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PREFACE

NEW TO THIS EDITION

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

Other significant changes to this edition include the following:

t�"�OFX�DIBOOFM�TUSBUFHZ�GSBNFXPSL�JOUSPEVDFE�JO�$IBQUFS���EFGJOFT�UIF��TUSVDUVSF�
of the rest of this book, providing a structured approach that guides managers 
through the steps necessary for evaluating an existing marketing channel strat-
egy or for developing and implementing a new one. A new figure offers a visual 
representation of this approach (see Figure 1-3).

t�5P�QSPWJEF�B�GPVOEBUJPO�GPS�EFWFMPQJOH�DIBOOFM�TUSBUFHJFT�UISFF�OFXMZ�GPSNV-
lated chapters each support a specific stand-alone analysis that is critical for 
designing an effective channel strategy:
t�&OE�VTFS�BOBMZTJT�JO�$IBQUFS��
t�$IBOOFM�BOBMZTJT�BOE�BVEJUT�JO�$IBQUFS��
t�.BLF�PS�CVZ�BOBMZTJT�JO�$IBQUFS��

t�"�DPNQMFUFMZ�SFWJTFE�$IBQUFS���PO�EFTJHOJOH�DIBOOFM�TUSVDUVSFT�BOE�TUSBUFHJFT�
integrates material from multiple chapters in the previous edition together with 
new material, to walk readers through three key channel design decisions. The 
revised chapter also offers a new perspective on the eight factors that influence 
the intensity versus selectivity trade-off and its effects on channel strategy.

t�$IBQUFS���JT�DPNQMFUFMZ�OFX��*U�GPDVTFT�PO�UIF�FNFSHJOH�DIBOOFM�TUSVDUVSFT�BOE�
strategies that result from dramatic changes in the business environment, such 
as the shift from products to services, the globalization of firms and industries, 
and increases in e-commerce. These changes are causing new channel systems to 
emerge, with the potential of disrupting many tradition channel institutions.

t�$IBQUFS� ��� OPX� UJUMFE�i.BOBHJOH�$IBOOFM�3FMBUJPOTIJQTw� PGGFST� BO� JODSFBTFE�
emphasis on the role of strong relationships in successful channel management. 
Recent academic research added to this chapter cites the key influence of rela-
tionship velocity on future channel performance and the detrimental effect of 
perceived unfairness in channels.

t�/PUJOH� UIF� JODSFBTJOH� JNQPSUBODF� PG� JOGPSNBUJPO� BOE� LOPXMFEHF� TIBSJOH� GPS�
channel success, we have integrated information-sharing notions and applica-
tions throughout the book as a key channel function. Thus, information sharing 
appears within the efficiency templates in Chapter 3, demonstrated with new 
examples related to CDW and building materials.

t�4PNF�PG� UIF�NPTU� ESBNBUJD� DIBOHFT� JO� SFUBJM� TUSVDUVSFT� BOE� TUSBUFHJFT� GPS� UIF�
top 250 global retailers, due to globalization and consolidation, are outlined in 
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Chapter 6. The fundamental shift to e-commerce in many product categories is 
also highlighted throughout the book (e.g., music, books), along with the neces-
sary shifts in strategy.

Overall, Marketing Channel Strategy is designed for an international audience of 
managers and managers-in-training. The focus is firmly on marketing channel strategy, 
that is, the set of activities focused on designing and managing a marketing channel to 
enhance the firm’s sustainable competitive advantage and financial performance. More 
simply, companies and processes come together to bring products and services from 
their point of origin to their point of consumption. Through marketing  channels, the 
originator of the products or services gains access to markets and end-users. Channel 
structures and strategies thus are critical to any firm’s long-term success.

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

Each chapter is also designed to stand on its own. The chapters are modular, 
so they can be combined with other material and used in various classes for which 
 channels play an important role (e.g., service marketing, marketing strategy, sales 
management, business-to-business marketing). The content of each chapter reflects 
leading academic research and practice in distinct disciplines (e.g., marketing, strat-
egy, economics, sociology, political science).

Beyond this modular design, the four major parts of this book reflect some over-
riding themes. Part I consists of just one chapter, which introduces the basic ideas and 
concepts underlying channel strategy. To help channel managers design a strategy and 
then manage it over time, Chapter 1 addresses some central channel questions:

t�8IZ�BSF�NBSLFUJOH�DIBOOFMT�JNQPSUBOU 
t�8IBU�JT�B�NBSLFUJOH�DIBOOFM�TUSBUFHZ 
t�8IP�QBSUJDJQBUFT�JO�B�NBSLFUJOH�DIBOOFM 
t�8IZ�EP�NBSLFUJOH�DIBOOFMT�FYJTU 
t�8IBU�BSF�UIF�LFZ�GVODUJPOT�QFSGPSNFE�CZ�NBSLFUJOH�DIBOOFMT 

The answers suggest that a marketing channel strategy entails three stages: 
(1) analyzing and designing, (2) benchmarking, and (3) implementation or manage-
ment. Parts II–IV address each of these stages in turn.

In particular, Part II, Designing Channel Strategies, comprises four chapters that 
describe how to align the needs of upstream and downstream members of the chan-
nel to enable all the parties to work together to meet target end-users’ demands, at 
minimum cost. We start with a detailed discussion of how to employ an end-user 
analysis to segment markets, in accordance with end-users’ needs, and then select 
certain segment(s) to target (Chapter 2). In Chapter 3, we outline methods for evaluat-
ing existing channels by auditing their efficiency and potential service or cost gaps. 
These two analysis steps lead into the task of determining whether to perform chan-
nel functions in-house or outsourced, so Chapter 4 describes the make-or-buy channel 
analysis. Finally, we summarize the design phase, as it appears with regard to three 
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design questions: the degree of channel intensity, the mix of channel types, and the 
use of dual distribution (Chapter 5).

With Part III, Channel Structure and Strategies, we provide the means for  channel 
managers to understand some of the most common channel structures and strategies: 
retailing (Chapter 6), wholesaling (Chapter 7), and franchising (Chapter 8). With such 
an understanding, managers can identify best practices to integrate into their new or 
revised channel systems, as well as compare their own channel structure and strat-
egy with previously developed channel systems. This section thus provides lessons 
learned by previous channel managers, helps today’s readers avoid the same common 
mistakes, and allows them to take advantage of known channel efficiencies. Finally, 
Chapter 9 offers guidelines to help managers address and design creative, emerging 
channel structures and strategies, in accordance with constantly changing business 
environments.

Finally, Part IV, Implementing Channel Strategies, focuses on the five factors 
that lead to optimal channel management and help ensure ongoing channel success. 
Specifically, channel managers need to identify and work with the source of each 
channel member’s power and dependence (Chapter 10), as well as recognize and 
avoid potential channel conflict (Chapter 11), so that they can build and maintain 
good working relationships among channel partners (Chapter 12). The last two chap-
ters detail how to manage channel policies and legalities (Chapter 13) and logistics 
(Chapter 14), and thus maintain the effectiveness and efficiency of the channel system.

The framework presented in this book is thus useful for creating a new channel 
strategy in a previously untapped market, as well as for critically analyzing and refin-
ing a preexisting channel strategy. Supporting materials for this textbook are available 
to adopting instructors through our instructors’ resource center (IRC) online at www.
pearsonhighered.com. 

 Preface xxi
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C H A P T E R  1

Understanding 
Channel Strategies

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FGJOF�B�NBSLFUJOH�DIBOOFM�

t�&YQMBJO�XIZ�NBOVGBDUVSFST�DIPPTF�UP�VTF�JOUFSNFEJBSJFT�

t�%FGJOF�UIF�NBSLFUJOH�GVODUJPOT�UIBU�DPOTUJUVUF�UIF�XPSL�PG�UIF�DIBOOFM�

t�*EFOUJGZ�UIF�NFNCFST�PG�NBSLFUJOH�DIBOOFMT�BOE�UIF�GVODUJPOT�JO�XIJDI�UIFZ�
TQFDJBMJ[F�

t�0VUMJOF�UIF�FMFNFOUT�PG�B�GSBNFXPSL�GPS�NBSLFUJOH�DIBOOFM�EFTJHO�BOE�
JNQMFNFOUBUJPO�

THE IMPORTANCE OF MARKETING CHANNEL STRATEGIES

/FBSMZ�FWFSZ�QSPEVDU�BOE�TFSWJDF�HPFT�UISPVHI�NVMUJQMF�NBSLFUJOH�DIBOOFMT�CFGPSF�B�
DPOTVNFS�DBO�BDUVBMMZ�QVSDIBTF�JU��3BX�NBUFSJBMT�BOE�DPNQPOFOU�QSPEVDUT�BSF�TPME�
CZ�EJTUSJCVUPST�BOE�NBOVGBDUVSFS�SFQSFTFOUBUJWFT�UP�PSJHJOBM�FRVJQNFOU�NBOVGBDUVSFST�
	0&.T
��UIF�0&.T�BTTFNCMF�UIFTF�DPNQPOFOUT� JOUP�GJOJTIFE�QSPEVDUT�BOE�TFSWJDFT�
XIJDI�UIFZ�TFMM� UP�XIPMFTBMFST�BOE�SFUBJMFST�� UIF�SFUBJMFST� UIFO�NBLF�UIF�QSPEVDUT�
BWBJMBCMF�UP�DPOTVNFST��"�NBSLFUJOH�DIBOOFM�TUSBUFHZ�UIVT�EFBMT�TQFDJGJDBMMZ�XJUI�IPX�
UP�EFTJHO�BOE�NBOBHF�B�DIBOOFM�TUSVDUVSF�UP�FOTVSF�UIBU�UIF�PWFSBMM�DIBOOFM�TZTUFN�
PQFSBUFT�FGGJDJFOUMZ�BOE�FGGFDUJWFMZ��8FMM� UIFO�XIBU�BSF�UIF�SFBTPOT�ZPV�TIPVME�CF�
JOUFSFTUFE�JO�NBSLFUJOH�DIBOOFM�TUSBUFHJFT 

 1. .BSLFUJOH�DIBOOFMT�SFQSFTFOU�B�TJHOJGJDBOU�QPSUJPO�PG�UIF�XPSME�T�CVTJOFTT��Total 
sales� UISPVHI� TBMFT� DIBOOFMT� 	F�H�� SFUBJMFST�XIPMFTBMFST
� SFQSFTFOU� BQQSPYJ-
NBUFMZ�POF�UIJSE�PG�XPSMEXJEF�BOOVBM�HSPTT�EPNFTUJD�QSPEVDU�	(%1
�XIJDI�
NBLFT�VOEFSTUBOEJOH�BOE�NBOBHJOH�TBMFT�DIBOOFMT�DSJUJDBM�UP�NPTU�CVTJOFTTFT�1

 2. 5IF� DIBOOFM� JT� B� gatekeeper� CFUXFFO� UIF�NBOVGBDUVSFS� BOE� UIF� FOE�VTFS��
$IBOOFM�QBSUOFST� DPOUSPM� DVTUPNFS� BDDFTT� UP�NBOVGBDUVSFST��QSPEVDUT� BOE�

PART I Introduction



2� 1BSU�*� t� *OUSPEVDUJPO

TFSWJDFT�TP�XJUIPVU�BO�FGGFDUJWF�DIBOOFM�TUSBUFHZ�UIF�NBOVGBDUVSFS�T�QSPEVDUT�
PS�TFSWJDFT�TVGGFS� GSPN�MJNJUFE�SFBDI�BOE�B� MBDL�PG�BUUSBDUJWFOFTT� UP� �CVZFST��
1FSIBQT�UIF�MBSHFTU�ESJWFS�PG�B�NPWJF�T�TVDDFTT�JT�UIF�OVNCFS�PG�UIFBUFS�TDSFFOT�
PO�XIJDI� JU� JT� TIPXO�� JU� JT� UIFSFGPSF� JO� UIF� JOUFSFTU�PG�B�NPWJF�QSPEVDFS� UP�
VOEFSTUBOE�IPX�UIFBUFST�EFDJEF�UP�TDSFFO�NPWJFT�GPS�IPX�MPOH�BOE�PO�IPX�
NBOZ�TDSFFOT�

 3. 5IF�DIBOOFM�experience�EFUFSNJOFT�QFPQMF�T�QFSDFQUJPOT�PG�UIF�NBOVGBDUVSFS�T�
CSBOE�JNBHF�BOE�UIVT�FOE�VTFS�TBUJTGBDUJPO��'PS�FYBNQMF�JO�UIF�BVUPNPUJWF�NBS-
LFU�DPOTVNFST�XIP�UBLF�CFUUFS�DBSF�PG�UIFJS�DBST�BDUVBMMZ�QFSDFJWF�UIFJS�RVBMJUZ�
UP�CF�IJHIFS�BOE�QVSDIBTFST�PG�IJHIFS�RVBMJUZ�DBST�UFOE�UP�IBWF�UIFN�TFSWJDFE�
BU�EFBMFSTIJQT��5IFTF�GJOEJOHT�JNQMZ�UIBU�UIF�EFBMFS�T�QPTUTBMFT�TFSWJDF�JOQVUT�BSF�
DSVDJBM�UP�UIF�CSBOE�T�MPOH�UFSN�RVBMJUZ�JNBHF�	BOE�IFODF�JUT�SFTBMF�QSJDF�SFQVS-
DIBTF�JOUFOUJPOT�BOE�GVUVSF�DPOTVNFS�RVBMJUZ�QFSDFQUJPOT
�2

 4. "T�BO�JNQPSUBOU�BTTFU�JO�UIF�DPNQBOZ�T�PWFSBMM�marketing and positioning�TUSBU-
FHZ�UIF�DIBOOFM�PGUFO�TFSWFT�UP�EJGGFSFOUJBUF�UIF�DPNQBOZ�T�NBSLFU�PGGFSJOH�GSPN�
UIPTF�PG� JUT�DPNQFUJUPST��%JGGFSFOUJBUJPO�JT� GVOEBNFOUBM� UP�CVJMEJOH�BOE�NBJO-
UBJOJOH�B�DPNQFUJUJWF�BEWBOUBHF��#VU�EJGGFSFOUJBUJPO�PG�XIBU �*U�NJHIU�CF�prod-
uct�PS�feature�differentiation�CPUI�PG�XIJDI�SFRVJSF�NBOVGBDUVSFST�UP�GPDVT�PO�
SFTFBSDI�EFWFMPQNFOU�BOE�JOOPWBUJPO�BT�LFZT�UP�TVDDFTT��#VU�XIBU�JG�UIF�GJSN�JT�
TFMMJOH�B�DPNNPEJUZ�PS�NBUVSF�QSPEVDU�MJOF�	J�F��QSPEVDUT�UIBU�XFSF�JOOPWBUJWF�
UFDIOPMPHZ�MFBEFST�ZFTUFSEBZ
 �5IF�QSPEVDU�JT�KVTU�POF�QBSU�PG�UIF�UPUBM�QVSDIBTF�
CVOEMF� GPS� UIF�FOE�VTFS�BOE�UIF�TFSWJDFT�SFOEFSFE�CZ�DIBOOFM�NFNCFST�BSF�
OPU�POMZ�QBSU�PG�UIF�UPUBM�CVOEMF�CVU�BMTP�PGUFO�UIF�EFUFSNJOBOU�PG�QVSDIBTFT��
&GGFDUJWF�EJGGFSFOUJBUJPO�EPFT�OPU�KVTU�EFQFOE�PO�QSPEVDU�GFBUVSFT�CVU�BMTP�DBO�
PDDVS�UISPVHI�JOOPWBUJWF�DIBOOFM�PGGFSJOHT�

 5. 'JOBMMZ� DIBOOFMT� PGUFO� BSF� VOEFSVUJMJ[FE� TPVSDFT� PG� sustainable competitive 
advantage�� *O� NBOZ� JOEVTUSJFT� UIF� EJTUSJCVUJPO� QSPDFTT� HFUT� 	FSSPOFPVTMZ
�
EFQJDUFE�BT�B�OFDFTTBSZ�BOE�DPTUMZ�FWJM�UP�NPWF�QSPEVDUT�JOUP�UIF�IBOET�PG�FBHFS�
FOE�VTFST��#VU�JO�BOZ�TPSU�PG�DPNQFUJUJWF�FOWJSPONFOU�B�$&0�PS�NBOBHFS�XIP�
SFDPHOJ[FT�UIF�WBMVF�PG�QPTJUJPOJOH�UISPVHI�FGGFDUJWF�DIBOOFM�EFTJHO�BOE�JOWFTU-
JOH�JO�SFMBUFE�DPTU�FGGJDJFODJFT�JT�MJLFMZ�UP�CFBU�UIF�DPNQBOZ�T�SJWBMT�IBOEJMZ�

*O�TIPSU�B�TUSPOH�DIBOOFM�TZTUFN�JT�B�DPNQFUJUJWF�BTTFU�OPU�FBTJMZ�SFQMJDBUFE�
CZ�PUIFS� GJSNT�XIJDI�NBLFT� JU� B� TPVSDF�PG� B� TVTUBJOBCMF� DPNQFUJUJWF� BEWBOUBHF��
'VSUIFSNPSF�CVJMEJOH�PS�NPEJGZJOH�UIF�DIBOOFM�TZTUFN�JOWPMWFT�DPTUMZ�IBSE�UP�SFWFSTF�
JOWFTUNFOUT��5BLJOH�UIF�FGGPSU�UP�EP�JU�SJHIU�UIF�GJSTU�UJNF�IBT�HSFBU�WBMVF��DPOWFSTFMZ�
NBLJOH�B�NJTUBLF�NBZ�QVU�UIF�DPNQBOZ�BU�B�MPOH�UFSN�EJTBEWBOUBHF�

5IJT�CPPL�FYBNJOFT�IPX�UP�EFTJHO�NPEJGZ�BOE�NBJOUBJO�FGGJDJFOU�FGGFDUJWF�
DIBOOFM�TUSBUFHJFT�BOE�TUSVDUVSFT�JO�CPUI�DPOTVNFS�HPPET�NBSLFUT�BOE�CVTJOFTT�UP�
CVTJOFTT�NBSLFUT� GPS�CPUI�QIZTJDBM�QSPEVDUT�BOE�TFSWJDFT�BOE�XJUIJO�OBUJPOT�BOE�
BDSPTT�DPVOUSZ�CPSEFST��*O�UIJT�GJSTU�DIBQUFS�XF�EFGJOF�UIF�DPODFQU�PG�B�NBSLFUJOH�
DIBOOFM�BOE�EJTDVTT�JUT�QVSQPTFT�JODMVEJOH�VTJOH�UIFTF�DIBOOFMT�UP�SFBDI�UIF�NBSLFU-
QMBDF�UPHFUIFS�XJUI�UIF�GVODUJPOT�BOE�BDUJWJUJFT�UIBU�FYJTU�JO�NBSLFUJOH�DIBOOFMT��8F�
BMTP�OPUF�XIP�QBSUJDJQBUFT�JO�NBSLFUJOH�DIBOOFMT�BOE�IPX�B�GSBNFXPSL�GPS�BOBMZTJT�
DBO�JNQSPWF�DIBOOFM�EFDJTJPOT�NBEF�CZ�BO�FYFDVUJWF�BDUJOH�BT�B�DIBOOFM�NBOBHFS�PS�
EFTJHOFS�



� $IBQUFS��� t� 6OEFSTUBOEJOH�$IBOOFM�4USBUFHJFT� 3

WHAT IS A MARKETING CHANNEL STRATEGY?

"�GJSN�T�PWFSBMM�NBSLFUJOH�TUSBUFHZ�USBEJUJPOBMMZ�GPDVTFT�PO�GPVS�NBSLFUJOH�NJY�FMF-
NFOUT��QSPEVDU�QSJDF�QSPNPUJPO�BOE�DIBOOFM�	PS�iQMBDFw�JO�UIF�QPQVMBS��1�EFTJHOB-
UJPO
��&BDI�GJSN�NBLFT�B�TFSJFT�PG�TUSBUFHJD�EFDJTJPOT�UP�EFUFSNJOF�IPX�UP�EJTUSJCVUF�
JUT�QSPEVDUT�BOE�TFSWJDF�UP�UIF�GJSN�T�FOE�DVTUPNFST��5IF�UPUBM�GJSN�UP�FOE�VTFS�MJOLT�
NBLF�VQ�B�marketing channel�PS�marketing channel system�EFGJOFE�BT�B�TFU�PG�
JOUFSEFQFOEFOU�PSHBOJ[BUJPOT�JOWPMWFE�JO�UIF�QSPDFTT�PG�NBLJOH�B�QSPEVDU�PS�TFSWJDF�
BWBJMBCMF�GPS�VTF�PS�DPOTVNQUJPO�

5IJT�EFGJOJUJPO�CFBST�TPNF�FYQMJDBUJPO��*U�GJSTU�IJHIMJHIUT�UIBU�B�NBSLFUJOH�DIBO-
OFM�JT�B�set of interdependent organizations��5IBU�JT�JU�DBOOPU�CF�MJNJUFE�UP�POF�GJSN�
EPJOH�JUT�CFTU�JO�UIF�NBSLFU�XIBUFWFS�UIBU�GJSN�T�QPTJUJPO�JO�UIF�DIBOOFM�	J�F��NBOV-
GBDUVSFS�XIPMFTBMFS�PS�SFUBJMFS
��.BOZ�FOUJUJFT�HFOFSBMMZ�BSF�JOWPMWFE�JO�UIF�CVTJOFTT�
BOE�FBDI�DIBOOFM�NFNCFS�EFQFOET�PO�UIF�PUIFST�UP�EP�UIFJS�KPCT�

8IBU�BSF�UIFJS�KPCT �5IF�EFGJOJUJPO�NBLFT�DMFBS�UIBU�SVOOJOH�B�NBSLFUJOH�DIBOOFM�
JT�B�process�OPU�BO�FWFOU��%JTUSJCVUJPO�GSFRVFOUMZ�UBLFT�UJNF�UP�BDDPNQMJTI�BOE�FWFO�
XIFO�B�TBMF�GJOBMMZ�PDDVST�UIF�SFMBUJPOTIJQ�XJUI�UIF�FOE�VTFS�JT�OPU�PWFS�	DPOTJEFS�PVS�
EJTDVTTJPO�PG�QPTUTBMFT�TFSWJDF�BU�B�DBS�EFBMFSTIJQ�PS�UIJOL�BCPVU�B�IPTQJUBM�QVSDIBT-
JOH�B�QJFDF�PG�NFEJDBM�FRVJQNFOU�BOE�JUT�QFSQFUVBM�EFNBOET�GPS�QPTUTBMFT�TFSWJDF
�

'JOBMMZ� UIF�EFGJOJUJPO�TVHHFTUT� UIBU� UIF�QVSQPTF�PG� UIJT�QSPDFTT� JT� UP�make a 
product or service available for use or consumption��5IBU�JT�JU�JT�UP�TBUJTGZ�FOE�VTFST�
JO�UIF�NBSLFU�XIFUIFS�UIFZ�BSF�DPOTVNFST�PS�GJOBM�CVTJOFTT�CVZFST�XIPTF�HPBM� JT�
UIF�VTF�PS�DPOTVNQUJPO�PG� UIF�QSPEVDU�PS�TFSWJDF�CFJOH�TPME��"�NBOVGBDUVSFS� UIBU�
TFMMT�UISPVHI�EJTUSJCVUPST�UP�SFUBJMFST�XIJDI�TFSWF�GJOBM�DPOTVNFST�NBZ�CF�UFNQUFE�
UP�UIJOL�UIBU�JU�IBT�HFOFSBUFE�iTBMFTw�BOE�EFWFMPQFE�iIBQQZ�DVTUPNFSTw�XIFO�JUT�TBMFT�
GPSDF�TVDDFTTGVMMZ�QMBDFT�QSPEVDU� JO�UIF�EJTUSJCVUPST��XBSFIPVTFT��5IF�EFGJOJUJPO�XF�
VTF�JO�UIJT�CPPL�BSHVFT�PUIFSXJTF��"MM�DIBOOFM�NFNCFST�XIBUFWFS�UIFJS�SPMFT�NVTU�
GPDVT�UIFJS�BUUFOUJPO�PO�UIF�FOE�VTFS�

#VTJOFTT�NBOBHFST�XBOU�UP�NBLF�UIFJS�QSPEVDUT�BOE�TFSWJDFT�BWBJMBCMF�UP�DVT-
UPNFST�UISPVHI�DIBOOFMT�CVU�UIFZ�BMTP�XBOU�UP�VTF�NBSLFUJOH�DIBOOFMT�UP�FOIBODF�
UIF�GJSN�T�TVTUBJOBCMF�DPNQFUJUJWF�BEWBOUBHF�BOE�GJOBODJBM�QFSGPSNBODF��5IVT�NBOBH-
FST�JOWFTU�UIFJS�JOIFSFOUMZ�MJNJUFE�SFTPVSDFT�UP�UVSO�UIFJS�NBSLFUJOH�DIBOOFMT�JOUP�TUSB-
UFHJD�BTTFUT�UIBU�DBO�JODSFBTF�DVTUPNFS�TBUJTGBDUJPO�SFEVDF�EJTUSJCVUJPO�DPTUT�NJOJNJ[F�
DPNQFUJUPS�SJWBMSZ�BOE�VMUJNBUFMZ�SFTVMU�JO�TVQFSJPS�GJOBODJBM�QFSGPSNBODF��*O�UVSO�XF�
FTUBCMJTI�PVS�EFGJOJUJPO�PG�marketing channel strategy�

5IF�TFU�PG�BDUJWJUJFT�GPDVTFE�PO�EFTJHOJOH�BOE�NBOBHJOH�B�NBSLFUJOH�DIBOOFM�UP�
FOIBODF�UIF�GJSN�T�TVTUBJOBCMF�DPNQFUJUJWF�BEWBOUBHF�BOE�GJOBODJBM�QFSGPSNBODF�

WHO PARTICIPATES IN MARKETING CHANNELS?

