 276
(S) 9/28/08
47. Winn-Dixie" $7,281,000 $7,201,000 $13,000 $280,000 521
Jacksonville, Fl 520
(S) 6/25/08
48. Bed Bath & Beyond 7,208,340 7,048,942 425,123 562,808 1,037
Union, NJ 971
(HS) 2/28/09
49. Racetrac Patroleum* 7,000,000 5,800,000 NA NA 533
Smyrna GA 525
(CV) 12/31/08
50. Dillard’s 6,988,440 7,370,806 —241,065 53,761 315
Little Rock, AR 326
(D) 1/31/09
51. Family Dollar Stores 6,983,628 6,834,305 233,073 242,854 6,571
Charlotte, NC 6,430
(DS) 8/30/08
52. AutoZone 6,522,706 6,169,804 641,606 595,672 4,240
Memphis, TN 4,056
(HS, 1) 8/30/08
53. Ross Stores 6,486,139 5,975,212 305,441 261,051 956
Pleasanton, CA 890
(AS) 1/31/09
54. Aldi* 6,250,000 6,000,000 NA NA 1,000
Batavia, IL 900
(S) 1/31/09
55. Hy-Vee 6,200,000 5,600,000 NA NA 224
West Des Moines, 1A 224
(S, DR) 9/30/08
56. Trader Joe’s* 6,000,000 5,400,000 NA NA 305
Monrovia, CA 297
(S) 6/30/09
57. Defense Commissary Agency 5,813,245 5,537,505 NA NA 273
Fort Lee, VA 277
(S) 9/30/08
58. Blockbuster 5,287,900 5,542,400 —374,100 -73,800 7,405
Dallas 7,830
(HS, L, E) 1/4/09
59. Foot Locker" 5,237,000 5,437,000 -79,000 43,000 3,641
New York, NY 3,785
(SH, AS, I, E, C) 1/31/09
60. Advance Auto Parts 5,142,255 4,844,404 238,038 238,317 3,368
Roanoke, VA 3,261
(HS) 1/3/09
tContinuing operations *Estimate **Retail operations only; operating income reported ***Pro forma results
AS = Apparel Specialty DS = Discount HC = Home Center SC = Supercenter DNA = Does not apply
C = Catalog DR = Drug Store HS = Hard Lines Specialty =~ SH = Shoe Store NA = Not available
CV = Convenience Store  E = Electronic I = International WC = Warehouse Wholesale Club
D = Department GM = General Merchandise S = Supermarket
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TABLE 2.8 (Continued)

COMPANY/MAIN RETAIL 2008 2007 2008 2007 STORES
SEGMENTS/FISCAL REVENUES REVENUES PROFITS PROFITS 2008
YEAR END (000) (000) (000) (000) 2007
61. Barnes & Noble 5,121,804 5,286,674 75,920 135,799 778
New York, NY 798
(HS, E) 1/31/09
62. Save Mart* 5,100,000 4,600,000 NA NA 245
Modesto, CA 248
(S) 3/31/09
63. PetSmart 5,065,293 4,672,656 192,670 258,684 1,112
Phoenix, AZ 1,008
(HS, E) 2/1/09
64. WaWa* 5,050,000 5,000,000 NA NA 569
Media, PA 576
(CV) 12/31/08
65. Albertsons LLC* $5,000,000 $6,100,000 NA NA 260
Boise, ID (S) 2/26/09 325
66. Sheetz 4,900,000 3,900,000 NA NA 350
Altoona, PA (CV) 9/30/08 339
67. Sherwin Williams** 4,830,000 4,955,000 647,900 766,000 3,346
Cleveland, OH 3,325
(HS,1) 12/31/08
68. Wegmans Food Markets 4,800,000 4,400,000 NA NA 73
Rochester, NY 71
(S) 12/31/08
69. Casey’s General Store 4,687,895 4,828,793 85,690 84,891 1,478
Ankeny, IA 1,454
(CV) 4/30/09
70. Big Lots Inc. 4,645,283 4,656,302 151,547 158,461 1,339
Columbus, OH 1,353
(DS) 1/31/09
71. Dollar Tree 4,644,900 4,242,600 229,500 201,300 3,591
Chesapeake, VA 3,411
(DS) 1/31/09
72. Nelman Marcus Group 4,600,500 4,390,100 142,800 111,900 69
Dallas 60
(D, C, HS, E) 8/2/08
73. Luxottica Group** 4,572,621 4,431,926 428,663 495,859 6,255
Port Washington, NY 6,407
(HS,1) 12/31/08
74. RadioShack 4,224,500 4,251,700 192,400 236,800 6,752
Fort Worth, TX 6,670
(HS, E, T) 12/31/08
75. Dick’s Sporting Goods 4,130,128 3,888,422 -35,094 155,036 487
Pittsburgh, PA 434
(HS) 12/31/08
76. WinCo Foods* 4,000,000 3,500,000 NA NA 65
Boise, ID (S) 3/30/09 62
tContinuing operations *Estimate **Retail operations only; operating income reported ***Pro forma results
AS = Apparel Specialty DS = Discount HC = Home Center SC = Supercenter DNA = Does not apply
C = Catalog DR = Drug Store HS = Hard Lines Specialty =~ SH = Shoe Store NA = Not available
CV = Convenience Store  E = Electronic I = International WC = Warehouse Wholesale Club
D = Department GM = General Merchandise S = Supermarket
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TABLE 2.8 (Continued)

COMPANY/MAIN RETAIL 2008 2007 2008 2007 STORES
SEGMENTS/FISCAL REVENUES REVENUES PROFITS PROFITS 2008
YEAR END (000) (000) (000) (000) 2007
77. Roundy’s 4,000,000 4,000,000 NA NA 152
Milwaukee, WS 153
(S) 12/31/08
78. Michaels Stores 3,817,000 3,862,000 -5,000 —-32,000 1,170
Irving, TX 1,129
(HS, E) 1/31/09
79. Stater Bros. Markets 3,741,254 3,674,427 40,630 49,395 165
San Bernardino, CA 164
(S) 9/28/08
80. Harris-Teeter** 3,664,804 3,299,377 177,765 154,083 176
Matthews, NC 164
(S) 9/28/08
81. Bass Pro Shops* 3,600,000 3,200,000 NA NA 54
Springfield, MO 49
(HS, E, C.I) 12/31/08
82. O’Reily Automotive 3,576,553 2,522,319 186,232 193,988 3,285
Springfield, MO 1,830
(HS) 12/31/08
83. Burlington Coat Factory $3,542,000 $3,393,000 NA NA 433
Warehouse Corp. 397

Burlington, NJ
(AS, HS) 5/30/09

84. Abercrombie & Fitch 3,540,276 3,749,847 $272,255 $475,697 1,125
New Albany, OH 1,035
(AS, C, E, I) 1/31/09

85. Belk 3,499,423 3,824,803 -212,965 95,740 307
Charlotte, NC (D) 1/31/09 303

86. Raley’s* 3,450,000 3,400,000 NA NA 140
West Sacramento, CA 138
(S) 6/30/09

87. Collective Brands 3,442,000 3,035,400 —-68,700 42,700 4,877
Topeka, KS 4,892
(SH, ) 1/31/09

88. Price Chopper/Golub Corp.* 3,400,000 3,200,000 NA NA 115
Schenectady, NY 116
(S) 4/28/09

89. Williams Sonoma 3,361,472 3,944,934 30,024 195,757 627
San Francisco 600
(HS, E, C) 2/1/09

90. Borders Group 3,275,400 3,597,400 —186,700 —157,400 1,021
Ann Arbor, MI 1,064
(HS, 1, E) 1/31/09

91. Ingles Markets 3,238,046 2,851,593 52,123 58,638 197
Black Mountain, NC 197

(S) 9/27/08

tContinuing operations *Estimate **Retail operations only; operating income reported ***Pro forma results

AS = Apparel Specialty DS = Discount HC = Home Center SC = Supercenter DNA = Does not apply
C = Catalog DR = Drug Store HS = Hard Lines Specialty =~ SH = Shoe Store NA = Not available
CV = Convenience Store  E = Electronic I = International WC = Warehouse Wholesale Club

D = Department GM = General Merchandise S = Supermarket

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 2: The Channel Participants 61

TABLE 2.8 (Continued)

COMPANY/MAIN RETAIL 2008 2007 2008 2007 STORES
SEGMENTS/FISCAL REVENUES REVENUES PROFITS PROFITS 2008
YEAR END (000) (000) (000) (000) 2007
92. Bon-Ton Stores 3,225,415 3,468,569 -169,930 11,562 281
York, PA 280
(D) 1/31/09
93. The Sports Authority 3,160,000 3,000,000 NA NA 462
Englewood, CO 424
(HS, E) 1/28/09
94. Berkshire Hathaway** 3,104,000 3,397,000 163,000 274,000 361
Omaha, NE (HS) 12/31/08 379
95. lkea U.SX 3,100,000 2,700,000 NA NA 34
Conshohocken, PA 31
(HS, C, E) 8/31/08
96. Systemax 3,032,961 2,779,875 52,843 69,481 16
Port Washington, NY 0
(E, I, HS) 12/31/08
97. Saks Inc.” 3,029,743 3,224,076 -122,767 50,687 104
New York, NY 102
(D. E) 1/31/09
98. Tractor Supply Co. 3,007,949 2,703,212 81,930 96,241 855
Brentwood, TN 764
(GM) 12/27/08
99. Susser Holdings** 2,880,584 1,655,969 NA NA 512
Corpus Christi, TX 504
(CV) 12/28/08
100. 100 HSN 2,823,593 2,908,242 -2,390,888 164,804 DNA
St. Petersburg, DNA
FL (E, I, C) 12/31/08

tContinuing operations *Estimate **Retail operations only; operating income reported ***Pro forma results

AS = Apparel Specialty DS = Discount HC = Home Center SC = Supercenter DNA = Does not apply
C = Catalog DR = Drug Store HS = Hard Lines Specialty ~ SH = Shoe Store NA = Not available
CV = Convenience Store  E = Electronic I = International WC = Warehouse Wholesale Club

D = Department GM = General Merchandise S = Supermarket

Source: Chain Store Age/Design Forum (August/September 2009): 20A-25A. Chain store age Copyright 2009 by LEBHAR-FRIEDMAN INC. Reproduced
with permission of LEBHAR-FRIEDMAN INC via Copyright Clearance Center.

Online Sales in Retailing Although we will address Internet-based online retail
channels in much greater depth in Chapter 15 (Electronic Marketing Channels), a few
basis facts are presented here to provide some perspective on the importance of online
retail sales channels in the overall retail structure.

As of 2007, total online sales in the U.S. for all categories of goods totaled almost
$127 billion. This accounted for almost 3.2 percent of total estimated retail sales in
2007 of close to $4 trillion.”” Table 2.9 provides additional detail about online retail sales
both in the aggregate and broken down by major kind-of-business classifications.

As can be seen from Table 2.9 in the kind-of-business categories dominated by retail
stores, online sales as a percentage of total retail sales (except in the case of the Motor
Vehicle and parts dealers) category, were under 3 percent of total sales in each category.
However, in the nonstore retailers, especially the electronic shopping and mail-order
houses sub-category, the percentages of online sales to total sales were well over 32
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TABLE 2.9 RETAIL SALES TOTAL AND ONLINE BY KIND OF BUSINESS 2007

VALUE OF SALES

(MIL. DOL.) OANRE N

- PERCENT OF
KIND OF BUSINESS TOTAL ONLINE TOTAL SALES
Retail trade, total* 3,994,823 126,697 3.2
Motor vehicle and parts dealers 906,923 23,600 2.6
Furniture and home furnishings stores 115,349 796 0.7
Electronics and appliance stores 111,893 1,301 1.2
Food and beverage stores 559,625 1,022 0.2
Clothing and clothing accessories stores 221,097 2,115 1.0
Sporting goods, hobby, book, and music stores 86,906 1,686 1.9
Miscellaneous store retailers 117,447 1,963 1.7
Nonstore retailers 289,808 93,026 32.1
Electronic shopping and mail-order houses 199,199 88,915 44.6

*Includes other kinds of businesses not shown source:
Source: Statistical Abstract of the United States: 2010 (129‘h Edition) Washington, D.C. 2009.: 646-647.

percent and close to 45 percent respectively. So, 2007 in the aggregate, online retail sales
accounted for only 3.2 percent of total retail sales and several other major categories of
conventional retailers, this percentage was even less. However retailers and Electronic
shipping and mail-order houses accounted for a much larger portion of the total sales
in their categories.

What is especially interesting to note for online sales is the growth that has occurred
in less than a decade. In 1999, total online sales were just over $15 billion and accounted
for about one-half of 1 percent of total retail sales. When compared with the 2007 sales
data cited above, online sales increased by over 800 percent and by over 300 percent as a
percentage of total retail sales!

Clearly retail sales via online channels of distribution have become a major and grow-
ing part of the channel structure serving consumers.”® We will return to examine this
trend and its implications in greater detail in Chapter 15.

Retailers’ Growing Power in Marketing Channels

The power and influence of retailers in marketing channels have been growing. This
trend follows three major developments: (1) increase in size and buying power; (2) appli-
cation of advanced technologies and (3) use of modern marketing strategies.

As discussed earlier, the size of many retailers is increasing due to growth as well as to
mergers, acquisitions and buyouts. Based on the data presented in Table 2.8, there is lit-
tle question that many retailers are big—even huge—businesses. Because size translates
into power, as retailers become larger, their capacity to influence the actions of other
channel members (wholesalers and manufacturers) also becomes greater. All of the man-
ufacturers who supply Walmart, for example, are considerably smaller than Walmart and
are hardly in a position to exert a significant influence on Walmart’s operating policies.
On the contrary, because of Walmart’s huge size and buying power, it is in a position to
exert considerable influence on its suppliers. Indeed, in many cases, Walmart and other
giant retailers can literally dictate the terms of sale they want to manufacturers. Macy’s,
the largest U.S. department store chain with over 800 stores, for example, is in such a
powerful position that they can put the squeeze on suppliers to guarantee the depart-
ment store’s profits on the suppliers’ products. If the products do not sell as well as ex-
pected and significant markdowns have to be taken, the manufacturers must agree to
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rebates or discounts on future orders to make up for lost profits. Toys R Us, the world’s
largest toy retailer with over $14 billion in sales, often gets shipments of hot, new toy
products from the leading toy makers, such as Mattel, well in advance of smaller retai-
lers. Home Depot, the world’s largest home improvement retailer, has used its power to
tell any of its suppliers that planned to sell their products online directly to consumers to
drop that idea or be dropped by Home Depot. Such giant retailers with their enormous
buying power, large market shares, and sophisticated managements have been referred to
as power retailers and category killers, terms that convey the dominant positions these
retailers enjoy.”’

In short, Walmart, Home Depot, Macy’s, Toys R Us, and virtually any of the
multibillion-dollar retailers listed in Table 2.8, which in many cases are bigger than the
manufacturers that supply them, have the capacity to assume dominant positions in
the marketing channel.’® This is especially the case for those kinds of retail businesses
that are controlled by relatively few firms (refer again to Figure 2.12).

Growing size and concentration of retailers, as discussed on the foregoing pages, is
the most fundamental reason for greater retailer power in marketing channels.’’ But
two other factors are also important. The first is the increased application of advanced
technology by retailers. The second is the growing emphasis by retailers on the use of
modern marketing strategy.32

The many technological innovations of recent years have not gone unnoticed by re-
tailers. Indeed, retailers have become astute followers and, more importantly, ardent
users of many new technologies that have made them more sophisticated and demand-
ing channel members. Giants such as Walmart, Home Depot, Target, Costco, Best Buy,
Safeway, Amazon.com, and numerous others have become world-class in their use of in-
formation technology for inventory control and merchandise management as well as
supply chain management.”® But even the “smaller” retailers listed in the bottom 50 of
the 100 largest retailers shown in Table 2.8 are using sophisticated information technol-
ogy to spot slow-moving items and keep them off the shelf as well as to identify hot-
selling merchandise so that it is available when and where customers want it. Many of
these retailers have also been making better use of their scanner data for promotion
and pricing decisions as well as to calculate profits on individual items through direct
product profitability (DPP) analysis, shelf management, forecasting, and consumer
shopping trip studies.

Perhaps the most exciting technological development being embraced by retailers is
their growing use of the Internet to enhance the shopping experience of their customers.
While the “pure-play” online retailers such as Amazon.com, which sells all of its product
via the Internet, have gotten much of the attention in recent years,34 another revolution
is occurring in the way conventional retailers are integrating Internet-based e-commerce
with their store and catalog operations. In fact, a new term called threetailing has
emerged to describe this convergence of in-store, catalog, and online channels. Some re-
tailers, such as JCPenney, are inviting their customers to come in (store), call in (cata-
log), or log on (online) to shop. Staples, the giant office superstore, has fully integrated
its online capabilities with its retail operations so that customers can order online from
the firm’s extensive Web site and then pick up the product in the store. And if they want
to return it, they can bring it back to the store.

These are, of course, just a small sample of the technologies being used by retailers,
but they are indicative of the role of technology in increasing their capabilities and, in
turn, their power in the marketing channel. We will examine technology as it affects
marketing channels in greater detail in Chapter 3.

Turning now to retailers’ growing emphasis on marketing, a fundamental change has
been the evolution in thinking by leading retailers about the application of marketing
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strategy in a retail setting.’® Retailers have traditionally been more supplier-(vendor)
driven than market-driven. In recent years, however, more retailers are discovering the
power of modern marketing methods for surviving and prospering in fiercely competi-
tive retail markets. Indeed, some retailers now rival the best of the major U.S. consumer
packaged goods manufacturers in the application of marketing strategies.

Consider, for example, the case of Kohl’s, one of the fastest-growing discount depart-
ment stores in the U.S. Kohl's has managed to differentiate itself from the pack by stres-
sing a radically different store layout than its competitors. Kohl’s uses what it refers to
as a “racetrack” layout, designed to expose customers to the maximum amount of mer-
chandise in the shortest time. Rather than walk up and down aisles, shoppers circle
around the merchandise as they move through the store. Though they spend less time
in the store, they buy more merchandise. This flies in the face of conventional retailing
layout theory, which is based on the assumption that the more time customers spend in
the store, the more merchandise they will purchase. All the manufacturers of the brand
name apparel that Kohl’s sells are eager to please this astute and fast-growing retailer.

Even relatively small retailers such as The Fresh Market, a family-owned super-
market chain, has become a force in upscale food marketing channels through adept
use of marketing strategy. The Fresh Market has been recognized in the super-
competitive supermarket arena as a leader in using market segmentation to zero in
on its target market—educated high-income consumers in upscale neighborhoods.
The Fresh Market’s stores are typically 18,000 square feet (compared to the typical
40,000 square feet of U.S. supermarkets) and feature warm lighting, classical back-
ground music, and elegant décor to create the kind of shopping environment sought
by the well-heeled market segment the store is targeting. The results have been spec-
tacular. Fresh Market has enjoyed a same-store sales growth rate of over 9 percent,
compared with the 2 percent rate of mass-market supermarkets. Even giant suppliers
in the marketing channel have learned to respect the Fresh Market’s considerable
marketing expertise and are eager to get and keep their products on this posh super-
market’s shelves.

To sum up, retailers in the United States and around the world*® have become much
larger and more concentrated, more technologically adept, and more sophisticated mar-
keters. As a result, they have become far more powerful members of marketing channels
in which they participate. In short, retailers are now the gate-keepers into consumer
markets.”’

From the suppliers’ perspective, both at the producer and wholesaler levels, the impli-
cations of the retailers’ new position are potentially ominous. To an increasing extent
their basic marketing strategies in the areas of product planning and development, pric-
ing and promotion will be constrained and even shaped by the considerable demands of
a powerful retail sector. Suppliers that are not able to adjust to this new reality will
have a difficult, if not impossible, task in gaining access to consumer markets.

Distribution Tasks Performed by Retailers

The role of retailers in performing distribution tasks is summarized very succinctly in a
classic statement by Charles Y. Lazarus:

The role of the retailer in the distribution channel, regardless of his size or type, is to
interpret the demands of his customers and to find and stock the goods these customers
want, when they want them, and in the way they want them. This adds up to having
the right assortments at the time customers are ready to buy.*®
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Elaborating on Lazarus’s list, we may specify the distribution tasks for which retailers
are especially well suited, as follows:

1. Offering manpower and physical facilities that enable producers, manufacturers and
wholesalers to have many points of contact with consumers close to their places of
residence

2. Providing personal selling, advertising and display to aid in selling suppliers’
products

3. Interpreting consumer demand and relaying this information back through the
channel

4. Dividing large quantities into consumer-sized lots, thereby providing economies for
supplies (by accepting relatively large shipments) and convenience for consumers

5. Offering storage, so that suppliers can have widely dispersed inventories of their
products at low cost and enabling consumers to have close access to the products of
producers, manufacturers and wholesalers

6. Removing substantial risk from the producer and manufacturer (or wholesaler) by
ordering and accepting delivery in advance of the season

The level at which retailers perform these distribution tasks varies enormously across the
spectrum of retailing, from an all-out effort to do everything to a bare bones level of do-
ing little.

Nordstrom, a well-known chain of upscale department stores, is an excellent example
of a retailer that puts forth all-out effort for its customers. In fact, this retailer has
become famous for providing the highest level of service at the retail level. At
Nordstrom, stocking the stores with highly desirable assortments of merchandise in
impeccable surroundings and selling it through knowledgeable and helpful salespeople
is only the beginning. Salespeople also gift wrap packages at no extra charge and some-
times drop off orders at customers’ homes. Piano players serenade shoppers year-round.
In Alaska, Nordstrom employees have been known to warm up cars while drivers spend
a little more time shopping. There is even a story about a customer who got his money
back on a tire even though Nordstrom does not sell tires! Nordstrom was simply at-
tempting to live up to its “no questions asked” returns policy.

At the other end of the spectrum of retail service levels are off-price retailers such as
Marshalls, an apparel chain that stocks an unpredictable assortment of merchandise in
spartan surroundings and offers no personal service with long checkout lines. In the
middle range are retailers such as Target, the chain of more than 1,500 discount depart-
ment stores that has some of the ambience of upscale department stores and carries mer-
chandise that is chic and fashionable, yet priced well below what conventional
department stores charge. Although there is little sales help, store signage is excellent
and wide aisles, attractive displays and short checkout lines create a different and better
shopping experience than what customers would ordinarily expect from a discount mass
merchandiser.

Then, of course, there are the so-called “pure-play” or Internet only retailers such as
Amazon.com, Overstock.com, Furniture.com and many others that also perform distri-
bution tasks. Even though these retailers sell only via online channels, they can and do
provide excellent customer service by offering incredible selections of merchandise, thor-
ough yet concise product descriptions and reviews, customized product assortments
aimed at the particular interests of customers, as well as low prices and quick delivery.
So, the fact that these retailers do not have physical facilities that customers can visit
does not undermine their capacity to perform distribution tasks with a very high degree
of effectiveness and efficiency.
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In essence, each retail channel member makes its own decisions about how it will ap-
proach the performance of distribution tasks. But to remain a viable member of the mar-
keting channel, each must offer something of value to its customers as well as its
suppliers.” If it fails to do so, existing competitive retailers, other channel members or
new forms of channel institutions will be only too happy to take its place in the market-
ing channel.*’

The growing size of retailers, discussed earlier, has also affected the allocation of dis-
tribution tasks among channel members. Specifically, distribution tasks that were for-
merly the province of wholesalers or manufacturers have increasingly been taken over
by the large-scale retailers. For example, most large chain store organizations and depart-
ment stores have their own modern warehousing facilities enabling them to perform
storage and order processing tasks very efficiently. This, in turn, has reduced their use
of merchant wholesaler intermediaries to a marginal level. Voluntary associations of re-
tailers,such as retailer cooperatives, wholesaler-initiated voluntary chains and franchise
systems,have also grown. This enables many of these organizations to rival the scale
economies of corporate chains.*! Even single-unit independent retail stores have, on
average, grown larger, utilized more modern facilities and equipment and performed dis-
tribution tasks more efficiently.

This poses a dilemma for the producer or manufacturer. On the one hand, the poten-
tial of retail intermediaries to perform distribution tasks effectively and efficiently has in-
creased. But on the other hand, the larger scale of retailers has increased their power and
independence; hence they are less easily influenced by the producer or manufacturer.*?
As a result, the channel manager in the producing or manufacturing firm will face both
increased opportunities and greater difficulties in the course of using retailers in the
channel of distribution, placing an especially high premium on effective channel
management.

Facilitating Agencies

Facilitating Agencies are business firms that assist in the performance of distribution
tasks other than buying, selling and transferring title. From the standpoint of the channel
manager, they may be viewed as subcontractors to whom various distribution tasks can
be farmed out based on the principle of specialization and division of labor. By properly
allocating distribution tasks to facilitating agencies, the channel manager will have an an-
cillary structure that is an efficient mechanism for carrying out the firm’s distribution
objectives. Here are some of the more common types of facilitating agencies:

o Transportation agencies include all firms offering transportation services on a public
basis, such as United Parcel Service (UPS) and Federal Express as well as the U.S. Post
Offices. Because of great economies of scale and scope, these and other common car-
riers are able to perform transportation services far more efficiently and cost-
effectively than manufacturers, wholesalers or retailers.

o Storage agencies consist mainly of public warehouses that specialize in the storage of
goods on a fee basis. Many of these firms provide great flexibility in performing the
storage tasks. In some instances the goods of a channel member (producers, manu-
facturers, wholesalers or retailers) are not physically stored in the warehousing firm’s
facilities, but rather in the channel member’s own facilities. Under this so-called field
warehousing arrangement, the warehousing agency locks up the goods and issues a
receipt, which often serves as collateral on a loan taken by the channel member.

o Order processing agencies are firms that specialize in order fulfillment tasks. They
relieve manufacturers, wholesalers and retailers from some or all of the tasks of
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processing orders for shipment to customers. For example, Catalog Resources, Inc.,
based in Dover, Del., handles the order processing for the catalog sales of Laura Ash-
ley, Caswell-Massey, Winterthur, and Hallmark cards, thus relieving these firms of the
nuts and bolts involved in processing customers’ orders themselves.

o Third party logistics providers, sometimes referred to as “3PLs” or “TPLs,” are firms
that specialize in providing logistics services to companies or organizations that are
not capable or who find it more convenient and efficient to let an outside firm per-
form most or all of the distribution tasks involved in supply chain management. Un-
like more specialized firms or agencies that focus mainly on transportation, storage or
order processing tasks, most third party logistics providers are capable of providing a
broad range of logistical services that can be integrated and tailored to specific cus-
tomer needs, including inventory management and control, material flows analysis,
automated systems development, cross-docking systems design, freight forwarding,
picking and packing and many others. One leading third party logistics provider, ELM
Global Logistics, captures succinctly in its Web site description the range and depth of
services 3PLs can offer:

ELM is a Third Party Logistics Partner with distribution facilities totaling
1,000,000 square feet assisting companies with warehousing, physical distribu-
tion, and pick and pack requirements of all general merchandise. The range of
services include cross-docking, repackaging, pick and pack services, computer-
ized inventory, E.D.L capabilities and short and long term storage.*

o Adbvertising agencies offer the channel member expertise in developing promotion
strategy. This can range from providing a small amount of assistance in writing an ad
to complete design and execution of the advertising or promotional campaign.

«  Financial agencies consist of firms such as banks, finance companies, and factors that
specialize in discounting accounts receivable. Common to all of these firms is that they
possess the financial resources and expertise that the channel manager often lacks.

o Insurance companies provide the channel manager with a means for shifting some of
the risks inherent in any business venture, such as fire and theft losses, in-transit
damage of goods and, in some cases, inclement weather.

o Marketing research firms have grown substantially in the past 20 years. Most large
cities now have a number of marketing research firms offering a wide range of skills.
The channel manager can call on these firms to provide information when his or her
own firm lacks the necessary skills to obtain marketing information relevant to
distribution.

Summary

Many different types of parties participate in the mar-
keting channel. Some are considered to be members
while other participants are nonmembers. The former
perform negotiatory functions and participate in the
flows of negotiation and/or ownership, while the latter
participants do not. Although final users (target mar-
kets) are members of the marketing channel, they are
excluded from the commercial channel, which by defi-
nition excludes final users.

Producers and manufacturers consist of firms that are
involved in extracting, growing or making products.

Though the range of types and sizes of producing and
manufacturing firms is enormous, all are faced with the
common task of distributing their products to their in-
tended users. Many producers and manufacturers, how-
ever, lack the expertise and economies of scale and scope
to distribute their products directly to their final users.
Hence, in most cases, it is difficult and inefficient for man-
ufacturers to distribute their products directly to final
users. They often call on intermediaries at the wholesale
and/or retail levels as well as facilitating agencies to share
in the performance of the distribution tasks.
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Wholesalers consist of businesses that are engaged
in selling goods for resale or business use to retail, in-
dustrial, commercial, institutional, professional or agri-
cultural firms or organizations as well as to other
wholesalers. Wholesalers are classified into three basic
types: (1) merchant wholesalers; (2) agents, brokers and
commission merchants and (3) manufacturers’ sales
branches and offices. The first two are relatively small
businesses and the level of economic concentration in
wholesaling is generally low but it is increasing.

Merchant wholesalers are especially well suited for
performing distribution tasks for producers or manu-
facturers such as providing market coverage, making
sales contacts, holding inventory, processing orders,
gathering market information and offering customer
support. For their customers, merchant wholesalers
are equally well suited to efficiently perform such dis-
tribution tasks as assuring product availability, provid-
ing customer service, extending credit and financial
assistance, offering assortment convenience, breaking
bulk and helping customers with advice and technical
support.

As a rule, agent wholesalers do not perform as many
distribution tasks as merchant wholesalers. However,
the range of distribution task performance varies
greatly. Moreover, the names given to various agent
wholesalers—such as manufacturers’ representative,
selling agent, sales agent, rep, broker, and so on—are
generally not accurate guides as to the level of distribu-
tion tasks performed by each category.

Retailers consist of businesses engaged primarily in
selling merchandise for personal or household con-
sumption and rendering services incidental to the sale
of the goods. Retailers comprise an extremely diverse
group in both type and size. The Census of Retail Trade
classifies retailers into different kind-of-business

Review Questions

1. Explain the classification scheme of the channel
participants shown in Figure 2.1.

2. Expertise and economies of scale in production
do not necessarily translate into expertise and
economies of scale and/or scope in distribution.
Discuss this statement.

3. Why do you suppose the average costs of per-
forming many distribution tasks are lower for
intermediaries and facilitating agencies than for
producers and manufacturers?
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categories to provide some degree of order to this great
diversity. Retail firms have been steadily growing larger
over the past three decades and the level of economic
concentration has become relatively high. Retailers are
particularly well suited for performing such distribu-
tion tasks as:

o Offering manpower and physical facilities that en-
able producers, manufacturers and wholesalers to
have many points of contact with consumers

o Providing personal selling, advertising and display
to sell suppliers’ products

o Interpreting consumer demand and relaying it
through the channel

o Dividing large quantities of products into
consumer-sized lots

o Offering storage points close to points of consumer
contact

o Reducing risks of producers, manufacturers and
wholesalers by accepting delivery of merchandise
in advance of the selling season

As retailers, both land-based and online, continue to
grow larger, more technologically sophisticated and be-
gin to embrace modern marketing strategy, their role in
the marketing channel will become an even more inde-
pendent and dominant one. This will pose an increas-
ing challenge to channel management in producing
and manufacturing firms.