/PU�POMZ�DBO�NBSLFUJOH�DIBOOFMT�CF�WJFXFE�GSPN�WBSJPVT�QFSTQFDUJWFT�CVU�UIFZ�BMTP�
PGUFO�JOWPMWF�NBOZ�EJGGFSFOU�FOUJUJFT�PSHBOJ[FE�JO�B�DPNQMFY�OFUXPSL�PS�TZTUFN��5P�
BWPJE�UPP�NVDI�DPOGVTJPO�GPS�UIJT�CPPL�UIPVHI�XF�JEFOUJGZ�BOE�EFGJOF�UISFF�LFZ�FOUJ-
UJFT�JOWPMWFE�JO�FWFSZ�NBSLFUJOH�DIBOOFM��manufacturers�intermediaries�	XIPMFTBMF�
SFUBJM�BOE�TQFDJBMJ[FE
�BOE�end-users�	CVTJOFTT�DVTUPNFST�PS�DPOTVNFST
��5IF�QSFTFODF�
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PS�BCTFODF�PG�B�QBSUJDVMBS�UZQF�PG�DIBOOFM�NFNCFS�JT�EJDUBUFE�CZ�JUT�BCJMJUZ�UP�QFSGPSN�
UIF�OFDFTTBSZ�DIBOOFM�GVODUJPOT�JO�TVDI�B�XBZ�UIBU�JU�BEET�WBMVF��0GUFO�UIFSF�JT�POF�
DIBOOFM�NFNCFS�XIP�TFSWFT�BT�UIF�channel captain�UBLJOH�UIF�LFFOFTU�JOUFSFTU�JO�UIF�
XPSLJOHT�PG�UIF�DIBOOFM�GPS�UIJT�QSPEVDU�PS�TFSWJDF�BOE�BDUJOH�BT�UIF�QSJNF�NPWFS�JO�
FTUBCMJTIJOH�BOE�NBJOUBJOJOH�DIBOOFM�MJOLT��5IF�DIBOOFM�DBQUBJO�JT�PGUFO�UIF�NBOVGBD-
UVSFS�QBSUJDVMBSMZ�JO�UIF�DBTF�PG�CSBOEFE�QSPEVDUT��5IVT�XF�GSFRVFOUMZ�UBLF�UIF�NBOV-
GBDUVSFS�T�QFSTQFDUJWF�XIFO�EFTDSJCJOH�B�GJSN�T�NBSLFUJOH�DIBOOFM�TUSBUFHZ��#VU�XF�BMTP�
BDLOPXMFEHF�UIBU�NBOVGBDUVSFST�BSF�OPU�UIF�POMZ�DIBOOFM�DBQUBJOT�UIBU�DBO�BQQFBS�

Manufacturers: Upstream Channel Members

8IFO�XF�SFGFS�UP�manufacturers�XF�NFBO�UIF�QSPEVDFS�PS�PSJHJOBUPS�PG�UIF��QSPEVDU�
PS�TFSWJDF�CFJOH�TPME��"�DPNNPO�EJTUJODUJPO�TFQBSBUFT�CSBOEFE�GSPN�QSJWBUF�MBCFM�
NBOVGBDUVSJOH�

t�.BOVGBDUVSFST�UIBU�CSBOE�UIFJS�QSPEVDUT�BSF�LOPXO�CZ�OBNF�UP�FOE�VTFST�FWFO�
JG� UIFZ�VTF� JOUFSNFEJBSJFT� UP�SFBDI�UIFN�TVDI�BT�$PDB�$PMB�#VEXFJTFS�CFFS�
	"OIFVTFS�#VTDI
�.FSDFEFT�#FO[�BOE�4POZ�

t�.BOVGBDUVSFST�UIBU�NBLF�QSPEVDUT�CVU�EP�OPU�JOWFTU�JO�B�CSBOEFE�OBNF�GPS�UIFN�
QSPEVDF�private-label products�BOE�UIF�EPXOTUSFBN�CVZFS�	NBOVGBDUVSFS�PS�
SFUBJMFS
�QVUT� JUT�PXO�CSBOE�OBNF�PO�UIFN��'PS�FYBNQMF�.VMUJCBS�'PPET�*OD��
GPDVTFT�PO�NBLJOH�QSJWBUF�MBCFM�QSPEVDUT�GPS� UIF�OFVUSBDFVUJDBMT�NBSLFUQMBDF�
	IFBMUI�EJFU�BOE�TOBDL�CBST
��JUT�CSBOEFE�DMJFOUT�JODMVEF�%S��"ULJOT��/VUSJUJPOBMT�
BOE�2VBLFS�0BUT�$P��5IF�DPNQBOZ�QSJEFT�JUTFMG�PO�JUT�SFTFBSDI�BOE�EFWFMPQNFOU�
XIJDI�NBLF�JU�WBMVBCMF�UP�CSBOE�DPNQBOJFT�UIBU�IJSF�JU�UP�NBLF�UIFJS�QSPEVDUT�3�
#SBOEFE�NBOVGBDUVSFST�TPNFUJNFT�DIPPTF�UP�BMMPDBUF�QBSU�PG� UIFJS�QSPEVDUJPO�
DBQBDJUZ�UP�QSJWBUF�MBCFM�HPPET�FWFO�UIPVHI�UIFZ�EP�TP�BU�UIF�SJTL�PG�CVJMEJOH�
B�GVUVSF�DPNQFUJUPS��JO�UIF�6�,��NBSLFU�QSJWBUF�MBCFMT�BDDPVOU�GPS�PWFS�IBMG�UIF�
HPPET�TPME�JO�NBOZ�MFBEJOH�TVQFSNBSLFUT��

*O�UIF�NPEFSO�SFUBJM�NBSLFUQMBDF�PXOFSTIJQ�PG�UIF�iCSBOEw�DBO�CFMPOH�UP�UIF�NBOV-
GBDUVSFS�	.FSDFEFT�#FO[
�PS� UIF�SFUBJMFS�	F�H��i"SJ[POBw�DMPUIJOH�BU�+$1FOOFZ
��5IF�
SFUBJMFS�BMTP�NBZ�be�UIF�CSBOE�	F�H��5IF�(BQ
�

"�NBOVGBDUVSFS�DBO�CF�UIF�PSJHJOBUPS�PG�B�TFSWJDF�UPP�TVDI�BT�UBY�QSFQBSBUJPO�
TFSWJDFT�PGGFSFE�CZ�)�3�#MPDL�	B�GSBODIJTPS
�PS�JOTVSBODF�QPMJDJFT�QSPWJEFE�CZ�4UBUF�
'BSN�PS�"MMTUBUF��5IFTF�CSBOET�TFMM�OP�QIZTJDBM�QSPEVDUT�UP�FOE�VTFST��SBUIFS�UIF�NBO-
VGBDUVSFST�DSFBUF� GBNJMJFT�PG�TFSWJDFT� UP�TFMM�XIJDI�DPOTUJUVUFT� JUT�iNBOVGBDUVSJOHw�
GVODUJPO��*O�UVSO� UIFJS�NBSLFUJOH�DIBOOFM�GVODUJPOT�UZQJDBMMZ�GPDVT�PO�QSPNPUJPOBM�
PS�SJTL�PSJFOUFE�BDUJWJUJFT��)�3�#MPDL�QSPNPUFT� JUT�TFSWJDFT�PO�CFIBMG�PG� JUTFMG�BOE�
JUT�GSBODIJTFFT�CZ�HVBSBOUFFJOH�UP�GJOE�UIF�NBYJNVN�UBY�SFGVOE�BMMPXFE�CZ�MBX��5IF�
JOTVSBODF�DPNQBOJFT�TJNJMBSMZ�UFOE�UP� JHOPSF�QIZTJDBM�QSPEVDU�IBOEMJOH�BOE�GPDVT�
JOTUFBE�PO�QSPNPUJPO�	PO�CFIBMG�PG�JOEFQFOEFOU�BHFOUT�JO�UIF�NBSLFUQMBDF
�BOE�SJTL�
	SJTL�NBOBHFNFOU�JT�UIF�WFSZ�IFBSU�PG�UIF�JOTVSBODF�CVTJOFTT
��5IBU�JT�UIF�MBDL�PG�B�
QIZTJDBM�QSPEVDU�UP�NPWF�UISPVHI�UIF�DIBOOFM�EPFT�OPU�NFBO�UIBU�DIBOOFM�EFTJHO�PS�
NBOBHFNFOU�JTTVFT�EJTBQQFBS�

5IF� FYBNQMFT� BMTP� TVHHFTU� UIBU� UIF�NBOVGBDUVSFS� OFFE� OPU� CF� UIF� DIBOOFM�
�DBQUBJO��'PS�CSBOEFE�QSPEVDFE�HPPET�TVDI�BT�.FSDFEFT�#FO[�BVUPNPCJMFT�UIF�NBO-
VGBDUVSFS�TFSWFT�UIJT�SPMF��JUT�BCJMJUZ�BOE�EFTJSF�UP�QSPBDUJWFMZ�NBOBHF�DIBOOFM�FGGPSUT�
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GPS�JUT�QSPEVDUT�SFMBUFT�JOUJNBUFMZ�UP�JUT�JOWFTUNFOU�JO�UIF�CSBOE�FRVJUZ�PG�JUT�QSPEVDUT��
#VU�B�QSJWBUF�MBCFM�BQQBSFM�PS�OFVUSBDFVUJDBM�NBOVGBDUVSFS�JT�OPU�FWJEFOUMZ�UIF�PXOFS�
PG� UIF�CSBOE�OBNF�BU� MFBTU� GSPN�FOE�VTFST��QFSTQFDUJWFT�XIP�JOTUFBE�TFF�BOPUIFS�
DIBOOFM�NFNCFS�	JO�UIFTF�DBTFT�UIF�SFUBJMFS
�BT�UIF�PXOFS�

5IF�NBOVGBDUVSFS�T�BCJMJUZ� UP�NBOBHF�QSPEVDUJPO�EPFT�OPU�NFBO� JU�FYDFMT� JO�
PUIFS�NBSLFUJOH�DIBOOFM�BDUJWJUJFT��"O�BQQBSFM�NBOVGBDUVSFS�JT�OPU�OFDFTTBSJMZ�B�SFUBJM-
JOH�PS�MPHJTUJDT�FYQFSU��#VU�UIFSF�BSF�TPNF�BDUJWJUJFT�UIBU�OFBSMZ�FWFSZ�NBOVGBDUVSFS�
NVTU�VOEFSUBLF��1IZTJDBM�QSPEVDU�NBOVGBDUVSFST�NVTU�IPME�PO�UP�UIF�QSPEVDU�BOE�
NBJOUBJO�PXOFSTIJQ�PG�JU�VOUJM�UIF�QSPEVDU�MFBWFT�UIFJS�NBOVGBDUVSJOH�TJUFT�BOE�USBWFMT�
UP�UIF�OFYU�DIBOOFM�NFNCFS��.BOVGBDUVSFST�BMTP�NVTU�FOHBHF�JO�OFHPUJBUJPOT�XJUI�
CVZFST�UP�TFU�UIF�UFSNT�PG�TBMF�BOE�NFSDIBOEJTJOH�PG�UIF�QSPEVDU��5IF�NBOVGBDUVSFS�
PG�B�CSBOEFE�HPPE�BMTP�QBSUJDJQBUFT�TJHOJGJDBOUMZ�JO�QSPNPUJOH�JUT�QSPEVDUT��:FU�WBSJ-
PVT�JOUFSNFEJBSJFT�JO�UIF�DIBOOFM�TUJMM�BEE�WBMVF�UISPVHI�UIFJS�TVQFSJPS�QFSGPSNBODF�
PG�PUIFS�GVODUJPOT�UIBU�NBOVGBDUVSFST�DBOOPU�TP�NBOVGBDUVSFST�WPMVOUBSJMZ�TFFL�PVU�
UIFTF�JOUFSNFEJBSJFT�UP�JODSFBTF�UIFJS�SFBDI�BOE�BQQFBM�UP�UIF�FOE�VTFS�NBSLFU�

Intermediaries: Middle Channel Members

5IF�UFSN�intermediary�SFGFST�UP�BOZ�DIBOOFM�NFNCFS�other�UIBO�UIF�NBOVGBDUVSFS�PS�
UIF�FOE�VTFS��8F�EJGGFSFOUJBUF�UISFF�HFOFSBM�UZQFT��XIPMFTBMF�SFUBJM�BOE�TQFDJBMJ[FE��
Wholesalers�JODMVEF�NFSDIBOU�XIPMFTBMFST�PS�EJTUSJCVUPST�NBOVGBDUVSFST��SFQSFTFOUB-
UJWFT�BHFOUT�BOE�CSPLFST��"�XIPMFTBMFS�TFMMT�UP�PUIFS�DIBOOFM�JOUFSNFEJBSJFT�TVDI�BT�
SFUBJMFST�PS�UP�CVTJOFTT�FOE�VTFST�CVU�OPU�UP�JOEJWJEVBM�DPOTVNFS�FOE�VTFST��$IBQUFS���
EJTDVTTFT�XIPMFTBMJOH�JO�EFQUI��#SJFGMZ�UIPVHI�XF�OPUF�UIBU�NFSDIBOU�XIPMFTBMFST�UBLF�
UJUMF�UP�BOE�QIZTJDBM�QPTTFTTJPO�PG�JOWFOUPSZ�TUPSF�JOWFOUPSZ�	GSFRVFOUMZ�GSPN�NBOZ�
NBOVGBDUVSFST
�QSPNPUF�QSPEVDUT�JO�UIFJS�MJOF�BOE�BSSBOHF�GPS�GJOBODJOH�PSEFSJOH�
BOE�QBZNFOU�CZ�DVTUPNFST��5IFZ�FBSO�QSPGJUT�CZ�CVZJOH�BU�B�XIPMFTBMF�QSJDF�BOE�TFMM-
JOH�BU�B�NBSLFE�VQ�QSJDF�UP�EPXOTUSFBN�DVTUPNFST�UIFO�QPDLFUJOH�UIF�EJGGFSFODF�	OFU�
PG�BOZ�EJTUSJCVUJPO�DPTUT�UIFZ�CFBS
��.BOVGBDUVSFST��SFQSFTFOUBUJWFT�BHFOUT�BOE�CSPLFST�
SBSFMZ�UBLF�UJUMF�UP�PS�QIZTJDBM�QPTTFTTJPO�PG�UIF�HPPET�UIFZ�TFMM��SBUIFS�UIFZ�FOHBHF�
JO�QSPNPUJPO�BOE�OFHPUJBUJPO�UP�TFMM�UIF�QSPEVDUT�PG�UIF�NBOVGBDUVSFST�UIFZ�SFQSFTFOU�
BOE�OFHPUJBUF�UFSNT�PG�USBEF�GPS�UIFN��4PNF�JOUFSNFEJBSJFT�	F�H��USBEJOH�DPNQBOJFT�
JNQPSU�FYQPSU�BHFOUT
�TQFDJBMJ[F�JO�JOUFSOBUJPOBM�TFMMJOH�SFHBSEMFTT�PG�XIFUIFS�UIFZ�
UBLF�UJUMF�PS�QIZTJDBM�QPTTFTTJPO�

Retail intermediaries�DPNF�JO�NBOZ�GPSNT��EFQBSUNFOU�TUPSFT�NBTT�NFSDIBO-
EJTFST�IZQFSNBSLFUT�TQFDJBMUZ�TUPSFT�DBUFHPSZ�LJMMFST�DPOWFOJFODF�TUPSFT�GSBODIJTFT�
CVZJOH�DMVCT�XBSFIPVTF�DMVCT�DBUBMPHVFST�BOE�POMJOF�SFUBJMFST�UP�OBNF�KVTU�B�GFX��
6OMJLF�QVSFMZ�XIPMFTBMF�JOUFSNFEJBSJFT�UIFZ�TFMM�EJSFDUMZ�UP�JOEJWJEVBM�DPOTVNFS�FOE�
VTFST��5IFJS�SPMF�IJTUPSJDBMMZ�FOUBJMFE�BNBTTJOH�BO�BTTPSUNFOU�PG�HPPET�UIBU�XPVME�
BQQFBM�UP�DPOTVNFST�CVU�UPEBZ�UIBU�SPMF�IBT�HSFBUMZ�FYQBOEFE��3FUBJMFST�NJHIU�DPO-
USBDU�UP�QSPEVDF�QSJWBUF�MBCFM�HPPET�TVDI�UIBU�UIFZ�BDIJFWF�FGGFDUJWF�WFSUJDBM�JOUFHSB-
UJPO�VQTUSFBN�JO�UIF�TVQQMZ�DIBJO��5IFZ�BMTP�NBZ�TFMM�UP�CVZFST�PUIFS�UIBO�DPOTVNFST��
0GGJDF�%FQPU�FBSOT�TJHOJGJDBOU�TBMFT�CZ�TFMMJOH�UP�CVTJOFTTFT�SBUIFS�UIBO�DPOTVNFST�
	J�F��BCPVU�POF�UIJSE�PG�JUT�UPUBM�TBMFT
�FWFO�UIPVHI�JUT�TUPSFGSPOUT�OPNJOBMMZ�JEFOUJGZ�
UIF�DIBJO�BT�B�SFUBJMFS�� *O�QBSUJDVMBS�0GGJDF�%FQPU�T�#VTJOFTT�4PMVUJPOT�(SPVQ�TFMMT�
TFSWJDFT�UP�CVTJOFTTFT�UISPVHI�WBSJPVT�SPVUFT�JODMVEJOH�EJSFDU�TBMFT�DBUBMPHT�DBMM�DFO-
UFST�BOE�*OUFSOFU�TJUFT�BOE�JU�NBLFT�UIFTF�CVTJOFTT�UP�CVTJOFTT�TBMFT�TFSWJDFT�BWBJMBCMF�
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JO�UIF�6OJUFE�,JOHEPN�UIF�/FUIFSMBOET�+BQBO�'SBODF�*SFMBOE�(FSNBOZ�*UBMZ�BOE�
#FMHJVN�BT�XFMM�5�$IBQUFS���EJTDVTTFT�SFUBJMJOH�JO�EFQUI�

Specialized intermediaries�FOUFS�UIF�DIBOOFM�UP�QFSGPSN�B�TQFDJGJD�GVODUJPO��
UZQJDBMMZ�UIFZ�BSF�OPU�IFBWJMZ�JOWPMWFE�JO�UIF�DPSF�CVTJOFTT�SFQSFTFOUFE�CZ�UIF�QSPE-
VDUT�CFJOH�TPME��'PS�FYBNQMF�JOTVSBODF�GJOBODJOH�BOE�DSFEJU�DBSE�DPNQBOJFT�BSF�BMM�
JOWPMWFE�JO�GJOBODJOH��BEWFSUJTJOH�BHFODJFT�QBSUJDJQBUF�JO�UIF�DIBOOFM�T�QSPNPUJPO�GVOD-
UJPO��MPHJTUJDT�BOE�TIJQQJOH�GJSNT�FOHBHF�JO�QIZTJDBM�QPTTFTTJPO��JOGPSNBUJPO�UFDIOPMPHZ�
GJSNT�NBZ�QBSUJDJQBUF�JO�PSEFSJOH�PS�QBZNFOU�GVODUJPOT��BOE�NBSLFUJOH�SFTFBSDI�GJSNT�
HFOFSBUF�NBSLFUJOH�JOUFMMJHFODF�UIBU�DBO�TVQQPSU�UIF�QFSGPSNBODF�PG�NBOZ�GVODUJPOT�

End-Users: Downstream Channel Members

End-users�	FJUIFS�CVTJOFTT�PS�JOEJWJEVBM�DPOTVNFST
�BSF�UIFNTFMWFT�DIBOOFM��NFNCFST�
BT�XFMM�CFDBVTF�UIFZ�DBO�BOE�GSFRVFOUMZ�EP�QFSGPSN�DIBOOFM�GVODUJPOT�KVTU�BT�PUIFS�
DIBOOFM�NFNCFST� EP��$POTVNFST�XIP� TIPQ� BU� B� IZQFSNBSLFU� MJLF�$PTUDP� 4BN�T�
$MVC�PS�$BSSFGPVS�BOE�TUPDL�VQ�PO�QBQFS�UPXFMT�BSF�QFSGPSNJOH�QIZTJDBM�QPTTFTTJPO�
�PXOFSTIJQ�BOE�GJOBODJOH�GVODUJPOT�CFDBVTF�UIFZ�BSF�CVZJOH�B�NVDI�MBSHFS�WPMVNF�PG�
QSPEVDU�UIBO�UIFZ�XJMM�VTF�JO�UIF�OFBS�GVUVSF��5IFZ�QBZ�GPS�UIF�QBQFS�UPXFMT�CFGPSF�UIFZ�
VTF�UIFN�UIVT�JOKFDUJOH�DBTI�JOUP�UIF�DIBOOFM��5IFZ�TUPSF�UIF�QBQFS�UPXFMT�JO�UIFJS�
IPVTF�MFTTFOJOH�UIF�OFFE�GPS�XBSFIPVTF�TQBDF�NBJOUBJOFE�CZ�UIF�SFUBJMFS�UIVT�UBLJOH�
PO�QBSU�PG�UIF�QIZTJDBM�QPTTFTTJPO�GVODUJPO��5IFZ�CFBS�BMM�UIF�DPTUT�PG�PXOFSTIJQ�BT�
XFMM�JODMVEJOH�QJMGFSBHF�TQPJMBHF�BOE�TP�GPSUI��/BUVSBMMZ�DPOTVNFST�FYQFDU�B�QSJDF�
DVU�XIFO�UIFZ�TIPQ�BU�TVDI�B�TUPSF�CFDBVTF�UIFZ�BSF�CFBSJOH�TP�NBOZ�NPSF�DIBOOFM�
GVODUJPO�DPTUT�SFMBUJWF�UP�CVZJOH�B�TJOHMF�QBDLBHF�PG�QBQFS�UPXFMT�BU�UIF�MPDBM�HSPDFS�

Combinations of Channel Members

5IJT�WBSJFUZ�PG�DIBOOFM�QBSUJDJQBOUT�DBO�CF�DPNCJOFE� JO�NBOZ�XBZT� UP�DSFBUF�BO�
FGGFDUJWF�NBSLFUJOH�DIBOOFM�TUSBUFHZ��5IF�SBOHF�BOE�OVNCFS�PG�DIBOOFM�NFNCFST�JT�
BGGFDUFE�CZ�UIF�OFFET�PG�UIF�FOE�VTFST�BOE�NBOVGBDUVSFST��*O�BEEJUJPO�UIF�JEFOUJUZ�PG�
UIF�DIBOOFM�DBQUBJO�DBO�WBSZ�GSPN�TJUVBUJPO�UP�TJUVBUJPO��"QQFOEJY�����TVNNBSJ[FT�
�EJGGFSFOU�QPTTJCMF�DIBOOFM�GPSNBUT�GPS�NBOVGBDUVSFST�SFUBJMFST�TFSWJDF�QSPWJEFST�BT�
XFMM�BT�PUIFS�DIBOOFM�TUSVDUVSFT�

WHY DO MARKETING CHANNELS EXIST?