Facilitating agencies such as transportation compa-
nies, storage firms, order-processing firms, third party
logistics providers, advertising agencies, financial insti-
tutions, insurers and marketing researchers, while not
members of the marketing channel, are still called upon
frequently by any or all of the channel members to help
perform many different distribution tasks.

4. How does the Census of Wholesale Trade classify
wholesale intermediaries?

5. Contrary to some predictions, wholesalers have
not died out. What has happened to wholesalers
in recent years?

6. Discuss the basic trends over the past 30 years
with regard to total wholesale sales for (a) mer-
chant wholesalers; (b) manufacturers’ sales
branches and offices and (c) agents, brokers
and commission merchants.



Describe the distribution tasks that wholesalers 10.

are especially well suited for performing.

The average size of retail units (as measured by 1.

sales volume) has been increasing. What are
some of the implications of this trend for channel

management in producing and manufacturing 12.

firms?

What patterns seem to be emerging with respect
to online retail sales vs. conventional retail sales
since the first couple of years of the twenty-first
century?

Channel Issues for Discussion

1.

Wrigley is the world’s leading manufacturer of
chewing gum, producing literally millions of
packages of gum every day. It is a large, finan-
cially strong company whose manufacturing
technology for producing gum is state-of-the-art.
It sells its products to millions of gum-chewing
consumers all over the United States and many
other countries around the world. Still, Wrigley
has never attempted to sell its chewing gum
directly to consumers, but instead uses a wide
variety of intermediaries at the wholesale and
retail levels.

Why do you suppose Wrigley has chosen to
use intermediaries rather than sell direct to con-
sumers? Explain the underlying economics of the
company’s policy.

The Census of Wholesale Trade and the Census of

Retail Trade are published every five years by the 4,

Department of Commerce. The most recent
census was taken in 2002 and the one before that
was in 1997. However, the actual findings from
the census are not made available until two and
one-half to three years later. Thus, the findings
from the 1997 census did not appear until 2000,
and the 2002 census did not appear until the year
2005.

How serious a problem do you think this is
in terms of the timelines of information provided
by the census?

W. W. Grainger, headquartered in Skokie, IIL, is
one of the nation’s largest wholesalers, with more
than 600 branch locations. The company sells
mainly industrial products such as electric mo-
tors, fans, blowers, air compressors, power
transmission equipment along with thousands of
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Describe the distribution tasks that retailers are
especially well suited for performing.

Discuss retailers’ growing power in the marketing
channel in terms of the possible implications for
channel management.

Identify and discuss several types of facilitating
agencies and the role they play in channels of
distribution.

different components and replacement parts. In-
ventories and order processing are managed with
advanced computer systems. Grainger buys pro-
ducts from about 2,000 manufacturers and resells
them to almost one million customers. The prin-
cipal means by which Grainger competes, accord-
ing to the company’s top management, is by
offering such extras as wide availability of local
stocks, outside salespeople, and customer service.
Grainger has also put its complete catalog online
so that customers have the option of visiting the
company’s Web site to place their orders.

In a fundamental sense, is giant W. W.
Grainger different from the host of mostly much
smaller wholesalers in any other line of trade?
Discuss in terms of the set of distribution tasks
presented in the chapter.

Web fulfillment companies may start a new trend
in online retailing. These firms allow conven-
tional retailers to operate their online divisions
without the expense and hassle of developing and
running their own e-commerce operations. GSI
Commerce, for example, handles Web site de-
sign, order fulfillment, and customer service for
retailers who do not want to perform these dis-
tribution tasks themselves. Major retailers such as
Dick’s Sporting Goods, Modell’s, QVC and
Kmart have outsourced their online businesses to
GSI Commerce. But as far as customers know,
they are dealing only with the retailer when they
visit the Web site. The Web fulfillment company
stays completely behind the scenes. So, with al-
most no capital or human resources invested,
retailers can still have a first-rate Web site as well
as online sales and service capabilities. The catch
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is that the Web fulfillment company gets to keep
as much as 90 percent of online revenue. But on
the other hand, the 10 percent that goes to the
retailer is virtually pure profit.

Do arrangements such as these make sense?
What are the advantages and disadvantages from
the retailer’s point of view?

Best Buy is by far the largest consumer elec-
tronics retailer in the world with sales of over $45
billion and almost 4,000 stores world wide. Best
Buy enjoys tremendous power in the marketing
channels within which it operates. All manufac-
turers and other suppliers providing products to
Best Buy have to pay close attention to what this
1,000 pound gorilla of a retailer wants. But even
when suppliers go out of their way to meet the
demands of Best Buy, they are finding that the
giant retailer could block them from getting their
products to consumers because Best Buy may
favor certain suppliers with which it can make
especially attractive deals. In addition, Best Buy is
increasing its emphasis on offering its own pri-
vate brand products such as the thinnest laptop
on the market and an all-electrical motorcycle.
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CHAPTER 3

The Environment of Marketing
Channels

LEARNING OBJECTIVES

After reading this chapter, you should:

Understand the impact of environment in a marketing channels context.
Be aware of some of the major economic forces affecting marketing channels.

Recognize that unusual economic conditions can have a dramatic impact on marketing channels.

> 8N =

Be cognizant of the international or global nature of the competitive environment as it affects
marketing channels.

5. Beable to delineate the major types of competition in the context of marketing channel structure and
strategy.

6. Appreciate some of the major sociocultural developments taking place with respect to their
implications for marketing channels.

7. Bealert to rapid changes in technology and be sensitive to how such changes can affect marketing
channels.

8.  Gain a general knowledge of the basic antitrust laws as they apply to marketing channel strategy.

9.  Be familiar with the key legal issues relating to marketing channels.

© Susan Van Etten
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FOCUS ON CHANNELS

Say You Want a Revolution? Not if You're
the Surviving Members of the Beatles

In the late 1960s, the Beatles released one of their
most famous songs—“Revolution.” The song
was all about changing the world—not through
destruction or war, but by people all over the
planet doing good things to make the world a
better place.

Today, millions of people think one of those
revolutionary good things was the development
of technology that allows music to be digitally
downloaded from the Internet onto Apple iPods
and other devices. Millions of songs are down-
loaded in this fashion every day all over the
world, but not Beatles songs. Surviving Beatles,
Paul McCartney and Ringo Star as well as the late
John Lennon’s widow, Yoko Ono, wanted to pro-
tect the integrity and mystique of Beatles music
by controlling exactly how it is made available to
Beatles fans. Distribution of Beatles music via
electronic downloading technology is not consis-
tent with this selective distribution objective. In
short, if fans want Beatles music, they would
have to acquire it through “old fashioned,” low-
tech channels that make the songs available only
in the form of physical products, such as CDs,
cassettes and records. In something of a bow to
“modern” technology, fans could buy an exten-
sive Beatles song collection with some video on
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a USB flash drive for $279. Another physical
product containing Beatles music was also
made available as part of a video game called
“The Beatles Rock Band,” which focused on the
history of the band. But the music still had to be
played through the game console and could not
be downloaded or shared.

This “no-digital-download-channels-allowed”
policy enforced by the surviving Beatles and their
heirs was also vigorously supported by other
rights holders, such as music company EMI and
media giant Viacom.

So, for over a decade when it came to digitally
downloaded Beatles” music, the answer from the
surviving Beatles, as well as their heirs and stake-
holders, was right there in the song “Revolution”:
“Don’t you know that you can count me out...."
But in November of 2010, Apple announced that
Beatles music would soon be available for down-
loading via iTunes. Why the abrupt change in pol-
icy? Well, it seems that even the revolutionary
Beatles could not ignore the technological revolu-
tion that hit the music industry.

Source: Based on: L. Gordon Crovitz, “Money Can't
Buy Me Beatles,” Wall Street Journal, (November 9,
2009): A17. Ethan Smith, “Apple Finally Snares Beatles,”
Wall Street Journal, (November 16, 2010): B1, B7.
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Marketing channels operate in a continually changing environment." So, the
channel manager needs to be sensitive to the environment and the changes
occurring to plan effective marketing channel strategies for addressing these
changes successfully. To do so, the channel manager needs to understand the
environ-mental factors that can affect marketing channel systems.

In this chapter, we examine the environment within which marketing channels
operate in the context of the implications for channel strategy, structure and
management.

The Marketing Channel and the Environment

The environment consists of myriad external, uncontrollable factors within which mar-
keting channels exist. To give some order to this huge array of variables, we will catego-
rize them in this chapter under the following five general headings:

. Economic environment

. Competitive environment

. Sociocultural environment
. Technological environment
. Legal environment

GO Hh WN=

This is not the only way to categorize environmental variables. Numerous other cate-
gory systems (taxonomies) exist.” We have used this taxonomy simply because it pro-
vides a convenient and workable basis for discussing the environment of marketing
channels. It should also be noted that the order in which the categories are listed and
discussed does not imply any order of importance. For any given channel, the impor-
tance of particular environmental factors will vary in different situations and over time.
As we proceed through this chapter, numerous examples of the diverse effects of envi-
ronmental factors on different channels and at different times will be presented.

Before discussing each of these environmental categories and their possible effects on the
marketing channel, a peculiarity of the influence of environment in a marketing channels
context should be noted: because the marketing channel includes independent firms such as
retailers and wholesalers, channel managers must also be concerned with the impact of the
environment on these channel members. Further, because channel effectiveness is also influ-
enced by the performance of nonmember participants, such as facilitating agencies, channel
managers also need to take into account how the environment affects these nonmember par-
ticipants. Thus, channel managers should analyze the impact of environment not only on
their own firms and ultimate target markets, but also on the participants in the marketing
channel. Figure 3.1 illustrates this by showing the environment affecting all channel partici-
pants and the target markets. The locus of channel management, (not necessarily) control,
may lie in producing and manufacturing firms or in intermediary firms such as large whole-
sale or retailing organizations that are capable of administering the channel. The bracket at
the bottom of the figure indicates that management’s analysis of environmental effects should
consider all of the channel participants.

This view of the impact of environment in a marketing channels context represents a key
distinction between channel management and management of the other major variables in a
firm’s marketing mix (product, price and promotion). In short, when the channel manager
considers environmental influences on channel strategy, he or she needs to look at the strate-
gic implications not only for his or her own firm but for other channel participants that may
be affected. It is not unusual for environmental forces such as an economic downturn or
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recession to be viewed differently by various members of the marketing channel.” Consider,
for example, the impact of the recession that hit the U.S. economy in 2008 on U.S. automo-
bile marketing channels. During the recession, auto dealers’ sales slowed down drastically.
One dealer, for instance, went from selling fifty cars per month to twelve per month.* This
dealer, and numerous others throughout the country with similar sales declines, reacted to
this severe economic downturn by cutting back drastically on expenditures in an attempt to
hunker down and ride out the recession. But the auto manufacturers reacted to this bad eco-
nomic environment in a very different way. Instead of empathizing with the plight of their
dealers, “The Big Three” (GM, Ford, and Chrysler) auto makers viewed this recession as a
strategic opportunity to get rid of poorly performing dealers. So, rather than expecting less
from their dealers during this economic crisis, The Big Three demanded more from them.
Those dealers that could not upgrade their facilities, hire more and better sales people and
provide superior service were terminated by the hundreds. Thus, the same change in the en-
vironment, an economic recession, fostered very different strategic reactions from the auto-
mobile channel members: the auto dealers “pulled in their horns” while The Big Three auto
manufacturers used the economic crisis to prune and streamline their marketing channels.

This extended view of environmental analysis, which includes all channel participants,
should be kept in mind throughout this chapter and, for that matter, for the remainder
of the text.

We now turn to a discussion of each of the major environmental categories. The dis-
cussion will focus on some of the key issues for each category and how they influence the
marketing channel.
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The Economic Environment

The economy is probably the most obvious and pervasive category of environmental vari-
ables affecting all members of the marketing channel. Hardly a day goes by without the state
of the economy drawing the notice of consumers and executives in manufacturing, wholesal-
ing and retailing firms. All of these parties must pay careful attention to what is happening in
the economy. From a manufacturer raising capital for a long-term investment to a consumer
buying a pound of coffee in the supermarket, all are affected by economic variables.

In a channel management context, economic factors are a critical determinant of chan-
nel member behavior and performance. The channel manager must therefore be aware of
the influence of economic variables on the participants in the channels of distribution. In
this section, we discuss several major economic phenomena in terms of their effects on
various parties in the marketing channel and their implications for channel management.

Recession

While the official definition of a recession among professional economists is two conse-
cutive quarters of decline in the Gross Domestic Product (GDP), any period in which the
GDP is stagnant or increasing very slowly is often referred to as “recessionary” or at least
as an “economic slowdown.”

By the close of the 20th century, many pundits were talking about the “end of the
business cycle” and a “new economy” where recessions would be a thing of the past.
They argued that information technology was so good that businesses would be fore-
warned of any potential slowdowns in the economy and would be able to make the nec-
essary adjustments, such as reducing inventories, so as to forestall the onset of a
recession. By the dawning of the new millennium in 2000, and with the last recession of
1990-1991 almost a decade in the past, it looked as if the pundits would be right. Well,
their hopes were short-lived, as the U.S. experienced not just one recession during the
first decade of the twenty-first century, but two in the course of less than seven years;
the recession of 2001-2002 and what has recently been referred to as the “Great Reces-
sion” of 2007-2008 which turned out to be the largest recession in terms of GDP decline
and unemployment levels since the Great Depression of the 1930s. So, the business cycle
with its periodic recessions, sometimes very severe ones, as well as economic slowdowns
that fall short of a full-blown recession is still very much alive.

As a recessionary period unfolds, consumer spending, (especially for such durable
goods as automobiles, major appliances and personal computers which consumers can
postpone purchasing) usually slows down, sometimes drastically. But in the “Great
Recession” of 2007-2008, not only did consumer spending decline drastically in housing,
automobiles and just about everything else, but business investment also decreased sub-
stantially. This created what even technically trained economists were referring to as a
“double whammy” decline in spending. Only a federal government stimulus bill that
injected over $800 billion into the economy helped offset the dramatic declines in
consumer and business spending.

All members of the marketing channel feel the effects of recession because sales vol-
ume levels and profitability fall significantly during recessions. During the “Great Reces-
sion” of 2007-2008, two out of The Big Three U.S. automakers went through bankruptcy
in an effort to reorganize their cost structures to a point where they could be profitable
at significantly lower sales levels.” As already mentioned earlier, hundreds of dealers were
also terminated by GM and Chrysler in a quest to develop more efficient marketing
channels for their cars, which consisted of fewer but larger and more efficient dealers.

Changes in consumer shopping behavior brought on by the recession also had a sig-
nificant impact on virtually all participants in marketing channels, even for such basics
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as grocery products.® As consumers shifted to lower-priced products, manufacturers of
famous national brands, such as H.J. Heinz Co., saw sales of even the most iconic pro-
ducts, such as Heinz Ketchup, decline as supermarkets responded to consumer demand
for lower-priced products by stocking their shelves with more of their own brand pro-
ducts.” Even Starbucks, which had been viewed for many years as “recession proof,”
saw its sales decline substantially as consumers shifted to lower cost café latte-type coffee
drinks from Dunkin Donuts and McDonalds or by making their own coffee at home.?

Given the greater price sensitivity on the part of consumers during recessionary peri-
ods, all channel members need to focus on delivering increased value, especially given
the consumers’ rapidly growing use of the Internet for shopping. Consumers searching
Web sites to find special deals and coupons increased dramatically during the “Great
Recession” of 2007-2008. According to comScore Media Metrix, a marketing research
firm, EVERSAVE.com, a leading online coupon Web site, had some 8.6 million unique
visitors to its Web site in November of 2008 looking for coupons on a huge range of
products.” Manufacturers, distributors and retailers of those products trying to withstand
the rigors of recessionary forces cannot ignore the growing ranks of Internet-savvy con-
sumers searching for the best possible prices on products and services they are seeking
during periods of economic decline or sluggishness.

Inflation

Over the past two decades, the rate of inflation as measured by the Consumer Price
Index (CPI) has stayed well below 5 percent. In fact, as shown in Table 3.1, during the
19 year period from 1990-2009, the highest level reached by the CPI was 4.2 percent
during 1990-1991 and the lowest point of —0.4 was reached in 2008-2009. The average
CPI for the two decades was 2.7 percent. During the earlier decade of the 1980s, the CPI

TABLE 3.1 INFLATION RATES IN THE UNITED STATES
AS MEASURED BY THE CONSUMER PRICE
INDEX (CPI), 1990-2009
ANNUAL CONSUMER PRICE

INDEX INCREASES (PERCENT)

1990-1991 4.2
1991-1992 3.0
1992-1993 3.2
1993-1994 2.7
1994-1995 2.5
1995-1996 33
1996-1997 2.2
1997-1998 1.7
1998-1999 1.6
1999-2000 2.7
2000-2001 34
2001-2002 1.6
2002-2003 2.3
2003-2004 2.7
2004-2005 3.4
2005-2006 32
2006-2007 2.8
2007-2008 3.8
2008-2009 -0.4
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was never higher than 5.6 percent with an average for the decade of 4.2 percent. Com-
pared with the decade of the 1970s, when double-digit annual rates of inflation were
common, inflation has been moderate to low for three decades. This long period of low
inflation has led some economists to believe that high inflation is a phenomenon of the
past and is not likely to return in the future.

Even though inflation rates have been relatively low for a considerable period of time,
there is no guarantee that they will remain at such low levels in the future. Indeed, many
mainstream economists argue that inflation rates could increase significantly if, for in-
stance, the economy were to grow too rapidly, if the money supply were loosened exces-
sively, or if a world crisis were to create energy shortages leading to spiraling energy
prices. In light of these possibilities, it is prudent for the channel manager to become
acquainted with the implications of higher inflation for marketing channel strategy.

The reactions of channel members at the wholesale and retail levels to high rates of
inflation are in large measure determined by the reactions of consumers or other final
users. Unfortunately, consumer reactions during inflationary periods are not easy to pre-
dict. High spending may continue even in the face of growing inflation, as consumers
and other users follow a “buy now before the prices go higher” psychology. This, of
course, further fuels the inflationary spiral. On the other hand, this psychology can be
suddenly replaced by a “hold on to your money” frame of mind when users see a reces-
sion just around the corner. Paradoxically, such precipitous drop-offs in spending can
help bring on and aggravate the very recession they fear.

In addition to the dramatic shifting in consumer spending that can occur during in-
flationary periods, many more subtle changes in consumer buying patterns may occur.
For example, in the supermarket industry during inflationary periods, consumer buying
patterns increasingly reflected such tactics as:

o Going to the supermarket without bringing along extra money
o Putting items back before checking out

o Buying only the amount needed

o Buying less meat

o Stocking up on bargains

o Buying lower-quality brands

o Buying unplanned items only if they are on special sale

Consumers also tend to “trade down” in terms of the stores they patronize during
periods of high inflation. Stores such as Dollar General and Aldi that offer rock-bottom
prices can take sales away even from discount giants Walmart and Target.'* Finally, con-
sumers surfing the Internet for bargains on both new and used merchandise offered on
eBay and numerous other sites can be expected to increase as inflation undermines con-
sumer purchasing power. Such patterns of consumer shopping behavior obviously reflect
an attempt by consumers to cope with inflation.

From the perspective of the channel manager in the producing or manufacturing
firm, such changes in consumer buying behavior should be viewed in the context of
how they might affect channel member behavior and what the implications might be
for channel strategy. For example, in the face of slower and more prudent consumer
spending, retailers become increasingly cautious about what products they will handle.
Moreover, because of higher interest rates, they generally try to reduce their inventory
levels to the minimum. Finally, they will seek more special price deals from manufac-
turers and a higher level of promotional support. In the face of such increased channel
member demands, an effective channel strategy must be developed to satisfy the channel
members. Such a strategy might stress a change in emphasis on the manufacturer’s prod-
uct mix from higher-price to lower-price products. Scott Paper Co., for example, began
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offering lower-priced paper products to supermarkets so as not to lose shelf space in the
face of strong price competition. Reducing the inventory burden on channel members
through a streamlined product line, faster order processing and delivery and higher in-
ventory turnover through stronger promotional support may also have to be incorpo-
rated into a channel strategy for meeting the demands of channel members who are
attempting to operate profitably under the intense cost pressures imposed by inflation.

Deflation

Deflation on a wide scale resulting in a decline in prices across a broad spectrum of
goods and services has not occurred in the United States since the Great Depression of
the 1930s. If deflation similar to that experienced during the Depression were to occur in
the future, the Consumer Price Index on which the data in Table 3.1 are based would
show negative numbers rather than positive ones (a negative CPI was reported for just
one year: 2008-2009).

Most economists do not expect a deflationary environment broad enough to cause a
sustained decline in the Consumer Price Index to emerge in the foreseeable future. Nev-
ertheless, inflation in recent years has become low enough (see Table 3.1) that such a
development is not unthinkable. But what has already happened and what is very likely
to continue in the future is deflation in certain sectors of the economy and in some
product categories. Housing, automobiles, consumer electronics, computers, telecom
equipment, some types of apparel, and many other commodities have experienced defla-
tion recently. It is almost certain other sectors of the economy and other products will
experience deflation in the future."!

Deflation, static prices or even very low rates of price increases can create serious
channel management difficulties. The problem is one of trying to pass cost-induced price
increases through the channel in the face of deflation or very low inflation rates. Why?
Even with a very low inflation rate or with actual deflation in some sectors of the econ-
omy, manufacturers, wholesalers and retailers often face built-in cost pressures, such as
higher energy costs, and especially from labor contracts that might have been negotiated
several years earlier when the inflation rate was higher. But increasing prices to offset
these cost pressures becomes very difficult when inflation is low because each member
of the channel is highly sensitive to higher prices. Although it is relatively easy during
periods of inflation to pass on price increases to the next level of the marketing channel
all the way down to the final buyer, it becomes anything but easy when the inflation rate
is low, and virtually impossible in a period of actual deflation.

Other Economic Issues

Recession, inflation and deflation are not the only variables in the economic environ-
ment. The federal budget deficit, the national debt, and the trade deficit, which have
risen dramatically in recent years, are all of continuing concern as we move into the sec-
ond decade of the twenty-first century. These phenomena are not bad in and of them-
selves, but they can aggravate recession and inflation. The budget deficit and the national
debt make huge demands on capital and hence raise interest rates. This, in turn, adds to
the level of inflation. The trade deficit, resulting from greater levels of imports than
exports, can mean loss of jobs for U.S. workers, which can exacerbate recessionary forces
by reducing the level of income.

Although the U.S. enjoyed very low interest rates by the second decade of the twenty-first
century, there is no guarantee that high interest rates will not return. High interest rates can
be a problem even when the inflation rate is moderate and the economy is not in a recession.
This is particularly true of the real interest rate, which is the nominal rate of interest minus
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TABLE 3.2 NOMINAL AND REAL INTEREST
RATES COMPARED AT DIFFERENT
RATES OF INFLATION

NOMINAL INTEREST INFLATION REAL INTEREST
RATE (PERCENT) RATE RATE

10 3 7

© Cengage Learning 2013

the inflation rate. Given the same nominal interest rate, the real interest rate will actually be
higher when inflation is lower. This is illustrated in Table 3.2. At a nominal interest rate of 10
percent, when the inflation rate decreased from 6 to 3 percent, the real interest rate increased
form 4 to 7 percent. What this means, of course, is that the true cost of borrowing money will
actually increase when inflation moderates if nominal interest rates do not decrease suffi-
ciently to offset the decrease in the inflation rate.

High interest rates can affect all members of the marketing channel. Even though
consumers may be slow to recognize the effects of high real interest rates, eventually
they catch on and their spending slows down. This, in turn, affects sales for retailers,
wholesalers and manufacturers. Moreover, because manufacturers, wholesalers and retai-
lers often need to borrow money, high real interest rates have a direct impact on their
costs of doing business. So, even during what appear to be good economic conditions
(when inflation is low and the economy is not in recession) high real interest rates can
still cause problems by decreasing demand and increasing costs.

Another economic factor that can affect channel management, even in good economic
times, is the value of the U.S. dollar relative to foreign currency. Ironically, a strong U.S.
dollar can actually create channel management problems for U.S. manufacturers by mak-
ing it more difficult to sell their products through channel members. When the value of
the dollar is high, the price of U.S. products increases relative to foreign-made products
because it takes more foreign dollars to buy U.S. products and fewer U.S. dollars to buy
foreign goods. Hence, U.S. products can become less competitive. When this happens, it
becomes much more difficult for U.S. manufacturers selling in international markets to
move their products through overseas channels. But even in domestic channels, it be-
comes more difficult to move products because retailers and wholesalers find it attractive
to buy more of the cheaper, foreign products.

In terms of the economic environment, then—regardless of the state of the economy,
the channel manager needs to pay careful attention to the implications of economic fac-
tors on channel management. For even when “good times” are at hand, some subtle,
even insidious, forces may create enough problems to make the “good times” look bad.

The Competitive Environment

Competition is always a critical factor to consider for all members of the marketing chan-
nel. This is especially the case in recent years as competition has become global in scope.
No longer is it realistic for domestic firms to focus only on rivals within the boundaries of
their own country. In addition, they need to pay close attention to existing and emerging
competitors from all over the world. The terms global marketplace, global arena and global
competition are not just international business jargon, but realistic descriptions of the com-
petitive environment as it exists today in an increasing number of industries. Further, new
technologies, especially those related to online commerce, discussed later in this chapter
and in Chapter 15, have substantially changed the competitive landscape.
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FIGURE 3.2 Types of Competition
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Types of Competition

Along with the broadened scope of competition and new forms of competition driven by
new technologies, channel managers must also consider the major types of competition
that can affect channel strategy. In particular, they need to focus on the following four
types, depicted in Figure 3.2:"

1. Horizontal competition

2. Intertype competition

3. Vertical competition

4. Channel system competition"’

Horizontal competition is competition between firms of the same type, For example, an
automobile manufacturer versus another automobile manufacturer, a plumbing supply
wholesaler versus another plumbing supply wholesaler, or one supermarket versus another.
This is the most visible and frequently discussed form of competition. In economic theory,
much of the treatment of competition deals with this horizontal type, although it is usually
referred to simply as “competition,” and often the firms involved are producers or manu-
facturers rather than wholesalers or retailers. The competitive battle between the giant con-
sumer electronics retailers Best Buy and Circuit City is a recent, but likely to become classic,
example of horizontal competition that resulted in the demise of one of the parties.'* Both
of these retailers sold similar products and operated in essentially the same format. Each
operated hundreds of “big box” retail stores on a national scale emphasizing high sales
volumes and low prices. But Best Buy proved to be the stronger competitor, ultimately
resulting in Circuit City going out of business and closing its remaining 567 stores.

Intertype competition is competition between different types of firms at the same
channel level, such as the off-price store versus the department store or the merchant
wholesaler versus agents and brokers.'”> Also, in more recent years, intertype competition
is reflected in online retailers competing with conventional store-based retailers. The
intense competitive battle between online giant Amazon.com and the world’s largest
retailer, Walmart, is a case in point.'® While total online sales account for less than
5 percent of total retail sales, Amazon (and other online retailers) believe that eventually
online sales could account for 20 percent or more of total retail sales. Amazon’s aggres-
sive strategy of broadening its product line to compete in more product categories is
aimed at taking a large chunk of that projected increase in market share for itself.
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Intertype competition is also unfolding rapidly in the video retail business. For example,
the still largest, though rapidly declining, conventional store-based video retailer Block-
buster is being assaulted by competitors using other channels such as Netflix, which is
heavily focused on mail order and online sales to distribute videos.'” Meanwhile, on-
demand movies and TV shows are increasingly being pushed by cable companies such
as Comcast while Redbox’s competitive channel relies on 22,000 vending machines,
placed mainly in supermarkets and drugstores, to distribute videos.'®

Obviously, such competitive dynamics associated with intertype competition can drasti-
cally alter the structure of marketing channels, even over relatively short periods of time."”

Vertical competition refers to competition between channel members at different
levels in the channel, such as retailer versus wholesaler, wholesaler versus manufacturer
or manufacturer versus retailer. Competition between manufacturers of national brands
versus private brands (also referred to as private label) produced by retailers, which has
been heating up in recent years, provides a good example of vertical competition.*’
National brand manufacturers have expended enormous resources developing and pro-
moting their national brands in an effort to gain market share from competitive national
brands and to help limit the penetration of private brands. But in recent years, private
brands have been gaining market share at a significant pace.”’ By the latter part of the
first decade of the twenty-first century, private brands were growing at a rate of 10 per-
cent per year compared with national brand growth of only 4 percent per year. Macy’s,
one of the leading retailers emphasizing private brand merchandise, offers numerous
brands that compete with the leading national brands, including ALFANT sportswear,
intimate apparel, jewelry, shoes and accessories, first impressions clothing for newborns
and infants, HOTEL COLLECTION luxury bedding, bath and mattresses, and Tools of
the Trade cookware.”> Home Depot offers numerous private brands, one of which
(Hampton Bay electric fans) accounts for half of all fan sales in the United States.
Home Depot’s main competitor, Lowe’s, also deals in numerous private brands such as
Kobalt tools. In the food and drug field, private brands are also prevalent and growing.
Safeway’s O Organics cereal, for example, is aimed directly at taking market share from
General Mills’s iconic Cheerios.*® Retailers love to sell their own brands not only because
gross margins are higher, but because they can control their own destiny rather than be
beholden to powerful manufacturers. Moreover, private brands that are available only
from a particular retailer reduce price-focused comparison shopping by consumers be-
cause the products are available exclusively from that retailer. Finally, if consumers really
like particular private label products, they may grow loyal to them and become steady
repeat purchasers of those products. As competition between manufacturers and retailers
intensifies, this vertical competition could become vertical conflict whereby one channel
member acts to directly impede another channel member’s attempt to achieve its objec-
tives. This possible conflict aspect will be discussed in detail in Chapter 4.

Finally, channel system competition refers to complete channels competing with
other complete channels. In order for channels to compete as complete units, they must
be organized, cohesive organizations. Such channels have been referred to as vertical
marketing systems and are classified into three types: (1) corporate; (2) contractual
and (3) administered.”* In corporate channels, production and marketing facilities are
owned by the same company. Firestone Tire & Rubber Company and the Sherwin-
Williams Co. are examples. In the contractual channel, independent channel members
(producers or manufacturers, wholesalers, and retailers) are linked by a formal contrac-
tual agreement. Wholesaler-sponsored voluntary chains, retailer cooperatives, and fran-
chise systems are the three major forms of contractual marketing systems. ServiStar in
hardware, Independent Grocers’ Alliance (IGA) in food, and Drug Guild are examples
of such contractual marketing channels.

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



84 Part 1: Marketing Channel Systems

Business format franchising, where the franchisor not only provides the product to
the franchisee, but the entire business format as well, is another type of contractual mar-
keting system that has grown dramatically in recent years.”> The most well-known exam-
ples of business format franchises are in the fast-food field with McDonalds being the
largest. But business format franchise systems are common in many other fields as well.
We will be discussing such franchise marketing channels in depth in Chapter 16.

Administered channel systems result from strong domination by one of the channel
members, frequently a manufacturer, over the other members. This dominant position is
a function of the leverage that the dominant channel member can achieve based on a
monopoly of supply, special expertise, strong consumer acceptance of its products or
other factors. Companies such as Scott, Ethan Allen, and Samsonite are examples of
firms that operate administered marketing channels.