8IZ�EPO�U�NBOVGBDUVSFST�KVTU�TFMM�UIFJS�QSPEVDUT�BOE�TFSWJDFT�EJSFDUMZ�UP�BMM�FOE�VTFST �
5IBU�JT�XIZ�EP�NBSLFUJOH�DIBOOFMT�FYJTU �0ODF�JU�JT�JO�QMBDF�XIZ�TIPVME�B�NBSLFUJOH�
DIBOOFM�FWFS�DIBOHF�TIBQF�PS�FNFSHF�JO�OFX�GPSNT �5P�VOEFSTUBOE�PQUJNBM�DIBOOFM�
TUSVDUVSFT�BOE�TUSBUFHJFT�JU�JT�DSJUJDBM�UP�VOEFSTUBOE�XIBU�CFOFGJUT�UIF�JOUFSNFEJBSJFT�JO�
UIF�DIBOOFM�QSPWJEF�UP�CPUI�VQTUSFBN�BOE�EPXOTUSFBN�DIBOOFM�NFNCFST�

Benefits for Downstream Channel Members

SEARCH FACILITATION� .BSLFUJOH� DIBOOFMT� DPOUBJOJOH� JOUFSNFEJBSJFT� BSJTF�QBSUMZ�
CFDBVTF�UIFZ�GBDJMJUBUF�TFBSDIFT.�5IF�search�QSPDFTT�JT�DIBSBDUFSJ[FE�CZ�VODFSUBJOUZ�GPS�
CPUI�FOE�VTFST�BOE�TFMMFST��&OE�VTFST�BSF�VODFSUBJO�BCPVU�XIFSF�UP�GJOE�UIF�QSPEVDUT�
PS�TFSWJDFT�UIFZ�XBOU��TFMMFST�EP�OPU�LOPX�FYBDUMZ�IPX�UP�SFBDI�UBSHFU�FOE�VTFST��*G�
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JOUFSNFEJBSJFT�EJE�OPU�FYJTU�TFMMFST�XJUIPVU�BO�BMSFBEZ�FTUBCMJTIFE�CSBOE�OBNF�XPVME�
CF�VOBCMF�UP�HFOFSBUF�NBOZ�TBMFT��&OE�VTFST�XPVME�OPU�LOPX�XIFUIFS�UP�CFMJFWF�UIF�
DMBJNT�NBEF�CZ�NBOVGBDUVSFST�BCPVU�UIF�OBUVSF�BOE�RVBMJUZ�PG� UIFJS�QSPEVDUT��/PS�
DPVME�NBOVGBDUVSFST�CF�DFSUBJO�UIBU�UIFZ�XFSF�SFBDIJOH�UIF�SJHIU�LJOET�PG�FOE�VTFS�
UISPVHI�UIFJS�QSPNPUJPOBM�FGGPSUT�

*OUFSNFEJBSJFT�UIVT�GBDJMJUBUF�TFBSDI�PO�CPUI�FOET�PG�UIF�DIBOOFM��$PCXFC�%FTJHOT�
JT�B�UPQ�RVBMJUZ�OFFEMFXPSL�EFTJHO�GJSN�IFBERVBSUFSFE�JO�4DPUMBOE��*U�JT�UIF�TPMF�MJDFOTFF�
GPS�OFFEMFXPSL�LJUT�SFMBUJOH�UP�UIF�3PZBM�'BNJMZ�5IF�/BUJPOBM�5SVTU�GPS�4DPUMBOE�UIF�
BSDIJUFDU�$IBSMFT�3FOOJF�.BDLJOUPTI�BOE�UIF�HSFBU�TPDJBMJTU�XSJUFS�BOE�EFTJHOFS�8JMMJBN�
.PSSJT��$PCXFC�T�OFFEMFXPSL�LJUT�BSF�BWBJMBCMF�BU�BMM�SFUBJM�PVUMFUT�PG�UIF�/BUJPOBM�5SVTU�
GPS�4DPUMBOE�BT�XFMM�BT�PO�UIF�DPNQBOZ�T�XFCTJUF�	XXX�DPCXFC�OFFEMFXPSL�DPN
�CVU�
JUT�QSPQSJFUPS�4BMMZ�4DPUU�"JUPO�BMTP�SFDPHOJ[FE�UIF�QPUFOUJBMMZ�VOUBQQFE�NBSLFU�GPS�IFS�
LJUT�PVUTJEF�UIF�6OJUFE�,JOHEPN��5IF�DIBMMFOHF�XBT�GJOEJOH�B�XBZ�UP�SFBDI�UIF�MBSHF�
EJTQFSTFE�NBSLFU�PG�QPUFOUJBM�CVZFST�JO�NBSLFUT�TVDI�BT�UIF�6OJUFE�4UBUFT��6MUJNBUFMZ�
4DPUU�"JUPO�TPVHIU�NPSF�SFUBJM�QMBDFNFOUT� JO�HJGU�TIPQT�BU�NBKPS�BSU�NVTFVNT�BOE�
CPUBOJDBM�HBSEFOT�UISPVHIPVU�&VSPQF�BOE�UIF�6OJUFE�4UBUFT��(BJOJOH�TIFMG�TQBDF�JO�B�
HJGU�TIPQ�PG�B�NVTFVN�MJLF�UIF�4NJUITPOJBO�*OTUJUVUJPO�JO�8BTIJOHUPO�%$�PS�UIF�"SU�
*OTUJUVUF�PG�$IJDBHP�DPVME�HSFBUMZ�FOIBODF�UIF�DPNQBOZ�T�TBMFT�SFBDI�CFDBVTF�6�4��
DPOTVNFST�XIP�EP�OPU�GSFRVFOUMZ�USBWFM�UP�UIF�6OJUFE�,JOHEPN�TUJMM�DPVME�GJOE�UIF�
DPNQBOZ�T�EFTJHOT�	PS�CFDPNF�BXBSF�PG�UIF�DPNQBOZ�T�EFTJHOT�GPS�UIF�GJSTU�UJNF
��4VDI�
SFUBJMFST�XIJDI�PGGFS�DPNQFMMJOH�CSBOE�JNBHFT�PO�UIFJS�PXO�UIVT�GBDJMJUBUF�UIF�TFBSDI�
QSPDFTT�PO�UIF�EFNBOE�TJEF��"�DPOTVNFS�TFFLJOH�NVTFVN�SFQSPEVDUJPO�OFFEMFXPSL�
LJUT�LOPXT�UIBU�TIF�DBO�GJOE�UIFN�BU�NVTFVN�TIPQT�BMPOH�XJUI�PUIFS�NVTFVN�SFQSP-
EVDUJPO�QSPEVDUT��4JNJMBSMZ�GSPN�$PCXFC�T�QPJOU�PG�WJFX�NVTFVN�TIPQT�IBWF�JNBHFT�
UIBU�BSF�DPOTJTUFOU�XJUI�UIF�IJHI�RVBMJUZ�PG�$PCXFC�%FTJHOT��LJUT�TVDI�UIBU�UIFZ�BSF�
MJLFMZ�UP�BUUSBDU�WJTJUPST�XIP�UFOE�UP�SFQSFTFOU�$PCXFC�T�UBSHFU�NBSLFU��4VDI�BDDFTT�UP�
B�CSPBE�CBTF�PG�WJBCMF�CVZFST�BHBJO�GBDJMJUBUFT�TFBSDI�UIJT�UJNF�GSPN�UIF�NBOVGBDUVS-
JOH�FOE�PG�UIF�DIBOOFM��*O�TIPSU�UIF�JOUFSNFEJBSZ�	SFUBJM�NVTFVN�TIPQ
�CFDPNFT�UIF�
iNBUDINBLFSw�UIBU�CSJOHT�UIF�CVZFS�BOE�TFMMFS�UPHFUIFS�

SORTING *OEFQFOEFOU� JOUFSNFEJBSJFT� JO�B�NBSLFUJOH�DIBOOFM�QFSGPSN�UIF�WBMVBCMF�
GVODUJPO�PG�sorting goods�BOE�UIVT�SFTPMWJOH� UIF�OBUVSBM�EJTDSFQBODZ�CFUXFFO�UIF�
BTTPSUNFOU�PG�HPPET�BOE�TFSWJDFT�QSPEVDFE�CZ�B�NBOVGBDUVSFS�BOE�UIF�BTTPSUNFOU�
EFNBOEFE�CZ�UIF�FOE�VTFS��5IJT�EJTDSFQBODZ�BSJTFT�CFDBVTF�NBOVGBDUVSFST�UZQJDBMMZ�
QSPEVDF�B�MBSHF�RVBOUJUZ�PG�B�MJNJUFE�WBSJFUZ�PG�HPPET�XIFSFBT�DPOTVNFST�EFNBOE�
POMZ�B� MJNJUFE�RVBOUJUZ�CVU�PG�B�XJEF�WBSJFUZ�PG�HPPET��5IF�TPSUJOH�GVODUJPOT�QFS-
GPSNFE�CZ�JOUFSNFEJBSJFT�JODMVEF�UIF�GPMMPXJOH�

 1. Sorting out��5IJT�UBTL�JOWPMWFT�CSFBLJOH�EPXO�IFUFSPHFOFPVT�TVQQMZ�JOUP�TFQB-
SBUF�TUPDLT�UIBU�BSF�SFMBUJWFMZ�IPNPHFOFPVT�	F�H��B�DJUSVT�QBDLJOH�IPVTF�TPSUT�
PSBOHFT�CZ�TJ[F�BOE�HSBEF
�

 2. Accumulation��5IF�JOUFSNFEJBSZ�DPNCJOFT�TJNJMBS�TUPDLT�GSPN�NVMUJQMF�TPVSDFT�
UP�QSPWJEF�B�CSPBEFS�IPNPHFOFPVT�TVQQMZ�	F�H��XIPMFTBMFST�BDDVNVMBUF�WBSJFE�
HPPET�GPS�SFUBJMFST�BOE�SFUBJMFST�BDDVNVMBUF�HPPET�GPS�UIFJS�DPOTVNFST
�

 3. Allocation��#SFBLJOH�IPNPHFOFPVT�TVQQMZ�EPXO�JOUP�TNBMMFS�BOE�TNBMMFS� MPUT�
IFMQT�PUIFS�DIBOOFM�NFNCFST�IBOEMF�UIF�TVQQMZ�NPSF�FBTJMZ��BU�UIF�XIPMFTBMF�
MFWFM�BMMPDBUJPO�JT�SFGFSSFE�UP�BT�breaking bulk��'PS�FYBNQMF�HPPET�SFDFJWFE�JO�
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DBSMPBET�NJHIU�CF�TPME�JO�DBTF�MPUT�BOE�UIF�CVZFS�PG�UIF�DBTF�MPUT�JO�UVSO�NJHIU�
TFMM�JOEJWJEVBM�VOJUT�

 4. Assorting��5IJT�GVODUJPO�FOUBJMT�CVJMEJOH�VQ�BO�BTTPSUNFOU�PG�QSPEVDUT�GPS�SFTBMF�
JO�BTTPDJBUJPO�TVDI�UIBU�XIPMFTBMFST�CVJME�BTTPSUNFOUT�GPS�SFUBJMFST�BOE�SFUBJMFST�
CVJME�BTTPSUNFOUT�GPS�UIFJS�DPOTVNFST�

*O�TIPSU�JOUFSNFEJBSJFT�IFMQ�FOE�VTFST�DPOTVNF�B�DPNCJOBUJPO�PG�QSPEVDU�BOE�
DIBOOFM�TFSWJDFT�UIBU�BSF�BUUSBDUJWF�UP�UIFN��*O�UIJT�TFOTF�JOUFSNFEJBSJFT�create utility�
GPS�FOE�VTFST��*O�QBSUJDVMBS�UIFZ�QSPWJEF�possession�place�BOE�time�VUJMJUJFT�TVDI�UIBU�
UIFZ�FOTVSF�B�QSPEVDU�JT�BWBJMBCMF�JO�UIF�BTTPSUNFOUT�BOE�BU�UIF�QMBDFT�UIBU�BSF�NPTU�
WBMVBCMF�UP�UBSHFU�FOE�VTFST�BU�UIF�SJHIU�UJNF�

Benefits to Upstream Channel Members

ROUTINIZATION OF TRANSACTIONS &BDI� QVSDIBTF� USBOTBDUJPO� JOWPMWFT� PSEFSJOH�
EFUFSNJOJOH�UIF�WBMVBUJPO�PG�BOE�QBZJOH�GPS�HPPET�BOE�TFSWJDFT��5IF�CVZFS�BOE�TFMMFS�
NVTU�BHSFF�PO�UIF�BNPVOU�NPEF�BOE�UJNJOH�PG�QBZNFOU��5IFTF�DPTUT�PG�EJTUSJCV-
UJPO�DBO�CF�NJOJNJ[FE�JG�UIF�USBOTBDUJPOT�BSF�SPVUJOJ[FE��PUIFSXJTF�FWFSZ�USBOTBDUJPO�
XPVME�CF�TVCKFDU�UP�CBSHBJOJOH�XJUI�BO�BDDPNQBOZJOH�MPTT�PG�FGGJDJFODZ�

3PVUJOJ[BUJPO� BMTP� MFBET� UP� UIF� TUBOEBSEJ[BUJPO� PG� HPPET� BOE� TFSWJDFT�XIPTF�
�QFSGPSNBODF�DIBSBDUFSJTUJDT�DBO�CF�FBTJMZ�DPNQBSFE�BOE�BTTFTTFE��*U�FODPVSBHFT�UIF�
QSPEVDUJPO�PG�JUFNT�XJUI�HSFBUFS�WBMVF��*O�TIPSU�SPVUJOJ[BUJPO�MFBET�UP�FGGJDJFODJFT�JO�UIF�
FYFDVUJPO�PG�DIBOOFM�BDUJWJUJFT��Continuous replenishment programs (CRP)�SFNBJO�BO�
JNQPSUBOU�FMFNFOU�PG�FGGJDJFOU�DIBOOFM�JOWFOUPSZ�NBOBHFNFOU��'JSTU�DSFBUFE�CZ�1SPDUFS���
(BNCMF�JO������UP�BVUPNBUJDBMMZ�TIJQ�1BNQFST�EJBQFST�UP�B�SFUBJMFS�T�XBSFIPVTFT�XJUI-
PVU�SFRVJSJOH�UIF�SFUBJM�NBOBHFST�UP�QMBDF�PSEFST�UIJT�$31�DBNF�UP�8BM�.BSU�JO������
BOE�UIF�SFTU�JT�SFUBJMJOH�IJTUPSZ��*O�$31T�NBOVGBDUVSJOH�BOE�SFUBJMJOH�QBSUOFST�TIBSF�
JOWFOUPSZ�BOE�TUPDLJOH�JOGPSNBUJPO�UP�FOTVSF�UIBU�OP�QSPEVDUT�BSF�VOEFS��PS�PWFSTUPDLFE�
PO�SFUBJM�TIFMWFT��5IFTF�TZTUFNT�UZQJDBMMZ�JODSFBTF�UIF�GSFRVFODZ�PG�TIJQNFOUT�CVU�MPXFS�
UIF�TJ[F�QFS�TIJQNFOU�QSPEVDJOH�MPXFS�JOWFOUPSJFT�IFME�JO�UIF�TZTUFN�BOE�IJHIFS�UVSO-
BSPVOE�CPUI�TPVSDFT�PG�JODSFBTFE�DIBOOFM�QSPGJUBCJMJUZ��)PXFWFS�B�$31�EFNBOET�B�
SPVUJOJ[FE�TUSPOH�SFMBUJPOTIJQ�CFUXFFO�DIBOOFM�QBSUOFST��Trust�PS�UIF�DPOGJEFODF�JO�UIF�
SFMJBCJMJUZ�BOE�JOUFHSJUZ�PG�B�DIBOOFM�QBSUOFS�JT�SFRVJSFE�JO�PSEFS�UP�IBWF�UIF�IJHI�EFHSFF�
PG�DPPQFSBUJPO�BNPOH�DIBOOFM�QBSUOFST�OFDFTTBSZ�GPS�NBOBHJOH�$31�PWFS�UJNF��

FEWER CONTACTS 8JUIPVU�DIBOOFM� JOUFSNFEJBSJFT�FWFSZ�QSPEVDFS�XPVME�IBWF�UP�
JOUFSBDU�XJUI�FWFSZ�QPUFOUJBM�CVZFS�UP�DSFBUF�BMM�QPTTJCMF�NBSLFU�FYDIBOHFT��"T�UIF�
JNQPSUBODF�PG�FYDIBOHF�JO�B�TPDJFUZ�JODSFBTFT�TP�EPFT�UIF�EJGGJDVMUZ�PG�NBJOUBJOJOH�BMM�
PG�UIFTF�JOUFSBDUJPOT��$POTJEFS�B�TJNQMF�FYBNQMF��*O�B�TNBMM�WJMMBHF�PG�POMZ�UFO�IPVTF-
IPMET�USBEJOH�UIFNTFMWFT����USBOTBDUJPOT�XPVME�CF�OFDFTTBSZ�UP�DPOEVDU�EFDFOUSBM-
J[FE�FYDIBOHFT�BU�FBDI�QSPEVDUJPO�QPJOU�	J�F��<���×��>��
��#VU�JG�UIF�WJMMBHF�BEEFE�B�
DFOUSBM�NBSLFU�XJUI�POF�JOUFSNFEJBSZ�JU�DPVME�SFEVDF�UIF�DPNQMFYJUZ�PG�UIJT�FYDIBOHF�
TZTUFN�BOE�GBDJMJUBUF�USBOTBDUJPOT�TVDI�UIBU�POMZ����USBOTBDUJPOT�XPVME�CF�SFRVJSFE�UP�
DBSSZ�PVU�UIF�DFOUSBMJ[FE�FYDIBOHF�	���+���
�

*NQMJDJU�JO�UIJT�FYBNQMF�JT�UIF�OPUJPO�UIBU�B�EFDFOUSBMJ[FE�TZTUFN�PG�FYDIBOHF�JT�
MFTT�FGGJDJFOU�UIBO�B�DFOUSBMJ[FE�OFUXPSL�UIBU�VTFT�JOUFSNFEJBSJFT��5IF�TBNF�SBUJPOBMF�
BQQMJFT� UP�EJSFDU�TFMMJOH�GSPN�NBOVGBDUVSFST� UP�SFUBJMFST�SFMBUJWF�UP�TFMMJOH�UISPVHI�
XIPMFTBMFST��$POTJEFS�'JHVSF������"TTVNJOH�GPVS�NBOVGBDUVSFST�BOE�UFO�SFUBJMFST�UIBU�
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28 Contact LinesRetailers

Wholesalers

Manufacturers
Selling Through Two Wholesalers

40 Contact LinesRetailers

Manufacturers
Selling Directly

14 Contact LinesRetailers

Wholesaler

Manufacturers
Selling Through One Wholesaler

FIGURE 1-1 Contact costs to reach the market with and without intermediaries
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CVZ�HPPET�GSPN�FBDI�NBOVGBDUVSFS�UIF�OVNCFS�PG�DPOUBDU�MJOFT�BNPVOUT�UP�����*G�UIF�
NBOVGBDUVSFST�TPME�UP�UIFTF�SFUBJMFST�UISPVHI�POF�XIPMFTBMFS�UIF�OVNCFS�PG�OFDFTTBSZ�
DPOUBDUT�XPVME�GBMM�UP����

5IF�OVNCFS�PG�OFDFTTBSZ�DPOUBDUT�JOTUFBE�JODSFBTFT�XJUI�NPSF�XIPMFTBMFST��'PS�
FYBNQMF�JG�UIF�GPVS�NBOVGBDUVSFST�JO�'JHVSF�����VTFE�UXP�XIPMFTBMFST�JOTUFBE�PG�POF�
UIF�OVNCFS�PG�DPOUBDUT�XPVME�SJTF�GSPN����UP�����XJUI�GPVS�XIPMFTBMFST� UIF�OVN-
CFS�PG�DPOUBDUT�HSPXT�UP�����5IVT�FNQMPZJOH�NPSF�BOE�NPSF�JOUFSNFEJBSJFT�DSFBUFT�
EJNJOJTIJOH�SFUVSOT�WJFXFE�TPMFMZ�GSPN�UIF�QPJOU�PG�WJFX�PG�UIF�OVNCFS�BOE�DPTU�PG�
DPOUBDUT�JO�UIF�NBSLFU��0G�DPVSTF�XF�IBWF�BTTVNFE�UIBU�FBDI�SFUBJMFS�DPOUBDUT�FBDI�PG�
UIF�XIPMFTBMFST�VTFE�CZ�NBOVGBDUVSFST��#VU�JG�B�SFUBJMFS�QSFGFST�B�DFSUBJO�XIPMFTBMFS�
SFTUSJDUJOH�UIF�OVNCFS�PG�XIPMFTBMFST�TVDI�UIBU�UIF�QSFGFSSFE�XIPMFTBMFS�JT�FYDMVEFE�
GSPN�UIF�DIBOOFM�DPVME�MFBWF�UIF�NBOVGBDUVSFS�VOBCMF�UP�SFBDI�UIF�NBSLFU�TFSWFE�CZ�
UIBU�SFUBJMFS�

*O�UIJT�TJNQMJTUJD�FYBNQMF�XF�BMTP�IBWF�BTTVNFE�UIBU�UIF�DPTU�BOE�FGGFDUJWFOFTT�
PG�FBDI�DPOUBDU�NBOVGBDUVSFS�UP�XIPMFTBMFS�XIPMFTBMFS�UP�SFUBJMFS�NBOVGBDUVSFS�UP�
SFUBJMFS�BSF�FRVJWBMFOU��4VDI�BO�BTTVNQUJPO�DMFBSMZ�EPFT�OPU�IPME�JO�UIF�SFBM�XPSME�
XIFSF�TFMMJOH�UISPVHI�POF�UZQF�PG�JOUFSNFEJBSZ�HFOFSBMMZ�FOUBJMT�WFSZ�EJGGFSFOU�DPTUT�
GSPN�UIPTF�BDDSVFE�CZ�TFMMJOH� UISPVHI�BOPUIFS� JOUFSNFEJBSZ��/PU�BMM� JOUFSNFEJBS-
JFT�BSF�FRVBMMZ�TLJMMFE�BU�TFMMJOH�PS�BSF�NPUJWBUFE�UP�TFMM�B�QBSUJDVMBS�NBOVGBDUVSFS�T�
�QSPEVDU�PGGFSJOH�XIJDI�DFSUBJOMZ�BGGFDUT�UIF�DIPJDF�PG�XIJDI�BOE�IPX�NBOZ�JOUFSNF-
EJBSJFT�UP�VTF�

5IVT�XF�BTTFSU� UIBU� JU� JT� UIF� judicious�VTF�PG� JOUFSNFEJBSJFT�UIBU�SFEVDFT�UIF�
OVNCFS�PG�DPOUBDUT�OFDFTTBSZ�UP�DPWFS�B�NBSLFU��5IJT�QSJODJQMF�HVJEFT�NBOZ�NBOVGBD-
UVSFST�UIBU�TFFL�UP�FOUFS�OFX�NBSLFUT�CVU�XBOU�UP�BWPJE�IJHI�DPTU�EJSFDU�EJTUSJCVUJPO�
UISPVHI�UIFJS�PXO�FNQMPZFF�TBMFT�GPSDF��5IF�USFOE�UPXBSE�SBUJPOBMJ[JOH�TVQQMZ�DIBJOT�
CZ�SFEVDJOH�UIF�OVNCFS�PG�TVQQMJFST�BMTP�BQQFBST�DPOTJTUFOU�XJUI�SFEVDJOH�UIF�OVN-
CFS�PG�DPOUBDUT�JO�UIF�EJTUSJCVUJPO�DIBOOFM�

*O�UIJT�DPOUFYU�JU�CFDPNFT�JODSFBTJOHMZ�JOUFSFTUJOH�UP�QPOEFS�IPX�NBOVGBDUVS-
FST�TFMM�UIFJS�XBSFT�FGGJDJFOUMZ�BOE�EJSFDUMZ�POMJOF��*OUFSOFU�TFMMJOH�JNQMJFT�disinter-
mediation�PS�TIFEEJOH�SBUIFS�UIBO�VTJOH�JOUFSNFEJBSJFT��8IBU�XF�PGUFO�GJOE�UIPVHI�
JT�DPNQBOJFT�TVDI�BT�-FWJ�4USBVTT�XIJDI�USZ�TFMMJOH�UIFJS�QSPEVDUT�EJSFDUMZ�POMJOF�CVU�
UIFO�EJTDPOUJOVF�UIJT�QSBDUJDF�BOE�SFMZ�PO�UIJSE�QBSUZ�SFUBJMFST�TVDI�BT�5BSHFU�BOE�
8BM�.BSU� UP�FOIBODF�UIFJS�DIBOOFM�FGGJDJFODZ�CVU�SFEVDF�DIBOOFM�DPOGMJDU�	J�F��CZ�
OP�MPOHFS�DPNQFUJOH�XJUI�SFUBJMFS�QBSUOFST�GPS�FOE�VTFS�TBMFT
��5IF�CFOFGJUT�PG�JOUFS-
BDUJOH�EJSFDUMZ�XJUI�FOE�VTFST�UISPVHI�EJSFDU�TFMMJOH�	F�H��JOGPSNBUJPO�PO�DPOTVNFS�
EFNBOE�BOE�TPVSDFT�PG�EJTTBUJTGBDUJPO
�NVTU�CF�DPVOUFSCBMBODFE�BHBJOTU�UIF�JODSF-
NFOUBM�DPTUT�PG�EPJOH�TP�	F�H��CSFBLJOH�CVML�FBSMZ�JO�UIF�EJTUSJCVUJPO�QSPDFTT�TIJQ-
QJOH�NBOZ�TNBMM�QBDLBHFT�UP�NBOZ�EJGGFSFOU�MPDBUJPOT�SBUIFS�UIBO�MBSHF�TIJQNFOUT�UP�
GFX�MPDBUJPOT
�

5IFTF�VQTUSFBN�BOE�EPXOTUSFBN�CFOFGJUT�TVQQPSUJOH�UIF�VTF�PG�JOUFSNFEJBSJFT�
JO�B�DIBOOFM�BSF�EFUBJMFE�JO�4JEFCBS�����XIJDI�EFTDSJCFT�UIF�5BJXBOFTF�UFB�USBEF�JO�
UIF�FBSMZ�����T��*O�UIJT�FYBNQMF�JOUFSNFEJBSJFT�GBDJMJUBUFE�TFBSDI�QFSGPSNFE�WBSJPVT�
TPSUJOH�GVODUJPOT�BOE�TJHOJGJDBOUMZ�SFEVDFE�UIF�OVNCFS�PG�DPOUBDUT�SFRVJSFE�JO�UIF�
DIBOOFM��5IFJS�TVDDFTT�FWFO�LJMMFE�B�HPWFSONFOU�TVQQPSUFE�EJSFDU�TBMF�BVDUJPO�IPVTF�
BT�BO�BMUFSOBUJWF�SPVUF�UP�NBSLFU�
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Sidebar 1-1
Tea selling in Taiwan: The key roles of tea intermediaries7

The Taiwanese tea industry got its start when 
tea trees imported from China got planted in 
the Taiwanese hills in the mid-1800s. By the late 
1920s, there were about 20,000 tea farmers in 
Taiwan, who sold their product (so-called crude 
tea) to one of about 60 tea intermediaries, who in 
turn sold it to 280 tea refineries located in Ta-tao-
cheng, on the ocean, to ready for commercial sale 
and exportation. The tea intermediaries traversed 
the hills of Taiwan to search for and buy tea and 
then bring it down to the dock to sell to refineries.

But they also suffered a poor reputation 
among both farmers and refineries. Intermediaries 
were accused of exploiting the market by buying 
low and selling high; critics suggested that a simple 
direct trading system could be instituted to bypass 
them completely. Thus in 1923, the Governor-
General of Taiwan set up a tea auction house in 
Ta-tao-cheng. Farmers could ship their tea directly 
to the auction house, where a first-price, sealed-
bid auction would determine the price refineries 
would pay to obtain their products. The auction 
house’s operating costs were covered by farmers’ 
membership fees, trading charges, and subsidies 
by the Governor-General, so the tea intermediaries 
suddenly had to compete with the auction house. 
Despite this new and well-supported form of com-
petition, the intermediaries not only survived, they 
ultimately forced the closing of the auction house. 
But how could this outcome arise if they were just 
“exploiters” of the buy–sell situation?

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

intermediaries thus found buyers for the farmers’ 
harvest and tea supplies for the refineries.

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

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

Such value-added activities had been com-
pletely ignored in the attacks made on the tea 
intermediaries as “exploiters.” The resulting failure 
of the government-sanctioned and government-
subsidized auction house suggests that, far from 
merely exploiting the market, tea intermediaries 
were efficiency-enhancing market makers. In this 
situation, the intermediation of the channel added 
value and reduced costs at the same time.
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*O�TVNNBSZ� JOUFSNFEJBSJFT�QBSUJDJQBUF� JO� UIF�XPSL�PG� UIF�NBSLFUJOH�DIBOOFM�
CFDBVTF� UIFZ�CPUI�add value�BOE�help reduce costs��5IFTF�SPMFT�SBJTF�BOPUIFS�LFZ�
RVFTUJPO�UIFO�OBNFMZ�8IBU�UZQFT�PG�XPSL�EP�DIBOOFMT�BDUVBMMZ�QFSGPSN 

WHAT ARE THE KEY FUNCTIONS MARKETING CHANNELS PERFORM?