From the preceding discussion we can see that channel managers face a complex
competitive environment. Not only do they have to think in terms of a broad global per-
spective of competition, they also need to worry about horizontal, intertype, vertical, and
channel system competition. Fortunately, it is unlikely that they will face all of these
types of competition simultaneously. Nevertheless, they should be sufficiently familiar
with the four types to be able to recognize and distinguish among them.

Competitive Structure and Channel Management

From the producer’s or manufacturer’s standpoint, an understanding of competitive
structure and the changes taking place in that structure are crucial for successful channel
design and management.

In designing the marketing channel, the channel manager needs to determine which
kinds of distributors and/or dealers can provide the most efficient and effective distribu-
tion of the firm’s products. But given that the competitive structure of distributors and
dealers changes, sometimes rapidly, conventional ideas about the kinds of dealers or dis-
tributors that should sell particular products can quickly become obsolete. For example,
it was not too long ago that most automotive parts and supplies were sold in automotive
stores, sporting goods in sporting goods stores and hardware in hardware stores. In
recent years, however, one can find all of these products in mass merchandisers, discount
department stores, home center stores, warehouse clubs and even in many drugstores
and supermarkets. And, of course, many of these products are available online from
numerous types of firms operating on the Internet. Such scrambled merchandising
(the selling of products through nontraditional outlets) has drastically changed the com-
petitive landscape. Whereas once a manufacturer of auto parts, for example, would real-
istically think only in terms of designing a channel that used auto parts distributors and
dealers, the options available have become much broader. The same is true for manufac-
turers of many other kinds of products. It seems that almost any type of store or other
mode of sale, such as the mail or the Internet, can be an outlet for any kind of product.
While this is not 100 percent true, it does suggest that conventional wisdom about who
should sell what products does not hold in this new, competitive environment. One need
only look at the wide variety of products being sold on the Internet to get a glimpse at
how conventional wisdom about who should sell what and who competes against whom
is being challenged.”

This changing competitive environment also means that producers and manufacturers
attempting to manage marketing channels now face a more complex management task
because they are dealing with more different types of channel members. For instance,
the auto parts manufacturer that was accustomed to dealing mainly with independent
auto parts stores now has to contend with mass merchandisers, home centers, drug
chains, supermarkets, warehouse clubs and online distributors as well. Needless to say,
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the management policies and strategies for dealing with independent auto parts stores
may not be effective in dealing with other kinds of channel members.

The foregoing discussion suggests that an understanding of the various types of com-
petition affecting the channel provides the channel manager with a sharper focus to dis-
cern what is happening in the competitive environment. As we proceed through the text,
we will deal with many types of decisions that the channel manager must face. Many of
these decisions will require a consideration of the competitive environment faced by a
firm or complete channel.

The Sociocultural Environment

The sociocultural environment pervades virtually all aspects of a society. Marketing
channels (and particularly the structure of marketing channels) are therefore also influ-
enced by the sociocultural environment within which they exist. Indeed, some channel
analysts argue that this is a major force affecting channel structure.”®

Over the past several decades, a number of studies in many countries around the
world support this view. For example, Wadinambiaratchi studied channels for consumer
goods in several developing countries as well as Japan, and found wide variations in
channel structures, which he attributed to their different “social, psychological, cultural,
and anthropological climates.”® Figure 3.3 shows these variations in channel structure.
A study of distribution channels in Great Britain and North America by Hall, Knapp
and Winsten, others by Guirdham in Western Europe, Galbraith and Holton in Puerto
Rico, Baker in tropical Africa and several more studies also lend support to this proposi-
tion.>® Take, for example, the case of tropical Africa. In some of the countries, it is not
unusual to find as many as ten levels of channel structure for imported consumer goods.
Most of the very small retail intermediaries, often referred to as “mammy traders,” deal
in tiny quantities of products, such as a handful of salt, half a bar of soap or two to three
cigarettes. Western observers, as well as some government officials in tropical African
countries, are often appalled at this, believing it to be a highly irrational and inefficient
channel structure. These observers, however, make the mistake of failing to consider the
sociocultural context within which this channel structure exists. In actuality, the seem-
ingly archaic channels with layer upon layer of tiny middlemen are quite rational when
due allowance is made for the sociocultural factors involved. In terms of tropical Africa,
these sociocultural factors include a wide geographic dispersion of the population, ex-
tremely limited consumer mobility and a necessary tradition of hand-to-mouth buying.
Given these conditions, a modern Western-style supermarket would actually be highly
irrational and inefficient.

Yet even in highly industrialized Japan, with some of the most advanced technology,
marketing channels for many goods are very long and cumbersome with layers of mid-
dlemen and enormous numbers of tiny stores. Researchers who have examined Japanese
marketing channel structure point to a number of sociocultural factors that tend to per-
petuate such channels of distribution there.’’ One of these is the Japanese penchant for
developing close business relationships among cooperating firms. This system is known
as keiretsu. In the context of distribution, it links together a manufacturer and many
wholesale and retail sales outlets. Such linkages protect the many small, inefficient distri-
butors and retailers who participate in the keiretsu from competition from the larger,
more efficient firms that are effectively kept out of the system. Several other sociocultural
factors also contribute to the complex and inefficient channel structure in Japan. Some of
the most frequently cited of these are (1) a societal attitude that favors small business,
particularly small retailers, in the distributive sector of the economy; (2) the Japanese
consumer’s preference to shop in his or her own neighborhood; (3) a desire for fresh
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FIGURE 3.3 Marketing Channel Structures in Developing Countries and Japan
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Source: Reprinted from Business Quarterly 3 (Winter 1965): 80, published by the School of Business, University of Western Ontario,
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food, good personal service and social contact during sales transactions; (4) a priority on
maintaining low unemployment rates by encouraging the existence of many small stores
where people can work and (5) a wish for “something to do” during retirement.”* But
these traditional channel structures are beginning to change as younger Japanese consu-
mers, who have traveled and seen other cultures, are starting to demand more modern
and efficient marketing channels in their own country.>

More recent studies of emerging countries such as Brazil, China, and India, as well as
several Latin American countries also show that sociocultural factors specific to these
countries have a significant influence on the structure of channel of distribution in these
regions.™

So, the channel manager must be sensitive to the sociocultural environment in which
marketing channels exist, whether they be in the U.S. or any other country around the
globe.”

Other Sociocultural Forces

In recent years, several sociocultural phenomena have emerged that are not unique to
any particular country or region. Rather, these are forces that already have and will con-
tinue to influence how marketing channels are designed and managed all over the world.
Arguably, the most important of these sociocultural factors in terms of their relevance to
marketing channels are:

1. Globalization

2. Consumer mobility and connectedness
3. Social networking

4. The Green Movement

Globalization—this term is most commonly used to describe the interconnectedness
and interdependencies of countries around the world. In a business rather than a politi-
cal context, globalization typically focuses on the vast and complex trade flows among
countries and the international supply chains that make huge flows of products and ser-
vices across national boundaries possible. Cooperative efforts by firms, such as Boeing, to
utilize suppliers and fabricators from numerous countries to participate in the produc-
tion of its most advanced aircrafts are also an important aspect of globalization. Further,
globalization refers to the greatly increasing number of people who travel internationally.
According to the United Nations World Tourism Organization (UNWTO), this number
will exceed 1.5 billion annually by 2020.

But the concept of globalization also has a sociocultural dimension that transcends
the physical flows of products and people across borders. Globalization can also be
viewed as a frame-of-mind or outlook that is held by millions of consumers from all
over the world.*® It is an outlook that does not see the marketplace as limited to one or
even a few countries, but rather as a much richer and exciting tapestry of numerous
countries and cultures. Thus, the old adage about “the world being your marketplace”
is no longer some trite expression, but a real expectation held by consumers exposed to
the global marketplace. In short, consumers increasingly expect to have access to world-
class products and services at the favorable prices global competition is supposed to
foster. Such expectations are not limited only to consumers in the richest and most
advanced countries. IKEA, the world-renowned Swedish retailer, found this out in its
effort to penetrate the Russian market. Even after investing $4 billion and opening
11 stores, IKEA found that Russian “red tape” and corruption undermined its ability to
deliver its hallmark, world-class experience to the Russian customer. The result was
many unhappy, Russian consumers who kept money in their pockets rather than spend-
ing it in IKEA stores.””
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So, the message of globalization for the channel manager is a straight forward one:
globalization has created world-class customer expectations that need to be satisfied
through world-class channel strategy, design and management. Although this message is
simple, it is not easy. Rather, it is difficult to implement because of the many complexi-
ties and subtleties involved in developing and operating marketing channels that meet
the requirements of the global arena. Much of the material in the forthcoming chapters
of this book addresses the channel strategy and management issues associated with this
challenge.

Mobility and Connectedness—To say that people do a great deal of running around
today, whether for business or personal pursuits, is to state the obvious. To state that
such mobility is increasingly taking place across greater distances is perhaps equally ob-
vious in the U.S. and in other advanced economies around the world. Yet another clear
observation is that this local, national and global movement is not at the cost of being
out of touch. Today’s highly mobile generation expects not only to cover a great deal of
territory on a frequent basis, but to also be completely in touch with colleagues, friends
and family in the process. Thus, a trade-off between mobility and contact is not accept-
able. But more to the point, such a trade-off is not necessary thanks to the abundance of
wireless networks, hundreds of millions of cell phones, the Internet and such new tech-
nologies as Skype.

This ability to constantly be on the move while still being able to stay in constant
contact has not been lost on consumers. Indeed, buying products and services while lit-
erally running around has become a common expectation for consumers armed with
laptops and smartphones all over the world. This phenomenon, which in recent years
has generally been referred to as “mobile commerce” or simply m-commerce, while still
accounting for just a tiny fraction of total retail sales (well under 1 percent), is expected
to grow rapidly and become a mainstream and significant channel of distribution in the
near future. So, in a literal sense, consumers will be able to buy virtually any product
from virtually any place on the globe during the course of moving from one place to
the next—possibly at great speed!

Here again, the channel strategy and design implications of this mobility and connec-
tivity revolution are straightforward, but not easy to address. First, virtually all channel
managers, regardless of what industries they operate in, will need to include m-
commerce channels in their channel mixes simply because highly mobile and connected
consumers expect to have such channels available to them. Second, channel managers
will need to sort out the role that m-commerce channels will play in the multi-channel
mix. Although the m-commerce channel is an important and growing one, it is not likely
to completely replace retail store channels, catalog and mail order channels as well as
PC-based online channels. Finally, channel managers will need to examine closely the
potential and limitations of m-commerce channels. Although being able to sell products
and services to consumers while they are in motion any place on the globe is a powerful
channel option, there may also be limitations to this channel that will need to be recog-
nized going forward.

Social Networking—This term refers to interaction in networks comprised of indivi-
duals or organizations that are linked together based on some type of common interest,
such as friendship, beliefs, hobbies, professional pursuits, special knowledge and many
others. Such social networks and the interactions among their participants, referred to
in recent years as “social networking,” are not a new phenomenon. In fact, social net-
works and social networking have existed for many decades. What is new, however, is
the introduction in recent years of the Internet-based World Wide Web, which has
enabled social networks and participants in such networks to increase exponentially so
that literally millions, tens of millions, and, in some cases, even hundreds of millions of

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 3: The Environment of Marketing Channels 89

people can interact with each other via social networking sites. The largest of these is
Facebook, with over 500 million registered users and still growing. Other leading general
social networking Web sites include MySpace (130 million registered users) and Twitter
(75 million registered users). More focused social networking sites have also garnered
great numbers. One such site is LinkedIn (75 million registered users), which focuses
specifically on business and professional networking. Classmates.com, with over 50 mil-
lion registered users, specializes in school, college and military networking, while
Buzz.net, with over 10 million registered users, specializes in music and pop culture.
The 15 million registered users at Geni.com are interested mainly in sharing information
about family relationships and genealogy. There are thousands of social networking sites
in addition to these that range in size from multiple millions to just several hundred
users.”® Although these Web sites vary enormously in size and focus, they all have the
same core function: enabling their users to communicate and share information with
each other on a global scale at virtually any time of day or night.

In a business context, social networking has enabled millions of consumers to share
information and opinions about products, services and firms they have dealt with or
are considering dealing with. Moreover, many thousands of firms, from giant multina-
tional corporations to small start-up businesses, are on social networking sites like Face-
book and Twitter. These firms are constantly sharing information about new products,
special events and promotions with users of the social network. JCPenney, for instance,
uses Facebook and Twitter not only for customer product reviews and special offers, but
also to communicate about new services the retailer will be offering. In 2010, JCPenney
announced on both Web sites that it would soon be offering exclusive targeted promo-
tions to shoppers with smartphones. Much smaller firms have also benefitted from social
networking features. Consider, for instance, the case of Folbot Inc., a small manufacturer
of kayaks located in Charleston, S.C. Folbot, which is on Twitter, uses this social network
to zero in on potential customers who would probably be missed using conventional
channels. David AvRutick, co-owner of Folbot, regularly searches Twitter for tweets
that mention kayaking and then sends messages to the people who wrote them. One
such message reached blogger Jackie Siddall after she posted a tweet that mentioned she
wanted a kayak. After receiving the Twitter message from Mr. AvRutick about the in-
credible variety of kayaks offered by his firm, she ended up buying a $1,900 folding
kayak from Folbot’s e-commerce Web site.*

From a marketing channels perspective, social networking has not only empowered
consumers to make much more informed decisions about the products they buy, the ser-
vices they use and the firms they deal with through virtually limitless information shar-
ing, but it has also enabled them to make better channel choices and made them more
demanding about the channels they choose. Why? Because social networking enables
consumers to share their experiences about channel choices. Good experiences and bad
experiences associated with channel choices are quickly spread through the network.
Moreover, because so much of the social networking that takes place is peer-to-peer
(consumer-to-consumer), the credibility of the information received is higher than infor-
mation shared business-to-consumer via social networking. Thus, if blogger Jackie Sid-
dall, mentioned above, tweets that buying a kayak from Folbot’s online channel was a
terrific experience, this is likely to have a lot more credibility than if Folbot were to
make the same claim on Twitter.

Just as social networking capability has empowered consumers to make more in-
formed channel choices and fostered more demanding consumers, it has also equipped
businesses at all levels of the channel with the capability to target potential customers
that they could not have reached before and indeed may not have known about.
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The Green Movement—This is a term that has often been used to refer to a focus on
preserving the environment and human health. The philosophical roots of the Green
Movement go back to the nineteenth century, but as we pass beyond the first decade of
the twenty-first century, the Green Movement has assumed a very programmatic orien-
tation. Much of the attention has been focused on possible adverse effects on human
health and economic prosperity from such issues as climate change, pollution, chemicals
and hormones in the food chain, the profligate use of resources and a number of other
issues. An Inconvenient Truth, a film by former vice president of the United States, Al
Gore, dramatically portrayed the horrendous effects of climate change on the future of
the Earth and greatly heightened public awareness regarding climate change as well as
the broader set of issues associated with the Green Movement. While these matters are
controversial, even in the scientific community, there is no question that more attention
is being given to Green Movement issues by the public at-large, businesses and govern-
ment. In short, concern about the climate, pollution, the integrity of the food supply and
the over-use of scarce resources is real and therefore cannot be ignored as a major social
phenomenon of the twenty-first century.

What does this concern with Green issues have to do with marketing channel strategy
and management? The answer is plenty. All members of marketing channels, including
producers, wholesalers, agents, brokers and consumers, participate in activities that affect
the environment and quality of life. Walmart, for example, estimated it could save 3,800
trees and 1,000 barrels of oil just by reducing unnecessary packing of just one product
category: its private label toys. Further, Walmart purchased hybrid diesel-electric trucks
and refrigeration trucks that use a small power unit for cooling, so the main engine can
be turned off when the truck is stopped. The result? A 25 percent improvement in fuel
efficiency for the Walmart truck fleet and an annual reduction of 400,000 tons of carbon
dioxide emissions!*’

So, whether it focuses public attention on limiting the adverse effects of climate
change or promoting the sale of more organic foods, the issues associated with the Green
Movement provide tremendous opportunities as well as challenges to channel managers
to be full participants in developing and managing marketing channels that will support
the aspirations of the movement.*!

The Technological Environment

Technology is the most continuously and rapidly changing aspect of the environment.
Everyone could probably recite long lists of technological advances that have occurred
in his or her lifetime or even just during the past decade. The widespread use of laptop
computers, smartphones, GPS navigation systems, and electronic books are some of the
most obvious examples.

In the face of this rapidly accelerating technology, the channel manager has to sort out
those developments that are relevant to his or her own firm as well as the participants in the
marketing channel and then determine how these changes might affect the channel partici-
pants.** This is not an easy task, nor one that can be precisely programmed. Technological
changes, though continual, do not occur evenly or predictably over time.

While it is not possible to present a comprehensive list of technological developments
impinging on the marketing channel, several are indicative of the kinds of advancements
that should be watched carefully.

Electronic Data Interchange

Electronic data interchange (EDI) refers to the linking together of channel member
information systems to provide real-time responses to communication between
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channel members. For example, a retailer’s computerized inventory management sys-
tem is connected with and monitored by the supplier’s (manufacturer’s or wholesa-
ler’s) computers. Ordering of merchandise can then take place automatically when
the retailer’s inventory level of that supplier’s products reaches certain minimum reor-
der points. Thus, the retailer’s computer orders the products from the manufacturer’s
or wholesaler’s computers without human intervention or paperwork of any kind. The
more sophisticated EDI systems can also forecast demand based on sales history. In
this case, the manufacturer’s or wholesaler’s computers will initiate the order for the
retailer by, in effect, predicting the quantity of items the retailer will need during a
particular period. EDI systems can also be linked directly to production scheduling,
allowing the factory’s production to be determined by sales patterns taking place in
retail outlets. In other words, the merchandise that is being sold on a given day in
retail outlets all over the country will provide the information to guide the manufac-
turer’s production process taking place on that same day. VF Corporation, the manu-
facturer of Lee and Wrangler brand jeans, used EDI to help unseat the famous Levi’s
as the jeans market share leader as measured in unit sales. According to retailers,
Levi’s was slow to in replenish stock. However, the quick response made possible by
VF’s sophisticated EDI technology enabled stores to replenish stock in two days, com-
pared to two weeks or longer for Levi’s.

The emergence of the Internet in recent years has enhanced the potential of EDI be-
cause the Internet enables firms to be connected and communicate in a fashion similar
to EDI but with considerably less investment in computer hardware and software.*’
Thus, firms linked via the Internet will increasingly be able to enjoy the benefits associ-
ated with EDI at a “bargain basement” price.

There is little question that EDI technology enhances distribution efficiency, resulting
in substantial benefit to all channel members as well as final customers. The manufac-
turer benefits through more accurate and timely production scheduling, while wholesa-
lers and retailers save on order processing and inventory carrying costs. The final
customer benefits from the reduced distribution costs made possible by EDI and by the
higher probability of finding the particular items he or she is seeking on retailers’ shelves.

The main negative is that the channel members must share information openly for
the EDI system to work. So, for those channel members who feel they need control of
what they believe to be sensitive or confidential information about the sales of their
products, EDI can lose some of its appeal.

Scanners, Computerized Inventory Management, and
Handheld Computers

Electronic scanning and computerized inventory management, enhanced by portable
computers, cellular phone technology and the Internet, have created a new world in
retailing and wholesaling. Not only has this technology drastically reduced the
amount of labor and paperwork involved in inventory management, but it has also
made a vast array of timely and valuable information available to managers, enabling
them to make better merchandising decisions.** Information that might have taken
weeks to obtain with a manual inventory system can be called up on the computer
in seconds. Retailers and wholesalers of all sizes are now able to monitor the success
or failure of products they handle much more closely than was possible just a few
years ago. If a newly introduced product is not catching on, they know about it—
and quickly. When the rate of sales growth of a successful product begins to slow
down, they are able to spot this pattern at a very early stage. Products for which sales
are stagnant, are not likely to be overlooked. On the other hand, hot-selling products
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can also be spotted quickly by retailers and wholesalers, and reordering can be just as
fast. Thus the new technology is something of a mixed blessing for manufacturers.
Quicker responses by retailers and wholesalers to fast-selling products can allow the
manufacturer more time to plan ahead to increase production. But faster responses by
these channel members to slow sellers can mean a sudden halt in orders as they use
their up-to-the-minute, computer-generated inventory data to reduce their risk and
protect their profit positions.

The system used by McKesson Drug Company, a giant drug wholesaler, provides a
case in point. In its Delran, New Jersey warehouse, McKesson employees, called “robo-
warehousemen,” roam the aisles using portable computers to manage the inventory as
it moves in and out of the warehouse. The computer, worn on the worker’s waist,
receives signals from a central computer telling him or her which merchandise needs to
be gathered next. A message informing the worker where the merchandise is located
appears on the computer screen that is strapped to the worker’s arm. When the worker
reaches the proper shelf, a laser scanner worn on the fingers is used to read each item.
The computer then tallies all the merchandise, verifies that the correct number of items
has been picked up and updates the master inventory. Another major uses of scanner-
based inventory management is Frito-Lay, which owns over half of the $15 billion
salty-snacks market. Virtually all of the company’s 12,800 delivery people are equipped
with handheld computers, enabling them to transmit sales and inventory data instantly
back to headquarters when they visit stores on their routes. The effective use of this
technology has played a major role in making Frito-Lay what competitors call an
“invincible foe.”

The Digital Revolution and Smartphones

The digital revolution is the term commonly used to describe the huge transformation
that has taken place over the past three decades from analog and mechanical technology
to digital technology. It is a revolution that is still continuing today. The most obvious
and widespread manifestation of the digital revolution has been reflected in the massive
growth of personal computing, the Internet, cell phone usage and, more recently, the
downloading of music, movies as well as written materials, including entire books on
E-books such as Amazon’s Kindle, Barnes and Noble’s Nook, and Apple’s iPad.*®

The digital revolution already has and will continue to have profound effects on chan-
nel structure and strategy.*® This technology has made online shopping via the Internet a
mainstream marketing channel in both B2C and B2B markets since the mid-1990s.
Indeed, online channels continue to grow dramatically with sales in the hundreds of
billions of dollars covering a vast array of different products and services and have
become a part of the channel mix for the majority of firms at all levels of the channel,
including the largest and smallest companies. The recent emergence of m-commerce,
discussed earlier, was also made possible by the digital revolution.

The potential for channel managers to use this technology strategically to enhance the
design and management of marketing channels is practically unlimited. Consider, for ex-
ample, the potential of smartphones that have made the m-commerce channel possible.
By 2010, shoppers had ordered over $2.2 billion of physical goods using smartphones.
That is double the amount ordered in 2009 and five times more than in 2008!*” While
this $2.2 billion is just a small fraction of the approximately $175 billion of total online
sales in 2010, the rapid growth rate of m-commerce is almost certain to significantly
increase its share of total online sales. Already, about 30 percent of retailers have
commerce Web sites and many more will be adding such sites. The power of this tech-
nology to create a channel that offers an incredible level of flexibility and immediacy is
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compelling. Michelle Kelly, vice president of e-commerce for women’s clothing retailer
Lily Pulitzer, captures this capability succinctly:

I have a vision of a target consumer being at a party and thinking a friend’s dress is
gorgeous, looking it up on her phone and buying it!"*®

Consider also James O’Brien, a 34-year-old senior Web developer who was on a trip
to American Eagle Outfitters looking for a pair of jeans. When he found that the store
was out of the style he wanted, while still in the store, he ordered the jeans on his
iPhone. His explanation for using his iPhone?

“By the time I get home there’s a good chance T'll forget about it.”*’

It is not just fashion apparel retailers that have recognized the power of the mobile ver-
sion of online commerce made possible by the smartphone and the digital revolution. The
world’s largest home improvement retailer, Home Depot, has gone all out to launch a state-
of-the-art m-commerce site aimed at smartphone users and a special app for iPhone users
to facilitate shopping on their m-commerce site. By 2014, Home Depot expects as much as
40 percent of the firm’s total online sales to come from mobile phones.>

Channel managers can also use smartphone technology to “catch” consumers when
they are near retail stores. For example, a start-up called Shopkick-Inc., has signed up
Best Buy and Macy’s as launch partners for a new kind of app for iPhones and Androids.
The app detects when shoppers are in or near stores and then targets special offers and
rewards for them. So, by taking advantage of smartphones’ location-sensing capabilities
as well as cameras that customers can use to scan bar codes on products, Shopkick’s app
is able to offer coupons or other special offers when shoppers are in a convenient posi-
tion to buy.”’

RFID

This acronym stands for radio frequency identification. This is a relatively new technol-
ogy that uses a device called an RFID tag attached to a person or object, such as a prod-
uct, that enables that person or product to be identified and tracked using radio waves.”>

While there are many potential applications for RFID technology in the context of
marketing channel management, the main application is believed to be in the area of in-
ventory tracking, management of the supply chain and increasing the efficiency of the
in-store buying process.

By implanting RFID chips or tags in or on a product, detailed information, including
price, basic characteristics, date of manufacture, origin, and current location, can be re-
corded. The RFID tag can then transmit the information by radio waves to electronic
readers, enabling products embedded with the chips to be scanned remotely and in
bulk. Given this capability, RFID has the potential not only to dramatically enhance the
effectiveness and efficiency of inventory control and supply chain but may offer an even
more significant breakthrough: the elimination of checkout lines in retail stores by scan-
ning shoppers’ purchases as they are being made, rather than bringing the purchases to a
checkout line. Some of the world’s largest companies, including retailers Best Buy and
Walmart, have been experimenting with RFID technology to assess its practicality and
cost effectiveness. Although the jury is still out on these two questions and implementa-
tion of RFID on a large scale may be a decade or more away, the rewards are potentially
great. As Robert Willett, Best Buy’s chief information officer and chief of international
operations, stated in a keynote address to RFID World Congress,’®

the first store that removes checkouts all together will be the consumer champion
forever and ever.
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So, RFID is a technology that channel managers will need to pay close attention to.
While still in the early stages of development, if this technology proves to be scalable
and cost effective, it has the potential to truly revolutionize not only inventory control
in the supply chain, but the entire consumer in-store shopping process as well.

Cloud Computing

Cloud computing is an Internet-based technology that enables both large and small
businesses and organizations to utilize highly sophisticated computer applications with-
out having to have their own hardware, software, office computing space and staff.”*
Instead, by being part of the network, or “cloud,” the user can access the computing
capabilities needed on demand from a third- party provider via the Internet. By partici-
pating in the cloud, the client pays only for the computing services actually used, similar
to paying utility bills. Another option is to pay for a subscription whereby the user
agrees to purchase a fixed charge per time period, such as monthly. Given that the
user of cloud computing services does not have to invest in the information technology
needed to support sophisticated applications, including facilities and staff, the cost sav-
ings can be substantial. But even more important, because the third-party provider of-
fers its services to numerous other clients, the economies of scale and scope provided by
such multi-tenancy enables the cloud computing provider to develop powerful applica-
tions that would otherwise be feasible only for the largest customers to provide on their
own. Given the advantages of cloud computing in terms of the powerful applications
provided, its inherent cost advantages and the great flexibility it provides to users, this
technology could revolutionize the information technology industry by making the need
for individual firms to invest heavily in IT technology obsolete. Indeed, many of the
world’s leading IT technology companies, such as IBM, Hewlett Packard and Microsoft,
see the revolutionary potential in cloud computing and are investing heavily in develop-
ing this technology.

From a marketing channels perspective, the capabilities provided by cloud computing
mean that virtually any firm in the marketing channel regardless of size will find it feasi-
ble and cost effective to obtain the computing capabilities and expertise needed to de-
velop and support whatever channel management applications they need, whether that
involves managing distributor relationships, coordinating multiple channels or tracking
products in the supply chain. Already, firms such as Salesforce.com and Amazon.com
have taken leadership positions in offering cloud computing services that helped Dell
Computer Corporation manage its global B2B channel network,. It also enabled Star-
bucks to operate an online community that captures ideas for enhancing the customer
experience from Starbucks’ vast world-wide customer base. Similarly, Amazon.com,
which had developed a huge IT capability far beyond its own needs, has begun to offer
cloud computing services to its affiliated merchants through its Amazon Web Service
(AWS) division.® As a result, even small merchants that participate in the
Amazon.com “cloud,” can offer customers many of the sophisticated customer interfaces
that the site has become famous for.

The Legal Environment

The legal environment refers to the set of laws that impact marketing channels. The legal
structure resulting from these laws is not a static code. Rather, it is a continually evolving
structure affected by changing values, norms, politics and precedents established through
court cases. The varied and numerous court interpretations of laws impinging on
channel management may appear to the channel manager to be a morass of legal
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hodgepodge. Fortunately, the marketing channel manager need not be an expert on the
legal aspects of marketing channels. Nor should he or she aspire to such a position given
the technical nature of the subject, as this would be a full-time job in itself. Only trained
legal experts are in a position to deal competently with the legal complexities relevant to
the marketing channel. Nevertheless, the channel manager still needs a general knowl-
edge of some legislation pertaining to channels and familiarity with some of the legal
issues relevant to channel management. This general background and awareness of the
legal side of channel management will help the manager to communicate better with le-
gal experts and perhaps help avoid potentially serious and costly legal problems that can
arise in the management of marketing channels.

Legislation Affecting Marketing Channels

While there are many federal, state, local, and even international laws that can affect
marketing channels, five pieces of federal legislation underlie most of the major channel
management legal issues we will discuss later in this chapter. They are: (1) the Sherman
Antitrust Act; (2) the Clayton Act; (3) the Federal Trade Commission Act; (4) the
Robinson-Patman Act and (5) the Celler-Kefauver Act.

Sherman Antitrust Act The Sherman Antitrust Act, passed in 1890, is the funda-
mental antimonopoly law of the United States. The philosophy underlying this piece of
legislation is that public welfare is served best through competition. Thus, the act was
aimed at prohibiting practices that would restrain competition in the marketplace. Sec-
tion 1 of the Sherman Act forbids contracts or combinations that restrain interstate or
foreign commerce. The act provides federal courts with the power to break up or dis-
solve monopolies and also provides for criminal penalties against individuals involved
in the creation of illegal monopolies.

Clayton Act The Clayton Act was passed in 1914 to strengthen the Sherman Anti-
trust Act. The Clayton Act supplements the Sherman Act by specifically prohibiting
such practices as price discrimination, tying clauses, exclusive dealing, intercorporate
stockholding and interlocking corporate directories among competing firms if these
practices tend to substantially lessen competition or tend to create monopolies in any
line of trade.

Federal Trade Commission Act This act, also passed in 1914, established the Fed-
eral Trade Commission (FTC). The FTC, as a federal agency, was granted the power to
investigate and enforce, through the use of injunctions, unfair methods of competition in
interstate commerce. Such “unfair methods of competition” include not only those spe-
cifically stipulated in the Sherman and Clayton acts, but also any other practices that
might be injurious to competition. Thus, the Federal Trade Commission Act significantly
expanded the scope of the federal government in the regulation of interstate commerce.

Robinson-Patman Act This act was passed in 1936 as an amendment to the Clayton
Act. The Robinson-Patman Act was aimed at prohibiting a variety of forms of price dis-
crimination that tended to lessen competition but which was inadequately covered by the
Clayton Act.