5IF�NBSLFUJOH�DIBOOFM�QFSGPSNT�B�SBOHF�PG�channel functions�UIBU�DPOTUJUVUF�B�QSP-
DFTT�GMPXJOH�UISPVHI�UIF�DIBOOFM�TZTUFN�UIBU�JT�QFSGPSNFE�BU�EJGGFSFOU�QPJOUT�JO�UJNF�
CZ�EJGGFSFOU�DIBOOFM�NFNCFST��*O�CVTJOFTT�TFUUJOHT�XF�NJHIU�OPUF�UIF�OFFE�UP�DBSSZ�
PS�IPME�JOWFOUPSZ�HFOFSBUF�EFNBOE�UISPVHI�TFMMJOH�BDUJWJUJFT�QIZTJDBMMZ�EJTUSJCVUF�
QSPEVDUT�FOHBHF�JO�BGUFS�TBMFT�TFSWJDF�BOE�FYUFOE�DSFEJU�UP�PUIFS�DIBOOFM�NFNCFST��
8F�GPSNBMJ[F�UIJT�MJTU�PG�OJOF�VOJWFSTBM�DIBOOFM�GVODUJPOT�JO�'JHVSF�����BT�UIFZ�NJHIU�
CF�QFSGPSNFE�JO�B�IZQPUIFUJDBM�DIBOOFM�UIBU�DPOTJTUT�PG�QSPEVDFST�XIPMFTBMFST�SFUBJM-
FST�BOE�DPOTVNFST��4PNF�GVODUJPOT�NPWF�GPSXBSE�UISPVHI�UIF�DIBOOFM�	QIZTJDBM�QPT-
TFTTJPO�PXOFSTIJQ�BOE�QSPNPUJPO
��PUIFST�NPWF�VQ�UIF�DIBOOFM�GSPN�UIF�FOE�VTFS�
	PSEFSJOH�BOE�QBZNFOU
��BOE�TUJMM�PUIFS�DIBOOFM�GVODUJPOT�DBO�NPWF�JO�FJUIFS�EJSFDUJPO�
PS�SFGMFDU�BDUJWJUJFT�CZ�QBJST�PG�DIBOOFM�NFNCFST�	OFHPUJBUJPO�GJOBODJOH�SJTL�JOGPSNB-
UJPO�TIBSJOH
�

8F�EJTDVTT�DIBOOFM�GVODUJPOT�JO�NVDI�NPSF�EFUBJM�JO�$IBQUFS���CVU�B�GFX�SFNBSLT�
BSF�JO�PSEFS�IFSF��'JSTU�UIF�DIBOOFM�GVODUJPOT�JO�'JHVSF�����NBZ�PDDVS�JO�EJGGFSFOU�XBZT�
BU�EJGGFSFOU�QPJOUT�PG�UIF�DIBOOFM��*U�JT�WFSZ�DPNNPO�GPS�TQBSF�QBSUT�EJTUSJCVUJPO�UP�CF�
IBOEMFE�CZ�B�TFQBSBUF�UIJSE�QBSUZ�EJTUSJCVUPS�VOJOWPMWFE�JO�UIF�EJTUSJCVUJPO�PG�PSJHJOBM�
QSPEVDUT�GPS�FYBNQMF��5ISFF�DPNQFUJOH�NBOVGBDUVSFST�*OHFSTPMM�3BOE�*OUFSOBUJPOBM�
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FIGURE 1-2 Marketing functions in channels
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#PCDBU�$MBSL�.BUFSJBM�)BOEMJOH�BOE�UIF�4QJDFS�%JWJTJPO�PG�%BOB�$PSQPSBUJPO�BMM�
VTF� UIF�TBNF�(FSNBO�UIJSE�QBSUZ� MPHJTUJDT�	�1-
� GJSN�'FJHF� UP�IBOEMF�BMM�OPO�6�4��
EJTUSJCVUJPOT�PG�TQBSF�QBSUT��'FJHF�TJNQMJGJFT� UIF�PUIFSXJTF�EJGGJDVMU� KPC�PG�NBOBH-
JOH�TQBSF�QBSUT� JOWFOUPSJFT�UIBU�NVTU�CF�TIJQQFE�RVJDLMZ�UP�NVMUJQMF�DPVOUSJFT�UIBU�
TQFBL�EJGGFSFOU�MBOHVBHFT��'FJHF�OPU�POMZ�SFDFJWFT�TUPSFT�BOE�TIJQT�TQBSF�QBSUT�CVU�JU�
BMTP�QSPWJEFT�EFCU�DSFEJU�BOE�DBTI�NBOBHFNFOU�TFSWJDFT�GPS�JUT�NBOVGBDUVSFS�DMJFOUT��
%FBMFST�JO�UVSO�DBO�PSEFS�GSPN�'FJHF�POMJOF�BOE�USBDL�UIFJS�PSEFST�BGUFS�GJSTU�DIFDLJOH�
UP�WFSJGZ�UIBU�UIF�EFTJSFE�QBSUT�BSF�JO�TUPDL��'FJHF�T�TPQIJTUJDBUFE�JOGPSNBUJPO�UFDIOPM-
PHZ�TZTUFNT�QSPEVDF�B�SFNBSLBCMF����QFSDFOU�JO�TUPDL�SBUF�GPS�UIFTF�EFBMFS�DVTUPN-
FST��$VTUPNFST��DPOTUBOU�EFNBOET�GPS�RVJDL�EFMJWFSZ�PG�TQBSF�QBSUT�NBLF�UIF�VTF�PG�
UIJT�JOUFSNFEJBSZ�B�TVQFSJPS�TUSBUFHZ�GSPN�CPUI�DPTU�DPOUSPM�BOE�EFNBOE�TBUJTGBDUJPO�
QFSTQFDUJWFT���*O�TVDI�TJUVBUJPOT�B�DIBOOFM�EFTJHOFS�FWFO�NJHIU�EFQJDU�JUT�UXP�QIZTJ-
DBM�QPTTFTTJPO�BDUJWJUJFT�	PSJHJOBM�FRVJQNFOU�WT��TQBSF�QBSUT
�TFQBSBUFMZ�CFDBVTF�UIFZ�
SFQSFTFOU�JNQPSUBOU�BOE�VOJRVF�GVODUJPOT�JO�UIF�NPWFNFOU�PG�QSPEVDUT�UP�UIF�NBSLFU�

4FDPOE�OPU�FWFSZ�DIBOOFM�NFNCFS�OFFE�QBSUJDJQBUF�JO�FWFSZ�DIBOOFM�GVODUJPO��
4QFDJBMJ[BUJPO�JT�B�IBMMNBSL�PG�BO�FGGJDJFOU�DIBOOFM��'JHVSF�����EFQJDUT�B�DIBOOFM� JO�
XIJDI�QIZTJDBM�QPTTFTTJPO�PG�UIF�QSPEVDU�NPWFT�GSPN�UIF�NBOVGBDUVSFS�UP�XIPMFTBM-
FST�UP�SFUBJMFST�BOE�GJOBMMZ�UP�FOE�VTFST��BO�BMUFSOBUF�DIBOOFM�NJHIU�FMJNJOBUF�XIPMFTBM-
FST�BOE�SFMZ�JOTUFBE�PO�NBOVGBDUVSFST��SFQSFTFOUBUJWFT�XIP�OFWFS�UBLF�QIZTJDBM�QPT-
TFTTJPO�PS�PXOFSTIJQ��5IVT�UIF�QIZTJDBM�QPTTFTTJPO�GVODUJPO�XPVME�TUJMM�CF�QFSGPSNFE�
CZ�UIF�NBOVGBDUVSFS�BOE�SFUBJMFS�CVU�OPU�CZ�PUIFS�JOUFSNFEJBSJFT�PO�JUT�XBZ�UP�UIF�
FOE�VTFS��*O�HFOFSBM�DIBOOFM�GVODUJPOT�HFU�TIBSFE�POMZ�CZ�DIBOOFM�NFNCFST�UIBU�DBO�
BEE�WBMVF�PS�SFEVDF�DPTUT�CZ�CFBSJOH�UIFN��)PXFWFS�TQFDJBMJ[BUJPO�BMTP� JODSFBTFT�
JOUFSEFQFOEFODJFT�JO�DIBOOFMT�DSFBUJOH�B�OFFE�GPS�DMPTF�DPPQFSBUJPO�BOE�DPPSEJOBUJPO�
JO�DIBOOFM�PQFSBUJPOT�

5IJSE� UIF�QFSGPSNBODF�PG�DFSUBJO�DIBOOFM�GVODUJPOT� JT�DPSSFMBUFE�XJUI�UIBU�PG�
PUIFS�GVODUJPOT��"OZ�UJNF�JOWFOUPSJFT�BSF�IFME�BOE�PXOFE�CZ�POF�NFNCFS�PG�UIF�DIBO-
OFM�TZTUFN�B�GJOBODJOH�PQFSBUJPO�JT�PDDVSSJOH��5IBU�JT�XIFO�UIF�XIPMFTBMFS�PS�SFUBJMFS�
UBLFT�UJUMF�BOE�BTTVNFT�QIZTJDBM�QPTTFTTJPO�PG�TPNF�QPSUJPO�PG�B�NBOVGBDUVSFS�T�PVU-
QVU�UIJT�JOUFSNFEJBSZ�JT�GJOBODJOH�UIF�NBOVGBDUVSFS�CFDBVTF�UIF�HSFBUFTU�DPNQPOFOU�
PG�BOZ�DBSSZJOH�DPTUT�JT�UIF�DBQJUBM�UJFE�VQ�CZ�JOWFOUPSJFT�IFME�JO�B�EPSNBOU�TUBUF�	J�F��
OPU�NPWJOH�UPXBSE�GJOBM�TBMF
��0UIFS�DBSSZJOH�DPTUT�JODMVEF�PCTPMFTDFODF�EFQSFDJBUJPO�
QJMGFSBHF�CSFBLBHF�TUPSBHF�JOTVSBODF�BOE�UBYFT��*G�UIF�JOUFSNFEJBSZ�EJE�OPU�IBWF�UP�
JOWFTU�JUT�GVOET�UP�QBZ�JOWFOUPSZ�IPMEJOH�DPTUT�JU�DPVME�JOWFTU�JOTUFBE�JO�PUIFS�QSPGJU-
BCMF�PQQPSUVOJUJFT��$BQJUBM�DPTUT�UIVT�FRVBM�UIF�PQQPSUVOJUZ�DPTUT�PG�IPMEJOH�JOWFOUPSZ�

5IJT�EJTDVTTJPO�TVHHFTUT� UIBU�HJWFO�B�TFU�PG� GVODUJPOT�UP�CF�VOEFSUBLFO�JO�B�
DIBOOFM�B�NBOVGBDUVSFS�NVTU�BTTVNF�SFTQPOTJCJMJUZ�GPS�JU�TIJGU�TPNF�PG�JU�UP�WBSJPVT�
JOUFSNFEJBSJFT�QPQVMBUJOH�JUT�DIBOOFM�PS�TIJGU�BMM�PG�JU�UP�PUIFST��"DDPSEJOHMZ�XF�OPUF�
POF�NPSF�JNQPSUBOU� USVUI�BCPVU�DIBOOFM�EFTJHO�BOE�NBOBHFNFOU��*U� JT�QPTTJCMF� UP�
FMJNJOBUF�PS�TVCTUJUVUF�GPS�UIF�members�PG�UIF�DIBOOFM�CVU�OPU�GPS�UIF�functions�UIFZ�
QFSGPSN��8IFO�DIBOOFM�NFNCFST�MFBWF�UIF�DIBOOFM�UIFJS�GVODUJPOT�TIJGU�FJUIFS�GPS-
XBSE�PS�CBDLXBSE�UP�CF�BTTVNFE�CZ�PUIFS�DIBOOFM�NFNCFST��5IVT�B�DIBOOFM�TIPVME�
FMJNJOBUF�B�NFNCFS�POMZ�JG�UIF�GVODUJPO�JU�QFSGPSNT�DPVME�CF�EPOF�NPSF�FGGFDUJWFMZ�PS�
MFTT�JOFYQFOTJWFMZ�CZ�PUIFS�DIBOOFM�NFNCFST��*O�UIJT�TFOTF�BOZ�DPTU�TBWJOHT�BDIJFWFE�
CZ�FMJNJOBUJOH�B�DIBOOFM�NFNCFS�SFTVMU�OPU�CFDBVTF�UIBU�NFNCFS�T�QSPGJU�NBSHJO�HFUT�
TIBSFE�CZ�UIF�SFTU�PG�UIF�DIBOOFM�CVU�SBUIFS�CFDBVTF�UIF�GVODUJPOT�QFSGPSNFE�CZ�UIBU�
DIBOOFM�NFNCFS�HFU�DPNQMFUFE�NPSF�FGGJDJFOUMZ�UISPVHI�BOPUIFS�DIBOOFM�EFTJHO�
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'JOBMMZ�XF�IJHIMJHIU�BO� JNQPSUBOU�DIBOOFM� GVODUJPO�UIBU�QFSNFBUFT�BMM�WBMVF�
BEEFE�BDUJWJUJFT�PG�B�DIBOOFM��JOGPSNBUJPO�TIBSJOH��.BOVGBDUVSFST�TIBSF�QSPEVDU�BOE�
TBMFT�JOGPSNBUJPO�XJUI�UIFJS�EJTUSJCVUPST�JOEFQFOEFOU�TBMFT�SFQSFTFOUBUJWFT�BOE�SFUBJM-
FST�XIJDI�IFMQT� UIFN�QFSGPSN�UIF�QSPNPUJPO�GVODUJPO�CFUUFS��$POTVNFST�QSPWJEF�
UIFJS�QSFGFSFODF�JOGPSNBUJPO�UP�UIF�DIBOOFM�XIJDI�JNQSPWFT�JUT�BCJMJUZ�UP�TVQQMZ�WBM-
VFE�TFSWJDFT��1SPEVDJOH�BOE�NBOBHJOH�UIJT�JOGPSNBUJPO�FGGFDUJWFMZ�UIFO�JT�DFOUSBM�UP�
EFWFMPQJOH�EJTUSJCVUJPO�DIBOOFM�FYDFMMFODF�

CHANNEL STRATEGY FRAMEWORK

/PX�UIBU�XF�IBWF�FTUBCMJTIFE�XIBU�NBSLFUJOH�DIBOOFMT�BSF�XIP�QBSUJDJQBUFT�JO�UIFN�
UIF�CFOFGJUT�UIFZ�QSPWJEF�UP�VQTUSFBN�BOE�EPXOTUSFBN�DIBOOFM�NFNCFST�BOE�UIF�LFZ�
GVODUJPOT�QFSGPSNFE�CZ�UIFJS�WBSJPVT�NFNCFST�XF�OFFE�UP�DPOTJEFS�IPX�XF�NJHIU�
VTF�UIFTF�JOTJHIUT�UP�EFTJHO�BOE�JNQMFNFOU�CFUUFS�NBSLFUJOH�DIBOOFM�TUSBUFHJFT�BOE�
TUSVDUVSFT��8F�PGGFS�B�DPNQSFIFOTJWF�DIBOOFM�TUSBUFHZ�GSBNFXPSL�UP�HVJEF�DIBOOFM�
NBOBHFST�UISPVHI�CPUI�UIF�EFTJHO�PG�UIF�DIBOOFM�TUSBUFHZ�BOE�JUT�POHPJOH�NBOBHF-
NFOU�PWFS�UJNF�

0VS� QSPQPTFE� NBSLFUJOH� DIBOOFM� TUSBUFHZ� GSBNFXPSL� JOWPMWFT� UISFF� NBKPS�
TUBHFT��	�
�BOBMZ[JOH�BOE�EFTJHOJOH�UP�EFWFMPQ�UIF�NPTU�FGGFDUJWF�DIBOOFM�TUSVDUVSFT�
BOE�TUSBUFHJFT��	�
�CFODINBSLJOH�UP�DPNQBSF�UIF�OFX�PS�SFWJTFE�DIBOOFM�TUSVDUVSFT�
BOE�TUSBUFHJFT�BHBJOTU�USBEJUJPOBM�BOE�FNFSHJOH�DIBOOFM�TZTUFNT�UP�JEFOUJGZ�CFTU�QSBD-
UJDFT��BOE�	�
�JNQMFNFOUBUJPO�PS�NBOBHFNFOU�UP�BEESFTT�UIF�GJWF�LFZ�TVDDFTT�GBDUPST�
GPS�DIBOOFM�NBOBHFNFOU��5IF�analyzing and�designing stage�CFHJOT�XJUI�BO�end-
user analysis� UP�TFHNFOU� UIF�NBSLFU�PO�UIF�CBTJT�PG�FOE�VTFST��OFFET�BOE�DIPPTF�
XIJDI�TFHNFOU	T
�UP�UBSHFU�	$IBQUFS��
��5IFO�UIF�channel analysis�GPDVTFT�PO�FWBMV-
BUJOH�FYJTUJOH�DIBOOFMT�CZ�BVEJUJOH�UIFN�BDDPSEJOH�UP�FGGJDJFODZ�BOE�HBQ�UFNQMBUFT�
UP�JEFOUJGZ�BOZ�TFSWJDF�PS�DPTU�HBQT�	$IBQUFS��
��5IF�GJOBM�BOBMZTJT�TUFQ�EFUFSNJOFT�JG�
DIBOOFM�GVODUJPOT�TIPVME�CF�QFSGPSNFE�JO�IPVTF�PS�PVUTPVSDFE�BDDPSEJOH�UP�B�make-
or-buy channel analysis�	$IBQUFS��
��5IFTF�BOBMZTJT�TUFQT�XJMM�JOGPSN�UIF�EFTJHO�QIBTF�
CZ�TVQQPSUJOH�EFDJTJPOT�XJUI�SFHBSE�UP� UISFF�LFZ�EFTJHO�RVFTUJPOT�� UIF�EFHSFF�PG�
DIBOOFM�JOUFOTJUZ�NJY�PG�DIBOOFM�UZQFT�BOE�VTF�PG�EVBM�EJTUSJCVUJPO�	$IBQUFS��
��*O�
BEEJUJPO�BOZ�DIBOOFM�TFSWJDF�PS�DPTU�HBQT�UIFTF�BOBMZTJT�TUFQT�IBWF�JEFOUJGJFE�OFFE�UP�
CF�DMPTFE�CZ�UIF�OFX�DIBOOFM�TUSVDUVSF�BOE�TUSBUFHZ�EFTJHO��0WFSBMM�UIF�BOBMZ[JOH�BOE�
EFTJHOJOH�TUBHF�SFRVJSFT�NBUDIJOH�UIF�OFFET�PG�UIF�VQTUSFBN�BOE�EPXOTUSFBN�TJEFT�
PG�UIF�DIBOOFM�JO�TVDI�B�XBZ�UIBU�JU�NFFUT�UBSHFU�FOE�VTFST��EFNBOET�XJUI�NJOJNVN�
QPTTJCMF�DPTUT�

5IF�benchmarking�TUBHF�GPDVTFT�PO�DPNQBSJOH�B�OFXMZ�EFTJHOFE�PS�SFWJTFE�DIBO-
OFM�TUSVDUVSF�BOE�TUSBUFHZ�BHBJOTU�UIF�NPTU�DPNNPO�DIBOOFM�TUSVDUVSFT�BOE��TUSBUFHJFT�
JODMVEJOH�retailing�	$IBQUFS��
�wholesaling�	$IBQUFS��
�BOE�franchising�	$IBQUFS��
�UP�
JEFOUJGZ�CFTU�QSBDUJDFT�UIBU�NJHIU�CF�JOUFHSBUFE�JOUP�UIF�OFX�DIBOOFM�TZTUFN��.BOBHFST�
BMTP�EFWFMPQ�DSFBUJWF�emerging channel structures and strategies�	$IBOOFM��
�UP�BEESFTT�
DPOTUBOUMZ�DIBOHJOH�CVTJOFTT�FOWJSPONFOUT��$IBOOFM�NBOBHFST�TIPVME�DPNQBSF�BOE�
DPOUSBTU�UIFJS�DIBOOFM�TUSVDUVSF�BOE�TUSBUFHZ�XJUI�XFMM�EFWFMPQFE�BOE�FNFSHJOH�DIBOOFM�
TZTUFNT�UP�MFBSO�GSPN�QSFWJPVT�DIBOOFM�NBOBHFST�QSFWFOU�SFQFBUJOH�DPNNPO�NJTUBLFT�
BOE�UBLF�BEWBOUBHF�PG�LOPXO�FGGJDJFODJFT�JO�DIBOOFM�GVODUJPOT�

5IF� implementing� TUBHF� GPDVTFT�PO� UIF� GJWF�LFZ�TVDDFTT� GBDUPST�PG�DIBOOFM�
NBOBHFNFOU��4QFDJGJDBMMZ� DIBOOFM�NBOBHFST�NVTU�VOEFSTUBOE� UIF�TPVSDF�PG�FBDI�
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DIBOOFM�NFNCFS�T�power and dependence�	$IBQUFS���
�BOE�QPUFOUJBM�GPS�channel con-
flict�	$IBQUFS���
�UP�EFWFMPQ�B�QMBO�GPS�CVJMEJOH�BOE�NBJOUBJOJOH�relationships�BNPOH�
DIBOOFM�QBSUOFST�	$IBQUFS���
��8JUI�TVDI�BO�VOEFSTUBOEJOH�UIF�GJSN�DBO�DSFBUF�BO�
FOWJSPONFOU�GPS�FGGFDUJWFMZ�FYFDVUJOH�UIF�PQUJNBM�DIBOOFM�TUSBUFHZ�PO�BO�POHPJOH�
CBTJT��'JOBMMZ�UXP�DIBQUFST�GPDVTFE�PO�NBOBHJOH�UIF�DIBOOFM�T�policies and legalities�
	$IBQUFS���
�BOE�logistics�	$IBQUFS���
�EFTDSJCF�IPX�UP�NBJOUBJO�UIF�IFBMUI�BOE�FGGFD-
UJWFOFTT�PG�UIF�DIBOOFM�TZTUFN�

'JHVSF�����EFQJDUT� UIF�QSPQPTFE�DIBOOFM�TUSBUFHZ�EFTJHO�BOE�JNQMFNFOUBUJPO�
GSBNFXPSL�XIJDI�NJSSPST� UIF�PSHBOJ[BUJPO�XF�VTF�JO�UIJT�CPPL��5IF�GSBNFXPSL�JT�

FIGURE 1-3 Framework for designing and implementing channel strategy

Analysis Phase

t� &OE�VTFS�"OBMZTJT��TFHNFOUJOH�BOE�UBSHFUJOH�FOE�VTFS�HSPVQT�	$IBQUFS��

t� $IBOOFM�"OBMZTJT��BVEJUJOH�DIBOOFMT�BOE�JEFOUJGZJOH�DIBOOFM�HBQT�	$IBQUFS��

t� .BLF�7FSTVT�.BLF�PS�#VZ�"OBMZTJT��EFUFSNJOJOH� JG�DIBOOFM� GVODUJPOT�TIPVME�CF�

EPOF��JO�IPVTF�PS�PVUTPVSDFE�UP�DIBOOFM�QBSUOFST�	$IBQUFS��


Decision Phase

t� %FTJHO�$IBOOFM�4USVDUVSF���4USBUFHZ��GPDVTFT�PO�NBLJOH�UISFF�LFZ�EFTJHO�EFDJ�
TJPOT�	EFHSFF�PG�DIBOOFM�JOUFOTJUZ�NJY�JEFOUJUZ�PG�DIBOOFM�UZQFT�BOE�VTF�PG�EVBM�
�EJTUSJCVUJPO
�BOE�DMPTJOH�TFSWJDF�BOE�DPTU�HBQT�	$IBQUFS��


Benchmarking Traditional and Emerging Channel Systems

$PNQBSF�BOE�DPOUSBTU�iOFXw�DIBOOFM�TUSVDUVSF�BOE�TUSBUFHZ�UP�USBEJUJPOBM�BOE�FNFSHJOH�
DIBOOFM�TZTUFNT�UP�JEFOUJGZ�CFTU�QSBDUJDFT�BOE�PQQPSUVOJUJFT�GPS�JNQSPWFNFOU

t� 3FUBJMJOH�$IBOOFM�4USVDUVSFT�BOE�4USBUFHJFT�	$IBQUFS��

t� 8IPMFTBMJOH�$IBOOFM�4USVDUVSFT�BOE�4USBUFHJFT�	$IBQUFS��

t� 'SBODIJTJOH�$IBOOFM�4USVDUVSFT�BOE�4USBUFHJFT�	$IBQUFS��

t� &NFSHJOH�$IBOOFM�4USVDUVSFT�BOE�4USBUFHJFT�	$IBQUFS��


Implementing Channel Strategies

*NQMFNFOU�DIBOOFM�TUSVDUVSFT�BOE�TUSBUFHJFT�CZ�BEESFTTJOH�GJWF�LFZ�TVDDFTT�GBDUPST�GPS�
�FGGFDUJWF�DIBOOFM�NBOBHFNFOU

t� .BOBHJOH�$IBOOFM�1PXFS�	$IBQUFS���

t� .BOBHJOH�$IBOOFM�$POGMJDU�	$IBQUFS���

t� .BOBHJOH�$IBOOFM�3FMBUJPOTIJQT�	$IBQUFS���

t� .BOBHJOH�$IBOOFM�1PMJDJFT�BOE�-FHBMJUJFT�	$IBQUFS���

t� .BOBHJOH�$IBOOFM�-PHJTUJDT�	$IBQUFS���


➡
➡
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VTFGVM�GPS�DSFBUJOH�B�OFX�DIBOOFM�TUSBUFHZ�JO�B�QSFWJPVTMZ�VOUBQQFE�NBSLFU�BT�XFMM�
BT�GPS�DSJUJDBMMZ�BOBMZ[JOH�BOE�SFGJOJOH�B�QSFFYJTUJOH�DIBOOFM�TUSBUFHZ��8F�QSPWJEF�BO�
PWFSWJFX�CZ�EFTDSJCJOH�FBDI�NBKPS�TUFQ�JO�UIF�QSPDFTT�BOE�XF�FYQBOE�PO�FBDI�TUFQ�
JO�UIF�TVCTFRVFOU�DIBQUFST�JO�UIJT�CPPL