Sections 2a and 2b of the act prohibit persons engaged in interstate commerce from
discriminating in price or terms of sale for goods of like grade and quality if the effects
of such discrimination are to substantially lessen competition or foster monopolies in
any line of commerce. This act also bars the injury, destruction or prevention of compe-
tition with any person who either grants or knowingly receives the benefit of such
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discriminations, or with customers of either of them. The act does, however, allow for
price differentials to different customers, under the following circumstances:

1. When the differentials in prices charged to different customers do not exceed the
differences in the cost of manufacture, sale or delivery resulting from the differing
methods or quantities in which such goods are sold or delivered to purchasers

2. When price changes that result in price differentials are necessary to meet changing
market conditions, to avoid obsolescence of seasonal merchandise, to dispose of per-
ishables, or to conduct legitimate closeout sales or court-imposed distress sales

3. When the price differentials quoted to selected customers are offered in good faith to
meet competitors’ prices and are not intended to injure competition

Section 2c of the act covers another form of price discrimination: unearned brokerage
fees. Unearned brokerage fees are a device used by buyers to gain a lower price from the
seller. Under this arrangement, a buyer would set up a fake brokerage firm that was ac-
tually part of its own organization and bill the seller for the “cost” of the brokerage fee.
The desired result of this is to reduce the effective price paid by the buyer to the seller.
Those buyers who did not set up such brokerage schemes would thus pay a higher price.
Since those buyers who were able to set up such phony brokerage schemes were typically
large-scale businesses, smaller businesses were at a significant disadvantage. Such prac-
tices were common before passage of the Robinson-Patman Act.

Sections 2d and 2e of the act cover what is perhaps the most nebulous area of price
discrimination in marketing channels: promotional allowances and services. Promotional
allowances and services refer to various forms of assistance from the seller to the buyer.
These are often in the form of cooperative advertising allowances, payments for display
of the suppliers’ products, point-of-purchase materials, catalogs, display equipment,
training programs, management assistance as well as a variety of other services (see
Chapter 12). In order to offer such promotional allowances and services to customers
legally, sellers must do so on a proportionally equal basis to all other customers distrib-
uting their products.

Celler-Kefauver Act This act, passed in 1950, was an amendment to Section 7 of the
Clayton Antitrust Act, which prohibited acquisitions or mergers that tended to lessen
competition or create monopolies. The Celler-Kefauver Act broadened the scope of the
Clayton Act so that the prohibitions against acquisitions and mergers that tended to
lessen competition and foster monopolies as a result of horizontal mergers between firms
would also apply to vertical mergers and acquisitions. Thus, the act is particularly rele-
vant to situations involving vertical integration through acquisitions and mergers. In es-
sence, such vertical integration is prohibited if it would substantially lessen competition
or foster monopolies.

Legal Issues in Channel Management

Having discussed some of the basic federal legislation underlying the legal environment
of marketing channels, we now turn our attention to some of the major legal issues in
channel management that are affected by this legislation. What should be kept in mind
as we proceed through our discussion of legal issues is the potential for conflict that ex-
ists between the objectives of an individual firm’s channel management strategies and the
interests of society at large. Thus, when a producer or manufacturer imposes vertical re-
strictions on its distributors or dealers (for example, by using exclusive dealing arrange-
ments, territorial restrictions or price controls), such practices may be strategically sound
for the firm imposing them but anticompetitive for society as a whole.
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Dual Distribution This term refers to the practice whereby a producer or manufac-
turer uses two or more different channel structures for distributing the same product to
his target market. The selling of the same or similar products under different brand
names for distribution through two or more channels is also a form of dual
distribution.

Dual distribution, which in recent years is increasingly being referred to as multi-
channel distribution, is a frequent practice and not illegal per se under federal antitrust
laws. Antitrust controversies have emerged, however, when a firm distributes through its
own vertically integrated channel in competition with independent channel members at
the wholesale or retail levels This is a common distribution arrangement in the market-
ing of petroleum products, tires, shoes, paint and drugs. Under such an arrangement, the
manufacturer may gain an unfair competitive advantage by using company-owned out-
lets to undercut prices charged by independents. For example, automobile dealers have
often complained about what they view as unfair competition from auto manufacturers
when the manufacturers sell directly to large fleet buyers, such as auto rental companies.
Dealers claim that the fleet buyers get a better price than they do. Hence, the fleet buyers
attain an unfair competitive advantage in the new-and-used car markets when they sell
many of these vehicles after a year of use at very attractive prices in the same local mar-
kets as the automobile dealers. Such practices make it very difficult for some indepen-
dent dealers to compete and indeed may threaten their very existence. Carried to an
extreme, a dominant manufacturer could gain a monopoly position by driving indepen-
dent distributors or dealers out of business. In recent years, the courts have taken the
position of requiring a manufacturer with a dominant role in a particular product line
to seek to preserve the independent distributors or dealers of that product if such inde-
pendent distributors or dealers exist. Dual distribution arrangements that work to elimi-
nate the independent distributor or dealer are inconsistent with this position.
Consequently, they may be viewed by the courts as having the potential to substantially
lessen competition and may be in violation of the antitrust provisions of the Sherman
and Clayton acts.

Exclusive Dealing An exclusive dealing arrangement exists when a supplier requires
its channel members to sell only its products or to refrain from selling products from
directly competitive suppliers. The case of Ben & Jerry’s v. Hiagen-Dazs ice cream is a
typical example of exclusive dealing. Hiagen-Dazs stipulated that distributors selling its
ice cream were not permitted to sell directly competitive brands, so that all of the distri-
butors’ attention would be focused on Hiagen-Dazs. Ben & Jerry’s argued, in a suit
brought against Hdagen-Dazs, that this policy severely limited its ability to compete with
Hiagen-Dazs because these distributors provided the main channel for getting Ben &
Jerry’s products into supermarket freezer cases. Without these distributors to carry its
products, Ben & Jerry’s claimed it would have no marketing channels for reaching con-
sumers. Thus, the exclusive dealing policy that Hdagen-Dazs was trying to implement
represented an attempt to eliminate competition, argued Ben & Jerry.

With an exclusive dealing arrangement, the supplier gains a substantial degree of
market protection from competitive products in the market areas covered by its channel
members. If a channel member refuses to abide by this agreement, the supplier can cut
off the channel member from selling its products.

Exclusive dealing arrangements are in violation of the antitrust provisions of the Clay-
ton Act if their effect is to substantially lessen competition or foster monopolies. For ex-
ample, Anheuser-Busch, the nation’s largest brewer, was investigated by the Justice
Department after the company launched a new channel strategy called “100% Share of
Mind.” This program is essentially an exclusive dealing policy because it seeks to get
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beer distributors to carry Anheuser products only. Products from other brewers, espe-
cially the small microbrewers and smaller national brands, cannot gain access to or are
being forced off the shelves of the nation’s 2,700 wholesale beer distributors. The Federal
Trade Commission and the Justice Department also recently began investigating Apple
to determine if an exclusive dealing policy employed by the company, involving applica-
tions developers for its iPhones, iPod Touches and iPads, would undermine competition.
The concern is with Apple’s stipulation that requires developers of applications for these
mobile devices to use only Apple software tools to build their applications. Because
Apple is such a dominant manufacturer, especially in the smartphone market where it
has sold more than 100 million units, its exclusive dealing stipulation that allows appli-
cation developers to use only Apple software may substantially lessen competition. By
preventing other software tools from gaining access to tens of millions of Apple mobile
devices, Apple ensures that only its own software will be used, even if competitors’ soft-
ware products are better and cost less.”®

The substantiality test has usually been based on three conditions: (1) whether the
exclusive arrangement excludes competitive products from a substantial share of the
market (Justice Department guidelines stipulate that if a manufacturer has less than a
10 percent market share it will not bother pursuing the case); (2) whether the dollar
amount involved is substantial and (3) whether the dispute is between large suppliers
and a smaller distributor or dealer where the supplier’s disparate economic power can
be inherently coercive.”” If any or all of these conditions exist, the exclusive dealing
arrangement may be open to attack as anticompetitive under both the Sherman Act
and the Federal Trade Commission Act.”®

Full-Line Forcing 1f a supplier requires channel members to carry a broad group of
products (full line) in order to sell any particular products in the supplier’s line this prac-
tice is often referred to as full-line-forcing. Full-line forcing is used to varying degrees in
a wide range of industries. It represents, up to a point, a legitimate effort by the manu-
facturer to see that a broad range of its products is carried by channel members to dis-
courage “cherry picking” of only the hottest items in the manufacturer’s product line.
The antitrust issue emerges when full-line forcing occurs to such an extent that it pre-
vents other suppliers from selling competitive lines through channel members who are
“loaded up” with the products of the supplier engaging in full-line forcing.

An example of full-line forcing that did step over the legal boundary involved Levi
Strauss & Company. The Federal Trade Commission issued an injunction to cease and
desist from the practice that Levi Strauss was using to force department and specialty
stores to buy a broad range of apparel in order to obtain the hot-selling Levi’s jeans.
Much of this other apparel was not desirable merchandise that the retailers would have
stocked of their own volition. Some of goods, for instance, consisted of clothing that had
gone out of style. But the retailers were, in effect, forced to buy these products if they
wanted access to the jeans, which constituted a very important merchandise category.
The forced stocking of this other merchandise resulting from Levi’s full-line forcing pol-
icy meant that the retailers had less capacity to stock apparel from other manufacturers.
The effect was to lessen the competition to Levi Strauss from competing manufacturers
by limiting available retailer shelf space. This, in turn, reduced consumer choice in the
marketplace.

Price Discrimination Price discrimination, which is covered specifically under the
Robinson-Patman Act, refers to the practice whereby a supplier, either directly or indi-
rectly, sells at different prices to the same class of channel members to the extent that
such price differentials tend to lessen competition. For example, small independent
book retailers represented by their trade association, the American Booksellers

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 3: The Environment of Marketing Channels 99

Association, filed an antitrust lawsuit against major book publishers. The retailers allege
that these publishers regularly favor giant chain stores with secret discounts and promo-
tional deals that are not made available to smaller bookstores.

Discriminatory price differentials can take a variety of forms, some of which can be
quite subtle. The classic case of the Simplicity Pattern Company illustrates just how sub-
tle such price discrimination can be. The Federal Trade Commission charged the Sim-
plicity Pattern Company with violating section 2e of the Robinson-Patman Act. The
FTC argued that Simplicity, a manufacturer of sewing patterns, had practiced discrimi-
nation in offering promotional services to retailers. Specifically, Simplicity offered a large
chain of retail variety stores free catalogs and display cases but did not offer them to
small, independent fabric stores. The FTC found Simplicity guilty of violating section
2e of the Robinson-Patman Act. Simplicity appealed to the circuit court, which reversed
the FTC’s decision. On appeal by the FTC, the Supreme Court upheld the original FTC
decision. In finding for the FTC, the court argued that since the variety stores and inde-
pendent fabric stores were in competition, the granting of free catalogs and display cases
was a discriminatory promotional allowance favoring the variety stores, resulting in a
competitive disadvantage to the independents. Simplicity argued their motives for selling
patterns were different. In the case of variety stores, the patterns were sold on a volume
basis as an important merchandise item on which the stores intended to make a profit.
For the fabric stores, however, patterns were sold on a limited basis as an accommoda-
tion to customers and thus were not a significant merchandise category on which the
stores intended to make a profit. Simplicity argued that if the stores were not actually
in competition, then the actions of Simplicity with respect to promotional allowances
could not be viewed as impeding competition because such competition had never
existed.

This case actually hinged on the competitive structure issue of whether the two types
of stores were actually in competition with each other in the sale of sewing patterns. Sub-
sequent observers of this case believe that if Simplicity had presented a better documen-
ted case for its argument of no competition between the variety and fabric stores, it may
have won the case.

It is, of course, debatable as to whether the outcome would have been different if
the competitive structure issue had simply been better articulated. But the case does
bring up the kinds of subtle issues and interpretive difficulties that often emerge
when dealing with the issues of price discrimination in channels of distribution as
governed by the Robinson-Patman Act. It is no wonder that confusion and inconsis-
tencies have been common in court interpretations involving the Robinson-Patman
Act throughout its history. Consequently, accurate generalizations about whether spe-
cific channel pricing policies and practices constitute price discrimination are difficult
to make.”” A study by Norton Marks and Neely Inlow, however, found that the courts
have focused mainly on more flagrant violations involving price discrimination.®’
Moreover, large firms (sales exceeding $1 billion) constituted almost 40 percent of
the defendants, who came most frequently from the food, tobacco, oil, gas and petro-
chemical industries.

Price Maintenance A supplier’s attempt to control the prices charged by its channel
members for the supplier’s products is typically referred as price maintenance or fair
trade. The supplier, in effect, dictates the prices charged by channel members to their
customers. Thus, prices at which products are sold by channel members are not based
on the discretion of the channel members in response to market forces, but rather on
the requirements of the supplier. Such price maintenance arrangements can help manu-
facturers gain greater control over the distribution of their products.”'
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Strangely enough, this type of anticompetitive price fixing, which is really what such
practices amount to, was exempted from federal antitrust legislation through passage of the
Miller-Tydings Act in 1937 and the McGuire Act in 1952. These acts exempted retail price
fixing by manufacturers in states that permitted vertical pricing arrangements between
manufacturers and retailers. Such vertical price fixing agreements were typically referred
to euphemistically as fair trade laws. Most states enacted various forms of these laws.

With the passage of the Consumer Goods Pricing Act in 1975, which repealed the
Miller-Tydings and McGuire acts, the legal basis for exempting state fair trade laws
from federal antitrust legislation no longer existed. Consequently, most state fair trade
laws were no longer legal.

Although the demise of fair trade laws removed the legal underpinnings for the prac-
tice of price maintenance in the marketing channel, the practice has by no means disap-
peared. Many manufacturers still try to influence the prices charged by their channel
members. They do so for a variety of reasons, such as to protect the image of their pro-
ducts, reduce the likelihood of price wars and provide channel members with sufficient
profit margins to enable them to offer adequate pre- and post-sale service. Channel
members who provide little service themselves and sell at low prices by feeding off the
service provided by full-service channel members could be dropped as so-called free
riders, as sometimes occurs when full-service channel members complain about the
adverse effects of the low-price free riders on their businesses.®”

Until recently, a manufacturer’s dropping of price-cutting channel members was often
viewed by the courts as being anticompetitive and as such in violation of the antitrust
laws. But the precedent established by a recent Supreme Court decision may have swung
the pendulum back in favor of allowing manufacturers to enforce price maintenance
agreements with retailers.” In June of 2007, the Supreme Court issued a ruling involving
Leegin Creative Leather Products Inc., a manufacturer of women’s purses and accesso-
ries, and Kay’s Kloset, a Dallas retailer, that could give manufacturers greater leeway in
enforcing price maintenance policies whereby manufacturers stipulate to retailers the
minimum price at which their products can be soldat retail. The court’s ruling allows
for such minimum pricing agreements to be examined on a case by case basis to deter-
mine if they are anticompetitive. In the case, Kay’s Kloset filed a lawsuit against Leegin
Creative Leather alleging that it was cut off from receiving Leegin products because it
discounted its retail prices below the minimum price set by Leegin. The Supreme Court’s
5-4 decision, written by Justice Anthony Kennedy, stated that minimum-pricing agree-
ments between manufacturers and retailers are not necessarily anticompetitive and could
actually benefit customers under certain circumstances. Justice Kennedy argued, for exam-
ple, that such agreements could foster competition by providing retailers with enough
profit to promote a brand or offer better service. Based on the precedent established by
this Supreme Court decision, it would appear that any given manufacturer now has more
freedom to set and enforce minimum pricing agreements with retailers as long as it can
show that its particular price maintenance agreement with retailers is not anticompetitive.

Refusal to Deal 1In general, suppliers may select whomever they want as channel
members and refuse to deal with whomever they want. This right is based on the prece-
dent established in a classic Supreme Court Case of 1919 (United States v. Colgate and
Company) and is often referred to as the “Colgate doctrine.” The court argued as follows:

The Sherman Act does not restrict the long recognized right of a trader or manufac-
turer engaged in an entirely private business, freely to exercise his own independent dis-
cretion as to the parties with whom he will deal. And, of course, he may announce in
advance the circumstances under which he will refuse to deal.
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Thus, there are no legal barriers to sellers using their own criteria and judgment in
the selection of channel members and announcing in advance the conditions under
which they will refuse to deal.

In the case of existing channel members, however, there are legal restrictions on the
seller’s use of refusal to deal. Specifically, this practice cannot be used coercively to cut
oftf channel members who will not conform to policies stipulated by the seller that may
be illegal or in restraint of trade. Such would be the case, for example, if a manufacturer
dropped a channel member who refused to abide by a set of specific prices or price
ranges that were dictated by the manufacturer. Thus, even in light of the precedent es-
tablished in the Business Electronics v. Sharp Electronics case, which allows suppliers
much greater leeway in the use of price maintenance policies, the Sherman Act could still
limit the manufacturer’s freedom to drop a price-cutting channel member.

Resale Restrictions When a manufacturer attempts to stipulate to whom channel
members may resell the manufacturer’s products and in what specific geographical mar-
ket areas they may be sold he/she is engaging in the practice of resale restrictions.

Such restrictions can be very advantageous to both the manufacturer and the channel
members. From the manufacturer’s standpoint, the capacity to stipulate to whom pro-
ducts may be resold enables the manufacturer to retain and reserve certain accounts as
house accounts (customers to whom the manufacturer sells directly) by prohibiting
channel members from selling to those customers. Moreover, it enables the manufacturer
to control the kinds of outlets from which final customers will buy. If, for example, a
manufacturer that uses wholesalers wants only high-service retailers to sell its products,
the manufacturer could specify the types of retailers to whom the wholesalers are permit-
ted to sell. For example, Omega SA, a unit of Swatch Group Ltd. of Switzerland, was very
upset when European distributors to whom it had sold its prestigious Omega watches
resold them to an American distributor, who in turn sold them to the giant discount
warehouse retailer Costco. Swatch believed that having Omega watches sold in Costco
would undermine the high quality brand image of Omega watches, especially given that
Costco heavily discounted watches to sell for $1,299 instead of Omega’s suggested retail
price of $1,999.* Further, by delineating the particular territories in which channel
members are allowed to resell the manufacturer’s products, the manufacturer can
maintain a high degree of control over the distribution of products. From the channel
members’ standpoint, the territorial restrictions minimize intrabrand competition
(competition between distributors selling the same branded product of a particular
manufacturer) because each channel member is in effect given a “protected” geographical
market area in which to sell the manufacturer’s products. Other channel members selling
the same products are then prohibited from selling in a geographical market area other
than their own.

In deciding whether such restrictions constituted an illegal restraint of trade, the
courts had used the so-called rule of reason. Under this rule, the courts weighed the in-
tentions of the supplier and the effects of the supplier’s resale restrictions on the market.
If the restrictions were not intended and did not appear to result in a restraint of trade,
they were generally allowed to stand.

In 1967, however, the landmark Supreme Court case of United States v. Arnold
Schwinn and Company radically changed this rule of reason approach.®® The Supreme
Court ruled that under the Sherman Act, resale restrictions imposed by suppliers on
their channel members are illegal per se. The court argued as follows:

Under the Sherman Act, it is unreasonable ... for a manufacturer to seek to restrict and
confine areas or persons within which an article may be traded after the manufacturer
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has parted with dominion over it.... Once the manufacturer has parted with title and
risk, he has parted with dominion over the product, and his effort thereafter to restrict
territory or persons to whom the product may be transferred, whether by explicit agree-
ment or by silent confirmation or understanding with the vendee, is per se a violation
of Section I of the Sherman Act.

The effect of this ruling was to severely limit the legality of resale restrictions. Restric-
tive distribution policies, which had been practiced routinely by many firms for years,
were now open to attack as violations of the Sherman Act. Yet some ten years earlier,
in 1977, another landmark Supreme Court Case (Continental TV Inc. et al. v. GTE Syl-
vania Inc.) overturned the Schwinn case “per se” doctrine and essentially restored the
rule of reason doctrine to govern the use of resale restrictions. The court ruled that resale
restrictions are not necessarily anticompetitive if competition is viewed in a broader per-
spective. The court argued that resale restrictions can have “redeeming virtues” by pro-
moting interbrand competition (competition between distributors in the sale of branded
products of competing manufacturers), including fostering new companies and new pro-
ducts. Further, by inducing competent and aggressive retailers to undertake new efforts
and offer special services and promotions, marketing efficiency can be improved and
smaller firms can be aided in competing with larger ones. In sum, the court’s position
was that while resale restrictions might limit intrabrand competition, they could foster
interbrand competition.

Even with the ruling in GTE Sylvania, however, the legality of resale restrictions is still
up in the air. The court left the door open for antitrust action against resale restrictions
if such resale restrictions have a “demonstrable economic effect.”*®

Tying Agreements Agreements whereby a supplier sells a product to a channel
member on condition that the channel member also purchase another product as well,
or at least agrees not to purchase that product from any other supplier, are known as
tying agreements. Full-line forcing, discussed earlier, is a special case of tying
agreements.

Tying agreements put the supplier in a very advantageous position with respect to the
channel members with whom the arrangement has been made. The supplier has a great
deal of pricing leverage over the channel member since the channel member must accept
tied products in order to obtain other products. In addition, the channel member is not
free to purchase the tied products on the open market. In effect, the supplier is in a posi-
tion to dictate the terms of sale. By far the most high-profile case of a tying arrangement
that broke antitrust legislation involved Microsoft’s Internet browser software. Microsoft
tied or “comingled” its Internet Explorer browser software into its Windows operating
system. So, computer manufacturers such as Compaq, Dell, Hewlett-Packard and IBM
and virtually all other personal computer makers that used the Windows operating system
(with the exception of Apple Macintosh) would have to take Microsoft’s Internet Ex-
plorer. Because Microsoft’s Windows operating system was used to run 95 percent of the
world’s PCs, it clearly had a monopoly in operating systems. By inextricably tying its In-
ternet Explorer browser as a part of Windows, Microsoft had an unfair advantage over
competitive browsers such as Netscape Communicator, which many experts argued was
the originator of the point-and-click interface that made surfing the Internet so practical.
Netscape argued in a lawsuit against Microsoft (which was later joined by the Federal
Trade Commission and the Justice Department), that Microsoft’s tie-in of Internet Ex-
plorer to Windows severely limited Netscape’s ability to include its browser in PC operat-
ing systems. Indeed, Netscape argued and the Justice Department concurred that
Microsoft did everything in its power to limit competition from Netscape, such as making
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it difficult to access Netscape via the Windows operating system even when the PC man-
ufacturers included Netscape in the software bundle built into the PC.

After going through the courts for over three years, the Justice Department found that
Microsoft was operating as a monopolist by tying its Internet Explorer browser so closely
to Windows and was therefore in violation of antitrust laws.”’

Vertical Integration Firms that own and operates organizations at other levels of the
distribution channel (for example, a manufacturer owning and operating its own whole-
saling facilities and retail stores) are engaged in vertical integration. Vertical integration
is practiced by a number of manufacturers in a variety of industries, such as Goodyear
and Firestone in tires and Sherwin-Williams in paints.

Vertical integration can occur as a result of growth and evolution of the firm, whereby
the firm decides to expand its organization to include wholesale and retail facilities. The
reasons for doing so are often based on the firm’s desire to gain scale economies and a
high degree of control, which it believes vertical integration can offer. For example, Walt
Disney Company bought Capital Cities/ABC Inc. in order to ensure a secure distribution
system for the shows it produced.

However, vertical integration can also occurthrough acquisitions of and mergers with
other firms at different levels of the channel. A manufacturer, for example, may acquire
or merge with a wholesale or retailing organization.

Under the Celler-Kefauver amendment to the Sherman Act, such vertical integration by
acquisition and merger is subject to antitrust action if the acquisitions or mergers tend to
substantially lessen competition or foster monopoly. This can happen when the vertical
integration occurs in a highly concentrated industry, thus eliminating an important source
of supply to independent firms or significantly reducing the opportunity for competitive
firms to reach the market. For example, a merger between Brown Shoe Company, a major
shoe manufacturer, and Kinney Shoe Corporation, a former independent chain of retail
shoe stores in the United States, was ruled illegal by the Supreme Court because the merger
might have prevented other shoe manufacturers from selling through Kinney.®®

Summary

Marketing channels develop and operate in a complex The economic environment is probably the most
environment that is continually changing. Channel  obvious and pervasive category of environmental vari-
managers must therefore be sensitive to the environmen- ~ ables affecting all members and participants in the

tal changes in order to plan effective marketing channel ~ channel. Especially important are the effects of reces-
strategies for adapting to these changes successfully. To ~ sion, inflation and possible deflation; but even so-called
do so, they must have an understanding of the environ- ~ normal economic conditions can create problems. The
ment and how it can influence channel management. fundamental challenge confronting channel managers

While there are many ways to categorize the myriad ~ in the face of these economic developments is to help
of environmental variables, the following five-category =~ channel members weather difficult economic condi-

taxonomy was used in this chapter: (1) economic envi-  tions. Advance planning to develop channel strategies

ronment; (2) competitive environment; (3) sociocul-  for dealing with economic changes is the basis for suc-

tural environment; (4) technological environment and ~ cessfully meeting this challenge.

(5) legal environment. The competitive environment must include global as
When dealing with any or all of these environmental ~ well as domestic competition. Moreover, four major

categories, channel managers need to consider the ef-  types of competition need to be addressed: (1) horizon-

fects of environmental variables not only on their own  tal competition, where similar firms at the same level of
firms and on their firms’ target markets, but also on all ~ the channel compete with each other; (2) intertype
the channel members and participants. competition, where different types of firms at the

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



104 Part 1: Marketing Channel Systems

same level of the channel compete; (3) vertical compe-
tition, where firms at different levels in the same chan-
nel compete with one another and (4) channel system
competition, where entire channels compete with each
other. Channel managers must watch all of these types
of competition in order to determine how the compet-
itive structure in which their channels operate is chang-
ing and what implications these changes may have for
channel management strategy.

The sociocultural environment has an impact on
marketing channels because the structure of marketing
channels reflects the sociocultural environment in
which they exist. So, channel managers must carefully
observe changing sociocultural patterns in order to dis-
cern what implications these pattern changes will have
for marketing channel strategy. Because of their pro-
found influence in recent years, certain developments
should be especially noted. These include: globaliza-
tion, consumer mobility and connectedness, social net-
working and the Green movement.

The technological environment must be monitored
carefully to evaluate the effects of technological changes

Review Questions

1. How does the impact of the environment on
channel strategy differ from other major strategy
areas of the marketing mix?

2. In dealing with the effects of environment on
channel strategy, the channel manager has a lot
more to think about. Discuss this statement.

3. Discuss the fundamental channel management
issues associated with recessionary, inflationary
and deflationary periods in the economy.

4. Why might even “normal” economic conditions
pose channel management problems?

5. Explain the four types of competition discussed
in the chapter. Why is it important to recognize
these different forms of competition?

6. Marketing channels reflect the sociocultural en-
vironments within which they exist. Explain this
statement.

7. Discuss several major sociocultural forces that
have emerged in recent years and how they have
already affected marketing channel strategy and
management and how they might do so in the
future.

8. Technological changes, though continual, do not
occur evenly or predictably over time. Discuss
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on marketing channels. Developments such as the In-
ternet, computerized inventory management with
handheld computers, EDI, the digital revolution,
smartphones, RFID and cloud computing should be
followed closely.

Finally, channel managers cannot ignore the legal
environment, with its complex laws and continually
changing precedents. While channel managers cannot
be expected to be experts in the technicalities and
nuances involved in the complex and changing legal
environment affecting channel management, general
knowledge and awareness of some of the basic laws
and legal issues are needed. In particular, channel man-
agers should be familiar with the basic provisions of the
Sherman Act, Clayton Act, Federal Trade Commission
Act, Robinson-Patman Act and the Celler-Kefauver
Act. They should also understand how they affect
such legal issues as: (1) dual distribution; (2) exclusive
dealing; (3) full-line forcing; (4) price discrimination;
(5) price maintenance; (6) refusal to deal; (7) resale
restrictions; (8) tying agreements and (9) vertical inte-
gration through acquisitions and mergers.

the implications of this statement for channel
management strategy.

9. Discuss the channel management implications of
such technological developments as electronic
scanners, high-tech point-of-sale displays, com-
puterized inventory management systems, EDI,
the digital revolution, smartphones, RFID and
cloud computing.

10. What is the underlying philosophy of the Sher-
man Act with respect to the role of competition
versus monopoly in promoting public welfare?
Discuss.

11. Discuss the basic provisions of the (1) Sherman
Antitrust Act; (2) Clayton Act; (3) Federal Trade
Commission Act; (4) Robinson-Patman Act and
(5) Celler-Kefauver Act.

12. Exclusive dealing, full-line forcing and tying
agreements all have something in common.
What is it? Discuss the antitrust implications of
this common element.

13. Price maintenance, refusal to deal and resale re-
strictions all represent attempts by the supplier to
exercise control over its channel members. What
are the legal limits on the degree of control the



14.

supplier can exercise through these three
approaches?

Discuss the basic legal implications associated
with the policies of dual distribution, price

Channel Issues for Discussion

1.

James Johnson, vice president of marketing for a
major manufacturer of fiberglass home insulation
aimed at the DIY market, was elated after reading
an article in The Wall Street Journal about the
recent steep rise in energy prices. “This will be
great for us. Our sales could double next season,”
he exclaimed to his general sales manager, Bill
Allan, who had just walked into the office. “Tell
your district sales managers to instruct their field
salespeople to push home center retailers to
double their inventory and floor space for home
insulation,” continued Johnson. Bill Allan duti-
fully responded, “T’ll do it right away, but the last
thing home centers are going to want is to stock
up heavily on inventory when this energy price
spiral might cause a recession.”

Comment on this situation in terms of the
different perspectives of the manufacturer and
the retailers about this environmental
development.

Almost 80 percent of chief financial officers at
the 100 largest retailers say that too much in-
ventory is the greatest risk factor to the viability
of their businesses during recessionary periods.
High inventories lead to heavy discounting when
consumer demand is lacking. This, in turn, un-
dermines gross margins. When demand is very
weak, gross margins can disappear completely as
retailers may be forced to liquidate slow moving
merchandise at prices below their wholesale cost.
Paradoxically, retailers also worry about having
too little inventory to meet consumer demand
and thus losing sales when consumers cannot
find the products they are looking for on retai-
lers’ shelves. Hence, retailers attempting to
manage their inventories during a recession often
feel that when it comes to stocking their shelves,
they are damned if they do and damned if they
don’t.

How might retailers deal with this inventory
dilemma more effectively during recessionary
periods? What might suppliers do to help retail-
ers address this problem?
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discrimination and vertical integration through
acquisitions and mergers.

Home Depot, Toys “R” Us, Staples, Best Buy and
many other giant retailers (often referred to as
“category killers” or “big box” retailers because of
their dominance in particular merchandise cate-
gories and the sheer physical size of the stores)
are fierce competitors and are frequently accused
of driving small retailers out of business. Obser-
vers who have witnessed this competitive struggle
take place over the past decade say the reason
that small retailers go out of business is that they
“can’t compete” with these giants. The verdict in
most cases has been “no contest” between the
retail giants and the little guys because the little
guy so seldom wins or even gets to stay in
business.

From a competitive standpoint, is such an
outcome inevitable? Discuss. Is it really the “big
guys” driving the “little guys” out of business or
is there something more fundamental at work
here?

When Circuit City, the world’s second largest
consumer electronics retailer went out of busi-
ness in January of 2009, pundits thought most of
Circuit City’s business would be picked up by the
largest consumer electronics retailer, Best Buy, as
well as Walmart, which also sells a great deal of
consumer electronics products. But the competi-
tive landscape created by Circuit City’s demise
did not conform neatly to predictions. An
Indianapolis-based regional chain of consumer
electronics stores by the name of hhgregg decided
to take a stab at competing with the giants on a
national level. Hhgregg planned to open fifty
stores in the very same markets Circuit City had
operated in and, in some cases, even in former
Circuit City stores. Hhgregg believes it can
compete even with the huge Best Buy and Wal-
mart by emphasizing high-end products and
superior customer service provided by a highly
trained sales force which is paid primarily on
commission. Hhgregg believes that its more
knowledgeable sales force, which receives almost
300 hours of training in its first year, covering
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over 500 different products sold in stores, will
give it an edge in building a loyal customer base
that its competitors will not be able to match.
Do you think hhgregg can compete with

Best Buy and Walmart successfully as a relatively
small consumer electronics retailer by offering a
customer experience that is not available from
the giants? Why or why not?

By 2009, social media services, such as Facebook
and Twitter, had become a popular marketing
tool for small businesses. In fact, almost 25 per-
cent of firms with fewer than 100 employees were
using social media for marketing purposes. This
was more than double the percentage of the prior
year. Many of these firms cite the ease of use and
low cost of these social media as the main reason
for using them for reaching out to and commu-
nicating with potential and existing customers.

How can the ability to communicate with
customers via social media enhance channel
management? Discuss.

Channels of distribution for books have gone
through a metamorphosis in recent years with
the emergence of e-books, such as Amazon’s
Kindle, Barnes & Noble’s Nook, or Apple’s iPad.
Indeed, by mid-2010, Amazon.com reported that
sales of books through its Kindle outnumbered
its sales of hardcover books by a ratio of 180
e-books for every 100 hardcover books sold. Only
paperback books still sold more units than
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CHAPTER 4

Behavioral Processes in
Marketing Channels

LEARNING OBJECTIVES

After reading this chapter, you should:

1. Realize that the marketing channel can be viewed as a social system as well as an economic system.

2. Understand that behavioral processes such as conflict, power, role, and communication are inherent
behavioral dimensions in marketing channels.
3. Be aware of how conflict emerges in marketing channels.

4. Know the major causes of channel conflict.

Be familiar with the effects of channel conflict.

v

6. Recognize the major issues involved in managing channel conflict.

7. Be familiar with the concept of power as it applies to the marketing channel.
8. Be aware of the basic research findings concerning the use of power.

9. Bealert to the concept and use of roles in marketing channels.

10. Have an appreciation for how behavioral processes can distort the flow of communications in

marketing channels.

PRNewsFoto/Burger King Corporation
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FOCUS ON CHANNELS

Burger King’s One Dollar Whopper Junior Has Created
a Grown-Up Power Struggle in the Marketing Channel

Burger King’s franchisees want to have it their
way when it comes to pricing the products they
sell in their stores. To make their point about
having this pricing power, the franchisees’ na-
tional association representing a group of un-
happy Burger King franchisees has filed a
lawsuit in federal court claiming that the franchi-
sor, Burger King, is dictating the maximum
prices at which the franchisees can sell certain
items on their menu. Of particular concern is
the WHOPPER JR., which Burger King wants the
franchisees to sell for $1 as part of its “Value
Menu” of one-dollar items to satisfy a growing
value-conscious consumer segment and to com-
pete with McDonald’s and Wendy’s one-dollar of-
ferings. Well, a number of the franchisees say
that they are losing money when they sell the
WHOPPER JR. for just $1 and resent being forced
into this money-losing pricing strategy. But

Burger King argues that it needs to have the
power to control prices, especially when such
pricing power is necessary to respond to strate-
gic competitive challenges by rival fast-food
chains. Indeed, the future competitiveness and
viability of the entire Burger King franchise sys-
tem could be at stake. But the franchisees in-
volved in the lawsuit don’t buy this argument.
They believe that the power to set their own
prices in what they perceive to be their own
best interests is a crucial part of maintaining their
status as independent businesses.

So, it looks like the pricing battle over the
WHOPPER JR. has created a whopper of a con-
flict in the channel between franchisor and fran-
chisee that only the courts will be able to settle.
Source: Based on: Richard Gibson, “Burger King Fran-

chisees Can't Have It Their Way,” Wall Street Journal
(January 21, 2010): B1, B5.
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In Chapter 1 we defined the marketing channel from a managerial perspective and
discussed channel structure in terms of the allocation of distribution tasks within
the channel in accordance with the economic principles of specialization and
division of labor as well as contactual efficiency. Chapters 2 and 3 discussed some
of the background knowledge needed by the channel manager. Such fundamentals
as the economic basis for the emergence of various channel participants, the
characteristics of the participants, and the environmental constraints within which
channel participants operate, were discussed.

In this chapter we turn to another kind of knowledge needed by the channel
manager—a knowledge of the behavioral dimensions of the channel. An
understanding of the behavioral dimensions of marketing channels is necessary
because the marketing channel is not simply a rationally-ordered economic
system devoid of social interactions and processes.' On the contrary, the
marketing channel is very much a social system subject to the same behavioral
processes characteristic of all social systems.” Consequently, understanding the
behavioral processes occurring in marketing channels and having the ability to
apply this knowledge in the development and management of the marketing
channel, are important parts of the channel manager’s job.’

The Marketing Channel as a Social System

A social system can be defined as:

... the system generated by any process of interaction on the sociocultural level, between
two or more actors. The actor is either a concrete human individual (a person) or a
collectivity.*

When these individuals or collectivities (firms or agencies) interact as members of the
marketing channel, an interorganizational social system exists. The channel may no
longer be viewed simply as an economic system affected solely by economic variables.
Rather, the fundamental behavioral dimensions present in all social systems—such as
conflict, power, role, and communications processes—come into play.’

In this chapter we discuss the behavioral processes of conflict, power,® role, and com-
munication in a marketing channel’s context. The emphasis will be on showing how
these behavioral processes operate in the channel and on their importance to the channel
manager in the development and management of the channel.

Conflict in the Marketing Channel

Much of the discussion throughout this text is based on an underlying assumption of
trust, commitment, and cooperation among channel members, with an emphasis on
building viable relationships to achieve distribution objectives. Indeed, channel strategy
and management could not possibly be implemented effectively unless channel members
trust each other, are able and willing to make a commitment to the channel relationship
in terms of human and capital resources, and are willing to cooperate with each other.”
But given that the marketing channel is a social system, there is no escaping the funda-
mental behavioral dimension inherent in all social systems—conflict. While there are
many definitions of conflict, in the context of the marketing channel, conflict exists
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when a member of the marketing channel perceives that another member’s actions
impede the attainment of his or her goals. As Stern and Gorman state,

In any social system, when a component perceives the behavior of another component
to be impeding the attainment of its goals or the effective performance of its instrumen-
tal behavior patterns, an atmosphere of frustration prevails. A state of conflict may,
therefore, exist when two or more components of any given system of action, e.g, a
channel of distribution, become objects of each other’s frustration.®

As an example of the emergence of conflict in marketing channels, consider the market-
ing channels for automobiles. The Big Three domestic auto manufacturers—GM, Ford,
and Chrysler—are linked with independent dealers to form the marketing channels
(and therefore social systems) for the distribution of U.S. automobiles. All three manu-
facturers record revenues and profits upon delivery of cars to the dealers. Hence, large
inventories on dealer lots show up as favorable revenue, and profit results for manufac-
turers, so they relentlessly push dealers to order cars. But from the dealers’ perspective,
these large inventories are highly burdensome to finance when retail sales slow down.
Such discrepancies between what is good for the manufacturers and what is good for
the dealers have led to substantial conflict between the parties. The auto dealers perceive
the manufacturers’ behavior to be impeding their opportunity to control expenses, while
the manufacturers view the dealers’ resistance to carrying more cars as inhibiting their
quest for sales and profit growth. Thus, manufacturers and auto dealers can become
objects of each other’s frustrations, especially during periods of slow retail auto sales.”

Conflict versus Competition

Conflict in the marketing channel should not be confused with competition, which also
occurs in the channel.'® Competition is behavior that is object-centered, indirect, and
impersonal. Conflict, on the other hand, as shown in the preceding discussion is direct,
personal, and opponent-centered behavior. Thus, in a conflict situation it is not the
forces of the impersonal market that firms attempt to overcome, but other firms in
the system with whom they are in conflict. Schmidt and Kochan make this distinction:

In the process of both competition and conflict the goals (of the various units) are
perceived to be incompatible, and the units are striving respectively to attain these goals.
In this context, competition occurs where, given incompatible goals, there is no interfer-
ence with one another’s attainment. The essential difference between competition and
conflict is in the realm of interference or blocking activities."

Hlustrations of the distinction between competition and conflict can be seen in food
marketing. One form of competition between supermarket retailers and manufacturers is
the so-called battle of private versus national brands. To call this a battle, struggle, or con-
flict is, in a stricter sense, a misnomer because what is actually taking place is competition.
The attempts by manufacturers and supermarket retailers to gain wider acceptance of their
respective brands is usually impersonal and market-centered. In other words, the parties
are not engaged in direct blocking activities aimed at impeding each other’s goals of in-
creased consumer acceptance of their brands. Rather, for the most part, the parties compete
in the consumer market. The level of consumer acceptance for the manufacturer’s versus
the retailer’s brands thus becomes a function of consumer preference.

On the other hand, some of the behavior of manufacturers and supermarkets relating
to grocery coupons belongs very much in the realm of conflict. The situation, which has
led to conflict between manufacturers and supermarkets, is the practice of supermarkets’
encouraging misredemption by consumers. In one extreme case, several food chains were
involved in a “coupon war.” Some of the stores were accepting any number of coupons
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regardless of what products were purchased. Some people cashed in coupons worth sev-
eral hundred dollars. The manufacturers viewed this behavior by the supermarkets as an
attempt to make a mockery of their intended objectives in the use of coupons. Conse-
quently, heated conflicts resulted between the manufacturers and supermarkets over
how many coupons the manufacturers would redeem."?

Causes of Channel Conflict

Although research suggests that the causes of channel conflict are quite diverse, in
essence most can be placed into one or more of the following seven categories of under-
lying causes of channel conflict: role incongruities, resource scarcities, perceptual differ-
ences, expectational differences, decision domain disagreements, goal incompatibilities,
and communication difficulties.

Role Incongruities A role is a set of prescriptions that define what the behavior of po-
sition members (such as a member of a marketing channel) should be. Any given member
of the marketing channel has a series of roles that he or she is expected to fulfill. For ex-
ample, a franchisor is expected to provide extensive management assistance and promo-
tional support to franchisees. In return, franchisees are expected to operate in strict
accordance with the franchisor’s standard operating procedures. If either the franchisor
or franchisee deviates from the given role (for example, if the franchisee decides to institute
some of his or her own policies), a conflict situation may result. We will discuss the con-
cept of role as it applies to the marketing channel in greater depth later in this chapter.

Resource Scarcities Sometimes conflict stems from a disagreement between channel
members over the allocation of some valuable resources needed to achieve their respec-
tive goals. A common example of this is the allocation of retailers between a manufac-
turer and wholesalers. The retailers are viewed by both the manufacturer and the
wholesaler as valuable resources necessary to achieve their distribution objectives. Fre-
quently, the manufacturer will decide to keep some of the higher volume retailers as
house accounts (stores to which the manufacturer will sell directly). This leads to objec-
tions by the wholesaler over what is considered to be an unfavorable allocation of this
resource (the retailers). This kind of dispute often leads to conflict.

Another important example of resource scarcity as a cause of conflict involves site se-
lections in franchised channels. In this case, the resource is the market in which particu-
lar franchisees operate. In any given market, existing franchisees serving that market can
come into conflict with the franchisor if the franchisor establishes new franchisees in that
market that could take business away from the existing franchisees. Some franchisees
have gone so far as to initiate lawsuits to prevent franchisors from establishing new fran-
chises outlets in what they perceive to be “their” market."?

Perceptual Differences Perception refers to the way that an individual selects and in-
terprets environmental stimuli. The way such stimuli are perceived, however, is often quite
different from objective reality. In a marketing channel context, the various channel mem-
bers may perceive the same stimuli but attach quite different interpretations to them.'*
A common example of this in the marketing channel is in the use of point-of-purchase
(POP) displays. The manufacturer who provides these usually perceives POP as a valuable
promotional tool needed to move products off a retailer’s shelves.'> The retailer, on the
other hand, often perceives point-of-purchase material as useless junk that serves only to
take up valuable floor space. A manufacturer of hardwood floors, for example, produced
what it thought were beautiful four-color brochures illustrating the use of its floors in mag-
nificent homes. These were meant to be given to customers at the point of purchase as a
way of conveying the quality, beauty, and range of applications for the flooring. Several
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thousands of these brochures were sent to a major home center retailer along with a floor
display. But rather than put the brochures with the display, the retailer used them mainly
to crumple up as carton packing material for merchandise returns!

Expectational Differences Various channel members have expectations about the be-
havior of other channel members. In practice, these expectations are predictions or fore-
casts concerning the future behaviors of other channel members.'® Sometimes these
forecasts turn out to be inaccurate, but the channel member who makes the forecast will
take action based on the predicted outcomes. By doing so, a response behavior can be eli-
cited from another channel member, that might not have occurred in the absence of the
original action. In effect, a self-fulfilling prophecy is created. A case-in-point involved
Aamco, the nation’s largest transmission repair business. Extended warranties offered by
auto manufacturers were expected to significantly reduce future transmission repair busi-
ness for Aamco’s franchisees. This expectation of reduced business led many of these fran-
chisees to push for a reduction of franchise royalty fees from 9 percent to 5 percent and to
an expansion of their territories. A bitter conflict ensued, with the parent Aamco arguing
that it needed the higher royalty rates in order to advertise and promote more aggressively
in the face of the expected reduced prospects for future transmission repair business.

Decision Domain Disagreements Channel members explicitly or implicitly carve out
for themselves an area of decision-making that they feel is exclusively theirs. In contractual
channel systems, such as a franchise, these decision domains are quite explicit and are usu-
ally spelled out meticulously in the franchise contract. McDonald’s, for example, has a de-
tailed manual specifying the allocation of decision-making responsibilities between the
franchisor and the franchisee. But in the more traditional, loosely-aligned channels com-
prised of independent firms, the decision domains are sometimes “up for grabs.” Hence,
conflicts can arise over which member has the right to make what decisions.

A traditional and pervasive example of this has been in the area of pricing decisions.
Many retailers feel that pricing decisions are in their decision-making domain.'” Some of
the manufactures supplying these retailer, however, believe that they should have a say in
price-making decisions.

The contflict between Burger King and its franchisees over pricing of the WHOPPER JR.
discussed in the Focus item at the beginning of this chapter is a clear example of conflict
caused by a decision domain disagreement involving price: Burger King believes that the
decision to charge $1 for the WHOPPER JR. was in its decision domain while the franchi-
sees suing Burger King believe this pricing decision should be in their domain.'®

Goal Incompatibilities Each member of the marketing channel has his or her own
goals. When the goals of two or more of the members are incompatible—which happens
often—conflict can result. A case-in-point of conflict in the channel caused by goal incom-
patibility can be seen in a conflict that emerged between Redbox, a company that offers $
1-per-day DVD rentals through vending machines, and movie studios Universal and
Fox."” Redbox’s 18,000 DVD vending machines are located in major retailers such as Wal-
mart, Kroger, and many others. Redbox has grown spectacularly by making current DVDs
available to millions of consumers while they shop at the rock-bottom price of one dollar
for a day’s rental. Redbox’s main goal is to continue to grow its highly successful vending
machine-based DVD channel. To do so, Redbox needs to have plenty of current, low-
priced DVDs available to stock its vending machines. But Universal and Fox believe that
Redbox’s pricing strategy of $1 rentals will undermine their goal of selling more of their
DVDs at higher prices. Hence, both Universal and Fox have barred third-party distributors
from supplying Redbox with videos produced by Universal and Fox Studios as early as
other retailers get them. In response, Redbox launched a lawsuit against both Universal
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and Fox arguing that Universal and Fox Studios” action undermines Redbox’s goal of mak-
ing the widest possible selection of DVDs available to the largest number of consumers at
the lowest possible prices through its vast network of in-store vending machines.

Communication Difficulties Communication is the vehicle for all interactions among
the channel members, whether such interactions are cooperative or conflicting.** A foul-up
or breakdown in communications can quickly turn a cooperative relationship into a conflict-
ing one. Consider the case of AlphaGraphics, a franchiser of printing services with more than
250 franchised outlets in the United States and abroad. Many of the franchisees were
disgruntled due to what they felt was a lack of adequate support from the franchisor. The
franchisees would send their royalty payments to AlphaGraphics and then receive virtually
no information about how their money was being spent to help improve their businesses.
Some of the franchisees were so irate that they sued the franchisor. AlphaGraphics claimed
that it needed better information from the franchisees. For example, less than half of the
franchisees were sending in the monthly financial statements requested by AlphaGraphics.

To resolve the conflict, AlphaGraphics completely revised its franchise contract with
stipulations requiring much more openness about how the franchisor was spending the
royalties paid by the franchisees, but also requiring the franchisees to provide detailed
and timely financial data to AlphaGraphics.

Causes of Channel Conflict

The key question about the effects of conflict from the channel manager’s point of view
is how conflict affects channel efficiency. Does conflict reduce the efficiency with which
distribution objectives are achieved? Can it increase efficiency? Might it not have any ef-
fect at all?*' Before discussing these relationships we define more precisely what we
mean by channel efficiency. Channel efficiency is:

The degree to which the total investment in the various inputs necessary to achieve a
given distribution objective can be optimized in terms of outputs.”*

The greater the degree of optimization of inputs in carrying out a distribution objective, the
higher the efficiency, and vice versa. These inputs can include anything necessary to achieve
the distribution objective. For example, a manufacturer may set a distribution objective of
getting 80 percent of its wholesalers to carry a new product line. Suppose that in an attempt
to achieve this objective, the manufacturer encounters strong resistance from wholesalers,
most of whom feel that they are already carrying too much inventory from this manufac-
turer. The resulting conflict could cause the manufacturer to direct its sales force to spend
an extraordinary amount of time and effort to convince the reluctant wholesalers to carry
the new line. In this example, extra input (time and effort of salespeople) would be needed
to achieve the distribution objective, and this extra input could be measured in added costs.

Negative Effect—Reduced Efficiency Figure 4.1 illustrates the most commonly-held
belief about the effect of conflict on channel efficiency. It shows a negative relationship
indicating that, as the level of conflict increases, channel efficiency declines.

An example of this relationship can be seen in situations such as the following: A
large wholesaler (W) carries similar products from two manufacturers M; and M,. At
some point M; notices that the wholesaler has reduced purchases from him. M, is con-
cerned about the reduction and makes a decision to attempt to regain the previous vol-
ume level from this wholesaler. A distribution objective has now been set by M, to
regain the previous volume from W. The level of input that M; uses to achieve this ob-
jective will determine the level of channel efficiency achieved. Suppose M, after talking
to W, learns that the latter is doing quite well with the products from M, and feels that
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Source: Bert Rosenbloom, “Conflict and Channel Efficiency: Some Conceptual Models for the Decision
Maker,” Journal of Marketing 37 (July 1973): 28. Reprinted with permission from Journal of Marketing,
published by the American Marketing Association.

he cannot carry more products from M;. M; becomes angry and threatens W to cut off
other product lines that W still purchases and finds very profitable. Yet suppose, as a
reaction to the threats from M;, W simply further reduces purchases from M;. A conflict
situation has now been created whose level continues to increase with each subsequent
action of the two channel members. M, not only finds it necessary to devote more and
more sales effort to get W to give in, but also increases advertising expenditures to create
more consumer pull for added leverage on W to carry the new product line. It has now
become increasingly difficult for M, to move products through the channel. That is, M,
has to use higher levels of inputs (personal selling and advertising) to do so.

No Effect—Efficiency Remains Constant Another possible relationship between
conflict and channel efficiency is shown in Figure 4.2. In this relationship, the existence
of conflict has caused no change in channel efficiency. Hence, the effect of conflict on
input levels necessary to achieve distribution objectives is insignificant.

This type of relationship is thought to exist in channels that are characterized by a
high level of dependency and commitment among the channel members. In other words,
the parties to the conflict, consciously or unconsciously, are aware of the necessary na-
ture of their relationship to one another. They feel that their need for each other to
achieve their respective distribution objectives is so great that the conflict has no more
than a superficial effect on their efficiency in operating the channel to achieve these ob-
jectives. In effect, the channel members learn to live with the conflict so that even in the
face of hostilities and acrimony, channel efficiency is not affected.

Positive Effect—Efficiency Increased Figure 4.3 shows a third possible effect of
conflict on channel efficiency. Here conflict is shown to cause an increase in channel
efficiency. An example will help to illustrate this possibility. A wholesaler finds that a
manufacturer with whom a very profitable relationship had been enjoyed has decided
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FIGURE 4.2
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to bypass the wholesaler with certain products and sell these directly to the retailers.
The wholesaler at first reacts angrily toward the manufacturer’s behavior. The seeds of
conflict might develop further and ultimately lead to a conflict situation that could
negatively affect channel efficiency for one or both of the parties to the conflict (see
Figure 4.1). The conflict might, however, serve as an impetus for either or both of the
channel members to reappraise their respective policies. For example, the wholesaler
might overcome his or her anger and focus on his or her own performance and find it
lacking. The wholesaler might find that the previous level of selling effort on behalf of
some of the manufacturer’s products was not as high as it could have been. Thus, he or
she might view the manufacturer’s behavior as justified under the circumstances and
attempt to make some changes to do a more effective selling job.

The manufacturer might also reexamine the policies and find efforts in support of the
wholesaler to be lacking. The manufacturer may decide that more special efforts and in-
ducements are necessary to maintain the support of the wholesaler.

The result of this two-party reappraisal could be a reallocation of inputs based on the
comparative advantages of each channel member for performing the distribution tasks
necessary to achieve their respective distribution objectives. The reallocation of inputs
between the two channel members stemming from the reappraisal could represent a bet-
ter division of labor resulting in increased channel efficiency for one or possibly both
channel members.*®

Conflict and Channel Efficiency—General Curve By combining the three models,
a general curve showing the possible effects of conflict on channel efficiency results. This
is shown in Figure 4.4.

Channel
efficiency

Cy Co Conflict level

Source: Bert Rosenbloom, “Conflict and Channel Efficiency: Some Conceptual Models for the Decision
Maker,” Journal of Marketing 37 (July 1973): 29. Reprinted with permission from Journal of Marketing,
published by the American Marketing Association.
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In Figure 4.4 the level of conflict from 0 to C; suggests a tolerance range over which
the conflict has no effect on channel efficiency. Over the range C,C,, the effect of con-
flict is positive, while beyond C,, the effect is negative. The level C, in Figure 4.4
represents a threshold effect of conflict. Once the tolerance range is passed, the higher
the level of conflict between C,C,, the greater the level of channel efficiency. Beyond C,
(the threshold level), the greater the conflict level, the lower will be the level of channel
efficiency.

Managing Channel Conflict

Our discussion on conflict in the marketing channel points to the following four
generalizations:

1. Conlflict is an inherent behavioral dimension in the marketing channel.
2. Given the numerous causes from which conflict may stem, it is a pervasive
phenomenon in marketing channels.
. Conflict can affect channel efficiency.
4. Various levels of conflict may have both negative and positive effects on channel
efficiency, or possibly no effect.

w

The literature on the nature, causes, and effects of conflict in the marketing channel,
though by no means definitive, does make a case for the significance of conflict in the
channel. Although the channel manager does not have a set of precise principles or
guidelines to refer to while attempting to manage conflict in the marketing channel,
some approaches have been discussed in the literature. These will be discussed in terms
of helping the manager (1) detect conflict or potential conflict, (2) appraise the possible
effects of conflict, and (3) resolve channel conflict.

Detecting Channel Conflict 1In practice, conflict is usually spotted after it is well-
developed and obvious. This “after the fact” approach to the detection of channel conflict
is unsatisfactory because the potentially negative effects of the conflict may have gotten a
head start and may already be festering. So, it is better if the channel manager has some
kind of “early warning system.”

In what was perhaps the first study aimed at finding a method for early detection of
channel conflict, Foster and Shuptrine suggest that a channel member can help spot
potential conflict areas by surveying other channel members’ perceptions of his or her
performance.”* The research on which their suggestion is based measured retailers’
perceptions of wholesalers’ and manufacturers’ performances in five distribution-related
tasks. In order to be of real value, however, the study noted that these perceptual mea-
surements would have to be taken on a regular and continuing basis. Such regular sur-
veys of channel members to help spot potential conflict are just as relevant today as they
were when Foster and Shuptrine suggested this approach almost four decades ago. But
today, with the availability of the Internet and widespread use of email, such surveys
can be done much more quickly and easily electronically.

Surveys of channel members to identify areas of conflict can also be conducted by
independent research firms. Not only might the outside research firm or consultant
have greater expertise in designing and executing this type of study, but the indepen-
dence of the outside party helps to avoid bias.

Surveys of channel members’ perceptions of potential conflict areas can also be per-
formed by outside parties such as trade associations or trade magazine publishers. Indus-
trial Distribution magazine, for example, periodically conducts a comprehensive survey
of manufacturer versus wholesaler perceptions about a wide variety of issues. Table 4.1
provides an excerpt from one of these studies.
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TABLE 4.1 EXCERPT FROM INDUSTRIAL DISTRIBUTION MAGAZINE SURVEY
OF MANUFACTURER VERSUS DISTRIBUTOR PERCEPTIONS ABOUT
ADVANTAGES OF USING DISTRIBUTORS
PERCENTAGE OF RESPONDENTS PERCEIVING ADVANTAGE

DISTRIBUTORS: NUM-
MANUFACTURERS OF: BER OF SUPPLIERS

ADVANTAGES OF
SELLING THROUGH MANUFAC- DISTRI- COMMODI- NONCAPTIAL CAPITAL UP TO

DISTRIBUTORS TURERS BUTORS TIES GOODS EQUIPMENT 25 25-100 100+
Wider market coverage

and sales effort 72 66 72 69 68 65 66 69
Local, more frequent

contact 54 60 54 44 64 64 59 53
Local inventory/

distributor warehouses 57 68 60 57 62 59 66 88
Distributor assumes

credit risk 18 36 19 13 23 31 36 43
Distributor handles

billing/invoicing 14 28 16 7 17 29 21 40
Manufacturers can ship

in quantity 14 6 17 3 6 8 3 7
Distributor handles

service/installations 9 28 8 18 17 38 25 19
Reduced sales expenses 24 29 25 15 19 33 28 22
Other 3 1 3 3 — — 2 2

Source: “Manufacturer/Distributors Issues and Answers,” Industrial Distribution Cahners Publishing Co. (March 1987): 48.

On the left-hand side of Table 4.1 are listed eight specific advantages of selling through
distributors. The numbers to the right are the percentage of respondents (manufacturers
and distributors) who perceived them as advantages. For instance, 72 percent of the man-
ufacturers and 66 percent of the distributors agree that it is an advantage to use distribu-
tors to gain “wider market coverage and sales effort.” Although this represents a
difference in perception, it is not a very large one. Much larger discrepancies exist for
“distributor assumes credit risk,” where twice as many distributors (36 percent) saw this
as an advantage of selling through distributors, as compared to only 18 percent of manu-
facturers. A similar disparity exists for “distributor handles billing/invoicing” (manufac-
turers 14 percent, distributors 28 percent). The greatest discrepancy in perception
concerning the use of distributors is over the advantage of using distributors to “handle
service/installations,” where only 9 percent of the manufacturers saw this as an advantage
as compared to 28 percent of the distributors.

Such discrepancies in perceptions on the part of manufacturers and distributors detected
by studies such as these can be valuable in helping channel members to uncover areas of the
relationship that might result in conflict.

The marketing channel audit offers another approach for uncovering potential con-
flict between channel members.*® The term channel audit suggests a periodic and regular
evaluation of key areas of the relationship of a given channel member with other mem-
bers. In the process of appraising various areas of the relationship, potential conflicts are
more likely to be detected. A case-in-point involved a large tire manufacturer who per-
formed a marketing channel audit. One of the key areas evaluated was the manufacturer’s
promotional support for the retailers. A surprising finding in this area, and one that had
the potential for generating conflict, involved the manufacturer’s use of point-of-purchase
promotional material. It turned out that the manufacturer’s and the retailer’s perceptions

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



122 Part 1: Marketing Channel Systems

of the value of the POP material were very much at odds. The manufacturer perceived the
material as an important and valuable dealer aid for helping the retailers sell to customers
who had come into their stores. The retailers, on the other hand, perceived it as superflu-
ous junk that did not help them solve their main promotional problem, which was how to
get customers into the store in the first place! Thus, they felt that the manufacturer was
letting them down by not providing promotional support where they really needed it.
This perceptual difference (see the discussion earlier in this chapter on perceptual differ-
ences as a cause of conflict) over promotional strategy had planted the seeds of conflict.
The advance warning provided by the channel audit, however, enabled the manufacturer
to make appropriate changes and thus avoid the conflict.

Distributors’ advisory councils or channel members’ committees offer another
approach to early detection of channel conflict. These groups consist of top management
representatives of the manufacturer and key executives from a select group of distribu-
tors and/or dealers. Such groups meet on a regular basis to discuss a wide range of chan-
nel issues and strategies. Though not concerned primarily with channel conflict issues,
these councils or committees provide a forum for exposing potential areas of conflict
between channel members that might otherwise go unnoticed. The role of distributors’
advisory councils or channel members’ committees will be discussed in more detail
in Chapter 9.

Appraising the Effect of Conflict A growing body of literature has been emerging to
assist the channel manager in developing methods for measuring conflict and its effects
on channel efficiency. For example, Pruden, in one of the earliest attempts to measure
conflict in a marketing channel setting, developed a scale for measuring the intensity of
conflict between producers and distributors of building products.”® Rosenberg and Stern
investigated a channel for household durable goods and developed a scale for measuring
the intensity of channel conflict associated with four different causes.”” Pearson mea-
sured the intensity of conflict in a channel of distribution for grocery products and
then attempted to relate this conflict measure to the performance of the channel.”® Tak-
ing a somewhat different approach, Lusch measured channel conflict in terms of the fre-
quency of disagreements between manufacturers and dealers in the automobile industry
and related this conflict measure to dealer performance.”” Using a conjoint measurement
technique, Brown developed an approach for measuring the relative importance of con-
flict issues to the overall levels of conflict in a hypothetical channel conflict situation, and
Brown and Day developed a method for measuring both the intensity and frequency of
conflict in a channel for automobiles.>® In one of the more recent studies, Laskey, Ni-
cholls, and Roslow developed an index for measuring channel conflict comprised of five
perceptual and five behavioral elements of channel conflict.’’ Though their study was
conducted in the boat industry, the conflict index developed may have application to a
wide range of industries. Several other studies dealing with conflict measurement in mar-
keting channels also appear in the literature.*”

The significance of this work is that it demonstrates that methods can be developed
for measuring conflict in real-world marketing channels. While this work is still very
much on the frontiers of marketing thought, it should not be dismissed by the channel
manager as little more than so much esoterica suitable only for the academic. As more of
this kind of research is done, the methods involved are likely to become more refined
and applicable to a wider range of channels. Conceivably, in the future, such work may
prove to be of real practical value to those responsible for channel management. For the
present, most attempts to measure conflict and appraise its effects on channel efficiency
will still be made at a conceptual level that relies on the manager’s subjective judgment.
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Resolving Conflict When conflict exists in the channel, the channel manager should
take action to resolve the conflict if it appears to be adversely affecting channel efficiency.
A significant body of empirical work has emerged over the years to guide the channel
manager in attempting to resolve channel conflict.

Rosenberg made several suggestions for dealing with channel conflict almost four dec-
ades ago that are just as relevant today.””

1. A channel-wide committee might be established for periodic evaluations of emerg-
ing problems related to conflict. Such a committee could function in a crisis man-
agement capacity by providing a forum for the diverse points of view of the various
channel members. Rosenberg suggests that some committee members could be
appointed as representatives by the manufacturer, while distributors and retailers
could elect their own representatives to the committee.

2. Joint goal-setting by the committee (or some other vehicle)—that takes into account
the goals and special capacities of the various channel members, the needs of
consumers, and environmental constraints—would help to mitigate the effects of
conflict. Even if it is not possible to develop joint goals that are in perfect
harmony, the dialogue attendant to the attempt would in itself be beneficial to
reducing conflict.

3. A distribution executive position might be created for each major firm in the
channel.** The individual(s) filling this position would be responsible for exploring
the firm’s distribution-related problems. Further, this individual could try to make
other executives in the firm more aware of the potential impact of conflict on the
firm’s efficiency. Finally, he or she could seek to identify the current shape of con-
flict issues in the channel.

Another approach for resolving channel conflict, suggested by Weigand and Wasson,
is to have the parties involved submit to arbitration.>> Weigand and Wasson point to the
following five advantages of arbitration for resolving channel conflicts:

1. Arbitration is fast. The parties to a dispute can be quickly informed that a quarrel
exists and told the time of a hearing. The evidence can then be heard by a panel and
the decision rendered—all within a few weeks.

2. Arbitration preserves secrecy. Outside parties can be barred from the hearings. Decisions
that are not matters of public record can be kept secret.

3. Arbitration is less expensive than litigation. There is an element of “corner-cutting”
that takes place, that reduces the cost of a tolerable decision.

4. Arbitration confronts problems in their incipient stage when they are easier to resolve.
The attitude can become: “We have a potential problem here; let us solve it before
positions and options get too fixed.”

5. Arbitration often takes place before industry experts. In many instances, the arbitrator
or the arbitration panel is composed of those who know the industry and its practices.
Some argue that this produces a fairer decision.

Zikmund and Catalanello propose using organizational development (OD) concepts
and methods for resolving conflict in the marketing channel. Basically, this involves
using behavioral scientists as consultants to develop educational strategies for helping
channel members to cope with changes that may foster conflict.

Still another approach is offered by Dwyer and Walker. Based on behavioral labora-
tory research that simulated a channel environment, Dwyer and Walker argue that spe-
cialized bargaining and negotiation procedures might be fruitfully applied to the
resolution of channel conflict.*®
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The research conducted by Schul, Pride, and Little mentioned earlier in this chapter
produced findings suggesting that negative conflict can be reduced if the channel man-
ager emphasizes a participative leadership style that attempts to reflect the needs and
predispositions of the channel members.*”

Research on conflict resolution, conducted by Dant and Schul in franchised channels
for fast food, suggests that direct interaction between channel members that focuses on
joint problem-solving can be effective in resolving conflict.’® However, the authors also
found that when the conflict involves high stakes, complexity, or major policy issues, and
if the franchisee dependency level on the franchisor is high, resolution of the channel
conflict is likely to require the intervention of an outside (third) party.

The feasibility and applicability of any of these approaches for resolving conflict
will vary for different kinds of channels and under differing sets of circumstances.’
For example, a relatively small manufacturing firm distributing through several rela-
tively small wholesalers may find it somewhat impractical to set up a channel-wide
committee or establish the position of distribution executive. A group of franchisees
in conflict with their franchisor may feel that a resort to litigation in the courts would
offer them a more powerful weapon than arbitration for resolving conflict. Face-
to-face meetings may be effective when the number of channel members is small.
However, recent research by Hibbard, Kumar, and Stern in a channel involving a
Fortune 500 durables goods manufacturer selling through 1,200 independent dealers
found that meeting to “work things out” through constructive discussion can actually
aggravate rather than mitigate channel conflict.** Why? In a channel setting involv-
ing a one-to-many rather than a one-to-one relationship, it is nearly impossible for
top management of the large manufacturer to engage in a constructive discussion
with many hundreds of channel members. So, the job of conducting dialogue with
the dealers must be relegated to lower-level representatives of the manufacturer who
lack the authority to make the kind of policy changes that might resolve the conflict
to the dealer’s satisfaction. The result is frustration and potential exacerbation of the
conflict because, from the dealers’ perspective, the manufacturer is not engaging in
serious dialogue.

What is more important than the specifics of any of these particular approaches is the
underlying principle common in all of them. It may be stated as follows: Timely action
on the part of some party to the conflict is needed if the conflict is to be successfully re-
solved. Conversely, if conflict is simply “left alone,” it is not likely to be successfully resolved
and may get worse. In short, channel conflict is not likely to go away by simply ignoring
it. Rather, channel members must make an effort to resolve it.*' Regardless of the spe-
cific approaches used in making that effort (with the possible exception of the one-
to-many channel situation outlined in the Hubbard, Kumar, and Stern study), as long
as they promote candid dialogue among the channel members and help to bring differ-
ences out in the open, they are likely to be beneficial for resolving conflict.** As in so
many instances of conflict in realms other than that marketing channel, solutions involve
some measure of compromise. But compromises are not possible without substantial di-
alogue between the parties to the conflict.* Thus, it is up to the channel manager to
develop approaches for doing this, whether it is through arbitration, a channel-wide
committee, organizational development, bargaining processes, or even a “peace confer-
ence” between channel members. This approach has been employed in the food industry
between manufacturers and supermarkets. According to the Food Marketing Institute
(FMI), the trade association for supermarkets, a formal peace treaty may well be the
best way to resolve the ongoing conflicts between manufacturers and supermarkets over
such issues as merchandising deals, pricing, terms of sales, slotting fees, and forward
buying, that have been fraught with conflict.**
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Power in the Marketing Channel

Numerous concepts of power exist in the literature. Dahl, for example, argues that “A
has power over B to the extent that he can get B to do something that B would not oth-
erwise do.”** Miller and Butler argue that power simply refers to a person’s ability to
control the behavior of others.*® Etziono views power as the capacity to overcome part
or all of the resistance to change in the face of opposition.*’ Price suggests that the es-
sence of power is the capacity to influence the behavior of others.*®

As we can see from this discussion, there are numerous views on the concept of
power. Yet there is a common theme running through all of them: power has to do
with the capacity of one party to control or influence the behavior of another party or
parties. Thus, when we use the term power in a marketing channel context we are refer-
ring to the capacity of a particular channel member to control or influence the behavior of
another channel member(s). For example, when Hewlett-Packard Co. heard that Dell
Computer Corp. was considering selling its own line of Dell printers, HP decided to
drop Dell as a channel member.* Dell had been selling HP printers for more than eight
years, often bundling them with package deals on Dell computers. HP apparently felt
that its action might dissuade Dell from implementing its plan. But Dell paid little atten-
tion to HP’s move because, as the world’s largest PC maker at that time, it enjoyed a
powerful position as a reseller of printers. Not only can Dell have printers made to sell
under its own name, but other manufacturers such as Lexmark, Xerox Corp., and Seiko
Epson Corp. were only too happy to continue selling printers through Dell.

The key to determining which channel members are likely to have the most power in
any given situation lies in an understanding of the sources or bases of power available to
the channel members.

Bases of Power for Channel Control

French and Raven define a power base as the source or root of the power that one party
exercises over another. They delineate five such power bases: reward power, coercive
power, legitimate power, referent power, and expert power.50

Reward Power This source of power refers to the capacity of one channel member to
reward another if the latter conforms to the influence of the former. This power base is
present in virtually all channel systems. The rewards are usually manifested in the per-
ceived or actual financial gains that channel members experience as a result of conform-
ing to the wishes of another channel member. Channel members—whether at the
producer, wholesaler, or retailer levels—will, in the longer run, remain viable members
only if they can realize financial benefits form their channel membership.”* There are
exceptions to this general proposition when the channel relationship is based on contrac-
tual agreements that constrain the abilities of channel members to cease membership in
an unprofitable channel. But even in this case, when the contract expires, the channel
member who believes that the financial rewards from the channel have not been suffi-
cient, is likely to leave the channel.

An example of a manufacturer’s attempt to solicit channel members on the basis of
reward power is shown in Figure 4.5, an advertisement that appeared in Discount Store
News, a trade magazine that has widespread following among discount stores and mass
merchandisers. The headline of the advertisement for the Hoover SteamVac Deluxe says
“All Aboard.” Later copy in the advertisement continues the train metaphor by saying,
“You'll want to climb on for sales and profit, ... if you're not carrying SteamVac Deluxe
with the attached tools, you could be left standing at the station.” The manufacturer,
Hoover, is holding out the reward of high sales and profits in an attempt to get retailers
to carry this product. In the advertisement Hoover also promises additional rewards in
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FIGURE 4.5 Trade
Magazine Advertise-
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the form of continuing promotional support to keep the product moving off retailers’
shelves. Hoover’s success in getting retailers to become channel members who will ag-
gressively sell this product will depend heavily on the power to reward members for their
services. If the manufacturer fails to convince the channel members that it is able to offer
them sufficient rewards, the manufacturer’s influence attempts in terms of getting chan-
nel member support and follow-through are unlikely to meet with much success.
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Coercive Power Coercive power is essentially the opposite of reward power. In this
case a channel member’s power over another is based on the expectation that the former
will be able to punish the latter upon failure to conform to the former’s influence at-
tempts. Coercive power occurs frequently in channel relationships. Take, for example,
the case of the Gallo Wine Co., the nation’s largest manufacturer of wines. Gallo, which
produces a huge variety of wines, used a form of full-line forcing (see Chapter 3) to co-
erce independent wine distributors to carry more than 40 different brands of its wine,
even though most of the distributors did not want many of these brands. Given Gallo’s
great power, the distributors had little choice. Gallo simply would not sell the dealers its
fast-moving, highly profitable wines unless they were willing to carry many of Gallo’s
slow moving and, in some cases, poor-quality wines as well. Most of the distributors
could not afford to do without the better Gallo products, and so they were forced to ac-
quiesce to Gallo’s coercion. The situation became so onerous for the distributors that the
Federal Trade Commission (FTC) stepped in and ordered Gallo to stop the practice.

In this example, Gallo’s capacity to use coercive power stemmed from its great size and
dominant position in the industry. It was thus able to exert very substantial pressure on its
wholesalers to conform to its wishes. If they did not choose to behave as Gallo wanted
them to, Gallo could cut them off with no significant loss to itself. This is typical of the
operation of coercive power in the marketing channel. The firms that are able to use it
are either large or in a very advantageous position—one resulting from a near-monopoly
or a formal contractual status such as that enjoyed by many franchisors. In the absence of
external constraints (such as government action if a law is violated, as in the case of Gallo),
powerful channel members are in a position, at least in the short run, to dominate the
weaker channel members, even to the extent of using threats and coercion.

We should point out that such powerful firms are not limited to producers or man-
ufacturers. Wholesalers and retailers in a dominant position by virtue of their size or
monopoly positions in particular trade areas may also resort to the use of coercive
power. For example, Walmart, the world’s largest retailer, has come under attack from
manufacturers, wholesalers, and smaller retailers who claim that Walmart has used
coercive power to enforce its channel policies. A case in point is Walmart’s announce-
ment that it would no longer buy through brokers and sales representatives but only
direct from manufacturers. This announcement created such a stir that an organization,
the Coalition of Americans to Save the Economy (CASE), was formed to combat
Walmart’s power play. Figure 4.6 shows an advertisement used by CASE to solicit
members to fight back.

Legitimate Power This power base stems from internalized norms in one channel
member which dictate that another channel member has a legitimate right to influence
the other, and that an obligation exists to accept the influence. In an intraorganizational
system, as typified by a large business firm, legitimate power is pervasive and routinely
accepted. Indeed, it would be extremely difficult for the organization to operate without
it. At each level in the chain of command, the subordinate recognizes that his or her
superior has a legitimate right to influence behavior and that the obligation exists to
accept such influence. Thus, a salesperson reporting to a sales manager expects to take
orders from the sales manager, who in turn takes orders from the vice president of mar-
keting, and so on.

In an interorganizational system such as the marketing channel, on the other hand,
legitimate power does not operate in the same fashion and is by no means a pervasive or
well-accepted phenomenon. Given that many channels are comprised of independent
business firms, there is no definite superior-subordinate relationship, and there are no
clear-cut lines of authority or chains of command. It is only in contractually-linked
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FIGURE 4.6
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channels that anything approaching an organizational structure based on legitimate
power exists. Consequently, for more loosely-aligned marketing channels, legitimate
power is a virtually non-existent power base. A manufacturer selling through indepen-
dent wholesalers, for example, cannot order the wholesaler to do something based on
any legitimate power vested in the manufacturer that the wholesaler is obliged to accept.
The manufacturer can, of course, offer inducements or use coercion (for example,
threaten to drop the wholesaler) if the wholesaler refuses to comply with the manufac-
turer’s influence attempt. But in these cases, the power bases involved would be reward
and coercion, respectively, rather than a legitimate base.
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In general then, the channel manager operating a loosely-aligned channel cannot rely
on a legitimate power base to influence channel members. He or she must instead resort
either to other power bases or to restructuring the channel into a more formal system
such as a contractually-linked vertical system in an attempt to increase a legitimate
power base.

Some of the strongest legitimate power bases are held by franchisors because legiti-
macy accrues to the franchisor through the franchise contract agreement with its
franchisees. These contracts almost always spell out the specific rights and obligations
of the parties. With few exceptions, the bulk of the legitimate power base is held by
the franchisor rather than by the franchisees. For example, Southland Corporation,
the franchisor of 7-11 Stores, has a contractual agreement with its franchisees that
places Southland in a highly dominant position. Southland is entitled to 52 percent
of its franchisees’ gross profits. Southland also handles all of the franchisees’ book-
keeping and sends them a monthly check for their net profits. If a franchisee’s perfor-
mance falls below a specified level, Southland can close down the franchisee with only
72 hours’ notice.

Referent Power When one channel member perceives his or her goals to be closely
allied to, or congruent with, those of another member, a referent power base may exist.
In other words, they may see each other as being in the same reference group. Hence,
when this situation prevails, an attempt by one of the channel members to influence
the behavior of the other is more likely to be seen by the latter as beneficial to the
achievement of his or her own goals. For example, retailers or wholesalers who want
to be identified as “leading,” “high quality,” or “prestigious” firms will use as their ref-
erence group those manufacturers whose products are consistent with the image they
are attempting to project. This, in turn, gives those manufacturers a referent power
base over the intermediaries who seek to sell their products. In the case of manufac-
turers who have very desirable products, the referent power base can be quite high,
thus providing the manufacturers with substantial influence over channel members
selling their products. See the advertisement in Figure 4.7 by Sylvan Learning Center,
a franchisor of educational programs. The ad stresses the pride the company feels in
being a world leader in supplementary education that has enhanced the lives of more
than a million children. This advertisement, which appeared in the Wall Street Journal,
was aimed not only at seeking new franchisees but also at reinforcing a sense of
belonging and pride that Sylvan franchisees feel by being associated with a renowned
educational organization.

Giant channel members such as Macy’s, the world’s largest department store chain,
can also be influenced by referent power. To maintain and enhance its fashion image,
which is crucial to Macy’s competitive strategy to differentiate itself from discount mass
merchandisers such as Walmart and Target, its shelves must be stocked with well-known
national brands such as Polo by Ralph Lauren, Liz Claiborne, Jones Apparel Group, and
many others.”> Macy’s is much larger than most of the manufacturers whose brands it
sells and is thus capable of wielding substantial coercive power to force concessions on
price and terms of sale from these manufacturers. Its inclination to exercise such power,
however, is mitigated somewhat by its need to be associated with fashionable merchan-
dise. So, in a very real sense the referent power available to manufacturers of well-known
branded products can offset, at least to some degree, the coercive power available to gi-
ant retailers.

Expert Power This base of power is derived from knowledge (or perception of
knowledge) that one channel member attributes to another in some given area. In other
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FIGURE 4.7
Advertisement Illus-
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words, one channel member’s attempts to influence the other’s behavior is based on
superior expertise.

Expert power is quite common in the marketing channel. Many manufacturers pro-
vide retailers with management assistance relevant to various phases of the retailer’s op-
erations. Procter & Gamble’s (P&G) Efficient Assortment Program, which helps retailers
selling P&G products to carry the right assortments of P&G products to meet the partic-
ular needs of consumers in different markets with a minimum of excess inventory, is one
such example. The program is advertised in trade publications such as Discount Store
News to inform existing and potential channel members about the program. Retailers
will often make changes based on the advice received out of respect for the expertise of
the manufacturer or wholesaler who offers it.

In franchised channels, expertise is a crucial power base for the franchisor to influ-
ence franchisees. Though obviously the franchisor may also use other power bases, par-
ticularly legitimacy, the use of expert power is extremely important in gaining
cooperative compliance from franchisees. The franchisees expect the franchisor to offer
expertise on a regular and continuing basis. Indeed, one of the principal values of the
franchise to the franchisee is the expertise of the franchisor in the particular line of busi-
ness.”> The advertisement for Dairy Queen shown in Figure 4.8, that appeared in the
Wall Street Journal, stresses the expert power base with the headline “Franchise with
Experience.” This indicates to prospective franchisees that Dairy Queen knows what it
is doing through the best teacher of all—experience. Franchisees that become a part of
the Dairy Queen organization would therefore have the benefit of the kind of expertise
that only the experience of a well-established franchise organization can provide.
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Expert advice can also flow up the channel from franchisee to franchisor because
sometimes franchisees are in a position to “feel the pulse” of the consumer market better
than the franchisor. Consider the case of Subway sandwich shops.”* During the “Great
Recession” of 2007-2008, the $5 footlong sandwich became a huge success. But it was a
Subway franchisee not the franchisor that came up with the idea for the footlong. Stuart
Frankel, the owner of two small Subway shops in Miami noticed that sales were slow on
the weekends. He began to offer footlongs for $5 instead of the usual $6 and sales ex-
ploded by double digits! Within weeks, the $5 footlong became a big hit throughout the
entire Subway franchise system. Apparently, Frankel’s expertise, which in this case was
his ability to “read the market,” was lacking at franchisor, Subway’s headquarters.

Using Power in the Marketing Channel

From the standpoint of the channel manager in the producing or manufacturing firm,
power must be used to influence the behavior of the channel members toward helping
the firm to achieve its distribution objectives.’® Thus, the channel manager must use
the available power bases in order to exercise power in the marketing channel. This
raises two basic channel management issues: (1) Which power bases are available? and
(2) Which base or bases should be used?

Identifying the Available Power Bases In most cases, dealing with the issue is
straightforward because the power bases available to the channel manager at any given
time can usually be readily identified. Generally, they are a function of the size of the
producer or manufacturer relative to channel members, the organization of the channel,
or a particular set of circumstances surrounding the channel relationship.>®

With respect to size, typically a large producer or manufacturer dealing with relatively
small channel members at the wholesale or retail levels has high reward and coercive power
bases available and vice versa. On the other hand, giant retailers such as Home Depot,
Walmart, and Amazon.com are larger than most of the manufacturers supplying them.
Hence, such “power” or “dominant” retailers have high levels of reward and coercive power
relative to the mostly smaller manufacturers from whom they buy. Such differences in the
amount of power available to channel members (asymmetry) do not mean that the larger
and more powerful channel member will automatically take advantage of its greater
reward and coercive power bases.”” It merely indicates that the potential for doing so exists.

In terms of channel organization, channels that are contractually linked, such as in a
franchised system, provide the franchisor with a strong legal power base that derives
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from the contract. Conversely, conventional loosely-aligned channels offer the producer
or manufacturer virtually no legal power base.

Finally, at any time in the channel relationship, circumstances may change, leading to
an association with a particular power base.”® For example, the expert power base may
be available to the manufacturer in the early stages of the introduction of a new product
because the manufacturer may be the only channel member who knows how to promote
the product effectively. Consequently retailers may conform closely to the manufacturer’s
promotional “recommendations” because the manufacturer has the necessary expertise.

While there may be some situations where the availability of power bases may be difficult to
identify, in most cases a careful appraisal of the basic channel relationship with respect to size
and organizational structure of the channel, and any changing circumstances relevant to the
channel relationship, will reveal the bases of power available.” For example, a study of food
brokers and food wholesalers in channels of distribution for grocery products found that, at
least in this particular channel, the amount of power of one channel member over another
was not pervasive but related to specific issues and policy areas.”” Similarly, an exploratory
study involving retail florists supplied by wholesalers found that, due to the nature of the prod-
uct, (an undifferentiated commodity), the amount of power available to any wholesaler is quite
limited because the florists could easily buy similar flowers from a host of other wholesalers.’"

Selecting and Using Appropriate Power Bases Which bases should be used to ex-
ercise power in the marketing channel is a more difficult and complex issue for the
channel manager to deal with than the previous issue of identifying the power bases
available.®” As Frazier and Antia point out:

Power can be used in a heavy-handed fashion to pressure channel members to take un-
desirable actions. No doubt, its use is contributing to worsened channel relationships in
a variety of channel contexts. However, it is also important to recognize that power can
be used to enhance the nature of relational exchange between channel members.®>

So, in order to use power to enhance, rather than inhibit, channel relationships, the
channel manager needs to know how effective the various power bases are in influencing
channel members to carry out the firm’s distribution objectives, what possible reactions
the channel members might have to the use of different power bases, and how the use of
various power bases will affect the overall channel relationship. While there is as yet no
definitive set of principles or guidelines for dealing with the issue of power base usage in
the marketing channel, a growing body of analysis and empirical research has emerged
to provide some useful insights into this issue.

A number of studies have focused on channel member reactions to the use of various
power bases by the manufacturer and the effects that such usage may have on the overall
channel relationship. Beier and Stern argue that noncoercive power bases are likely to
lead to a higher level of satisfaction for the “weaker” channel members®* Hunt and
Nevin tested this hypothesis in franchised channels for fast foods.®> Their findings do
provide empirical support for the hypothesis. Based on these findings, Hunt and Nevin
argue that, at least in a franchised channel, avoiding the use of coercive power by the
franchisor is likely to yield the following results:

. Franchisees are likely to have higher morale.

. Franchisees are more likely to cooperate with the franchisor.

. Franchisees are less likely to terminate their contracts.

. Franchisees are less likely to file individual suits against the franchisor.

. Franchisees are less likely to file class action suits.

. Franchisees are less likely to seek protective legislation such as the “Franchise Full
Disclosure Act” (1970).
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A subsequent study by Lusch in franchised channels of distribution for automobiles
reinforced Hunt and Nevin’s findings.°® The study found that the use of particular power
bases by the manufacturers can have an impact on channel conflict. Specifically, it was
found that the use of noncoercive bases of power (reward, legitimate, referent, and ex-
pert) tends to reduce channel conflict, whereas coercive power tends to increase conflict.
Similar findings were also reported in a study of marketing channels for automobiles
conducted by Brown and Frazier.®”

In another study based on a simulated marketing channel comprised of graduate and
undergraduate students, Dwyer found that reward, referent, legitimate, and expert power
bases tend to promote a more cooperative channel relationship.”® More recent studies
also generally support this proposition. For example, Schul and Babakus, in a study
involving 106 franchised real estate brokers representing the six major franchised real
estate organizations doing business on a national basis, found that reward power tended
to have a positive impact on the channel relationship while the use of coercive power
had a negative impact.®” Another study by Hunt, Mentzer, and Danes involving 67 man-
ufacturers’ representatives selling plumbing, heating, and air conditioning equipment in
industrial markets found a statistically significant relationship between legitimate, refer-
ent, and expert power with the probability of channel members complying with an influ-
ence attempt based on these sources of power.”

In one of the few studies conducted outside the United States on power use in the
marketing channel, Wilkinson investigated a channel of distribution for a major house-
hold durable product in Australia. The study found a direct relationship (though a weak
one) between noncoercive bases of power and the degree of satisfaction of channel mem-
bers with the channel relationship.”*

In another study of marketing channels outside the United States, Johnson et al. ex-
amined how Japanese distributors of U.S.-manufactured consumer goods perceive the
use of power sources by both themselves and their U.S. suppliers.”” The study found
that the Japanese relate differently to the use of power than is typical of Western cul-
tures. For example, a U.S. channel participant attempting to influence a Japanese partner
in a subtle, nonaggressive way by American standards may still be viewed as behaving in
an overly aggressive manner by the Japanese. On the other hand, a U.S. channel member
who seeks to make a point strongly with what is believed to be an aggressive use of
power may not be taken seriously by Japanese channel members.

Finally, in a recent international study of marketing channels for beer in the People’s
Republic of China, Lee found that 95 indigenous beer distributors participating in the
study had perceptions of power usage by their suppliers similar to those found for com-
parable distributors in Western marketing channels.”> Specifically, the Chinese distribu-
tors divided power into aggressive and nonaggressive categories similar to the coercive
and noncoercive dichotomy typical of Western distributors’ perceptions of power em-
ployed by suppliers. Furthermore, as is the case in Western channels, the Chinese distri-
butors were more satisfied with their suppliers when noncoercive (nonaggressive) power
was used rather than coercive (aggressive) power. Indeed, the study found that the asso-
ciation between the use of noncoercive power and channel member (in this case, beer
distributor) satisfaction was even greater in China than in the West.

Although no exact channel management implications on the use of power in the mar-
keting channel can be gleaned from this research, several general inferences can be derived:

1. Some form of power must be exercised in order to influence channel member
behavior.

2. The effectiveness of various power bases in influencing channel member behavior is
probably situation-specific.”* Depending on the particular structure of the channel
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involved, the nature of the channel members, and the environmental context in
which power is exercised, the effectiveness of the various power bases will vary.”

3. The exercise of power as well as how it is used can affect the degree of cooperation
and conflict in the channel and can affect the levels of channel member satisfaction
with the channel relationship.”®

4. The use of coercive power appears to foster conflict and promote dissatisfaction to
a greater degree than the other power bases.

5. The use of coercive power, especially in contractually-linked channels, can reduce
the stability and viability of the channel and is likely to increase the probability
that the coerced channel members will seek outside assistance (such as government
action) to reduce the coercion.

While these generalizations should not be considered definitive, universal, or “carved in
stone,” they do offer the channel manager at least some degree of research-based guid-
ance on the use of power in the marketing channel.”” When coupled with sound mana-
gerial judgment, they may prove to be of real value in the development and management
of the marketing channel.”®

Role in the Marketing Channel

As with so many terms springing from behavioral sciences, there is a good deal of disagree-
ment on the definition of role. The concept of role has been used to denote prescription,
description, evaluation, and action. An acceptable definition of role for our purposes is:

A set of prescriptions defining what the behavior of a position member should be.”

In applying this definition to the marketing channel, Gill and Stern argue that the chan-
nel, when viewed as a social system, comprises a series of recognizable positions, with
each organization (manufacturers, wholesalers, retailers) occupying one of these posi-
tions in the channel.*® Each position has a set of socially defined prescriptions (roles)
delineating what constitutes acceptable behavior for the occupants of these roles.®' For
example, a basic role prescription of the manufacturer’s position may be to maximize
the sales of his or her particular brand of product. The manufacturer is expected to com-
pete with “social peers” (other manufacturers who are competitors) for market share.
This role also prescribes aggressively promoting his or her brand to compete effectively.
The role prescriptions of independent wholesalers, however, are likely to be quite differ-
ent because the position occupied by the wholesaler will have a different set of prescrip-
tions associated with it. For example, to the wholesaler, the product brand of this
particular manufacturer may be just one of many sold. The wholesaler’s role prescrip-
tions are thus defined by his or her position as a wholesaler in competition with other
wholesalers. This role may prescribe building sales with whatever brands are most
heavily-demanded by retailers. If the manufacturer or wholesaler steps too far out of
the prescribed role, conflict can result, which may adversely affect performance or even
their survival. For example, if the wholesaler continues to carry a large stock of the man-
ufacturer’s brand even though similar products from several other manufacturers are
more in demand at a given time, the wholesaler risks loss of sales volume and the loss
of some retail accounts. On the other hand, the manufacturer could not “go along” with
the wholesaler for an extended period of time if the latter were to stop buying from him
or her and begin buying heavily from the other manufacturers for, clearly, this would
serve to reduce the manufacturer’s sales volume and market share.

Roles in the marketing channel do not necessarily stay the same. They can and do
change over time. Developments in the automobile industry illustrate how the roles of

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 4: Behavioral Processes in Marketing Channels 135

channel members can change and therefore deviate from what had generally been
perceived to be the normal or usual roles of the channel members.*” Over the past two
decades there has been substantial growth in “megadealers”—very large auto retailers
carrying many different brands of cars. These large and powerful dealers are unhappy
with the auto dealers’ traditional role in the marketing channel because they feel they
get little if any voice in the planning that’s done by manufacturers. Many dealers want
their role to expand and the megadealers have the power to make that happen. The deal-
ers want this broader role in the channel to include being consulted on the decision-
making process in product development, formulation of marketing strategies such as
dealers’ incentives, and being able to specify the provisions of warranty programs. Merely
selling the cars that manufacturers decide to produce, in conformance with marketing
strategies provided solely by the manufacturer, has become too narrow a role for an in-
creasing number of automobile dealers.

As an example of how clearly defined roles help foster better understanding among
channel members, consider the case of steel service centers. Steel service centers are a
type of independent wholesaler operating in the industrial market. They buy steel in bulk
from the major steel producers and often process it into various dimensions and forms.
They maintain substantial inventories of these products, providing quick availability to
their customers, usually manufacturers of such products as computers, small appliances,
lighting fixtures, furniture, fire engines, restaurant and hotel equipment, air-conditioning
systems, and many others. These steel service centers generally enjoy excellent relations
with steel producers and their customers. One of the principal reasons for this, according
to industry sources, is the clear understanding among the channel members of their
respective roles.*” For example, the role of steel producers as a direct supplier to smaller
users has been decreasing because of rather high minimum order requirements (20 to
50 tons for some types of steel products). The steel producers saw in the steel service
centers channel members who were ideally suited for filling the role of supplier to the
smaller customers. The smaller customers in turn expected the steel service centers to pro-
vide processing such as cutting and shearing, storage, and the ability to deliver within short
periods of time and in quantities smaller than the steel producers will handle. Though the
“marriage” is not perfect, most indications are that these channel relationships are charac-
terized by a very high level of understanding among the members of their respective roles.

In summary, a familiarity with the concept of role in the marketing channel fosters
more extensive and sharper thinking about what is expected of each of the channel
members. This is likely to promote the development of more congruent roles among
channel members, which in turn should result in more cooperative and efficient
channels.

From the channel manager’s standpoint, the key value of the role concept is that it
helps to describe and compare the expected behavior of channel members and provides
insight into the constraints under which they operate. For example, the channel manager
can use the concept of role to formulate such questions as the following:

1. What role do I expect a particular channel member to play in the channel?

2. What role is this member (potential or existing) expected to play by his or her
peers (other firms of a similar type)?

3. Do my expectations for this member conflict with those of his or her peers?

4. What role does this member expect me to play?

By asking these kinds of questions about the roles of the various channel members, a
clearer understanding of what part each is expected to play is more likely to emerge.
This will help to minimize the confused and haphazard relationships that too often exist
among channel members and thus reduce the possibility of role conflicts.**
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Communication Process
in the Marketing Channel

Communication has been described as “the glue that holds together a channel of
distribution.”® Communication provides the basis for sending and receiving information
among the channel members and between the channel and its environment.*® Commu-
nication activities undertaken by channel members create a flow of information within
the channel, that is necessary for an efficient flow of products or services through the
channel. Indeed, it is almost impossible to visualize an efficient product or service flow
without an effective information flow.*” Consequently, the channel manager must work
to create and foster an effective flow of information within the channel. The approaches
and methods used to do this will be discussed in detail in Chapters 9 and 12. Our pur-
pose in introducing the subject of communication in the present chapter is to provide a
backdrop for some of the behavioral problems attendant to communication in the mar-
keting channel. A familiarity with the behavioral problems of channel communications is
necessary if the channel manager is to avoid the pitfalls involved in attempting to create
an effective information flow through the channel.

Behavioral Problems in Channel Communications

A pioneering study by Wittreich stands out as a landmark effort in pointing to the be-
havioral problems affecting communications in the marketing channel.*® Although Wit-
treich’s analysis deals specifically with the problems encountered by large corporate
manufacturers attempting to communicate with relatively small independent retailers,
his findings also provide insight for understanding behavioral communications problems
in other channel structures; therefore, where appropriate, we have pointed to different
kinds of channels to which his findings may also apply.

Wittreich delineates two basic behavioral problems that create communication diffi-
culties between the manufacturer and small independent retailer in the channel structure:
(1) differences in goals between manufacturers and their retailers, and (2) differences in
the kinds of language they use to convey information.

Differing Goals Corporate management in large manufacturing firms is character-
ized by a growth psychology. In corporate marketing strategy this translates into an
aggressive effort to build sales volume. Those who participate in the marketing channel
are thus expected to join whole-heartedly in this quest. On the other hand, this growth
goal is not shared by the typical retail dealer. Rather, the small to medium-sized inde-
pendent retailer is characterized by an essentially static psychology; that is, he or she is
often satisfied with the existing level of business or, at the most, a modest and gradual
expansion.

This difference in goals accounts for a large part of the communication problems in
the marketing channel between large manufacturers and small retailers. To illustrate this,
Wittreich cites the example of dealer incentives, which are widely used by manufacturers.
Such incentives usually take the form of financial stimuli to the retailers to increase their
sales volume. The volume discount is one such example, whereby an increasingly larger
percentage discount on purchases is given to the dealer as volume increases. Manufac-
turers are frequently puzzled by their inability to communicate the benefits of these dis-
counts effectively so that dealers will enthusiastically attempt to take advantage of them.
Wittreich explains this communication problem as follows:

To understand such a puzzling point of view, we should recall ... that while manage-
ment [of manufacturers] is characterized by the unrelenting surge of expansion, the
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dealer is often not the least bit interested in going beyond the level of business he has
achieved. The latter, enjoying a good living as far as he is concerned, is not only satis-
fied to stay at his present level, but is annoyed at what he considers a supplier’s
“prodding” him into moving beyond that level. Furthermore, he not only resents such
prodding, but considers it to be “unfair discrimination” in favor of dealers who are
bigger than he is.*’

Although this goal difference is presented in the context of large manufacturers dis-
tributing through relatively small retailers, the same problem may exist in other channel
structures where one of the members is large and the others relatively small. Thus, it
may hold for channels such as (1) a manufacturer distributing through small wholesalers,
(2) a large wholesaler and small retailers, (3) a franchisor and comparatively small fran-
chisees, and possibly others. Obviously, without empirical evidence, we cannot know this
with any degree of certainty, but the extension of Wittreich’s findings to other channel
structures involving large and small members is certainly reasonable—particularly be-
cause the goal differences that Wittreich mentions are not a function of a particular
kind of business such as manufacturer per se but rather appear to be closely related to
the size of the firm and the philosophy of its management. A large wholesaler run by a
professional management, for example, may have high growth goals that are inconsistent
with those of the retailers through which the firm distributes.

With this in mind, the channel managers in large firms, whether producers, manufac-
turers, wholesalers, or service franchisors, should attempt to understand the goals of
small channel members to learn whether they are much different from those of their
own firms.

Language Differences The other basic communication problem between the manu-
facturer and small retailer stems from the terminology or jargon used by professional
corporate management in large manufacturing firms. Wittreich argues that although
such language is well understood among professional managers, it is alien to the small
retailer. To elucidate his point, he cites an example from the American brewing industry.
Specifically, he asserts that the large brewers have a great deal of difficulty in communi-
cating with small retail tavern owners.

The typical tavern owner is essentially not a businessman. He is not used to thinking in
terms that are familiar to the businessman. To him “profit” is a high-falutin esoteric
word used by wise guys who think they are better than he is. Being in business to
“make money” he is more likely to respond to arguments or appeals which will help
him do that than to arguments or appeals which are supposed to lead to “better
profits.” By the same token, talk about “merchandising” or “promotion” is likely to sail
over his head. In order to get him to act, you have to speak to him in terms which are
familiar and meaningful to him and which promise concrete rewards that he can grasp
and understand.”

Here again, Wittreich’s argument may be applicable to other channel structures besides
those consisting of a large manufacturer and small independent retailers to any channel
structure characterized by a large corporate channel member dealing with significantly
smaller channel members such as small wholesale distributors or franchisees. So, channel
managers in large corporate organizations who distribute their products or services
through smaller businesses need to make sure that they are speaking the “same lan-
guage” in their channel communications.

Other Behavioral Problems in Channel Communications Three other behavioral
problems that can inhibit effective channel communications are those associated with
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perceptual differences among channel members, secretive behavior, and inadequate
frequency of communication.

In the case of perceptual differences, channel members may perceive the same stimuli
in different ways. One such difference, involving differing perception language, was dis-
cussed earlier in this chapter. Other perceptual differences, however, may distort commu-
nications and are not the result of differing perceptions of language. For example, such
issues as delivery time may be perceived quite differently by various channel members.

One instance of this involved a manufacturer of a small portable hoist and a whole-
saler with an exclusive franchise for the product. The manufacturer’s first shipment to
the wholesaler turned out to have 100 percent product defects. The wholesaler ended
up having to take back every hoist sold. The manufacturer allowed the wholesaler to re-
turn the hoists and began work on correcting the defect. The manufacturer then became
very cautious, wanting to be sure that the hoists were completely free of defects. This
slowed up production, resulting in delivery times to the wholesaler of nine to ten
months. The wholesaler complained bitterly to the manufacturer that customers were
not willing to wait that long. The manufacturer’s reaction was that if the wholesaler
was not happy, it could easily find another wholesaler. The wholesaler’s response was
to sue the manufacturer for lost profits on orders not delivered on time. The manufac-
turer argued that under the circumstances, a delivery time of nine to ten months was
reasonable. The wholesaler argued that a period of approximately 30 days was what is
meant by a “reasonable” delivery time. The court found for the wholesaler, based on
expert testimony that supported the wholesaler’s perception of 30 days as a reasonable
delivery time.

While this example involved the issue of delivery time, perceptual differences may oc-
cur among channel members on a wide variety of issues. It is therefore important that
channel managers spell out such issues as delivery time, margin and discounts, return
privilege, warranty provisions, and so forth, so that channel members have the same un-
derstanding as the manager. Channel managers must not mistakenly assume that “every-
body knows” what a particular provision means or that “it is standard practice” in the
industry. A little more care in this area is likely to make for more effective channel com-
munications and minimize the possibilities of conflict and legal actions.

The tendency of channel members to behave in a secretive fashion can also inhibit
effective channel communications, especially when this involves disclosure of a forth-
coming promotional plan. Manufacturers are often reluctant to divulge many of the de-
tails of the plan to their channel members. By not divulging the plan before it is
executed, the manufacturers fail to get potentially valuable feedback from middlemen
on whether the plan will be appropriate, timely, and amenable to their support. Channel
members also behave secretly because many of the participants in a given channel are
also members of other competing channels. Thus the possibility of information leaks is
high. Even though less effective coordination of efforts may result, the various channel
members will often omit or distort information to guard against the transmittal of com-
petitively sensitive information.”!

We should point out that a certain amount of secrecy is often necessary in the chan-
nel. For example, in launching a major promotional campaign a firm frequently needs
the element of surprise. By divulging the specifics of the campaign, the firm is more
likely to lose this competitive advantage.

Unfortunately, there is no clear-cut answer as to when secrecy by channel members is
a necessary form of behavior, and when it works to inhibit effective channel communica-
tions. Clearly, uniformly-high levels of secrecy under all circumstances are probably
unnecessary. On the other hand, complete openness at all times is probably unwise.
The channel manager must therefore decide the issue on an individual basis.
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Finally, with regard to inadequate frequency of communication among channel mem-
bers, a study by Mohr and Sohi in marketing channels for personal computers found that
this could indeed inhibit effective channel communication. As the authors pointed out,

Infrequent communication may leave channel members feeling left out of the loop;
downstream channel members may lack the necessary information to effectively mer-
chandise and market a manufacturer’s products. Hence, infrequent communication is
associated with perceptions of lower communication quality.””

Although the authors caution about the generalizability of their findings (which were based
on data from 125 computer retailers) to other channels, the association of infrequency of
communication with lower quality of communication may well apply to a broad range of
channels. This infrequency of communication problem appears to be exactly what hap-
pened to Chrysler Group LLC in its relationships with its 2,500 U.S. and international
dealers.” Sergio Marchionne, the CEO of Italian auto maker Fiat also became the CEO
of Chrysler when Fiat took over the bankrupt Chrysler in June of 2009. Yet, Marchionne
did not directly communicate with the Chrysler dealers until September of 2010—well over
a year since he became CEO of the merged organizations. Many of the dealers were upset
and anxious about this lack of communications over such an extended period of time,
especially given the tremendous turmoil created by the bankruptcy reorganization, the ter-
mination of hundreds of Chrysler dealers and the drastic decline in auto sales. Why had
Marchionne taken so long to communicate with the dealers? He wanted to wait until his
plans for new models were in place before communicating with the dealers. Apparently, he
believed that keeping the dealers essentially in the dark for fourteen months until he had
something exciting to communicate was preferable to communicating with the dealers
when he had little of substance to share with them. But most of the dealers would rather
have had more frequent communication from the CEO during such a trying time.

Summary

The marketing channel is characterized not only by
economic processes but also by behavioral processes.
The marketing channel may therefore be viewed as a
social system affected by such behavioral dimensions as
conflict, power, role, and communications processes.
The channel manager needs knowledge of these behav-
ioral dimensions as they operate in the marketing
channel so that their effects can be incorporated into
his or her decision making.

Conflict is an inherent behavioral dimension in mar-
keting channels and is pervasive because it stems from
many causes such as role incongruities, resource scarci-
ties, perceptual differences, expectational differences, de-
cision domain disagreements, goal incompatibilities, and
communication difficulties. Conflict may have both neg-
ative and positive effects on channel efficiency, and in
some cases no effect. The management of channel con-
flict involves three tasks: (1) detecting channel conflict,
(2) appraising the effects of the conflict, and (3) resolv-
ing the conflict if it is having negative effects on channel
efficiency. A variety of approaches can be used for

detecting channel conflict, such as surveys of channel
members’ perceptions, channel audits, and distributors’
advisory councils. The measurement of channel conflict
has received considerable research attention, and a
number of sophisticated methods now exist for measur-
ing conflict and relating its effects to channel efficiency.
While most of these methods have not been widely-used
in practice, they can provide the channel manager with
valuable insights for dealing with channel conflict. The
resolution of conflict can be facilitated through the use
of channel-wide committees, joint goal setting, distribu-
tion executives, arbitration, special organizations for
gathering information, organizational development
methods, specialized bargaining procedures, and joint
problem solving. All of these approaches attempt to pro-
mote increased dialogue among the channel members in
order to mitigate the effects of negative conflict.

Power is used in the marketing channel to influence
the behavior of other channel members. Power is derived
from five sources, or bases: (1) reward, (2) coercion,
(3) legitimacy, (4) reference, and (5) expertise. The most

Copyright 2011 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



140 Part 1: Marketing Channel Systems

fundamental and important issue facing the channel
manager in the use if power in the marketing channel is
deciding which power base or combination of power
bases should be used to attain maximum influence over
channel members, while at the same time avoiding con-
flict and promoting channel member satisfaction. This
issue has received considerable research attention. The
findings from this research can provide some guidance
for using power in the marketing channel. Among the
most important findings are that power effectiveness in
the marketing channel appears to be situation-specific,
that the use of power can affect the degree of cooperation
and conflict in the channel and levels of channel member
satisfaction, and that the use of coercive power appears to
foster conflict and promote dissatisfaction to a greater
degree than the other power bases.

Role, the set of prescriptions defining what the be-
havior of a position member should be, provides the

Review Questions

1. A purely economic model of the marketing
channel is inadequate. Explain.

2. Why does the channel manager need a familiar-
ity with some of the behavioral processes occur-
ring in the channel?

3. Discuss the distinction between conflict and
competition in the marketing channel.

4. What are some of the underlying causes of con-
flict? Are these causes usually obvious? Are issues
over which conflict may develop the same as the
underlying causes?

5. Could more than one cause be associated with the
development of conflict in the marketing channel?

6. Are the effects of conflict necessarily detrimental
to channel efficiency? Explain.

7. How might conflict be a good thing in the mar-
keting channel? Explain.

8. Discuss some of the means available to the
channel manager for detecting channel conflict.
Do you think they would be practical to use in
the real world?

Channel Issues for Discussion

1. Soon after the “Great Recession” of 2007-2008,
food manufacturers and supermarkets got into
what many industry observers describe as a
pricing war. The supermarkets were upset be-
cause food manufacturers had been increasing
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channel manager with a basis for delineating what part
he or she expects each channel member to play and
what role the firm is expected to play in the marketing
channel. By developing more congruent roles among the
channel members, the channel manager is more likely to
achieve a more effective and efficient marketing channel.

Communication flows within the channel are vital to
the operation of the channel. However, behavioral pro-
blems such as divergent goals among channel members,
language difficulties, perceptual differences, secretive
behavior, and inadequate frequency of communication
can cause distortions in the communications flow, which
may reduce channel efficiency. The channel manager
should therefore try to detect any behavioral problems
that tend to inhibit the effective flow of information
through the channel and resolve those problems before
the communications process in the channel becomes
seriously distorted.

9. Discuss some of the approaches that the channel
manager may use in attempting to manage conflict.
Do all of these approaches share a common theme?

10. Why is it necessary to use power in the devel-
opment and management of the channel?

11. What are the bases of power in the marketing
channel? Is it possible to rank these bases ac-
cording to their degree of effectiveness in influ-
encing the behavior of another channel member
before examining the particular set of circum-
stances or context of the influence attempt as it
takes place in the channel?

12. How would a channel manager know which
power bases are available?

13. Summarize what is known about the use of
power in the marketing channel.

14. How can the channel manager use the concept of role
to develop a more effective and efficient channel?

15. Discuss some of the behavioral problems that can
“foul up” effective communications in the mar-
keting channel.

the wholesale prices charged to supermarkets
even though commodity prices and fuel costs to
the manufacturers had been decreasing. The
supermarkets felt caught in a profit squeeze be-
cause they could not pass on their higher costs to



price-sensitive consumers hurt by the recession.
But the food manufacturers claimed they were in
a profit bind as well because they were locked
into contracts for commodities that were negoti-
ated prior to the recession when prices were sig-
nificantly higher. The conflict emerging from this
pricing problem has caused some major super-
market chains to threaten to decrease shelf space
allocated to national brands and to fill that space
with more private brand products.

What do you think is the underlying cause of
this conflict between the food manufacturers and
supermarkets? How might it be resolved?

Bill Schwartz, the owner of Newvalue Supply, a
medium-sized wholesaler of plumbing supplies,
was furious. He had just gotten off the phone
with the sales manager of Jefferson Industries,
the manufacturer of a very profitable line of
high-quality faucets that Newvalue had been
selling for several years. “That SOB is now going
to start selling the big home center accounts
directly,” fumed Bill Schwartz to his son Paul.
“We’ve worked real hard to establish this line
and then, when it finally gets going with some
real volume, Jefferson wants to cut us out,” he
continued.

Discuss the possible underlying causes of the
conflict that seems to be emerging in this
situation.

Amoco, one of the nation’s largest oil companies,
has been forcing a number of its independent
service stations to convert from full-service sta-
tions offering repair service to convenience stores
or “gas only” stations. Thus the highly profitable
repair part of the business will no longer be
available to those station owners forced to con-
vert. The franchised independent dealers have
little choice but to give in to Amoco because the
oil company typically owns the station’s land and
buildings and offers leases of only three years or
less. This arrangement appears to vest all of the
power with the producer and virtually none with
the dealers.

Discuss this situation in light of the bases of
power and the possible long-term effects on
channel relationship.

“This is really out of bounds,” remarked Lisa
Johnston, the buyer of athletic footwear for a
large chain of sporting goods stores. Ms. Johnston
was referring to a new policy by Nike, the famous
athletic shoe manufacturer, that required retailers
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to place their orders six months in advance of
delivery. “This is great for Nike because it enables
them to plan their production effectively, but
it makes life very difficult for us. Doesn’t Nike
know that retailing of athletic shoes is a fast-
paced, highly competitive business? It’s extremely
hard to predict exactly what Nike shoes our
customers will want that far in advance—and
what about the other brands of athletic shoes we
carry?” continued Ms. Johnston to an assistant
buyer.

Does Nike understand the role of the retailer?
Discuss.

In the summer of 2009, Walmart, the world’s
largest retailer, left no doubt about its enormous
power in the marketing channel. Walmart an-
nounced to all manufacturers whose products it
sells that they must adhere to Walmart’s new
“green” environmental initiative. The manufac-
turers must estimate and disclose the environ-
mental costs of producing their products and
then allow Walmart to use that information to
develop a “green” rating system that will be dis-
closed to consumers on product labels. The cost
of the “green” program will be borne entirely by
the 100,000 Walmart suppliers. Although the
program will take a number of years to fully
implement, some parts of it may be in place by as
early as mid-2011. Suppliers will not be able to
opt out of this program. So all of them, from the
largest to the smallest, will have to participate. If
they do not, Walmart has made it clear that those
suppliers will likely be dropped by the giant
retailer.

What power base(s) appear to be in play in
this situation? What do you think Walmart is
trying to accomplish here by exercising its great
power in the marketing channel?

As part of the U.S. government-initiated and -
supervised bankruptcy reorganization of Chrysler
Corp., almost 800 Chrysler dealerships were ter-
minated. Many of those dealers felt that the
forced closings by Chrysler of their businesses
was grossly unfair and wanted to contest the
closing either through arbitration or the courts.
They could not do so, however, because the
bankruptcy specifically prohibited arbitration or
lawsuits against Chrysler. Indeed, one of the key
reasons for pursuing the bankruptcy option was
to gain protection from pushback from dealer
lawsuits or arbitration actions. But the dealers
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were able to lobby Congress to pass a law that
would override bankruptcy protection and allow
the dealers to pursue arbitration to stay in busi-
ness as Chrysler dealers. Given the passage of the
new law, many of the dealers looked to arbitra-
tion to keep their dealerships open.

Discuss the power shifting that seems to be
occurring in the channel. Are there “good guys” and
“bad guys” here? Explain in terms of the possible
causes of the conflict and ensuing power struggle
between Chrysler and its terminated dealers.

7. UPS Stores operate “pack and ship” stores on a
franchise basis granted by the franchisor, UPS
Inc. The stores not only provide pack and ship
services but offer a variety of other products and
services such as office supplies, copying, and
notary services. The stores are also required by
the franchisor to provide “drop off” services to
customers. This refers to customers who do their
own packing and then go online to purchase and
pay for shipping labels directly from UPS. The
customers then visit any UPS store to “drop off”
their boxes at no charge to customers. UPS pays
the UPS store $1 for each dropped off box. Many
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CHAPTER 5

Strategy in Marketing Channels

LEARNING OBJECTIVES

After reading this chapter, you should:

1. Understand the meaning of marketing channel strategy.

[\*)

Be able to describe the six basic distribution decisions that most firms face.

3. Have an awareness of the potential for channel strategy to play a major role in overall corporate
objectives.

4. Recognize the relationship of distribution to the other variables in the marketing mix and the role of

channel strategy.

931

Be alerted to the conditions that tend to favor an emphasis on distribution strategy in developing the

marketing mix.

6. Appreciate the role of channel strategy in creating a differential advantage through channel design.

7. Have a familiarity with the implications of the selection decision for channel strategy.

8. Know the key strategic decisions faced by the channel manager in the management of the marketing
channel.

9. Understand the portfolio concept as it applies to motivating channel members.

10. Be aware of the main channel strategy issue involved in the evaluation of channel members.

© Susan Van Etten
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FOCUS ON CHANNELS

Hollywood’s Possible Abandonment of Its “Windowing” Distribution
Strategy Could Throw Movie Theater Owners Out the Window

For many vyears, the major studios such as
Disney, Paramount, Sony, Twentieth Century
Fox, Universal, and others have used a channel
strategy known as “windowing” in the movie in-
dustry to distribute movies to consumers. Under
this strategy, new movies would first be shown
only in movie theaters and then, usually four
months later, they would be released through
DVDs and cable. By delaying the release of mo-
vies through DVD and cable channels, a four-
month “window” of opportunity is created for
movie theaters as the exclusive distributors for
newly released films. This distribution strategy
also helped to maximize total revenue because
delayed sales through DVD and cable channels
would not cannibalize theater revenues because
after the four-month window had passed, most
movies would have completed their theater run.

But with the recent dramatic decline in DVD
sales, the studios are considering an alternative
to the windowing distribution strategy. The new
strategy is called “premium video on demand.”
Basically, this involves enabling consumers to
watch movies at home via DVD or cable within
30 days after theatrical release rather than the
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previous four-month waiting period. The studios
are betting that consumers will be willing to pay
a premium price for this service—as much as
$20-$30 per movie. The studios also believe that
this new premium video on demand distribution
strategy is consistent with changes in consumer
expectations because consumers have become
accustomed to using a variety of devices to watch
movies wherever and whenever they want. But
there is a “fly” in the new distribution strategy
“ointment”: Theater owners hate it. They argue
that the early home viewing option will hurt the-
ater ticket sales because many movies would still
be in theaters beyond the 30-day period. Some
theater owners have even considered refusing
to show movies that are offered early on DVDs
and cable.

So, this new distribution strategy appears to
offer a window of opportunity for studios; but,
to theater owners, it looks like an open window
through which they have been invited to commit
suicide.

Source: Based On: Shira Ovide and Sam Schechner,

“Hollywood Eyes Shortcut to TV,” Wall Street Journal
(May 22, 2010): A1, A4.
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Having discussed basic marketing channel concepts and systems, the participants
in marketing channels, the environment within which marketing channels operate,
and behavioral processes in marketing channels in Part 1, we now turn our
attention to the strategy side of marketing channels. This chapter presents a
strategic framework for dealing with the key managerial decisions involved in
marketing channels. Subsequent chapters in this part and later parts of the text
are all related to the underlying strategic framework developed in this chapter.
Hence this chapter is very important for getting the most out of the remainder
of the text because it provides a strategic backdrop for most of the distribution
channel management decisions discussed in later chapters.

Channel Strategy Defined

Kotler defines marketing strategy as “the broad principles by which the business unit
expects to achieve its marketing objectives in a target market.”' Marketing channel
strategy can be viewed as a special case of the more general marketing strategy. Hence
we can define marketing channel strategy as:

The broad principles by which the firm expects to achieve its distribution objectives for its
target market(s).

This definition, though parallel to Kotler’s definition of marketing strategy, is nar-
rower because it focuses on the principles as guidelines for achieving the firm’s distri-
bution objectives rather than on general marketing objectives (which include product,
price, and promotional objectives). Thus, marketing channel strategy is concerned with
the place aspect of marketing strategy, while the other three Ps of the marketing mix
address product, price, and promotional strategies.” As we shall see shortly, channel
strategy, though relatively narrow in focus, may be of equal or more importance than
the other strategic variables of the marketing mix, as well as of vital importance in the
firm’s overall objectives and strategies.’

To achieve their distribution objectives, most firms will have to address six basic dis-
tribution decisions:

1. What role should distribution play in the firm’s overall objectives and strategies?

2. What role should distribution play in the marketing mix?

3. How should the firm’s marketing channels be designed to achieve its distribution
objectives?

4. What kinds of channel members should be selected to meet the firm’s distribution
objectives?

5. How can the marketing channel be managed to implement the firm’s channel strat-
egy and design effectively and efficiently on a continuing basis?

6. How can channel member performance be evaluated?

These six decisions are the “heart and soul” of distribution when viewed from a mar-
keting channel management perspective.

The six basic distribution decisions can be dealt with on an ad hoc or “cross that
bridge when you come to it” basis. But such an approach is shortsighted and can result
in a “firefighting” mentality whereby distribution decisions are kept in the background
until a crisis arises. Once the “fire” is put out, distribution decisions are returned to the
background until the next crisis arises.* A sounder approach to dealing with distribution
decisions is to formulate marketing channel strategy to provide the guiding principles for
dealing with them. Such a strategic approach forces distribution decisions into the
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forefront of marketing strategy development and provides a set of guidelines for dealing
with them on a proactive rather than reactive basis. Thus, management of distribution
should, whenever possible, be guided by channel strategy. This is illustrated in Figure 5.1.
The large rectangle at the top of this schematic overview represents the development of
marketing channel strategy to provide the underlying guiding principles for addressing
the six basic distribution decisions, which are shown as a series of squares. The vertical
arrows leading from the marketing channel strategy rectangle are meant to convey this
relationship. The horizontal arrows leading from each distribution decision to the next
suggest the normal sequence of addressing the basic distribution decisions. The horizontal
arrows at the left and right sides of the schematic overview convey the concept of feedback,
both to prior distribution decisions and to strategy formulation. Finally, text chapters are
indicated that focus primarily on each of the distribution decisions.

The rest of this chapter follows the framework shown in Figure 5.1 by discussing market-
ing channel strategy in relation to each of the six basic distribution decisions. Our purpose
will not be to attempt to catalog all possible channel strategies, as there is a virtually unlimited
range of strategies depending on the particular firm and circumstances involved. But we will
provide an overview that shows the relationship between marketing channel strategy and the
basic distribution decisions as well as conveys the importance of recognizing that relationship.

Marketing Channel Strategy and the
Role of Distribution in Corporate
Objectives and Strategy

The most fundamental distribution decision for any firm or organization to consider is
the role that distribution is expected to play in a company’s long-term overall objectives
and strategies. More specifically, it has to decide whether the achievement of specific dis-
tribution objectives is crucial to the long-run success of the firm.> If the answer is yes,
then the role of distribution should be considered at the highest management levels of
the organization, including the president and even chairman of the board in large corpo-
rate organizational structures. Consider, for example, BMW, the internationally presti-
gious maker of high-performance luxury cars. BMW wants to revolutionize the way its
automobiles are distributed in the United States. Rather than manufacturing automobiles
ahead of time and placing them in dealer inventories, BMW has made a strategic decision
that seeks to emulate the famous Dell Computer model by custom-building cars to order
for each customer. BMW believes that this custom-made distribution strategy will not only
save BMW and its dealers a great deal of money by reducing inventory carrying costs and
rebates on cars that are not selling, but according to a J.D. Power & Associates survey, will
result in more satisfied and loyal customers as well. At present, custom-ordered cars
account for only 15 percent of BMW’s sales in the U.S. But James O’Donnell, BMW’s
CEO, hopes to reach 40 percent by 2015. As an inducement to get more customers to
buy their cars via custom orders, BMW will offer them unique choices of features and ac-
cessories and provide a video link of their cars “being born” at the factory.

Selling cars on a custom-made basis has been the Holy Grail of the auto industry for
many years but so far, only BMW has taken the giant step to make it a core strategy of the
company. If it is successful, O'Donnell believes that BMW’s innovative distribution strat-
egy will provide a key competitive advantage over other luxury brands by creating winners
at all levels of the channel: BMW will build only cars that customers have committed to,
dealers will reduce their costs, and customers will get exactly the cars they want.®

Given the potential importance of distribution, it should be considered in any strate-
gic planning undertaken by the firm. This is illustrated in Figure 5.2. The diagram shows
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FIGURE 5.2 The Strategic Planning Process and the Role of Distribution in the Firm

Level Cycle 1 Cycle 2 Cycle 3
Develop alternative long-range Develop long-range Develop one-year plans
definitions and missions functional strategies and budgets
3
Dy Select B Fix %
from long-range
Cloparais alternatives plan
Communicate .
Communicate business Communicate
corporate definition long-range
guidelines and bll.lSIIlCSS
mission plans
Dy Develop Ds Ds
alternative Integrate Integrate
. business functional one-year
Business definitions strategies plan and
and budget
missions
Communicate Ie e
Communicate program ] ommunicate
business T definition ongrange
guidelines Develop and plrogram
P 7 alternative mission Dg kR Dy Develop
KOSIAI program Devel'op one-year
and definitions functional plan and
functional and strategies budget
departments s
missions
*D; to Dy indicate order of appearance of the distribution issues in the cycles and levels of the strategic planning process; D, indicates
earliest appearance while Dy indicates last appearance.
Source: Adapted from Derek F. Abell and John S. Hammond, Strategic Market Planning Problems and Analytical Approaches (Englewood
Cliffs, N.J.: Prentice-Hall, 1979), 451.

what Abell and Hammond refer to as a three-cycle strategic planning process.” Looking
first at the corporate level, in cycle 1, planning is concerned with the management of
fundamental and critical alternatives of defining the business and its future. In cycle 2,
the definition of the business and its mission have already been determined and so the
emphasis shifts to the formulation of functional strategies. In cycle 3, the focus shifts
from long-range strategy to a short-term (usually one year) planning horizon—with the
emphasis placed on detailed programming and budgeting. When this three-cycle plan-
ning process is undertaken in a large and diversified firm, all three levels will become
involved in the strategic planning process: corporate, business, and program and func-
tional departments. D; through Dy indicate where and when the role of distribution
would be addressed by firms having different priorities for distribution. The firm placing
the highest priority on distribution would consider it in cycle 1 at the corporate level
(Dy); the firm placing the lowest priority on distribution would address it in cycle 3
and only at the program and functional level (Dy). While Figure 5.2 is somewhat of an
oversimplification of the interface between the role of distribution and the strategic plan-
ning process, it does convey the essential point—the higher the priority given to distribu-
tion, the higher the level at which it should be considered in formulating the organization’s
overall objectives and strategies.®
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Determining the Priority Given to Distribution

The most famous and widely acclaimed management guru in the last one hundred years,
Peter Drucker, had this to say about the importance of distribution:

Changes in distributive channels may not matter much to GNP and macroeconomics.
But they should be a major concern to every business and industry ... Everyone knows
how fast technology is changing. Everyone knows about markets becoming global and
about shifts in the work force and in demographics. But few people pay attention to
changing distribution channels.’

Tom Peters, another famous management guru, makes a similar point about the im-
portance of distribution in the firm:

Most firms make the mistake of paying too little attention to the somewhat attenuated
members of their marketing team [marketing channel]. The [relatively few] companies
that mind their distribution reap tangible rewards."’

The question of how much priority to place on distribution is one that can be answered
only by the particular firm involved. If a firm’s top management believes that distribution
strategy is a core part of its corporate strategy for achieving its long-term goals, a high
priority for, and a strong focus on distribution strategy become logical imperatives. The
world’s largest and best-known online retailer, Amazon.com, for example, from its found-
ing almost two decades ago to today, has put enormous emphasis on distribution strategy.
From the outset, Amazon.com’s CEO, Jeff Bezos, decided to use a single, online channel
strategy rather than a multi-channel strategy. But the single online channel strategy was
the foundation of Amazon.com’s business model. Amazon’s online channel was designed
to create an extraordinary customer experience by providing an easy and exciting customer
interface, outstanding product selection, super efficient checkout, and quick delivery that
few, if any, online or conventional competitors have been able to match.'!

In contrast to Amazon.com, Apple CEO Steve Jobs made a strategic distribution deci-
sion soon after the start of the twenty-first century that involved the broadening of its
channel mix to include the establishment of its own “bricks and mortar” retail stores.
Jobs felt that in order to reach Apple’s customers effectively and provide the kind of retail
setting that would complement the exciting and innovative products Apple has become
famous for, a chain of high quality retail stores designed to Apple’s own specifications
and located in the best shopping centers was needed. Apple’s strategic decision to develop
its company-owned retail store channel has played a vital role in Apple’s outstanding
growth and profitability in recent years not only because of the revenues and profits gen-
erated directly by the Apple stores, but by the showcase the stores provide for customers to
see, touch, and try out new Apple products with the assistance of highly knowledgeable
Apple employees in an exciting, high-tech atmosphere.'?

In the service sector, financial services firm Edward Jones, with more than 10,000 phys-
ical brokerage offices blanketing the U.S., has placed tremendous emphasis on distribution
strategy by deliberately maintaining its traditional channel structure that has served the
firm for many decades. Even in the face of the technological revolution in financial services
that has made online channels a dominant force for trading financial products, Edward
Jones has steadfastly decided not to participate in the revolution. If an Edward Jones client
wants to buy or sell stocks, bonds, mutual funds, or other financial instruments, he or she
must do it through a local Edward Jones broker. So, while virtually all other large financial
services firms have provided their clients with an online channel option, Edward Jones still
offers only its “old fashioned” human broker channel."” Is Edward Jones “crazy” for stick-
ing to this “outdated channel strategy?” Not according to the almost 7 million Edward
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FIGURE 5.3

Excerpts from Edward
Jones Web site Empha-
sizing Personal Contact
Distribution Channel
Strategy

Jones clients who use it and J.D. Power & Associates that ranked Edward Jones as “Highest
in Investor Satisfaction with Full Service Brokerage Firms.” (See Figure 5.3).

Hewlett-Packard, now the world’s largest PC manufacturer and a giant in the printer
and IT services sector, makes it a point to emphasize the importance of distribution
strategy to the firm’s overall goals and objectives by setting off in italics the following
statement in its annual report:'*

If we fail to manage the distribution of our products and services properly, our revenue,
gross margin and profitability could suffer.

Numerous other companies across a wide range of industries have taken this message
about the importance of distribution to heart. Battery manufacturer Rayovac Corp., for
instance, in a quest to gain market share on its larger rivals, Duracell and Energizer, has
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placed the highest emphasis on gaining more penetration into mass merchandiser chan-
nels, especially the world’s largest retailer, Walmart Rayovac realizes that battery technol-
ogy is essentially equal among the three major brands, so developing a channel strategy
that will gain shelf space and thus reach larger numbers of consumers in the United
States and abroad has become a top priority.'®

WD-40, the ubiquitous lubricating product that is in 75 percent of all U.S. house-
holds, has distribution at the heart of its corporate strategy to compete against
such giants as 3M, DuPont, and GE, who have all unsuccessfully attempted to replace
WD-40 with competing products. The main reason WD-40 has prevailed is that it places
a great deal of attention on cultivating the broadest possible retail distribution channels.
WD-40 is sold in every kind of retail outlet imaginable, and the company has paid
extraordinary attention to keeping these diverse retailers happy with profitable deals,
special merchandising campaigns, point-of-sale displays, and clever pricing strategies.

Giant consumer packaged goods manufacturer, Procter & Gamble Company, has
placed tremendous emphasis on distribution, especially in terms of building strategic al-
liances with giant retailers. Walmart accounts for more than 10 percent of P&G’s domes-
tic sales volume. To satisfy Walmart’s demand for everyday low prices on P&G products,
for special oversized packaging for its Sam’s Clubs, and for many other demands, P&G
has a whole team of executives living in Walmart’s hometown of Bentonville, Arkansas,
to cater to virtually every one of Walmart’s wishes.

Many other examples of firms that place distribution at the heart of their corporate ob-
jectives and strategies could also be cited. And, of course, there are many examples of
firms that relegate distribution to a much lower priority. It is not possible to claim that
those who look at distribution as a top management priority are right and those who do
not are wrong. What is probably fair to say, however, is that to automatically dismiss dis-
tribution as a decision area for top management concern in formulating corporate objec-
tives and strategies limits the firm’s ability to compete effectively in today’s global markets.

Marketing Channel Strategy and the
Marketing Mix

Whether or not the firm views distribution as worthy of top management concern when
developing overall objectives and strategies, it must still deal with the issue of the role of
distribution in the marketing mix. Developing a marketing mix of product, price, pro-
motion, and distribution (place) strategies that meets the demands of the firm’s target
markets better than the competition is the essence of modern marketing management.
This relationship between target market satisfaction and a firm’s marketing mix can be
represented as follows:

Ts :f(Ph P2a P3a P4)

where

T, = degree of target market satisfaction
P, = product strategy

P, = pricing strategy

P; = promotional strategy

P, = place (distribution) strategy

The job of the marketing manager is to develop the right combination of the four Ps
to provide and maintain the desired level of target market satisfactions (Ts). To do so,
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the marketing manger has to consider the possible contributions of each variable in
meeting the demands of the target market.'® Hence, the role of distribution must be con-
sidered along with the product, price, and promotion. This raises the question of how
much emphasis should be placed on each strategic variable in the marketing mix. There
is, of course, no general answer to this question. Each firm and each situation will vary
and sometimes by a great deal. For example, a company in the pharmaceutical field with
a new drug protected by a patent will derive much of its target market satisfaction (mea-
sured in terms of sales, profits, and market share) from its unique product. So, for the
duration of the patent and assuming no competitive substitutes are available, the product
variable will dominate its marketing mix. For a firm selling an undifferentiated commod-
ity product such as standard computer chips, price will be the key variable in the mar-
keting mix. Promotion, especially in the form of advertising, will tend to be the key
variable in the marketing mix for companies such as cosmetics manufacturers, which
rely on image to achieve market satisfaction. If the target market places a high level of
emphasis on how a product is sold, how timely and conveniently it is made available,
and where it is sold, distribution may be the leading variable in the marketing mix.

Yet, even if we acknowledge the wide range of variables in the marketing mix that any
given firm might choose for strategic emphasis, a general case for stressing distribution
strategy can still be made if any one of certain conditions prevails:

1. Distribution is the most relevant variable for satisfying target market demands.

2. Parity exists among competitors in the other three variables of the marketing mix.
3. A high degree of vulnerability exists because of competitors’ neglect of distribution.
4. Distribution can enhance the firm by creating synergy from marketing channels.

The balance of this section is devoted to discussions of each of these conditions.

Distribution Relevance to Target Market Demand

Target market demand is, of course, the basis for developing an appropriate marketing
mix. Hence, if customers in the firm’s target market have demands that can be satis-
fied best through distribution strategy, this should be stressed in the firm’s marketing
mix.'” In short, distribution becomes relevant because the target market wants it that
way.'®

As firms have become more oriented to target markets over the past two decades by
listening more closely to their customers, the relevance of distribution has become ap-
parent to an increasing number of companies because it plays such a key role in pro-
viding customer satisfaction. Why are marketing channels so closely linked to
customer satisfaction? Because it is through distribution that the firm can provide the
kinds and levels of service that make for satisfied customers. A case-in-point involved
Volvo GM Heavy Truck Corporation.'” Volvo GM dealers were losing business to
competitors because of problems in providing prompt service. All too often dealers
and the regional warehouses supplying them were out of stock of the parts needed for
the repairs even though parts inventories at the dealerships and warehouses were in-
creasing. Volvo GM knew the problem was caused by dealers’ inability to predict the
demand for parts and services accurately. But it was not until Volvo GM performed
some careful market research that they understood the nature of the target market’s
demand for service. Specifically, Volvo GM found that customers use replacement
parts in two distinctly different situations: scheduled maintenance and emergency
roadside repairs. For the first situation, Volvo GM’s existing distribution system
worked well because customers’ needs varied little, so the need for parts could be an-
ticipated, ordered, and delivered on a regular basis. But in the second situation, the
system was woefully inadequate because the demand for emergency repairs could not
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be predicted. So, no matter how much inventory was on warehouse and dealer shelves,
key parts almost always seemed to be unavailable.

Having finally grasped the nature of the target market’s demand for parts on an emer-
gency basis, Volvo GM was able to develop a distribution strategy to meet the needs of
its customers. Working with FedEx Logistics Services, Volvo GM set up a warehouse in
Memphis, Tennessee, that stocked the full line of truck parts. Now when a dealer needs
parts for emergency repairs, it simply calls a toll-free number or goes online to place an
order and the parts are shipped out via air, often on the same day, and are available to
dealers in the evening. Parts can also be delivered directly to a roadside repair site if need
be. As is obvious, such a high level of customer service could be provided only through
meticulous attention to distribution strategy and the superbly functioning marketing
channel that resulted from such attention to target market needs.

Competitive Parity in Other Marketing Mix Variables

It is certainly no longer a secret that competition is increasingly fierce, especially since
global competition has become the norm in so many industries. Consequently, more
and more firms are competing with marketing mixes that are measured not only against
those of strong domestic competitors but also against foreign ones. In such an intense
competitive arena, it becomes increasingly difficult for a company to differentiate its
marketing mix from that of the competition.”” In the product area, the ability to main-
tain a lead in product innovation or quality is more difficult because of the rapidity of
technology transfer across companies and national borders. With regard to the price var-
iable, the capacity to maintain a pricing advantage is very limited due to the speed with
which competitors can adjust their cost structures by moving their production facilities
to lower-cost domestic or offshore locations. Marketing mix advantages based on promo-
tion tend to be short-lived because novel or clever promotional messages quickly lose
their appeal and are replaced by competitors’ promotions that appear fresher.

Distribution, the fourth variable of the marketing mix, however, can offer a more fa-
vorable basis for developing competitive edge because advantages achieved in distribu-
tion are not as easily copied by competitors as the other three variables of the
marketing mix. Why is this the case? Distribution advantages, if manifest in a superior
marketing channel (rather than just the logistical aspects of distribution), are based on a
combination of superior strategy, organization, and human capabilities. This is a combi-
nation not easily or quickly imitated by competitors. Consider, for example, the case of
Caterpillar, Inc., the world leader in heavy earth-moving equipment. This firm has be-
come famous not only for its excellent products, but perhaps even more so, for its out-
standing distribution channel strategy. In what has now become a classic Harvard
Business Review article, Donald Fites, a former Caterpillar CEO, captures succinctly the
increasing need to consider distribution strategy as a means for overcoming competitive
parity in other areas:

Engineering excellence, manufacturing efficiency, and quality are rapidly becoming gi-
vens: everyone is going to need them to be a player. Indeed, most companies deficient in
these areas have already disappeared. That’s one reason why I feel very bullish about
my own company. We know how to do it [distribution strategy]. We have already built
true partnerships with our dealers.”'

The “true partnerships with our dealers” that Fites refers to are not simply a logistical
feat. Rather, they are dependent on carefully developed long-term channel strategy
stressing the development of a superior group of dealers, a carefully managed inter-
organizational channel structure capable of responding quickly and flexibly, and a caliber
of people in the channel system with the capacity to carry out the strategy. In short,
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Caterpillar’s partnerships with its dealers reflect its careful and thorough attention to re-
lationship building with its dealer organization based on long-term trust, commitment,
and cooperation between Caterpillar and its dealers. Matching this level of distribution
capability confronts Caterpillar’s competitors with a much greater challenge than simply
matching its products, prices, and promotion. To duplicate Caterpillar’s high-powered
marketing channel would require long-term strategic changes, including relationship
building®® and human capital development. Obviously, this cannot be done easily or
quickly. So, the moral of the story is that for those firms willing to expend the effort
and resources, focusing on distribution as the main marketing mix variable on which to
compete can be a fruitful strategy.

Distribution Neglect and Competitive Vulnerability

Neglect of distribution strategy by competitors provides an excellent opportunity for
those companies who are willing to make the effort to develop distribution as a key stra-
tegic variable in the marketing mix. But to pursue this approach, the channel manager
has to make a conscious effort to analyze target markets to determine if distribution
has been neglected by competitors and whether vulnerabilities exist that can be exploited.
Zappos.com, an online retailer of shoes, clothing, handbags, and accessories founded
in 1999 and now generating sales in excess of a billion dollars, provides an excellent
example of a firm that used innovative channel strategy to exploit competitor neglect of
distribution strategy.”> Zappos.com, which was acquired by Amazon.com in 2009 but
still maintains its own identity and autonomy, has always stressed extraordinary service
as the core of its corporate culture. The firm offers more than 1,200 brands, almost 3
million different products, free shipping, a one-year return policy, and 24-7 customer
service by real people in its call center. All employees go through an intensive four-
week training program not only to master all of the mechanics and details associated
with providing excellent customer service, but also to absorb Zappos.com culture so
that each employee becomes a living, breathing extension of the corporate culture. As a
test of whether the employees can live up to this standard, CEO Tony Hsieh offers em-
ployees a buyout of $3,000 each after two weeks of training to anyone who wants to quit.
Only one percent take him up on the offer. Zappos.com maintains its own warehouse
and performs every aspect of its operations in-house to assure it can control the total
customer experience.

Zappos.com has been able to bring its high-service online distribution channel to tar-
get customers who were dissatisfied by the limited selection and low levels of service pro-
vided by traditional bricks-and-mortar shoe stores, apparel, and accessories retailers.
Many of these land-based retailers, for whatever reason, were unwilling or unable to pro-
vide the kind of customer experience that millions of consumers were seeking. When
Zappos.com offered an alternative in the form of a direct online channel that provided
superior product availability along with superb service, customers literally flocked to this
new and better channel.

Distribution and Synergy for the Channel

As we have pointed out several times in this text, one of the difficulties of managing
marketing channels is that it involves independent channel members—businesses that
have their own objectives, policies, and strategies. Attempting to gain their cooperation
so that they help the manufacturer to achieve its objectives and strategies is what
makes interorganizational channel management such a challenge. Yet along with this
challenge come opportunities, because a well-developed marketing channel comprised
of the right channel members can provide synergy between the channel members that
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produces a superior distribution program. So in thinking about which variable to em-
phasize in the marketing mix, the potential for synergy in distribution should be con-
sidered.”* By “hooking up” with the right kind of channel members, the marketing
mix can be substantially strengthened to a degree not easily duplicated with the other
variables. The most obvious example of this is when a channel member’s reputation or
prestige is stronger than the manufacturer’s. By securing distribution of its products
through such channel members at the wholesale or retail levels, the manufacturer im-
mediately upgrades its own credibility. In effect, the manufacturer’s products handled
by famous retailers or well-established wholesalers become “anointed” as superior pro-
ducts to a degree beyond what the manufacturer could have accomplished on its own.
This kind of synergy is exactly what NutriSystem, Inc., a maker of diet foods sold di-
rectly to consumers in various configurations that comprise the NutriSystem diet plan,
hoped to gain by getting its products onto Walmart’s shelves.*” In late 2009, the com-
pany, based in Horsham, Pennsylvania, worked out a deal with Walmart to sell a spe-
cially developed “starter” version of the NutriSystem diet food products to sell for
$148 at Walmart stores. Except for a much smaller scale relationship with Costco,
prior to the Walmart relationship, NutriSystem had sold all of its products via tele-
phone and online channels relying mainly on television commercials to promote its
products to consumers. With the Walmart deal, NutriSystem hopes to gain much
greater recognition and credibility for its diet products than it could achieve by con-
tinuing to sell its products only through direct to consumer channels. By convincing
Walmart to carry its products, which will be sold in more than 3,200 Walmart stores,
NutriSystem has received a defacto endorsement of its products by the world’s largest
and most powerful retailer.

Synergy through distribution goes well beyond the enhancement of the manufac-
turer’s image. Strong and close working relationships between the manufacturer and
channel members—which in recent years have been referred to increasingly as distribu-
tion partnerships, partnering, strategic alliances, or networks—can provide a substantial
strategic advantage.”® The previously discussed relationship between Procter & Gamble
and Walmart is perhaps the most talked about strategic alliance of recent years. But
many other such synergistic relationships have been established in a wide variety of
industries.

In the industrial or business-to-business market, synergistic channel partnerships and
alliances have also become popular. Motorola, for instance, as part of its Total Quality
Management (TQM) program, has developed close, mutually beneficial relationships
with suppliers through a program the company calls Suppliers Perceptions Measurement,
which helps suppliers to meet Motorola’s stringent quality and performance standards.
The program has reduced the number of suppliers that Motorola deals with, but the re-
lationships are closer and more mutually profitable.

Channel Strategy and Designing
Marketing Channels

The subject of channel design, which involves the entire process of setting up a channel
(or modifying an existing one), will be discussed in detail in Chapter 6 and continue into
Chapters 7 and 8. It is a complex topic that requires several chapters to cover adequately.

Our purpose in introducing the topic of channel design in this chapter is limited to
showing the relationship between channel strategy and channel design. This relationship
is a straightforward one: Channel strategy should guide channel design so as to help the
firm attain a differential advantage.
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Differential Advantage and Channel Design

Differential advantage,”” also called sustainable competitive advantage®® in more re-
cent years, refers to a firm’s attainment of an advantageous position in the market rela-
tive to competitors—a place that enables it to use its particular strengths to satisty
customer demands better than its competitors on a long-term (sustainable) basis. The
entire range of resources available to the firm and all of its major functional activities
can contribute to the attempt to create a differential advantage. The level of capital, the
quality of management and employees, and its overall production, financial, and market-
ing strategies all play a part.

Channel design, though just one component of this attempt to gain a differential advan-
tage, can be a very important part.”” Given that distribution is one of the major controllable
variables of the marketing mix, it is no less important for the firm to seek a differential ad-
vantage in its channel design than in its product, pricing, and promotional strategies. In-
deed, a differential advantage based on the design of a superior marketing channel can
yield a formidable and long-term advantage because competitors cannot copy it easily.

Consider, again, the case of Caterpillar, a company whose channels of distribution are
highly respected throughout the world. With a few exceptions, over the past 50 years
Caterpillar has had one of the best financial track records in the heavy equipment indus-
try or, for that matter, among all major U.S. corporations—even in the face of fierce
competition from the Japanese.

What lies behind Caterpillar’s success? While there are several factors that differenti-
ate Caterpillar from competitors, the key ingredient of its success, as the company has
stated many times, is a well-designed marketing channel system based on a superb
dealer organization. The dealer network comprising the channel for most of Caterpillar’s
products consists of almost 200 domestic and overseas dealerships, all independently
owned and relatively large. The average dealer’s sales are well above $100 million and
each has an average net worth in the millions. This financially strong and high-
powered group of dealers has enabled Caterpillar to provide a level of product availabil-
ity and service to its customers that is unrivaled in the industry. But this well-designed
channel system that has given Caterpillar such a strong differential advantage is no acci-
dent. As discussed earlier in this chapter, over the years Caterpillar has placed great em-
phasis on building and nurturing its marketing channel system in a conscious effort to
make it superior to the competition. One feature of the system, for example, is a com-
puter network linking all dealers to the Morton, Illinois distribution center. This net-
work enables dealers to order any part they need for delivery the next day in the
United States and usually within 48 hours anywhere in the world. Caterpillar also con-
ducts dozens of training programs for dealers both in the United States and abroad. In-
deed, the company even conducts a course in Peoria, Illinois, to encourage dealers’
children to remain in the business. As this example suggests, superior channel design
can contribute significantly to a firm’s quest to gain a differential advantage. Figure 5.4
shows an excerpt from Caterpillar’s Web site that captures the importance Caterpillar
attaches to its global dealer network.

Positioning the Channel to Gain Differential Advantage

In the channel manager’s attempt to foster differential advantage through channel de-
sign, the concept of channel position can serve as a helpful guide. Narus and Anderson
define a channel position as:

... the reputation a manufacturer acquires among distributors [channel members] for
furnishing products, services, financial returns, programs, and systems that are in
some way superior to those offered by competing manufacturers.™
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FIGURE 5.4 Excerpt from Caterpillar Web site Stressing Importance of Dealer Network
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Channel positioning is what the firm does with its channel planning and decision
making to attain the channel position. The key ingredient, according to Narus and
Anderson, is to view the relationship with channel members as a partnership or stra-
tegic alliance that offers recognizable benefits to the manufacturer and channel mem-
bers on a long-term basis. This is in contrast to typical short-term ad hoc incentive
programs that are so common in many channel relationships and are really little
more than short-term tactics rather than strategies. By thinking in terms of channel
positioning, the channel manager takes a longer-term strategic view of channel de-
sign and is more likely to ask the question: How can I design the channel so that
channel members will view my firm as having done a better job than the competitive
manufacturers they represent? Lexus automobiles offers a good example of channel
positioning by positioning its independent dealer channel as the best in the automo-
bile industry.”® This quest to position Lexus dealers as the best in the industry is
stated explicitly in “THE LEXUS CONVENANT,” which appears on the Lexus offi-
cial Web site as the fourth commitment in the Covenant (see Figure 5.5). It reads as
follows: “Lexus will have the finest dealer network in the industry.” The next (fifth)
Lexus commitment in the Covenant goes on to say: “Lexus will treat each customer
as we would a guest in our home.” In this channel positioning strategy, Lexus is
clearly and purposefully setting the bar high for its dealer channel. Lexus expects its
dealerships to be the best—no ifs, ands, or maybes. But even more to the point, this
channel positioning strategy is also aimed at creating very high customer expecta-
tions for Lexus dealers. Indeed, Lexus is promising customers something well beyond
what would normally be expected from an auto dealership: a customer experience
that will “treat each customer as we would [treat] a guest in our home.” Obviously,
this is a tall order but one that Lexus takes very seriously. Indeed, right from the
introduction of the Lexus brand in the late 1980s, prospective candidates for Lexus
dealerships were evaluated as much on “soft” factors such as attitude toward the cus-
tomer as on “hard” factors such as financial strength. By putting so much emphasis
on the human dimension and people skills as part of the Lexus dealers’ DNA, Lexus
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FIGURE 5.5 Lexus Web site Showing THE LEXUS COVENANT
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has won many awards over the years such as achieving the highest rating on the
coveted J.D. Power Customer Service Index (CSI). But what is most important from
a bottom line, competitive strategy standpoint is that Lexus has positioned its “best
of breed” dealer channel as a key reason for buying a Lexus rather than another
brand of luxury automobiles.

A well-positioned channel also means that the channel manager will have the
confidence and support of the channel members in his or her attempt to gain a
differential advantage. In short, a channel that is well-positioned with channel
members should increase the manufacturer’s chances of being well-positioned with
final customers. The result could be the very differential advantage the manufac-
turer was seeking. Thus a good job of gaining the respect of channel members
should result in the kind of channel position that improves the odds of attaining
a real differential advantage with final customers because the channel members are
positioned to be “cheerleaders” for the manufacturer who has attained the strong
channel position.

Channel Strategy and the Selection of
Channel Members

The selection of channel members is the final phase of channel design and is dis-
cussed comprehensively in Chapter 7. Our purpose in introducing the subject of
channel member selection in this chapter is to show that this aspect of channel de-
sign also has a strategic dimension. In particular, the approach taken to channel
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member selection and the particular types of intermediaries chosen to become
channel members should reflect the channel strategies the firm has developed to
achieve its distribution objectives.”> Moreover, the selection of channel members
should be consistent with the firm’s broader marketing objectives and strategies
and may also need to reflect the objectives and strategies of the organization as a
whole.®® This follows because channel members, though independent businesses, are
from the customers’ perspective an extension of the manufacturer’s own organiza-
tion. Thus the types of middlemen selling the manufacturer’s products ultimately
reflect on the manufacturer. So, for example, a manufacturer that prides itself on
providing prestigious products of the highest quality would have to be very careful
about the kinds of channel members it chooses to sell its products. Rolex, for
example, arguably the world’s most prestigious watchmaker, takes extreme care in
selecting only the most reputable retail dealers to sell its products. Rolex also
advertises directly to customers in publications such as the Wall Street Journal to
remind customers that only authorized Rolex jewelers can provide the superior
selection, service, and warranty protection that customers purchasing such a presti-
gious product expect.

In contrast, if a manufacturer’s products are “middle of the road” in quality and
aimed at the mass market, its distribution strategy should stress broad coverage of the
market. In this case, the types of channel members handling the product will be a
much less sensitive issue. Bic Corporation, for example, manufacturer of the ubiquitous
low-cost Bic ballpoint pens, stresses a channel member selection strategy that could be
described as “open admissions” to virtually any intermediary who is capable of selling its
products.

Between these extremes of world-class luxury products and the mundane 50-cent
ballpoint pen are a host of other situations, involving both consumer and industrial
products, in which channel member selection strategy is less obvious.>* This is espe-
cially the case when channel member selection strategy also has to take into account
long-term versus short-term trade-offs in sales, market share, and profits. In the toy
industry, for example, toy manufacturers such as Mattel, Inc. are paying far more at-
tention to channel member selection strategy by making exclusive dealing arrange-
ments with certain retailers on particular toy items. In Mattel’s famous Barbie doll
line, for instance, Mattel is selling Barbie’s younger sister Kelly only through Target
stores. By selecting only one retail chain to carry certain products, manufacturers gain
a higher degree of control over how the merchandise is marketed to final customers
than if it were sold by many different retailers. Retailers like this arrangement because
it eliminates direct competition for those products. Of course, the manufacturer also is
taking a major risk by selecting only one retailer to sell products exclusively, because if
the retailer does not perform up to expectations, no other retailers are available to take
up the slack.

Channel Strategy and Managing the
Marketing Channel

Channel management from the manufacturer’s perspective involves all of the plans and
actions taken by the manufacturer aimed at securing the cooperation of the channel
members in achieving the manufacturer’s distribution objectives.’® This topic is dis-
cussed in depth in Chapters 9 through 13 in Part 3 of the text. Our purpose in introduc-
ing the topic of channel management here is limited to showing its relationship to
channel strategy.
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The channel manager attempting to plan and implement a program to gain the coop-
eration of channel members is faced with three strategic questions:

1. How close a relationship should be developed with the channel members?

2. How should the channel members be motivated to cooperate in achieving the man-
ufacturer’s distribution objectives?

3. How should the marketing mix be used to enhance channel member cooperation?

Closeness of Channel Relationships

In recent years a substantial body of literature has appeared arguing the need for closer
relationships between manufacturers and channel members at the wholesale and/or retail
levels. Only by developing close relationships, “partnerships,” or strategic alliances can
manufacturers and channel members work together to achieve high levels of effectiveness
and efficiency in distribution, according to the argument. Indeed, the underlying philoso-
phy of most of the literature on interorganizational channel management presupposes the
need for close relationships between manufacturer and channel members.*® Hardly any
voices are heard from the other side of the argument—that of not stressing close channel
relationships or even purposely keeping greater distance.’” Does so much emphasis on one
side and virtually none on the other mean that the “closeness is best” argument is right and
the other is wrong? Actually, neither side is necessarily right or wrong.”®

What should not be forgotten in this debate—or, more correctly, this one-sided
argument—is that the question of how close a channel relationship any given manufacturer
should develop with its channel members is really a question of strategy. If the channel man-
ager believes that a close working relationship will help him or her do a better job of manag-
ing the channel and achieve the distribution objectives, then closeness should be emphasized.
If, on the other hand, the channel manager believes that closeness is not necessary for effec-
tive management of the channel, then it is probably not necessary and indeed might even be
wasteful of time, energy, and money. For a manufacturer of an undifferentiated commodity
product sold through thousands of retailers, for example, it would most likely not be feasible
to attempt to develop a close relationship with each retailer. Yet, if the manufacturer uses a
relatively small group of wholesalers to reach those retailers, it may make a great deal of sense
to establish a close relationship with the wholesalers.

Most of the examples cited in this chapter—including Caterpillar, BMW, Lexus, and
NutriSystem did stress the need for close working relationships between the manufac-
turer and channel members. But this should not be taken to mean that this always or
automatically should be the case. Bic, WD-40, and Rayovac, also cited in this chapter,
could not possibly maintain close relationships with all of the retailers or even all of the
wholesalers selling their products. It would be infeasible and uneconomical to do so.
Consequently, each firm needs to examine the question of how close a relationship it
will develop with its channel members.* Figure 5.6 helps to illustrate the channel strat-
egy decision facing the channel manager by portraying it as a continuum. The relation-
ship a manufacturer seeks with its channel members can range from very close, as with
Caterpillar or Lexus and its dealers, to very loose, such as the relationship of Bic with,
say, any given 7-Eleven store selling its ballpoint pens. In the middle might be the rela-
tionship between GM, Ford, or Chrysler and a typical auto dealer.*’

As a rough strategic guide for dealing with the closeness question, the channel man-
ager can relate it to the degree of distribution intensity that presumably would have been
decided on while designing the channel. This, too, can be visualized as a continuum, as
shown in Figure 5.7. The adjectives intensive, selective, and exclusive—used to describe
the points on the continuum—are the traditional terms used in the marketing literature
to indicate the number of channel members (at either the wholesale or the retail levels)
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FIGURE 5.6 Contin-
uum Portraying Degree
of Closeness of Manu-
facturer with Channel
Members

FIGURE 5.7
Continuum of Intensity
of Distribution
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used by the manufacturer (see Chapter 6 under the heading “Intensity at the Various
Levels”). By combining the two continua from Figures 5.6 and 5.7, a graph portraying
the relationship between the degree of closeness and the distribution intensity can be
constructed, as shown in Figure 5.8. The figure shows a positive relationship between
distribution intensity and the degree of closeness in the channel relationship. This is
not meant to indicate a precise linear relationship. On the contrary, only a rough rela-
tionship is suggested to serve as a point of departure for dealing with the question of
how close a relationship should be developed between manufacturers and their channel
members. Figure 5.8 implies that, on average, with everything else being equal, if the
channel manager has designed a channel stressing intensive distribution he or she should
probably think in terms of a looser relationship with the many channel members in-
volved than would be the case for the far fewer channel members involved in a more
selectively or exclusively designed channel.

Distribution intensity is not, of course, the only factor to consider in deciding how close
a relationship the manufacturer should develop with the channel members.*' Many other
factors, such as markets being targeted, products, company policies, middlemen, environ-
ment, and behavioral dimensions can all play a role. These are discussed in detail in Chap-
ter 6. But distribution intensity is probably as good a point as any to begin to deal with the
strategic question of how close a relationship to develop with channel members.

Motivation of Channel Members

The motivation of channel members is covered in detail in Chapter 9. There we di