End-User Analysis: Segmentation and Targeting

"�GVOEBNFOUBM�QSJODJQMF�PG�NBSLFUJOH�JT�UIF�TFHNFOUBUJPO�PG�UIF�NBSLFU��Segmentation�
NFBOT�TQMJUUJOH�B�NBSLFU�JOUP�HSPVQT�PG�FOE�VTFST�XIP�BSF�	�
�NBYJNBMMZ�TJNJMBS�UP�
POF�BOPUIFS�BOE�	�
�NBYJNBMMZ�EJGGFSFOU�GSPN�PUIFS�HSPVQT�PG�FOE�VTFST��#VU�IPX�EP�
XF�EFGJOF�TJNJMBSJUZ�PS�EJGGFSFODF� UIBU� JT�BDDPSEJOH�UP�XIBU�DSJUFSJPO �'PS�DIBOOFM�
NBOBHFST�segments can be best defined on the basis of the service outputs that the end-
user needs to obtain from the marketing channel��"�NBSLFUJOH�DIBOOFM�JT�NPSF�UIBO�
KVTU�B�DPOEVJU�GPS�QSPEVDU�� JU� JT�BMTP�B�NFBOT�UP�BEE�WBMVF�UP�QSPEVDUT�BOE�TFSWJDFT�
NBSLFUFE�UISPVHI�JU��*O�UIJT�TFOTF�UIF�NBSLFUJOH�DIBOOFM�SFQSFTFOUT�BOPUIFS�iQSPEVD-
UJPO�MJOFw�FOHBHFE�JO�QSPEVDJOH�OPU�UIF�QSPEVDU�	PS�TFSWJDF
�CFJOH�TPME�CVU�SBUIFS�
UIF�BODJMMBSZ�TFSWJDFT�UIBU�EFGJOF�how�UIF�QSPEVDU�XJMM�CF�TPME��7BMVF�BEEFE�TFSWJDFT�
DSFBUFE�CZ�DIBOOFM�NFNCFST�BOE�DPOTVNFE�CZ�FOE�VTFST�UPHFUIFS�XJUI�UIF�QSPEVDU�
QVSDIBTFE�SFQSFTFOU�TFSWJDF�PVUQVUT���Service outputs�JODMVEF�	CVU�BSF�OPU�MJNJUFE�
UP
�bulk breaking�spatial convenience�waiting and delivery time�assortment and 
variety�customer service�BOE�product/market/usage information sharing�

&OE�VTFST� 	XIFUIFS�VMUJNBUF�DPOTVNFST�PS�CVTJOFTT�CVZFST
�FYQSFTT�WBSZJOH�
EFNBOET�GPS�UIFTF�TFSWJDF�PVUQVUT��$POTJEFS�UXP�EJGGFSFOU�CPPL�CVZFST��B�DPOTVNFS�
CSPXTJOH�GPS�TPNF�FOUFSUBJOJOH�CFTU�TFMMFST�UP�UBLF�PO�BO�VQDPNJOH�WBDBUJPO�BOE�B�
TUVEFOU�CVZJOH�UFYUCPPLT�GPS�TDIPPM��5BCMF�����PVUMJOFT�UIF�EJGGFSFODFT�JO�UIFJS�TFSWJDF�
PVUQVU�EFNBOET��'PS�FYBNQMF�UIF�WBDBUJPOFS�WBMVFT�B�CSPBE�BTTPSUNFOU�PG�CPPLT�UP�
DIPPTF�GSPN�JO�TUPSF�BNFOJUJFT�TVDI�BT�B�DPGGFF�CBS�BOE�BEWJDF�GSPN�XFMM�JOGPSNFE�
TBMFTQFPQMF��#VU�TIF�MJLFMZ�DBSFT�MFTT�BCPVU�CVML�CSFBLJOH�CFDBVTF�TIF�JOUFOET�UP�CVZ�
TFWFSBM�CPPLT��TQBUJBM�DPOWFOJFODF�CFDBVTF�TIF�DPVME�FBTJMZ�TIPQ�TFWFSBM�CPPLTUPSFT��
PS�EFMJWFSZ�UJNF�CFDBVTF�TIF�IBT�TPNF�UJNF�CFGPSF�IFS�WBDBUJPO�TUBSUT�TP�TIF�DBO�
XBJU�UP�GJOE�KVTU�UIF�SJHIU�CPPLT��5IF�TUVEFOU�UFYUCPPL�CVZFS�IBT�BMNPTU�UIF�PQQPTJUF�
EFNBOET��4IF�XBOUT�KVTU�POF�UFYUCPPL�QFS�DMBTT�DBOOPU�USBWFM�GBS�UP�HFU�JU�BOE�OFFET�
JU�WJSUVBMMZ�JNNFEJBUFMZ�CFGPSF�UIF�TUBSU�PG�UIF�DPVSTF��:FU�UIF�TUVEFOU�EPFT�OPU�OFFE�
UP�CSPXTF�UIF�TUPSF�CFDBVTF�UIF�BTTJHOFE�UFYU�IBT�BMSFBEZ�CFFO�EJDUBUFE�CZ�UIF�QSPGFT-
TPS�OPS�EPFT�TIF�OFFE�UP�TPMJDJU�BEWJDF�BCPVU�XIBU�CPPL�UP�CVZ��"MUIPVHI�TIF�NJHIU�
BQQSFDJBUF�B�KPMU�PG�DBGGFJOF�TIF�MJLFMZ�DBSFT�MJUUMF�BCPVU�UIF�BUUSBDUJWFOFTT�PG�JO�TUPSF�
BNFOJUJFT�TVDI�BT�B�DPGGFF�CBS�UP�FOKPZ�XIJMF�TIPQQJOH�

5IVT�EJGGFSFOU�NBSLFUJOH�DIBOOFMT�FYJTU� UP�NFFU� UIF�OFFET�PG� UIFTF�UXP�TFH-
NFOUT�PG�TIPQQFST��5IF�WBDBUJPOFS�MJLFMZ�JT�TBUJTGJFE�TIPQQJOH�BU�B�MBSHF�XFMM�TUPDLFE�
CPPLTUPSF�TPNFXIFSF�JO�UPXO�TVDI�BT�B�#BSOFT�BOE�/PCMF�CPPLTUPSF��5IF�TUVEFOU�
JOTUFBE�TIPVME�GBWPS�B�VOJWFSTJUZ�CPPLTUPSF�DMPTF�UP�DBNQVT�UIBU�DBUFST�UP�TUVEFOUT��
0G�DPVSTF�TVCTFHNFOUT�PG�CPUI�HSPVQT� JODSFBTJOHMZ� UVSO� UP� UIF�*OUFSOFU� GPS� UIFJS�
QVSDIBTFT��"�TUVEFOU�XIP�QMBOT�BIFBE�PS�LOPXT�IFS�SFBEJOH�MJTU�JO�BEWBODF�IBT�MFTT�
JOUFOTF�EFMJWFSZ�OFFET�BOE�UIVT�DBO�PSEFS�UFYUCPPLT�GSPN�BO�POMJOF�CPPLTFMMFS�SFDFJWF�
EFMJWFSZ�UP�IFS�IPNF�PS�DPMMFHF�SFTJEFODF�	J�F��FYUSFNFMZ�IJHI�MFWFM�PG�TQBUJBM�DPOWF-
OJFODF
�JO�MFTT�UIBO�B�XFFL�T�UJNF�	J�F��NPEFSBUF�MFWFM�PG�RVJDL�EFMJWFSZ
�BOE�PCUBJO�
UIF�FYBDU�OVNCFS�BOE�UJUMFT�PG�CPPLT�TIF�OFFET�	J�F��CVML�CSFBLJOH�BTTPSUNFOU�BOE�
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WBSJFUZ
��$VTUPNFS�TFSWJDF�BOE�JOGPSNBUJPO�TIBSJOH�NJHIU�EJNJOJTI�CVU�CFDBVTF�UIFTF�BSF�OPU�
JOUFOTFMZ�EFNBOEFE�CZ�UIF�DPMMFHF�TUVEFOU�UIFJS�BCTFODF�JT�OPU�NJTTFE��5IF�WBDBUJPOFS�NJHIU�
KVTU�CSPXTF�UIF�,JOEMF�TJUF�UP�EPXOMPBE�CPPLT�UP�IFS�F�SFBEFS�TVDI�UIBU�TIF�SFDFJWFT�JNNF-
EJBUF�EFMJWFSZ�FOKPZT�HSFBU�TQBUJBM�DPOWFOJFODF�BOE�DIPPTFT�POMZ�UIPTF�TQFDJGJD�UJUMFT�TIF�
QSFGFST��"MUIPVHI�TIF�DBOOPU�TPMJDJU�B�TBMFTQFSTPO�GPS�BEWJDF�SFDPNNFOEBUJPOT�GSPN�PUIFS�
SFBEFST�BOE�POMJOF�SBOLJOHT�QSPWJEF�NVDI�PG�UIF�JOGPSNBUJPO�TIBSJOH�GVODUJPO�JO�UIJT�DIBO-
OFM��:FU�UIJT�CVZFS�TUJMM�NJHIU�NJTT�UIF�JO�TUPSF�FYQFSJFODF�BOE�JOGPSNBUJPO�PCUBJOFE�UISPVHI�
QIZTJDBM�CSPXTJOH�BT�QSPWJEFE�CZ�B�CSJDL�BOE�NPSUBS�CPPLTUPSF�

5IVT� UIF�TBNF�QSPEVDU�DBO�CF�EFNBOEFE�CZ�DPOTVNFST�XIPTF�EFNBOEFE�TFSWJDF�
PVUQVUT�WBSZ�XJEFMZ�SFTVMUJOH�JO�WFSZ�EJGGFSFOU�EFNBOET�GPS�UIF�VMUJNBUF�PGGFSJOH�CVOEMF�
XIJDI�DPNQSJTFT�UIF�QSPEVDU�QMVT�TFSWJDF�PVUQVU��"O�BOBMZTJT�PG�TFSWJDF�PVUQVU�EFNBOET�CZ�
TFHNFOU�PGGFST�JNQPSUBOU�JOQVUT�JOUP�DIBOOFM�TUSBUFHZ�EFTJHOT�XIJDI�DBO�IFMQ�JODSFBTF�UIF�
SFBDI�BOE�NBSLFUBCJMJUZ�PG�B�QSPEVDU�UP�NVMUJQMF�NBSLFU�TFHNFOUT�

"GUFS� JEFOUJGZJOH�FOE�VTFS�TFHNFOUT�DIBOOFM�NBOBHFST�TIPVME�EFUFSNJOF�XIJDI�PG�
UIFTF�TFHNFOUT�UP�UBSHFU��6TVBMMZ�UIF�FOE�VTFS�TFHNFOUT�UBSHFUFE�BSF�UIPTF�UIBU�BSF�BUUSBDUJWF�

TABLE 1-1 Service output demand differences: Book-buying example

 
Vacationer Buying Best Sellers

Student Buying Textbooks  
for Fall Semester

 
Descriptor

Service Output 
Demand Level

 
Descriptor

Service Output 
Demand Level

Bulk-
breaking

“I’m looking for some 
‘good read’ paperbacks to 
enjoy.”

Medium “I only need one 
copy of my Marketing 
textbook!”

High

Spatial 
convenience

“I have lots of errands to 
run before leaving town, 
so I’ll be going past several 
bookstores.”

Medium “I don’t have a car, 
so I can’t travel far to 
buy.”

High

Waiting and 
delivery 
time

“I’m not worried about 
getting the books now … 
I can even pick up a few 
when I’m out of town if 
need be.”

Low “I just got to campus, 
but classes are starting 
tomorrow, and I’ll 
need my books by 
then.”

High

Assortment 
and variety

“I want the best choice 
available, so that I can pick 
what looks good.”

High “I’m just buying what’s 
on my course reading 
list.”

Low

Customer 
service

“I like to stop for a coffee 
when book browsing.”

High “I can find books 
myself, and don’t need 
any special help.”

Low

Information 
sharing

“I value the opinions of 
a well-read bookstore 
employee; I can’t always 
tell a good book from a 
bad one before I buy.”

High “My professors have 
already decided what 
I’ll read this semester.”

Low
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JO�UFSNT�PG�UIFJS�TJ[F�QSFEJDUFE�HSPXUI�PS�QSJDF�TFOTJUJWJUZ�BOE�UIBU�NBUDI�VQ�XJUI�
UIF�DPNQFUJUJWF�TUSFOHUIT�PG�UIF�NBOVGBDUVSFS�	F�H��CSBOE�BXBSFOFTT�JNBHF�QSPEVDU�
PGGFSJOH
��"�NBOVGBDUVSFS�T�PWFSBMM�DIBOOFM�TUSBUFHZ�PGUFO�JOWPMWFT�UBSHFUJOH�NVMUJQMF�
FOE�VTFS�TFHNFOUT�XJUI�EJGGFSFOU�DIBOOFM�QBSUOFST� UZQFT�BOE�TUSVDUVSFT��$IBQUFS���
EFTDSJCFT�JO�EFUBJM�UIF�QSPDFTT�GPS�TFHNFOUJOH�BOE�UBSHFUJOH�PO�UIF�CBTJT�PG�UIF�TFSWJDF�
PVUQVUT�OFFEFE�CZ�FOE�VTFST�GSPN�NBSLFUJOH�DIBOOFMT�

Channel Analysis: Auditing Marketing Channels

5P�EFTJHO�BO�PQUJNBM�DIBOOFM�TUSBUFHZ�GPS�B�UBSHFUFE�FOE�VTFS�NBSLFU� UIF�EFTJHOFS�
OFFET�UP�BVEJU�FYJTUJOH�NBSLFUJOH�DIBOOFMT�TFSWJOH�UIJT�TFHNFOU��5IJT�BVEJU�TIPVME�
FWBMVBUF�UIF�DBQBCJMJUJFT�PG�FBDI�QPUFOUJBM�DIBOOFM�JO�UFSNT�PG�UIF�OJOF�LFZ�DIBOOFM�
GVODUJPOT� UP�EFUFSNJOF�IPX�XFMM� JU� JT�TVJUFE�UP�NFFU� UIF�TFHNFOU�T�TFSWJDF�PVUQVU�
EFNBOET��$IBOOFM�GVODUJPOT�QFSUBJO�UP�BMM�DIBOOFM�BDUJWJUJFT�UIBU�BEE�WBMVF�UP�UIF�FOE�
VTFS�TVDI�UIBU�XF�NPWF�CFZPOE�NFSFMZ�IBOEMJOH�PS�NPWJOH�UIF�QSPEVDU�BMPOH�UIF�
DIBOOFM�UP�JODMVEF�QSPNPUJPO�OFHPUJBUJPO�GJOBODJOH�PSEFSJOH�QBZNFOU�BOE�TP�GPSUI�
	TFF�'JHVSF����
��0VS�DPMMFHF�TUVEFOU�MPPLJOH�GPS�UFYUCPPLT�	TFF�5BCMF����
�IBT�B�IJHI�
EFNBOE�GPS�TQBUJBM�DPOWFOJFODF�BOE�B�NJOJNBM�UPMFSBODF�GPS�PVU�PG�TUPDL�QSPEVDU�TP�
UIF�DIBOOFM�GVODUJPO�PG�QIZTJDBM�QPTTFTTJPO�	J�F��IPMEJOH�JOWFOUPSZ�FTQFDJBMMZ�BU�UIF�
DPMMFHF�SFUBJM�CPPLTUPSF
�UBLFT�PO�HSFBU� JNQPSUBODF��&BDI�FOE�VTFS�TFHNFOU�IBT�JUT�
PXO�TFU�PG�TFSWJDF�PVUQVU�EFNBOET�TP�UIF�JNQPSUBODF�PG�DIBOOFM�GVODUJPOT�EFQFOET�
PO�UIF�TFHNFOU�CFJOH�UBSHFUFE�

$IBOOFM�TUSVDUVSF�EFDJTJPOT�SFMBUFE�UP�JOUFOTJUZ�UZQF�JEFOUJUZ�PG�DIBOOFM�NFN-
CFST�BOE�EVBM�EJTUSJCVUJPO�BMM�NVTU�CF�NBEF�XIJMF�LFFQJOH�UIF�NJOJNJ[BUJPO�PG�DIBO-
OFM�GVODUJPO�DPTUT�JO�NJOE��5IBU�JT�FBDI�DIBOOFM�NFNCFS�IBT�B�TFU�PG�DIBOOFM�GVODUJPOT�
UP�QFSGPSN��JEFBMMZ�UIF�BMMPDBUJPO�PG�BDUJWJUJFT�SFTVMUT�JO�UIFJS�SFMJBCMF�QFSGPSNBODF�BU�
B�NJOJNVN�UPUBM�DPTU��5IJT�UBTL�JT�OPU�USJWJBM�QBSUJDVMBSMZ�CFDBVTF�JU�JOWPMWFT�DPNQBS-
JOH�BDUJWJUJFT�BDSPTT�EJGGFSFOU�NFNCFST�PG�UIF�DIBOOFM��5IFSFGPSF�DIBOOFM�NBOBHFST�
TIPVME�SFMZ�PO�efficiency and gap analysis templates�UP�QFSGPSN�UIFJS�FWBMVBUJPOT��
5IF�FGGJDJFODZ�UFNQMBUF�DPEJGJFT� JOGPSNBUJPO�BCPVU�UIF�JNQPSUBODF�PG�FBDI�DIBOOFM�
GVODUJPO�JO�CPUI�DPTU�BOE�WBMVF�UFSNT�BT�XFMM�BT�BCPVU�UIF�QSPQPSUJPO�PG�FBDI�GVOD-
UJPO�QFSGPSNFE�CZ�FBDI�DIBOOFM�NFNCFS��*O�UVSO�JU�QSPEVDFT�B�NFUSJD�UIF�normative 
profit share�GPS�FBDI�DIBOOFM�NFNCFS�UIBU�JOEJDBUFT�UIF�QSPQPSUJPOBM�WBMVF�BEEFE�UP�
UIF�UPUBM�DIBOOFM�T�QFSGPSNBODF�CZ�FBDI�DIBOOFM�NFNCFS��*G�UIFSF�BSF�OP�JOUFSWFOJOH�
BEWFSTF�DPNQFUJUJWF�DPOEJUJPOT�UIF�OPSNBUJWF�QSPGJU�TIBSFT�TIPVME�BU� MFBTU�BQQSPYJ-
NBUF�UIF�BDUVBM�TIBSFT�PG�UPUBM�DIBOOFM�QSPGJUT�FOKPZFE�CZ�FBDI�DIBOOFM�NFNCFS�GPM-
MPXJOH�UIF�equity principle�

/FYU�NBOBHFST�TIPVME�DPNQMFUF�UIF�HBQ�BOBMZTJT�UFNQMBUF�UP�JEFOUJGZ�CPUI�ser-
vice gaps�	J�F��TFSWJDF�MFWFMT�QSPWJEFE�CZ�UIF�DIBOOFM�EP�OPU�NBUDI�UIF�MFWFMT�EFTJSFE�
CZ�FOE�VTFST
�BOE�cost gaps�	J�F��QSJDFT�JO�UIF�DIBOOFM�BSF�IJHIFS�UIBO�EFTJSFE�CZ�
FOE�VTFST
��.BUDIJOH�UIF�TFSWJDF�PVUQVUT�EFNBOEFE�CZ�UBSHFUFE�FOE�VTFST�UP�UIF�PGGFS-
JOHT�QSPWJEFE�HJWF�DIBOOFM�NBOBHFST�B�HPPE�JEFB�PG�EJTDSFQBODJFT�GSPN�JEFBM�DIBOOFM�
TUSVDUVSFT�SFRVJSFE�UP�NFFU�UBSHFU�TFHNFOUT��OFFET�

"VEJUJOH�UIF�TQFDJGJD�DIBOOFM�GVODUJPOT�QFSGPSNFE�CZ�FBDI�DIBOOFM�NFNCFS�JO�
UIF�FYJTUJOH�DIBOOFM�TZTUFN�CZ�XIPN�BU�XIBU�MFWFMT�BOE�BU�XIBU�DPTU�BMTP�JT�IFMQGVM�
JO�TFWFSBM�JNQPSUBOU�XBZT��'JSTU�EFUBJMFE�LOPXMFEHF�PG�UIF�DBQBCJMJUJFT�PG�FBDI�DIBO-
OFM�NFNCFS�FOBCMFT�UIF�DIBOOFM�NBOBHFS�UP�EJBHOPTF�BOE�SFNFEZ�TIPSUDPNJOHT�JO�
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UIF�QSPWJTJPO�PS�QSJDF�PG�TFSWJDF�PVUQVUT��4FDPOE�UIF�BVEJU�NBZ�JEFOUJGZ�TFSWJDF�PVU-
QVUT�UIBU�BSF�EFTJSFE�CZ�UBSHFUFE�FOE�VTFS�TFHNFOUT�CVU�BSF�OPU�CFJOH�QSPWJEFE�XIJDI�
DBO�TVHHFTU�OFX�PS�SFWJTJPOT�UP�FYJTUJOH�DIBOOFMT��5IJSE�LOPXJOH�XIJDI�DIBOOFM�
NFNCFST�IBWF�JODVSSFE�UIF�DPTUT�PG�QFSGPSNJOH�TQFDJGJD�DIBOOFM�GVODUJPOT�GBDJMJUBUFT�
UIF�NPSF�FRVJUBCMF�BMMPDBUJPO�PG�QSPGJUT�UISPVHIPVU�UIF�DIBOOFM�QSFTFSWJOH�B�TFOTF�PG�
GBJSOFTT�BOE�DPPQFSBUJPO�BOE�UIVT�BWFSUJOH�DIBOOFM�DPOGMJDUT��$IBQUFS���EFTDSJCFT�JO�
EFUBJM�UIF�QSPDFTTFT�GPS�DPOEVDUJOH�DIBOOFM�BVEJUT�VTJOH�UIF�FGGJDJFODZ�BOE�HBQ�BOBMZ-
TJT�UFNQMBUFT�

Make-or-Buy Channel Analysis

"�GVOEBNFOUBM�RVFTUJPO�UP�BTL�XIFO�EFTJHOJOH�B�DIBOOFM�TUSBUFHZ��4IPVME�UIF�GJSN�
JOUFHSBUF�WFSUJDBMMZ�CZ�QFSGPSNJOH�CPUI�VQTUSFBN�	F�H��NBOVGBDUVSJOH
�BOE�EPXO-
TUSFBN�	F�H��EJTUSJCVUJPO
�GVODUJPOT �4IPVME�B�TJOHMF�PSHBOJ[BUJPO�QFSGPSN�BMM�DIBO-
OFM�GVODUJPOT�	J�F��NBOVGBDUVSFS�BHFOU�EJTUSJCVUPS�SFUBJMFS�BMM�SPMMFE�JOUP�POF
 �0S�
TIPVME�PVUTPVSDJOH�BQQMZ�UP�FJUIFS�EJTUSJCVUJPO�	VQTUSFBN�MPPLJOH�EPXO
�PS�QSPEVD-
UJPO�	EPXOTUSFBN�MPPLJOH�VQ
�PS�CPUI�TVDI�UIBU�UIF�JEFOUJUJFT�PG�NBOVGBDUVSFST�BOE�
EPXOTUSFBN�DIBOOFM�NFNCFST�BSF�TFQBSBUF 

8IFO�B�NBOVGBDUVSFS� JOUFHSBUFT�B�EJTUSJCVUJPO�GVODUJPO�	F�H��TFMMJOH�GVMGJMMJOH�
PSEFST�PGGFSJOH�DSFEJU
�JUT�FNQMPZFFT�EP�EPXOTUSFBN�XPSL�BOE�UIF�NBOVGBDUVSFS�IBT�
JOUFHSBUFE�GPSXBSE�GSPN�UIF�QPJOU�PG�QSPEVDUJPO��7FSUJDBM� JOUFHSBUJPO�BMTP�PDDVST�JO�
UIF�PUIFS�EJSFDUJPO��"�EJTUSJCVUPS�PS�SFUBJMFS�NJHIU�QSPEVDF�JUT�PXO�CSBOEFE�QSPEVDUT�
BOE�UIFSFCZ�JOUFHSBUF�CBDLXBSE��8IFUIFS�UIF�NBOVGBDUVSFS�JOUFHSBUFT�GPSXBSE�PS�UIF�
EPXOTUSFBN�DIBOOFM�NFNCFS�JOUFHSBUFT�CBDLXBSE�UIF�SFTVMU�JT�UIBU�POF�PSHBOJ[BUJPO�
EPFT�BMM�UIF�XPSL�JO�B�WFSUJDBMMZ�JOUFHSBUFE�DIBOOFM�

7FSUJDBM�JOUFHSBUJPO�EFDJTJPOT�BSF�OPU�OFDFTTBSJMZ�BHHSFHBUF��SBUIFS�UIF�EFDJTJPO�
DBO�BOE�TIPVME�CF�NBEF�TQFDJGJDBMMZ�DIBOOFM� GVODUJPO�CZ�DIBOOFM� GVODUJPO��(JWFO�
TVGGJDJFOU�QPXFS�BOE�JOWFTUNFOU�B�DIBOOFM�NFNCFS�DBO�EFDJEF�UP�WFSUJDBMMZ�JOUFHSBUF�
TPNF�TVCTFU�PG�UIF�DIBOOFM�GVODUJPOT�JO�B�XBZ�UIBU�FYIJCJUT�UIF�CFTU�DPNCJOBUJPO�PG�
NBLF�BOE�CVZ� UPHFUIFS� JO�POF�DIBOOFM�TUSVDUVSF��#VU�NBOBHFST�OFFE�B�TUSVDUVSFE�
XBZ�UP�BOBMZ[F�UIFTF�JTTVFT��GSBNF�B�DPIFSFOU�DPNQSFIFOTJWF�SBUJPOBMF��BOE�SFBDI�B�
EFDJTJPO�	NBLF�PS�CVZ�GVODUJPO�CZ�GVODUJPO
�UIBU�DBO�CF�DPNNVOJDBUFE�DPOWJODJOHMZ��
.BLF�PS�CVZ�BOBMZTFT�PGGFS�TVDI�B�TUSVDUVSFE�BQQSPBDI��*O�UIF�CBTF�DBTF�UIF�NBOVGBD-
UVSFS�SBSFMZ�TIPVME�WFSUJDBMMZ�JOUFHSBUF�B�EPXOTUSFBN�GVODUJPO�CFDBVTF�JU�JT�UZQJDBMMZ�
JOFGGJDJFOU�UP�EP�TP��)PXFWFS�B�NBOVGBDUVSFS�TIPVME�UBLF�SFTQPOTJCJMJUZ�GPS�B�XJEFS�TFU�
PG�GVODUJPOT�JO�UIF�DIBOOFM�JG�JU�IBT�TVGGJDJFOU�SFTPVSDFT�BOE�DPVME�JODSFBTF�JUT�SFUVSOT�
PO�JOWFTUNFOU�PWFS�UJNF�UISPVHI�JOUFHSBUJPO��4JNJMBSMZ�UIPVHI�EPXOTUSFBN�DIBOOFM�
NFNCFST�UZQJDBMMZ�TVGGFS�GSPN�JOUFHSBUJOH�CBDLXBSE�UIFZ�TIPVME�EP�TP�JG�UIFZ�IBWF�
UIF�SFTPVSDFT�BOE�XPVME�JODSFBTF�UIFJS� MPOH�SVO�SFUVSOT�PO�JOWFTUNFOU��5IF�GSBNF-
XPSL�PVUMJOFE�JO�$IBQUFS���TQFDJGJFT�UIFTF�DPOEJUJPOT�JO�XIJDI�WFSUJDBM� JOUFHSBUJPO�
	J�F��NBLJOH
�WFSTVT�PVUTPVSDJOH�	J�F��CVZJOH
�DIBOOFM�GVODUJPOT�SBJTF�UIF�MPOH�SVO�
SFUVSOT�GPS�EJGGFSFOU�DIBOOFM�QBSUJDJQBOUT�

Designing Channel Structures and Strategies

"�DIBOOFM�NBOBHFS�FNQMPZT�UIF�QSFDFEJOH�BOBMZTFT�UP� JOGPSN�EFDJTJPOT�BCPVU�UIF�
EFHSFF�PG�DIBOOFM�JOUFOTJUZ�NJY�PG�DIBOOFM�UZQFT�JEFOUJUJFT�BOE�VTF�PG�EVBM�EJTUSJCV-
UJPO�BT�XFMM�BT�UP�DMPTF�BOZ�TFSWJDF�PS�DPTUT�HBQT��#Z�JEFOUJGZJOH�EFNBOET�GPS�TFSWJDF�
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PVUQVUT�BNPOH�EJGGFSFOU�TFHNFOUT�JO�UIF�NBSLFU�UIF�DIBOOFM�BOBMZTU�DBO�GJOE�BO�PQUJ-
NBM�DIBOOFM�TUSVDUVSF�UP�TBUJTGZ�UIFTF�EFNBOET�FGGJDJFOUMZ�BOE�FGGFDUJWFMZ�

'PS�FBDI�TFHNFOU�UIF�MFWFM�PG�intensity�PS�UIF�OVNCFS�PG�DIBOOFM�QBSUOFST�DPN-
QFUJOH�GPS�DVTUPNFST�NVTU�CF�EFUFSNJOFE��"�DIBOOFM�NJHIU�JODMVEF�NBOZ�SFUBJM�PVUMFUT�
	JOUFOTJWF�EJTUSJCVUJPO
�KVTU�B�GFX�	TFMFDUJWF�EJTUSJCVUJPO
�PS�POMZ�POF�	FYDMVTJWF�EJTUSJ-
CVUJPO
�GPS�B�HJWFO�NBSLFU�BSFB��EFUFSNJOJOH�XIJDI�PQUJPO�UP�DIPPTF�EFQFOET�PO�CPUI�
FGGJDJFODZ�BOE�JNQMFNFOUBUJPO�GBDUPST��.PSF�JOUFOTJWF�EJTUSJCVUJPO�NBLFT�UIF�QSPEVDU�
NPSF�FBTJMZ�BWBJMBCMF�UP�BMM� UBSHFU�FOE�VTFST�CVU� JU�DPVME�DSFBUF�DPOGMJDU�BNPOH�UIF�
SFUBJMFST�DPNQFUJOH�UP�TFMM�JU��$IBQUFS���OPUFT�GBDUPST�UIBU�B�NBOBHFS�TIPVME�DPOTJEFS�
XIFO�NBLJOH�UIJT�LFZ�EFTJHO�EFDJTJPO�

*O�UVSO� JG� UIF�DIBOOFM�NBOBHFS�EFDJEFT�UP�TFMM�B� MJOF�PG�GJOF�XBUDIFT�JO�SFUBJM�
TUPSFT�UIF�OFYU�RVFTUJPO�QFSUBJOT�UP�UIF�UZQF�BOE�FYBDU�JEFOUJUZ�PG�DIBOOFM�QBSUOFST�UP�
VTF��VQTDBMF�PVUMFUT�TVDI�BT�5JGGBOZ�T�PS�GBNJMZ�PXOFE�MPDBM�KFXFMFST �5IJT�DIPJDF�IBT�
JNQMJDBUJPOT�GPS�CPUI�DIBOOFM�FGGJDJFODZ�BOE�CSBOE�JNBHF��'VSUIFSNPSF� JG� UIF�DPN-
QBOZ�TFFLT�EJTUSJCVUJPO�GPS�JUT�QSPEVDUT�JO�B�GPSFJHO�NBSLFU�JU�MJLFMZ�OFFET�UP�DIPPTF�
B�EJTUSJCVUPS�UP�TFMM�BOE�EJTUSJCVUF�UIF�QSPEVDU�MJOF�JO�UIF�PWFSTFBT�NBSLFU��5IF�SJHIU�
EJTUSJCVUPS�TIPVME�IBWF�CFUUFS�SFMBUJPOTIJQT�XJUI�MPDBM�DIBOOFM�QBSUOFST�JO�UIF�UBSHFU�
NBSLFU�TVDI�UIBU�UIJT�DIPJDF�TJHOJGJDBOUMZ�BGGFDUT�UIF�QPUFOUJBM�TVDDFTT�PG�UIF�GPSFJHO�
NBSLFU�FOUSZ��'JOBMMZ�UIF�DIBOOFM�UZQF�EFDJTJPO�SFGFST�UP�NVMUJQMF�MFWFMT�PG�UIF�DIBOOFM�
TUSVDUVSF��'PS�FYBNQMF�BO�FUIOJD�GPPE�NBOVGBDUVSFS�DPVME�TFMM� JUT�HSPDFSZ�QSPEVDUT�
UISPVHI�TNBMM�JOEFQFOEFOU�SFUBJMFST�XJUI�VSCBO�MPDBUJPOT�PS�UISPVHI�MBSHF�DIBJO�TUPSFT�
UIBU�PQFSBUF�EJTDPVOU�XBSFIPVTF�TUPSFT�BT�XFMM�BT�PO�&UIOJD(SPDFS�DPN�BO�POMJOF�
TFMMFS�PG�FUIOJD� GPPET�BOE�QSPEVDUT� GSPN�WBSJPVT�DPVOUSJFT� UIBU�PQFSBUFT�OP�SFUBJM�
TUPSFT��.PWJOH�VQ�UIF�DIBOOFM�BEEJUJPOBM�EFDJTJPOT�QFSUBJO�UP�XIFUIFS�UP�VTF�JOEF-
QFOEFOU�EJTUSJCVUPST� JOEFQFOEFOU�TBMFT�SFQSFTFOUBUJWF�DPNQBOJFT�	DBMMFE�iSFQTw�PS�
iSFQ�GJSNTw
�JOEFQFOEFOU�USVDLJOH�DPNQBOJFT�GJOBODJOH�DPNQBOJFT�FYQPSU�NBOBHF-
NFOU�DPNQBOJFT�PS�BOZ�PG�B�IPTU�PG�PUIFS�QPTTJCMF�JOEFQFOEFOU�EJTUSJCVUJPO�DIBOOFM�
NFNCFST�UIBU�DPVME�CF�JODPSQPSBUFE�JOUP�UIF�DIBOOFM�EFTJHO�

5IF�DIBOOFM�EFDJTJPO�SFWPMWJOH�BSPVOE�NBLF�PS�CVZ�BOBMZTFT�OBNFMZ�XIFUIFS�
UP�WFSUJDBMMZ�JOUFHSBUF�PS�PVUTPVSDF�JT�BOPUIFS�DSJUJDBM�TUSBUFHJD�DIPJDF�CFDBVTF�UIF�
GJSN�T�EFDJTJPO�UP�PXO�B�QBSU�PG�PS�JUT�FOUJSF�NBSLFUJOH�DIBOOFM�IBT�BO�FOEVSJOH�JOGMV-
FODF�PO�JUT�BCJMJUZ�UP�EJTUSJCVUF�BOE�QSPEVDF��5IF�NBOVGBDUVSFS�CFDPNFT�JEFOUJGJFE�
XJUI�JUT�NBSLFUJOH�DIBOOFMT�XIJDI�JOGMVFODF�JUT�FOE�VTFST�BOE�EFUFSNJOF�UIFJS�JNBHF�
PG�UIF�NBOVGBDUVSFS��*O�BEEJUJPO�UIF�NBOVGBDUVSFS�HBJOT�TPNF�PG�JUT�NBSLFU�BOE�DPN-
QFUJUJWF�JOUFMMJHFODF�GSPN�JUT�DIBOOFMT��8IBU�UIF�NBOVGBDUVSFS�LOPXT�	PS�DBO�MFBSO
�
BCPVU�JUT�NBSLFUT�JT�IFBWJMZ�DPOEJUJPOFE�CZ�IPX�JU�HPFT�UP�NBSLFU��"NPOH�EPXOTUSFBN�
DIBOOFM�NFNCFST�EFDJTJPOT�UP�JOUFHSBUF�CBDLXBSE�QVU�UIFN�JO�DPOGMJDU�XJUI�PUIFS�
TVQQMJFST�BOE�FBU�VQ�SFTPVSDFT�XIJDI�NBZ�KFPQBSEJ[F�UIFJS�BCJMJUZ�UP�PGGFS�VOCJBTFE�
BEWJDF�UP�UIFJS�DVTUPNFST�ZFU�GPS�NBOZ�NPWJOH�VQ�UIF�WBMVF�DIBJO�TFFNT�JSSFTJTUJCMF�
	XIZ�MFU�UIF�QSPEVDFS�UBLF�BMM� UIF�NBSHJOT�XIFO�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�
CFUUFS�VOEFSTUBOET�EFNBOE 
�

"O�VOEFSTUBOEJOH�PG�UIF�PQUJNBM�DIBOOFM�TUSVDUVSF�BOE�TUSBUFHZ�UP�SFBDI�FBDI�
UBSHFUFE�TFHNFOU�HJWFT�UIF�DIBOOFM�NBOBHFS�UIF�GSFFEPN�UP�FTUBCMJTI�UIF�CFTU�QPT-
TJCMF�DIBOOFM�EFTJHO�BT�MPOH�BT�OP�PUIFS�DIBOOFM�DVSSFOUMZ�FYJTUT�JO�UIF�NBSLFU�GPS�
UIJT�TFHNFOU��*G�B�QSFFYJTUJOH�DIBOOFM�BMSFBEZ�JT�JO�QMBDF�UIF�DIBOOFM�NBOBHFS�OFFET�
UP�VOEFSUBLF�B�HBQ�BOBMZTJT� UP� JEFOUJGZ�EJGGFSFODFT�CFUXFFO�UIF�PQUJNBM�BOE�BDUVBM�
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DVSSFOU�DIBOOFMT��'PS�FYBNQMF�UIF�TFSWJDF�PVUQVU�DPVME�CF�VOEFSTVQQMJFE�PS�PWFSTVQ-
QMJFE��5IJT�QSPCMFN�JT�PCWJPVT�JO�UIF�DBTF�PG�VOEFSTVQQMZ�JO�UIBU�UIF�UBSHFU�TFHNFOU�JT�
EJTTBUJTGJFE�CZ�UIF�MPX�MFWFM�PG�TFSWJDF�UIFZ�BSF�SFDFJWJOH��5IF�QSPCMFN�JT�NPSF�TVCUMF�
JO�UIF�DBTF�PG�PWFSTVQQMZ�UIPVHI�CFDBVTF�UBSHFU�FOE�VTFST�BSF�HFUUJOH�BMM�UIF�TFSWJDF�
UIFZ�EFTJSF�BOE�UIFO�TPNF�CVU�CFDBVTF�UIBU�TFSWJDF�JT�DPTUMZ�UP�TVQQMZ�BO�PWFSTVQ-
QMZ�JNQMJFT�IJHIFS�QSJDFT�UIBO�UBSHFU�FOE�VTFST�BSF�XJMMJOH�UP�QBZ�

4JNJMBSMZ�B�DPTU�HBQ�BSJTFT�XIFO�BU�MFBTU�POF�GVODUJPO�JO�UIF�EJTUSJCVUJPO�DIBO-
OFM�SFRVJSFT�UPP�IJHI�B�DPTU�MFBEJOH�UP�XBTUFE�DIBOOFM�QSPGJU�NBSHJOT�QSJDFT�UIBU�BSF�
IJHIFS�UIBO�UIF�UBSHFU�NBSLFU�JT�XJMMJOH�UP�QBZ�BOE�SFEVDFE�TBMFT�BOE�NBSLFU�TIBSFT��
4VDI�HBQT�NJHIU�SFTVMU�GSPN�B�MBDL�PG�VQ�UP�EBUF�FYQFSUJTF�JO�DIBOOFM�GVODUJPO�NBO-
BHFNFOU�PS�TJNQMZ�XBTUF� JO�UIF�DIBOOFM��5IF�DIBMMFOHF�JT� UP�SFEVDF�DPTUT�XJUIPVU�
EBOHFSPVTMZ�SFEVDJOH�TFSWJDF�PVUQVUT�

5IF�QSPDFTT�PG�DIBOOFM�TUSBUFHZ�BOE�TUSVDUVSF�EFTJHO�SFRVJSFT�NBUDIJOH� UIF�
OFFET�PG�UIF�VQTUSFBN�BOE�EPXOTUSFBN�TJEFT�PG�UIF�DIBOOFM�JO�TVDI�B�XBZ�BT�UP�NFFU�
UBSHFU�FOE�VTFST��EFNBOET�BU�B�NJOJNVN�QPTTJCMF�DPTU��8F�DPWFS�UIF�UISFF�LFZ�EFTJHO�
EFDJTJPOT�UP�BDIJFWF�UIF�NPTU�BQQSPQSJBUF�HPBMT�BOE�TUSBUFHJFT�JO�EFUBJM�JO�$IBQUFS���

Benchmarking Traditional and Emerging Channel Systems

5IJT�DIBOOFM�TUSVDUVSF�EFTJHO�QSPDFTT�BMTP�VOJUFT� UIF�BDUJWJUJFT�BOE�FGGJDJFODJFT�PG�
NVMUJQMF�DPNQBOJFT�BOE�FOUJUJFT�IPMJTUJDBMMZ�UP�TBUJTGZ�FOE�VTFST��EFNBOET�GPS�OPU�KVTU�
UIF�QSPEVDUT�UIFZ�CVZ�CVU�BMTP�LFZ�DIBOOFM�TFSWJDFT��*O�UIJT�TFOTF�JU�NBZ�CF�WBMVBCMF�
UP�VTF�FYJTUJOH�DIBOOFM�TZTUFNT�BT�CFODINBSLT�DPNQBSJOH�UIFN�BHBJOTU�iOFXw�DIBO-
OFM�EFTJHOT�XIJDI�QMBZ�JNQPSUBOU�SPMFT�JO�UIFJS�PXO�SJHIU��0UIFS�DIBOOFM�TZTUFNT�DBO�
PGGFS�JNQPSUBOU�JOTJHIUT�UIBU�OFX�EFTJHOT�OFFE�UP�MFWFSBHF��"NPOH�FYJTUJOH�DIBOOFM�
TZTUFNT�UIF�UISFF�NPTU�OPUBCMF�PS�XFMM�LOPXO�BSF�SFUBJMJOH�XIPMFTBMJOH�BOE�GSBO-
DIJTJOH��"T�XF�OPUFE�QSFWJPVTMZ�SFUBJMJOH�DPOOFDUT�UIF�DIBOOFM�UP�UIF�FOE�VTFS�BOE�
UIF�NVMUJQMJDJUZ�PG�SFUBJMJOH�NPEFMT�UPEBZ�PGGFST�UFTUJNPOZ�PG�UIF�WBTU�SBOHF�PG�FOE�
VTFS�TFHNFOUT�TFFLJOH�EJGGFSFOU�DPODBUFOBUJPOT�PG�TFSWJDF�PVUQVUT��8IPMFTBMJOH�JT�EJT-
USJCVUJPO�T�iCBDL�SPPNw�NPWJOH�BOE�IPMEJOH�QSPEVDU�CPUI�FGGJDJFOUMZ�	J�F��UP�NJOJNJ[F�
DPTU
�BOE�FGGFDUJWFMZ�	J�F��UP�DSFBUF�TQBUJBM�DPOWFOJFODF�BOE�RVJDL�EFMJWFSZ
��-PHJTUJDT�
GJSNT�TQFDJBMJ[F�JO�DPPSEJOBUJOH�UIF�BDUJWJUJFT�PG�UIF�NBSLFUJOH�DIBOOFM�	BOE�GSFRVFOUMZ�
QBSUJDJQBUF� JO�LFZ�BDUJWJUJFT� UIFNTFMWFT�TVDI�BT�'FE&Y�EPFT�GPS�QBDLBHF�TIJQQJOH
��
3FTPMWJOH�TVQQMZ�DIBJO� JTTVFT�SFRVJSFT� MPPLJOH�VQTUSFBN�UPXBSE�WFOEPST�OPU� KVTU�
EPXOTUSFBN�UPXBSE�FOE�VTFST�JO�BO�FGGPSU�UP�JNQSPWF�TFSWJDF�BOE�FGGJDJFODZ�UISPVHI-
PVU�UIF�FOUJSF�DIBJO�GSPN�SBX�NBUFSJBM�UP�FOE�VTFS�DPOTVNQUJPO��'JOBMMZ�franchising�
JT�BO�JNQPSUBOU�NFUIPE�PG�TFMMJOH�UIBU�BMMPXT�TNBMM�CVTJOFTTQFPQMF�UP�PQFSBUF�SFUBJM�
QSPEVDU�BOE�TFSWJDF�PVUMFUT�XJUI�UIF�CFOFGJUT�PG�B�MBSHF�TDBMF�QBSFOU�DPNQBOZ�T�	UIF�
GSBODIJTPS�T
�LOPXMFEHF�TUSBUFHZ�BOE�UBDUJDBM�HVJEBODF�

%SBNBUJD�DIBOHFT�JO�UIF�CVTJOFTT�FOWJSPONFOU�UIF�TIJGU�GSPN�QSPEVDUT�UP�TFS-
WJDFT�JODSFBTFT�JO�F�DPNNFSDF�HMPCBMJ[BUJPO�BSF�MFBEJOH�UP�UIF�FNFSHFODF�PG�OFX�
DIBOOFM�TZTUFNT�XJUI�UIF�QPUFOUJBM�UP�EJTSVQU�NBOZ�USBEJUJPO�BQQSPBDIFT��'PS�FYBN-
QMF�UIF�TIJGU� UP�POMJOF�QVSDIBTFT�PG�CPPLT�BOE�NVTJD�IBT�ESBNBUJDBMMZ�USBOTGPSNFE�
UIF�DIBOOFM�TZTUFN�GPS�UIFTF�QSPEVDUT��8F�EJTDVTT�UIF�UISFF�USBEJUJPO�DIBOOFM�JOTUJUV-
UJPOT�JO�$IBQUFST�����BOE����FNFSHJOH�DIBOOFM�TUSVDUVSFT�BOE�TUSBUFHJFT�BSF�DPWFSFE�
JO�$IBQUFS���
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Implementing Channel Strategies

*G�B�HPPE�DIBOOFM�EFTJHO�BMSFBEZ�JT�JO�QMBDF�JO�UIF�NBSLFU�UIF�DIBOOFM�NBOBHFS�TUJMM�
OFFET�UP�TUJDL�BSPVOE�UP�FOTVSF�UIF�JNQMFNFOUBUJPO�PG�UIF�PQUJNBM�DIBOOFM�EFTJHO�
UIFO�DPOUJOVF�UP�BTTFTT�BOE�JNQMFNFOU�UIF�PQUJNBM�EFTJHO�PWFS�UJNF��5IF�WBMVF�PG�
EPJOH�TP�NJHIU�TFFN�TFMG�FWJEFOU�CVU�B�DIBOOFM�JT�NBEF�VQ�PG�NVMUJQMF�JOUFSEFQFO-
EFOU�FOUJUJFT�	DPNQBOJFT�BHFOUT�JOEJWJEVBMT
�UIBU�NBZ�OPU�IBWF�UIF�TBNF�JODFOUJWFT�
UP�JNQMFNFOU�UIF�PQUJNBM�DIBOOFM�EFTJHO��$IBOOFM�NBOBHFST�NVTU�NBOBHF�GJWF�LFZ�
DIBOOFM�FMFNFOUT�UP�FOTVSF�UIBU�UIF�DIBOOFM�TZTUFN�SVOT�TNPPUIMZ�BOE�BMM�QBSUJDJQBOUT�
DPPQFSBUF� UP�PQUJNJ[F� JU��QPXFS�DPOGMJDU� SFMBUJPOTIJQT�QPMJDJFT�BOE�MFHBMJUJFT�BOE�
MPHJTUJDT�

*ODPNQBUJCMF� JODFOUJWFT�BNPOH�DIBOOFM�NFNCFST�XPVME�OPU�CF�QSPCMFNBUJD� JG�
UIFZ�XFSF�OPU�EFQFOEFOU�PO�POF�BOPUIFS��#VU� UIF�WFSZ�OBUVSF�PG� UIF�EJTUSJCVUJPO�
DIBOOFM�TUSVDUVSF�BOE�EFTJHO�FOTVSFT� UIBU�TQFDJGJD�DIBOOFM�NFNCFST�specialize� JO�
QBSUJDVMBS�BDUJWJUJFT�BOE�GVODUJPOT��*G�BOZ�POF�PG�UIFN�QFSGPSNT�QPPSMZ�UIF�FOUJSF�DIBO-
OFM�TZTUFN�FGGPSU�TVGGFST��'PS�FYBNQMF�FWFO�XJUI�FWFSZUIJOH�FMTF�JO�QMBDF�B�QPPSMZ�
QFSGPSNJOH�USBOTQPSUBUJPO�TZTUFN�SFTVMUT�JO�MBUF�	PS�OP
�EFMJWFSJFT�PG�QSPEVDU�UP�SFUBJM�
TUPSFT�XIJDI�QSFWFOUT� UIF�DIBOOFM� GSPN�TFMMJOH�UIF�QSPEVDU��#FDBVTF�TJNJMBS�TUBUF-
NFOUT�DPVME�SFGFS�UP�UIF�QFSGPSNBODF�PG�BOZ�DIBOOFM�NFNCFS�QFSGPSNJOH�BOZ�PG�UIF�
OFDFTTBSZ�GVODUJPOT�JO�UIF�DIBOOFM�JOEVDJOH�all�PG�DIBOOFM�NFNCFST�UP�JNQMFNFOU�B�
DIBOOFM�EFTJHO�BQQSPQSJBUFMZ�JT�DSJUJDBM�

)PX�DBO�B�DIBOOFM�DBQUBJO�JNQMFNFOU�UIF�PQUJNBM�DIBOOFM�EFTJHO�JO�UIF�GBDF�PG�
JOUFSEFQFOEFODF�BNPOH�DIBOOFM�QBSUOFST�OPU�BMM�PG�XIPN�IBWF�JODFOUJWFT�UP�DPPQFS-
BUF �5IF�BOTXFS�MJFT�JO�UIF�QPTTFTTJPO�BOE�VTF�PG�channel power��"�DIBOOFM�NFN-
CFS�T�QPXFS�iJT�JUT�BCJMJUZ�UP�DPOUSPM�UIF�EFDJTJPO�WBSJBCMFT�JO�UIF�NBSLFUJOH�TUSBUFHZ�
PG�BOPUIFS�NFNCFS�JO�B�HJWFO�DIBOOFM�BU�B�EJGGFSFOU� MFWFM�PG�EJTUSJCVUJPO�w���5IFTF�
TPVSDFT�DPVME�CF�VTFE�UP�GVSUIFS�UIF�NFNCFS�T�JOEJWJEVBM�FOET��*OTUFBE�JG�JU�VTFT�JUT�
DIBOOFM�QPXFS�UP�JOGMVFODF�DIBOOFM�NFNCFST�UP�QFSGPSN�UIF� KPCT�UIBU�UIF�PQUJNBM�
DIBOOFM�EFTJHO�TQFDJGJFT�BSF�UIFJS�SFTQPOTJCJMJUZ�UIF�SFTVMU�XJMM�CF�B�DIBOOFM�UIBU�EFMJW-
FST�EFNBOEFE�TFSWJDF�PVUQVUT�BU�B�MPXFS�DPTU�BT�XF�EFUBJM�JO�$IBQUFS����

"MUFSOBUJWFMZ� JODPNQBUJCMF� JODFOUJWFT�DBO�MFBE�UP�channel conflict�HFOFSBUFE�
XIFO�POF�DIBOOFM�NFNCFS�T�BDUJPOT�QSFWFOU�UIF�DIBOOFM�GSPN�BDIJFWJOH�JUT�HPBMT��
4VDI�DPOGMJDU�JT�CPUI�DPNNPO�BOE�EBOHFSPVT��#FDBVTF�PG�UIF�JOUFSEFQFOEFODF�PG�BMM�
DIBOOFM�NFNCFST�BOZ�POF�NFNCFS�T�BDUJPOT�FYFSU�BO�JOGMVFODF�PO�UIF�TVDDFTT�PG�UIF�
DIBOOFM�FGGPSU�BOE�UIVT�DBO�IBSN�PWFSBMM�DIBOOFM�QFSGPSNBODF�11�$IBOOFM�DPOGMJDU�
NJHIU�TUFN�GSPN�EJGGFSFODFT�CFUXFFO�DIBOOFM�NFNCFST��HPBMT�BOE�PCKFDUJWFT�	goal 
conflict
��EJTBHSFFNFOUT�PWFS�UIF�EPNBJO�PG�BDUJPO�BOE�SFTQPOTJCJMJUZ�JO�UIF�DIBOOFM�
(domain conflict
��PS�WBSZJOH�QFSDFQUJPOT�PG� UIF�NBSLFUQMBDF�	perceptual conflict
��
5IFTF�DPOGMJDUT�DBVTF�DIBOOFM�NFNCFST��GBJMVSF�UP�QFSGPSN�UIF�GVODUJPOT�BTTJHOFE�UP�
UIFN�CZ�UIF�PQUJNBM�DIBOOFM�EFTJHO�UIVT�JOIJCJUJOH�UPUBM�DIBOOFM�QFSGPSNBODF��5IF�
NBOBHFNFOU�QSPCMFN�BDDPSEJOHMZ�JT�UXPGPME��'JSTU�UIF�DIBOOFM�NBOBHFS�NVTU�identify�
UIF�TPVSDFT�PG�DIBOOFM�DPOGMJDU�BOE�JO�QBSUJDVMBS�EJGGFSFOUJBUF�CFUXFFO�QPPS�DIBOOFM�
EFTJHO�BOE�QPPS�QFSGPSNBODF�EVF�UP�DIBOOFM�DPOGMJDU��4FDPOE�UIF�DIBOOFM�NBOBHFS�
NVTU�EFDJEF�PO�XIJDI�BDUJPOT�UP�UBLF�	JG�BOZ
�UP�NBOBHF�BOE�SFEVDF�UIFTF�JEFOUJGJFE�
DIBOOFM�DPOGMJDUT�

*O�HFOFSBM�SFEVDJOH�DIBOOFM�DPOGMJDU�SFRVJSFT�BQQMZJOH�POF�PS�NPSF�TPVSDFT�PG�
DIBOOFM�QPXFS��*NBHJOF�GPS�FYBNQMF�UIBU�B�NBOVGBDUVSFS�JEFOUJGJFT�B�DPOGMJDU�JO�JUT�
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JOEFQFOEFOU�EJTUSJCVUPS�DIBOOFM�TVDI�UIBU�UIF�EJTUSJCVUPS�JT�FYFSUJOH�UPP�MJUUMF�TBMFT�
FGGPSU�PO�CFIBMG�PG�UIF�NBOVGBDUVSFS�T�QSPEVDU�MJOF�TP�QSPEVDU�TBMFT�BSF�TVGGFSJOH��"�
HPPE�BOBMZTJT�DBO�TIPX�XIZ�UIF�FGGPSU�MFWFM�JT�TP�MPX�OBNFMZ�CFDBVTF�UIF�EJTUSJCVUPS�
FBSOT�NPSF�QSPGJU�GSPN�TFMMJOH�B�DPNQFUJUPS�T�QSPEVDU�SBUIFS�UIBO�UIF�GPDBM�NBOVGBD-
UVSFS�T��*O�UIJT�goal�DPOGMJDU�UIF�NBOVGBDUVSFS�T�HPBM�JT�UP�NBYJNJ[F�QSPGJUT�FBSOFE�GSPN�
JUT�PXO�QSPEVDU�MJOF�XIFSFBT�UIF�EJTUSJCVUPS�T�HPBM�JT�UP�NBYJNJ[F�QSPGJUT�FBSOFE�PWFS�
all�PG�UIF�QSPEVDUT�JU�TFMMT�POMZ�TPNF�PG�XIJDI�DPNF�GSPN�UIJT�QBSUJDVMBS�NBOVGBD-
UVSFS��5P�SFTPMWF�TVDI�HPBM�DPOGMJDU�UIF�NBOVGBDUVSFS�DPVME�VTF�TPNF�QPXFS�UP�SFXBSE�
UIF�EJTUSJCVUPS�CZ�JODSFBTJOH�JUT�EJTDPVOU�UIVT�JODSFBTJOH�UIF�QSPGJU�NBSHJO�JU�DBO�NBLF�
PO�UIF�NBOVGBDUVSFS�T�QSPEVDU� MJOF��0S� JU�NJHIU� JOWFTU� JO�EFWFMPQJOH�CSBOE�FRVJUZ�
BOE�UIVT�QVMM� UIF�QSPEVDU�UISPVHI�UIF�DIBOOFM�TVDI�UIBU� JUT�CSBOE�QPXFS�JOEVDFT�
UIF�EJTUSJCVUPS�UP�TFMM� UIF�QSPEVDU�NPSF�BHHSFTTJWFMZ�CFDBVTF�JUT�TBMFT�QPUFOUJBM�IBT�
SJTFO��*O�CPUI�DBTFT�TPNF�MFWFSBHF�PS�QPXFS�FYFSUFE�CZ�UIF�NBOVGBDUVSFS�JT�OFDFT-
TBSZ�UP�DIBOHF�UIF�EJTUSJCVUPS�T�CFIBWJPS�BOE�SFEVDF�DIBOOFM�DPOGMJDU��$POTJEFSJOH�UIF�
WBSJPVT�TPVSDFT�PG�DPOGMJDU�DIBOOFM�NBOBHFST�BMTP�TIPVME�FOTVSF�HFOFSBMMZ�FRVJUBCMF�
QSPGJU�TIBSJOH�BDSPTT�DIBOOFM�QBSUOFST�CFDBVTF�QFSDFQUJPOT�PG�VOGBJSOFTT�ESBNBUJDBMMZ�
VOEFSNJOF�DIBOOFM�QFSGPSNBODF�BOE�BHHSBWBUF�NJOPS�DPOGMJDUT12�BT�XF�EJTDVTT� JO�
$IBQUFS����

5IF�OFYU�TUFQ�JT�EFUFSNJOJOH�IPX�EFFQMZ�DPNNJUUFE�DIBOOFM�NFNCFST�TIPVME�
CF�UP�B�QBSUJDVMBS�DIBOOFM�PG�EJTUSJCVUJPO��*O�PUIFS�XPSET�IPX�JNQPSUBOU�BSF�chan-
nel relationships�UP�B�GVODUJPOJOH�DPPQFSBUJWF�DIBOOFM �"U�POF�FOE�PG�UIF�TQFDUSVN�
DIBOOFM�NFNCFST�NJHIU�FOHBHF�JO�EJTUSJCVUJPO�SFMBUFE�USBOTBDUJPOT�XJUIPVU�BOZ�DPN-
NJUNFOU��4VDI�SFMBUJPOTIJQT�BSF� JOIFSFOUMZ� USBOTBDUJPOBM�XJUI�OP�HVBSBOUFF� UIBU�B�
TVQQMJFS�	PS�CVZFS
�JO�B�USBOTBDUJPOBM�DIBOOFM�XJMM�DPOUJOVF�UP�EP�CVTJOFTT�XJUI�UIF�
DPNQBOZ�JO�UIF�GVUVSF��JU�JT�TJNJMBSMZ�FBTZ�GPS�UIF�DPNQBOZ�JO�RVFTUJPO�UP�GJOE�B�EJGGFS-
FOU�TPVSDF�PG�TVQQMZ�PS�EPXOTUSFBN�NBSLFU�GPS�JUT�HPPET�PS�TFSWJDFT�

"MUFSOBUJWFMZ�DIBOOFM�NFNCFST�DBO�CVJME�B�TUSPOH�DPNNJUUFE� SFMBUJPOTIJQ�
TVDI�UIBU�UIF�DIBOOFM�NFNCFST�NBJOUBJO�BO�FOEVSJOH�TFU�PG�DPOOFDUJPOT�TQBOOJOH�
NVMUJQMF�GVODUJPOT�BOE�QFSTPOOFM�UISPVHIPVU�UIF�GJSNT��5IJT�FGGFDUJWF�SFMBUJPOTIJQ�JT�
DIBSBDUFSJ[FE�CZ�QBSUOFST�UIBU�BDU�BDDPSEJOH�UP�B�TJOHMF�PWFSBSDIJOH�JOUFSFTU�SBUIFS�
UIBO�NFSFMZ�GPMMPXJOH�UIFJS�PXO�JOEJWJEVBMJ[FE�HPBMT��4VDI�DPNNJUUFE�QBSUOFST�NBZ�
NBLF�TFFNJOHMZ� JSSBUJPOBM� TIPSU�UFSN�TBDSJGJDFT� UP� JNQSPWF� UIF� MPOH�UFSN�WJBCJM-
JUZ�BOE�TVDDFTT�PG� UIF�DIBOOFM�TZTUFN��"T�XF�PVUMJOF� JO�$IBQUFS���� UIF�SFMBUJPO-
TIJQT�BNPOH�DIBOOFM�QBSUOFST�UIVT�BSF�DSJUJDBM�EFUFSNJOBOUT�PG�MPOH�UFSN�GJOBODJBM�
QFSGPSNBODF�13

.BOBHJOH�channel polices and legalities�QSPWJEFT�UIF�iGPSNBMw�CBDLESPQ�UP�B�
DIBOOFM�TZTUFN��$IBOOFM�NBOBHFST�VTF�TQFDJGJD�QPMJDJFT�UP�BENJOJTUFS�EJTUSJCVUJPO�TZT-
UFNT�XIJDI�JT�FTQFDJBMMZ�DSJUJDBM�XIFO�FNQMPZFFT�BOE�DIBOOFM�QBSUOFST�DIBOHF�PWFS�
UJNF�PS�EJTBHSFFNFOUT�BSJTF��)PXFWFS�TPNF�QPMJDJFT�SFTUSBJO�PS�SFEJSFDU�UIF�BDUJWJUJFT�
PG�WBSJPVT�DIBOOFM�NFNCFST�BOE�BGGFDU� UIF�DPNQFUJUJWFOFTT�PG� UIF�PWFSBMM�NBSLFU�
XIJDI�NBZ�CSJOH�UIFN�VOEFS�MFHBM�BOUJUSVTU�TDSVUJOZ��$IBQUFS����PVUMJOFT�UIF�WBSJFUZ�PG�
QPMJDJFT�BWBJMBCMF�GPS�NBOBHJOH�DIBOOFMT�BOE�PGGFST��TFWFSBM�CVTJOFTT�SFBTPOT�GPS�UIFJS�
BEPQUJPO��*O�BEEJUJPO�EFUBJMT�PG�XIFO�BOE�IPX�TVDI�QPMJDJFT�NJHIU�SVO�BGPVM�PG�6�4��
GFEFSBM�BOUJUSVTU�MBXT�BQQFBS�JO�UIJT�DIBQUFS�

'JOBMMZ�NBOBHJOH�channel logistics� JOWPMWFT�QSPDFTTJOH�BOE�USBDLJOH�GBDUPSZ�
HPPET� UISPVHIPVU� UIF� DIBOOFM�EVSJOH�XBSFIPVTJOH� JOWFOUPSZ� DPOUSPM� USBOTQPSU�
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DVTUPNT� EPDVNFOUBUJPO� BOE� EFMJWFSZ�� 4JODF� UIF� ����T� DIBOOFM� NBOBHFST� IBWF�
JOWFTUFE�NPSF�TJHOJGJDBOU�UJNF�BOE�NPOFZ�JOUP�supply chain management�UP�DPPSEJ-
OBUF�SPVUFT�UP�NBSLFU�	EPXOTUSFBN
�XJUI�NBOVGBDUVSJOH�QSPDFTTFT�	VQTUSFBN
��0WFS�
UJNF�UIF�GMPX�BOE�TUPSBHF�PG�HPPET�BOE�TFSWJDFT�	J�F��MPHJTUJDT
�IBT�HSPXO�GBS�NPSF�
FGGJDJFOU�MBSHFMZ�UISPVHI�DPPSEJOBUJPO�BDSPTT�OPU�KVTU�GVODUJPOBM�TJMPT�XJUIJO�UIF�GJSN�
CVU�BMTP�UIF�NBOZ�GJSNT�JO�B�WBMVF�BEEFE�DIBJO��4VQQMZ�DIBJO�NBOBHFNFOU�SFRVJSFT�
UIBU�FWFSZ�QMBZFS�JO�UIF�DIBOOFM�TFOE�JOGPSNBUJPO�PS�QMBDF�PSEFST�UIBU�USJHHFS�CFIBW-
JPS�CZ�any and every other player�JODMVEJOH�EPXOTUSFBN�NFNCFST��5IFTF�EFDJTJPOT�
JOWPMWF�NBSLFUJOH�BOE�DIBOOFM�NBOBHFNFOU��5IBU�MPHJTUJDT�TIPVME�JOGMVFODF�NBSLFU-
JOH�NBZ�CF�B�SFWPMVUJPOBSZ�JEFB�UP�NBOZ�NBOBHFST�BOE�XF�DPWFS�JU�BOE�JUT�JNQMJDB-
UJPOT�JO�$IBQUFS����

TA K E - A W AYS

t� "�NBSLFUJOH�DIBOOFM�JT�B�TFU�PG�JOUFSEFQFOEFOU�PSHBOJ[BUJPOT�JOWPMWFE�JO�UIF�QSPDFTT�PG�
NBLJOH�B�QSPEVDU�PS�TFSWJDF�BWBJMBCMF�GPS�VTF�PS�DPOTVNQUJPO�

t� #PUI�VQTUSFBN�BOE�EPXOTUSFBN�GBDUPST�BGGFDU�UIF�EFWFMPQNFOU�PG��DIBOOFMT�BOE�QSP-
WJEF�SFBTPOT�UP�BEKVTU�DIBOOFMT�PWFS�UJNF��6QTUSFBN��GBDUPST�JODMVEF�UIF�GPMMPXJOH�
t� 3PVUJOJ[BUJPO�PG�USBOTBDUJPOT
t� 3FEVDUJPO�JO�UIF�OVNCFS�PG�DPOUBDUT
%PXOTUSFBN�GBDUPST�JODMVEF�UIF�GPMMPXJOH�
t� 4FBSDI�GBDJMJUBUJPO
t� 4PSUJOH

t� .BSLFUJOH�GVODUJPOT�BSF�FMFNFOUT�PG�XPSL�QFSGPSNFE�CZ�NFNCFST�PG�UIF��NBSLFUJOH�
DIBOOFM��5IFSF�BSF�OJOF�VOJWFSTBM�DIBOOFM�GVODUJPOT�
t� 1IZTJDBM�QPTTFTTJPO
t� 0XOFSTIJQ
t� 1SPNPUJPO
t� /FHPUJBUJPO
t� 'JOBODJOH
t� 3JTL
t� 0SEFSJOH
t� 1BZNFOU
t� *OGPSNBUJPO�TIBSJOH

t� "�DIBOOFM�NFNCFS�DBO�CF�FMJNJOBUFE�GSPN�B�DIBOOFM�CVU�UIF�GVODUJPOT�QFSGPSNFE�
CZ�UIBU�NFNCFS�DBOOPU�CF��#FGPSF�FMJNJOBUJOH�B�DIBOOFM�NFNCFS�UIF�DIBOOFM�NBO-
BHFS�TIPVME�DPOTJEFS�UIF�DPTU�PG�SFQMBDJOH�UIF�QFSGPSNBODF�PG�UIBU�NFNCFS�T�DIBOOFM�
GVODUJPOT�

t� 5IF�LFZ�NFNCFST�PG�NBSLFUJOH�DIBOOFMT�BSF�NBOVGBDUVSFST�JOUFSNFEJBSJFT�	XIPMF-
TBMF�SFUBJM�BOE�TQFDJBMJ[FE
�BOE�FOE�VTFST�	CVTJOFTT�DVTUPNFST�PS�DPOTVNFST
�

t� "�GSBNFXPSL�GPS�BOBMZ[JOH�DIBOOFM�EFTJHO�BOE�JNQMFNFOUBUJPO�JT�DSVDJBM�GPS�DSFBUJOH�
DSFBUF�FGGFDUJWF�	J�F��EFNBOE�TBUJTGZJOH
�BOE�FGGJDJFOU�	J�F��DPTU�FGGFDUJWF
�SPVUFT�UP�
NBSLFU�JO�XIJDI�NFNCFST�DPOUJOVF�UP�CF�XJMMJOH�UP�QFSGPSN�UIF�DIBOOFM�GVODUJPOT�
BTTJHOFE�UP�UIFN�	'JHVSF����
�
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APPENDIX 1-1
Alternate Channel Formats: Definitions and Examples
"MUFSOBUF�DIBOOFM�GPSNBUT�NBZ�TUFN�GSPN�BOZ�PG�UIF�UISFF�TFDUJPOT�PG�UIF�USBEJUJPOBM�
EJTUSJCVUJPO�DIBOOFM� UIBU� JT�NBOVGBDUVSFS�EJTUSJCVUPS�PS�DVTUPNFS��#VU� UIFZ�BMTP�
DPVME�IBWF�PUIFS�CBTFT��5IJT�BQQFOEJY�TVNNBSJ[FT�UIF�WBSJFUZ�PG�DIBOOFM�GPSNBUT�BOE�
UIF�DIBSBDUFSJTUJDT�PO�XIJDI�UIFZ�SFMZ�GPS�HBJOJOH�TUSBUFHJD�BEWBOUBHFT�BT�XFMM�BT�TPNF�
FYBNQMFT�PG�TQFDJGJD�DPNQBOJFT�UZQFT�PG�DPNQBOJFT�PS�QSPEVDU�DBUFHPSJFT�UIBU�VTF�
UIF�TQFDJGJD�DIBOOFM�GPSNBU��#Z�DPNQBSJOH�FBDI�NBSLFU�BHBJOTU�UIJT�JOGPSNBUJPO�DIBO-
OFM�NBOBHFST�DBO�JEFOUJGZ�PQQPSUVOJUJFT�BOE�WVMOFSBCJMJUJFT�

MANUFACTURER-BASED CHANNEL FORMATS

 1. Manufacturer Direct.� 1SPEVDU� TIJQQFE� BOE� TFSWJDFE� GSPN� NBOVGBDUVSFS�T�
�XBSFIPVTF��4PME�CZ�DPNQBOZ�TBMFT�GPSDF�PS�BHFOUT��.BOZ�NBOVGBDUVSFS�EJSFDU�
DPNQBOJFT�BMTP�TFMM�UISPVHI�XIPMFTBMFS�EJTUSJCVUPST�

Examples:�8JEF�WBSJFUZ�PG�QSPEVDUT�GPS�DVTUPNFST�XJUI�GFX�TFSWJDF�OFFET�BOE�
MBSHF�PSEFST�'JSNT�TVDI�)FXMFUU�1BDLBSE�*#.�BOE�(&�BMM�TFMM�VTJOH�B�EJSFDU�
TBMFT�GPSDFT�UP�UIFJS�MBSHFTU�DVTUPNFST

 2. Manufacturer-Owned Full Service Wholesaler Distributor.� "O� BDRVJSFE�
XIPMFTBMF�EJTUSJCVUJPO� DPNQBOZ� TFSWJOH� UIF�QBSFOU�T� BOE�PUIFS�NBOVGBDUVS-
FST��NBSLFUT��5ZQJDBMMZ�EJWFSTF�QSPEVDU� MJOFT� JO�BO�JOEVTUSZ�TVQQPSU�TZOFSHJFT�
CFUXFFO�B�DPNQBOZ�T�NBOVGBDUVSJOH�BOE�EJTUSJCVUJPO�PQFSBUJPOT��%VF�UP�DVT-
UPNFS�EFNBOE�TPNF�DPNQBOJFT�BMTP�EJTUSJCVUF�PUIFS�NBOVGBDUVSFST��QSPEVDUT�

Examples:� 3FWMPO� -FWJ�4USBVTT� ,SBGU� 'PPETFSWJDF� (&4$0� DMPUIJOH� BOE�
BQQBSFM�QSPEVDUT

 3. Company Store/Manufacturer Outlets.� 3FUBJM�QSPEVDU�PVUMFUT� JO�IJHI�EFOTJUZ�
NBSLFUT��PGUFO�VTFE�UP�MJRVJEBUF�TFDPOET�PS�FYDFTT� JOWFOUPSZ�PG�CSBOEFE�DPO-
TVNFS�QSPEVDUT�

Examples:�0VUMFU�NBMMT�)PTUFTT�CBLFSZ�PVUMFUT

 4. License.� $POUSBDUJOH�EJTUSJCVUJPO�BOE�NBSLFUJOH� GVODUJPOT� UISPVHI� MJDFOTJOH�
BHSFFNFOUT�XIJDI�VTVBMMZ�HSBOU�FYDMVTJWJUZ�GPS�TPNF�QFSJPE�PG�UJNF��0GUFO�VTFE�
GPS�QSPEVDUT�JO�UIF�EFWFMPQNFOU�TUBHF�PG�UIF�MJGF�DZDMF�

Examples:�.BUUFM�8BMU�%JTOFZ�JNQPSUFST

 5. Consignment/Locker Stock.� .BOVGBDUVSFS�TIJQT�UIF�QSPEVDU� UP�UIF�QPJOU�PG�
DPOTVNQUJPO�CVU�UJUMF�EPFT�OPU�QBTT�VOUJM�DPOTVNFE��3JTL�PG�PCTPMFTDFODF�BOE�
PXOFSTIJQ�SFNBJOT�XJUI�NBOVGBDUVSFS��'PDVT�PO�XJUI�IJHI�QSJDFE�IJHI�NBSHJO�
JUFNT�BOE�FNFSHFODZ�JUFNT�

Examples:�%JBNPOET�GJOF�BSU�HBMMFSJFT�NBDIJOF�SFQBJS�QBSUT

 6. Broker.� 4QFDJBMJ[FE�TBMFT� GPSDF�DPOUSBDUFE�CZ�NBOVGBDUVSFS� UIBU�BMTP�DBSSJFT�
DPNQBSBCMF�QSPEVDU�MJOFT�BOE�GPDVTFT�PO�B�OBSSPX�DVTUPNFS�TFHNFOU��QSPEVDU�JT�

26



� $IBQUFS��� t� 6OEFSTUBOEJOH�$IBOOFM�4USBUFHJFT� 27

TIJQQFE�UISPVHI�BOPUIFS�GPSNBU�TVDI�BT�UIF�QSFDFEJOH�PQUJPOT��5ZQJDBMMZ�VTFE�
CZ�TNBMM�NBOVGBDUVSFST�BUUFNQUJOH�UP�BUUBJO�CSPBE�DPWFSBHF�

Examples:�4DIXBO�T�GSP[FO�GPPET�QBQFS�HPPET�MVNCFS�OFXFS�QSPEVDU�MJOFT

RETAILER-BASED CHANNEL FORMATS

 1. Franchise.� 1SPEVDU� BOE�NFSDIBOEJTJOH� DPODFQU� JT�QBDLBHFE�BOE� GPSNBUUFE��
5FSSJUPSZ�SJHIUT�BSF�TPME�UP�GSBODIJTFFT��7BSJPVT�EJTUSJCVUJPO�BOE�PUIFS�TFSWJDFT�
BSF�QSPWJEFE�CZ�DPOUSBDU�UP�GSBODIJTFFT�GPS�B�GFF�

Examples:�,'$�.D%POBME�T

 2. Dealer Direct.� 'SBODIJTFE�SFUBJMFST�DBSSZ�B�MJNJUFE�OVNCFS�PG�QSPEVDU�MJOFT�TVQ-
QMJFE�CZ�B� MJNJUFE�OVNCFS�PG�WFOEPST��0GUFO�UIFTF�CJH�UJDLFU� JUFNT�OFFE�IJHI�
BGUFS�TBMFT�TFSWJDF�TVQQPSU�

Examples:�)FBWZ�FRVJQNFOU�EFBMFST�BVUP�EFBMFST

 3. Buying Club.� #VZJOH�TFSWJDFT� SFRVJSJOH�NFNCFSTIJQ��(PPE�PQQPSUVOJUZ� GPS�
WFOEPST�UP�QFOFUSBUF�DFSUBJO�OJDIF�NBSLFUT�PS�FYQFSJNFOU�XJUI�QSPEVDU�WBSJB-
UJPOT��5IFZ�BMTP�QSPWJEF�CVZFST�XJUI�B�WBSJFUZ�PG�DPOTVNFS�TFSWJDFT��UPEBZ�UIFZ�
BSF�MBSHFMZ�DPOTVNFS�PSJFOUFE�

Examples:�$PNQBDU�EJTD�UBQF�DMVCT�CPPL�DMVCT

 4. Warehouse Clubs/Wholesale Clubs.� "QQFBM�JT�UP�QSJDF�DPOTDJPVT�TIPQQFS��4J[F�
JT�������TRVBSF�GFFU�PS�NPSF��1SPEVDU�TFMFDUJPO�JT�MJNJUFE�BOE�QSPEVDUT�BSF�VTV-
BMMZ�TPME�JO�CVML�JO�B�iOP�GSJMMTw�FOWJSPONFOU�

Examples:�1BDF�4BN�T�$MVC�1SJDF�$MVC�$PTUDP

 5. Mail Order/ Catalog.� /POTUPSF�TFMMJOH�UISPVHI�MJUFSBUVSF�TFOU�UP�QPUFOUJBM�DVT-
UPNFST��6TVBMMZ�IBT�B�DFOUSBM�EJTUSJCVUJPO�DFOUFS�GPS�SFDFJWJOH�BOE�TIJQQJOH�EJSFDU�
UP�UIF�DVTUPNFS�

Examples:�-BOET��&OE�4QJFHFM�'JOHFSIVU

 6. Food Retailers.�8JMM�CVZ�DBOOFE�BOE�CPYFE�HPPET�JO�USVDLMPBET�UP�UBLF�BEWBO-
UBHF�PG�QSJDJOH�BOE�NBOVGBDUVSJOH�SFCBUFT��%JTUSJCVUJPO�DFOUFST�BDU�BT�DPOTPMJEB-
UPST�UP�SFEVDF�UIF�OVNCFS�PG�USVDLT�SFDFJWFE�BU�UIF�TUPSF��1SJDJOH�JT�OPU�SFRVJSFE�
CFDBVTF�NBOVGBDUVSFS�CBS�DPEFT�BSF�BWBJMBCMF��*ODMVEFT�GVMM� MJOFT�PG�HSPDFSJFT�
IFBMUI�BOE�CFBVUZ�BJET�BOE�HFOFSBM�NFSDIBOEJTF�JUFNT��4PNF�GPPE�SFUBJMFST�IBWF�
FYQBOEFE�JOUP�PUIFS�BSFBT�TVDI�BT�QSFTDSJQUJPO�BOE�PWFS�UIF�DPVOUFS�ESVHT�EFMJ-
DBUFTTFOT�BOE�CBLFSJFT�

Examples:�1VCMJY�4BGFXBZ

 7. Department Stores.� 5IFTF�TUPSFT�PGGFS�B�XJEF�WBSJFUZ�PG�NFSDIBOEJTF�XJUI�NPE-
FSBUF�EFQUI��5IF�QSPEVDU�NJY�VTVBMMZ�JODMVEFT�TPGU�HPPET�	DMPUIJOH�MJOFOT
�BOE�
IBSE�HPPET�	BQQMJBODFT�IBSEXBSF�TQPSUJOH�FRVJQNFOU
��%JTUSJCVUJPO�DFOUFST�BDU�
BT�DPOTPMJEBUPST�PG�CPUI�TPGU�HPPET�BOE�IBSE�HPPET��2VJDL�SFTQPOTF�GPS�BQQBSFM�
HPPET�EFNBOET�B�EJSFDU�MJOL�XJUI�NBOVGBDUVSFS��"�OBUJPOBM�CBTJT�NPUJWBUFT�SFUBJM-
FST�UP�IBOEMF�UIFJS�PXO�EJTUSJCVUJPO�

Examples:�+$1FOOFZ�.FSWJOT�%BZUPO�)VETPO�$PSQ��'FEFSBUFE�4UPSFT
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 8. Mass Merchandisers.� 4JNJMBS�UP�EFQBSUNFOU�TUPSFT�FYDFQU�QSPEVDU�TFMFDUJPO�JT�
CSPBEFS�BOE�QSJDFT�BSF�VTVBMMZ�MPXFS�

Examples:�8BM�.BSU�,NBSU�5BSHFU

 9. Specialty Stores.� 0GGFS�NFSDIBOEJTF�JO�POF�MJOF�	F�H��XPNFO�T�BQQBSFM�FMFDUSPO-
JDT
�XJUI�HSFBU�EFQUI�PG�TFMFDUJPO�BU�QSJDFT�DPNQBSBCMF�UP�UIPTF�PG�EFQBSUNFOU�
TUPSFT��%VF�UP�UIF�TFBTPOBM�OBUVSF�PG�GBTIJPO�HPPET�QBSUOFSTIJQ�XJUI�UIF�NBOV-
GBDUVSFS�JT�FTTFOUJBM��.BOVGBDUVSFS�TIJQT�QSFEFUFSNJOFE�TUPSF�BTTPSUNFOUT�BOE�VTV-
BMMZ�QSJDFT�UIF�HPPET��3FUBJMFST�NJHIU�IBWF�KPJOU�PXOFSTIJQ�XJUI�UIF�NBOVGBDUVSFS�

Examples:�5IF�-JNJUFE�5IF�(BQ�,JOOFZ�TIPFT�.VTJDMBOE�;BMF

 10. Specialty Discounters/Category Killers.� 0GGFS� NFSDIBOEJTF� JO� POF� MJOF�
	F�H�ùTQPSUJOH�HPPET�PGGJDF�TVQQMJFT�DIJMESFO�T�NFSDIBOEJTF
�XJUI�HSFBU�EFQUI�
PG�TFMFDUJPO�BU�EJTDPVOUFE�QSJDFT��4UPSFT�VTVBMMZ�SBOHF� JO�TJ[F�GSPN�������UP�
������TRVBSF�GFFU��#VZT�EJSFDU�JO�USVDLMPBET��.BOVGBDUVSFS�XJMM�TIJQ�EJSFDU�UP�UIF�
TUPSF��.PTU�QSPEVDUT�EP�OPU�OFFE�UP�CF�QSJDFE��/BUJPOBM�DIBJOT�IBWF�DSFBUFE�UIFJS�
PXO�EJTUSJCVUJPO�DFOUFST�UP�BDU�BT�DPOTPMJEBUPST�

Examples:�5PZT�i3w�6T��0GGJDF�.BY�%SVH�&NQPSJVN�'�.�%JTUSJCVUPST

 11. Convenience Store.� "�TNBMM�IJHIFS�NBSHJO�HSPDFSZ�TUPSF�UIBU�PGGFST�B�MJNJUFE�
TFMFDUJPO�PG�TUBQMF�HSPDFSJFT�OPOGPPET�BOE�PUIFS�DPOWFOJFODF�JUFNT��GPS�FYBN-
QMF�SFBEZ�UP�IFBU�BOE�SFBEZ�UP�FBU�GPPET��5IF�USBEJUJPOBM�GPSNBU�JODMVEFT�TUPSFT�
UIBU�TUBSUFE�PVU�BT�TUSJDUMZ�DPOWFOJFODF�TUPSFT�CVU�UIFZ�NBZ�BMTP�TFMM�HBTPMJOF�

Examples:���&MFWFO�8IJUF�)FO�1BOUSZ

 12. Hypermarket.� "�WFSZ�MBSHF�GPPE�BOE�HFOFSBM�NFSDIBOEJTF�TUPSF�XJUI�BU� MFBTU�
�������TRVBSF�GFFU�PG�TQBDF��"MUIPVHI�UIFTF�TUPSFT�UZQJDBMMZ�EFWPUF�BT�NVDI�BT�
���QFSDFOU�PG�UIFJS�TFMMJOH�BSFB�UP�HFOFSBM�NFSDIBOEJTF�UIF�GPPE�UP�HFOFSBM�NFS-
DIBOEJTF�TBMFT�SBUJP�UZQJDBMMZ�JT�������

Examples:�"VDIBO�$BSSFGPVS�4VQFS�,NBSU�$FOUFST�)ZQFSNBSLFU�64"

SERVICE PROVIDER-BASED CHANNEL FORMATS

 1. Contract Warehousing.� 1VCMJD�XBSFIPVTJOH�TFSWJDFT�QSPWJEFE�GPS�B�GFF� UZQJ-
DBMMZ�XJUI�HVBSBOUFFE�TFSWJDFE�MFWFMT�

Examples:�$BUFSQJMMBS�-PHJTUJDT�4FSWJDFT�%SZ�4UPSBHF

 2. Subprocessor.� 0VUTPVSDJOH�PG�BTTFNCMZ�PS�TVCQSPDFTTJOH��6TVBMMZ�QFSGPSNFE�
XJUI�MBCPS�JOUFOTJWF�QSPDFTT�PS�IJHI�GJYFE�BTTFU� JOWFTUNFOU�XIFO�TNBMM�PSEFST�
BSF�OFFEFE�GPS�DVTUPNFS��5IFTF�DIBOOFM�QMBZFST�BSF�BMTP�CFHJOOJOH�UP�UBLF�PO�
USBEJUJPOBM�XIPMFTBMF�EJTUSJCVUJPO�SPMFT�

Examples:�4UFFM�QSPDFTTJOH��LJUUJOH�PG�QBSUT�JO�FMFDUSPOJDT�JOEVTUSZ

 3. Cross-Docking.� 5SVDLJOH�DPNQBOJFT�TFSWJDF�IJHI�WPMVNF�JOWFOUPSZ�OFFET�CZ�
XBSFIPVTJOH�BOE�CBDLIBVMJOH�QSPEVDU�PO�B�SPVUJOF�CBTJT� GPS�DVTUPNFS�T�OBS-
SPXFS� JOWFOUPSZ�OFFET��%SJWFS�QJDLT� JOWFOUPSZ�BOE�EFMJWFST� UP�DVTUPNFS�BGUFS�
QJDLJOH�VQ�UIF�DVTUPNFS�T�TIJQNFOU�

Examples:�*OEVTUSJBM�SFQBJS�QBSUT�BOE�UPPMT�WBSJPVT�TVQQMZ�JOEVTUSJFT
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 4. Integration of Truck and Rail (Intermodal).� +PJOU�WFOUVSFT�CFUXFFO�USVDLJOH�
BOE�SBJM�DPNQBOJFT�UP�TIJQ�MBSHF�PSEFST�EPPS�UP�EPPS�GSPN�TVQQMJFS�UP�DVTUPNFS�
XJUI�POF�XBZ�CJMM�

Examples:�7FSZ�FDPOPNJDBM�GPS�MBSHF�PSEFST�PS�GSPN�NBOVGBDUVSFS�UP�DVTUPNFS�
GPS�B�NBOVGBDUVSFS�XJUI�B�CSPBE�QSPEVDU�MJOF�

 5. Roller Freight.� 'VMM� USVDLMPBE�JT�TFOU�GSPN�NBOVGBDUVSFS� UP�IJHI�EFOTJUZ�DVT-
UPNFS�NBSLFUT�WJB�B�USBOTQPSUBUJPO�DPNQBOZ��1SPEVDU�JT�TPME�FO�SPVUF�BOE�ESJW-
FST�BSF�EJSFDUFE�UP�DVTUPNFS�EFMJWFSZ�CZ�TBUFMMJUF�DPNNVOJDBUJPO�

Examples:�-VNCFS�QSPEVDUT�MBSHF�NPEFSBUFMZ�QSJDFE�JUFNT�XJUI�DPNNPEJUZ�
MJLF�DIBSBDUFSJTUJDT�UIBU�BMMPX�GPS�SPVUJOF�PSEFST�

 6. Stack Trains and Road Railers.� 5FDIOJRVFT�UP�TQFFE�NPWFNFOU�BOE�FMJNJOBUF�
IBOEMJOH�GPS�QSPEVDU�UP�CF�TIJQQFE�CZ�NVMUJQMF�GPSNBUT��5IF�JNQPSUFS�NJHIU�MPBE�
DPOUBJOFST�EJSFDUFE�UP�TQFDJGJD�DVTUPNFST�PO�B�USVDL�CPEZ�JO�)POH�,POH�TIJQ�
EJSFDU�BOE�VOMPBE�POUP�SBJMDBST�XIJDI�DBO�FMJNJOBUF�UXP�UP�UISFF�EBZT��USBOTJU�
UJNF��-BSHF�DVTUPNFS�PSEFST�VTJOH�NVMUJQMF�USBOTQPSUBUJPO�UFDIOJRVFT�

Example:�*NQPSUFST

 7. Scheduled Trains.� )JHI�TQFFE�USBJOT�MFBWF�EBJMZ�BU�QSFTDSJCFE�UJNFT�GSPN�IJHI�
EFOTJUZ�BSFBT� UP�IJHI�EFOTJUZ�EFTUJOBUJPOT��.BOVGBDUVSFS�iCVZT�B� UJDLFUw�BOE�
IPPLT�VQ�JUT�SBJMDBS�UIFO�QSPEVDU�JT�QJDLFE�VQ�BU�UIF�PUIFS�FOE�CZ�UIF�DVTUPNFS�

Example:�)JHI�EFOTJUZ�SFDVSSJOH�PSEFST�UP�MBSHF�DVTUPNFST�XJUI�MJNJUFE�BGUFS�
TBMFT�TFSWJDF�OFFET

 8. Outsourcing.� 4FSWJDF�QSPWJEFST�TJHO�B�DPOUSBDU�UP�QSPWJEF�UPUBM�NBOBHFNFOU�PG�B�
DPNQBOZ�T�BDUJWJUJFT�JO�BO�BSFB�JO�XIJDI�UIF�QSPWJEFS�IBT�QBSUJDVMBS�FYQFSUJTF�	DPN-
QVUFS�PQFSBUJPOT�KBOJUPSJBM�TFSWJDFT�QSJOU�TIPQ�DBGFUFSJB�SFQBJS�QBSUT�UPPM�DSJC
��
5IF�PVUTPVSDFS�UIFO�UBLFT�PWFS�UIF�DIBOOFM�QSPEVDU�GVODUJPO�GPS�QSPEVDUT�BTTPDJ-
BUFE�XJUI�UIF�PVUTPVSDFE�BDUJWJUZ�	KBOJUPSJBM�TVQQMJFT
��0VUTPVSDJOH�IBT�TQSFBE�UP�
WJSUVBMMZ�FWFSZ�BSFB�PG�UIF�CVTJOFTT�	SFQBJS�QBSU�TUPDLSPPN�MFHBM�BDDPVOUJOH
�BOE�
NBZ�OPU�VTF�NFSDIBOU�XIPMFTBMFS�EJTUSJCVUPST��8JEF�WBSJFUZ�PG�BQQMJDBUJPOT�BOE�
HSPXJOH�

Examples:�4FSWJDF.BTUFS�"3"�3�3��%POOFMMZ

 9. Direct Mailer.� %JSFDU�NBJM�BEWFSUJTJOH�DPNQBOJFT�FYQBOEJOH�TFSWJDFT� JO�DPO-
KVODUJPO�XJUI�NBSLFU�SFTFBSDI�EBUBCBTF�TFSWJDFT�UP�EJSFDUMZ�NBSLFU�OBSSPXFS�MJOF�
QSPEVDUT��1SPEVDU�MPHJTUJDT�BOE�TVQQPSU�QFSGPSNFE�CZ�FJUIFS�UIF�NBOVGBDUVSFS�PS�
PVUTPVSDFE�UP�B�UIJSE�QBSUZ�

Examples:�#JH� UJDLFU�DPOTVNFS�QSPEVDUT�IJHI�NBSHJO� MPX�TFSWJDF�SFRVJSF-
NFOU�JOEVTUSJBM�BOE�DPNNFSDJBM�FRVJQNFOU

 10. Bartering.� 4FSWJDF�QSPWJEFS�VTVBMMZ�BO�BEWFSUJTJOH�PS�NFEJB�DPNQBOZ�TJHOT�B�CBSUFS�
BSSBOHFNFOU�XJUI�B�NBOVGBDUVSFS�UP�FYDIBOHF�QSPEVDU�GPS�NFEJB�BEWFSUJTJOH�UJNF�PS�
TQBDF��#BSUFSFE�QSPEVDU�JT�UIFO�SFCBSUFSFE�PS�SFEJTUSJCVUFE�UISPVHI�PUIFS�DIBOOFMT�

Example:�$POTVNFS�BOE�DPNNFSDJBM�QSPEVDUT�UIBU�IBWF�CFFO�EJTDPOUJOVFE�PS�
GPS�XIJDI�EFNBOE�IBT�TMPXFE�DPOTJEFSBCMZ

 11. Value-Added Resellers (VARs).� %FTJHOFST�FOHJOFFST�PS�DPOTVMUBOUT�GPS�B�WBSJFUZ�
PG�TFSWJDF�JOEVTUSJFT�UIBU�KPJOU�WFOUVSF�PS�IBWF�BSSBOHFNFOUT�XJUI�NBOVGBDUVSFST�
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PG�QSPEVDUT�VTFE�JO�UIFJS�EFTJHOT��5IF�7"3T�PGUFO�HFU�B�DPNNJTTJPO�PS�EJTDPVOU�
UP�TFSWJDF�UIF�QSPEVDU�BOE�DBSSZ�JOWFOUPSZ�PG�IJHI�UVSO�JUFNT�

Examples:�$PNQVUFS�TPGUXBSF�DPNQBOJFT�UIBU�NBSLFU�IBSEXBSF�GPS�UVSOLFZ�
QSPEVDUT��TFDVSJUZ�TZTUFN�EFTJHOFST�UIBU�GPSN�KPJOU�WFOUVSFT�XJUI�FMFDUSPOJDT�
NBOVGBDUVSFST�UP�TFMM�UVSOLFZ�QSPEVDUT

 12. Influencers/Specifiers.� 4JNJMBS�UP�B�7"3�CVU�UIFTF�GJSNT�HFOFSBMMZ�EFTJHO�IJHIMZ�
DPNQMFY�MBSHF�QSPKFDUT�	DPNNFSDJBM�CVJMEJOHT
�EP�OPU�UBLF�UJUMF�UP�QSPEVDU�BOE�
IBWF�B�HSPVQ�PG�TVQQMJFST�XIPTF�QSPEVDUT�DBO�CF�TQFDJGJFE�UP�UIF�EFTJHO��4FMMJOH�
FGGPSU�JT�GPDVTFE�PO�CPUI�UIF�VMUJNBUF�DVTUPNFS�BOE�UIF�TQFDJGJFS��%JTUSJCVUJPO�PG�
QSPEVDU�JT�IBOEMFE�UISPVHI�PUIFS�DIBOOFM�GPSNBUT�

Examples:�"SDIJUFDUT�EFTJHOFST�DPOTVMUBOUT

 13. Financial Service Providers.� 5IFTF�GPSNBUT�IBWF�IJTUPSJDBMMZ�CFFO�JOJUJBUFE�CZ�
KPJOU�WFOUVSFT�XJUI�GJOBODJBM�TFSWJDF�DPNQBOJFT�UP�GJOBODF�NBSHJO�QVSDIBTFT�GPS�
DVTUPNFST�PS�EFBMFST�	F�H��GMPPS�QMBOOJOH
��5IFZ�IBWF�CFFO�FYQBOEFE�UP�BMMPX�
NBOVGBDUVSFST�UP�JOJUJBUF�EJTUSJCVUJPO�JO�OFX�NBSLFUT�BOE�BTTFTT�UIFTF�NBSLFUT��
)JHI�DBQJUBM�IJHIMZ�DPOUSPMMFE�EJTUSJCVUJPO�DIBOOFM�GPS�POF�PS�UXP�TVQQMJFST�

Examples:�#SBOEFE�DIFNJDBMT�DPOTUSVDUJPO�FRVJQNFOU

OTHER CHANNEL FORMATS

 1. Door-to-Door Formats.�5P�TPNF�FYUFOU�UIFTF�BSF�WBSJBUJPOT�PO�UIF�DIBOOFM�GPS-
NBUT�QSFWJPVTMZ�MJTUFE��5IFTF�GPSNBUT�IBWF�FYJTUFE�JO�UIF�6OJUFE�4UBUFT�TJODF�QJP-
OFFS�EBZT�GPS�QSPEVDUT�XJUI�B�IJHI�QFSTPOBM�TBMFT�DPTUT�BOE�IJHI�NBSHJOT�TPME�JO�
SFMBUJWFMZ�TNBMM�PSEFST�	FODZDMPQFEJBT�WBDVVN�DMFBOFST
��"�XJEF�SBOHF�PG�WBSJB-
UJPOT�	F�H��IPNF�QBSUZ�GPSNBU
�BUUFNQU�UP�HFU�NBOZ�TNBMM�CVZFST�JO�POF�MPDBUJPO�
UP�NJOJNJ[F�UIF�TBMFT�DPTU�BOE�QSPWJEF�B�VOJRVF�TIPQQJOH�FYQFSJFODF��7BSJBUJPOT�
PG�UIF�GPSNBU�IBWF�BMTP�TQSFBE�UP�JOEVTUSJBM�BOE�DPNNFSDJBM�NBSLFUT�UP�DBQJUBMJ[F�
PO�TJNJMBS�NBSLFU�OFFET�	F�H��4OBQ�0O�5PPMT�VTFT�B�WBSJBUJPO�PG�UIF�IPNF�QBSUZ�
TZTUFN�CZ�ESJWJOH�UIF�QSPEVDU�BOE�TBMFTQFPQMF�UP�NFDIBOJDT��HBSBHFT�BOE�TFMMJOH�
UP�UIFN�PO�UIFJS�MVODI�IPVST
��&BDI�GPSNBU�JT�EJGGFSFOU�BOE�OFFET�UP�CF�BOBMZ[FE�
UP�VOEFSTUBOE�JUT�VOJRVF�DIBSBDUFSJTUJDT��"�CSJFG�TVNNBSZ�PG�UIF�NPSF�JEFOUJGJBCMF�
GPSNBUT�GPMMPXT�
�a.� Individual On-Site.� 7FSZ�FGGFDUJWF�GPS�HFOFSBUJOH�OFX�CVTJOFTT�GPS�IJHI�NBS-

HJO�QSPEVDU�SFRVJSJOH�B�IJHI�MFWFM�PG�JOUFSBDUJPO�XJUI�DVTUPNFST�

Examples:�'VMMFS�#SVTI�&MFDUSPMVY�CPUUMFE�XBUFS�OFXTQBQFST

�b.� Route.� 6TFE�UP�TFSWJDF�SPVUJOF�SFQFUJUJPVT�QVSDIBTFT�UIBU�EP�OPU�OFFE�UP�CF�
SFTPME�PO�FBDI�DBMM��4PNFUJNFT�QSJDF�JT�OFHPUJBUFE�PODF�BOE�POMZ�DIBOHFE�PO�
BO�FYDFQUJPO�CBTJT��5IJT�DPODFQU�XBT�IJTUPSJDBMMZ�NPSF�QSFWBMFOU�JO�DPOTVNFS�
MJOFT�	F�H��NJML�EFMJWFSJFT
�CVU�IBT�SFDFOUMZ�TQSFBE�UP�B�WBSJFUZ�PG�DPNNFSDJBM�
BOE�JOEVTUSJBM�TFHNFOUT�

Examples:�0GGJDF�EFMJWFSJFT�PG�DPQJFS�QBQFS�BOE�UPOFS

�c.� Home party.� 4JNJMBS�UP�JOEJWJEVBM�PO�TJUF�TBMFT�UIJT�GPSNBU�UBLFT�UIF�QSPEVDU�
UP�B�HSPVQ�PG�JOEJWJEVBMT�BT�PVUMJOFE�JO�UIF�JOUSPEVDUJPO�

Examples:�5VQQFSXBSF�4OBQ�0O�5PPMT
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�d.� Multilevel Marketing.� 4BMFTQFSTPO�OPU�POMZ�TFMMT�QSPEVDU�CVU�SFDSVJUT�PUIFS�
TBMFTQFPQMF�XIP�CFDPNF�B�MFWFSBHFE�TBMFT�GPSDF�UIBU�HJWFT�UIF�PSJHJOBM�TBMFT-
QFSTPO�B�DPNNJTTJPO�PO�TBMFT��$IBOOFM�DBO�CF�VTFE�GPS�iIJHI�TJ[[MFw�IJHI�
NBSHJO�GBTU�HSPXUI�PQQPSUVOJUJFT�JO�CSBOEFE�EJGGFSFOUJBUFE�QSPEVDUT�

Examples:�"NXBZ�4IBLMFF�/V4LJO�QMVNCJOH�QSPEVDUT� DPTNFUJDT�PUIFS�
HFOFSBM�NFSDIBOEJTF

�e.� Service Merchandising/“Rack Jobbing.w� 4JNJMBS� UP� B� SPVUF�CVU� FYQBOEFE�
UP�QSPWJEF�B�WBSJFUZ�PG�TFSWJDFT�XJUI�UIF�QSPEVDU��0SJHJOBMMZ�UIF�SBDL�KPCCFS�
TPME�TNBMM�DPOTVNFS�JUFNT�UP�HSPDFSZ�TUPSFT�NFSDIBOEJTFE�UIF�QSPEVDU�BOE�
PXOFE�UIF�JOWFOUPSZ�NFSFMZ�QBZJOH�UIF�SFUBJMFS�B�DPNNJTTJPO�GPS�UIF�TQBDF��
5IJT�DPODFQU�JT�FYQBOEJOH�UP�UIF�DPNNFSDJBM�JOEVTUSJBM�BOE�IPNF�NBSLFUT�
JO�B�WBSJFUZ�PG�OJDIFT��NBJOUBJOJOH�B�TUPDLSPPN�PG�PGGJDF�TVQQMJFT�NBJOUBJOJOH�
SFQBJS�QBSUT�TUPDL�TFSWJDJOH�SFQMFOJTIBCMF�JUFNT�JO�UIF�IPNF�TVDI�BT�DIFNJ-
DBMT�QVSJGJFE�XBUFS�TBMU�BOE�TP�PO�

Examples:�4QFDJBMUZ�JUFNT�BOE�HBEHFUT�PS�OPWFMUJFT��QBQFSCBDL�CPPLT�
NBHB[JOFT

 2. Buyer-Initiated Formats.�5IFTF�GPSNBUT�IBWF�CFFO�CVJMU�PO�UIF�DPODFQU�PG�BMM�CVZ-
FST�KPJOJOH�UPHFUIFS�UP�CVZ�MBSHF�RVBOUJUJFT�BU�CFUUFS�QSJDFT��*U�IBT�FYQBOEFE�UP�HJWF�
UIFTF�CVZFST�PUIFS�TFDVSJUJFT�BOE�MFWFSBHF�UIBU�UIFZ�NJHIU�OPU�CF�BCMF�UP�PCUBJO�PO�
UIFJS�PXO�	F�H��QSJWBUF�MBCFMJOH�BEWFSUJTJOH�EFTJHO
��"T�XJUI�UIF�EPPS�UP�EPPS�DPO-
DFQUT�WBSJBUJPOT�PG�UIJT�DPODFQU�BSF�QSPMJGFSBUJOH�UP�NFFU�JOEJWJEVBM�CVZFST��OFFET�

�a�� Co-op� $PNQBOJFT� VTVBMMZ� JO� UIF� TBNF� JOEVTUSZ� DSFBUF� BO� PSHBOJ[BUJPO� JO�
XIJDI�FBDI�NFNCFS�CFDPNFT�B�TIBSFIPMEFS��5IF�PSHBOJ[BUJPO�VTFT�UIF�DPN-
CJOFE�TUSFOHUI�PG�UIF�TIBSFIPMEFST�UP�HFU�FDPOPNJFT�PG�TDBMF�JO�TFWFSBM�CVTJ-
OFTT�BSFBT� TVDI�BT�QVSDIBTJOH�BEWFSUJTJOH�PS�QSJWBUF�MBCFM�NBOVGBDUVSJOH��
5IJT�GPSNBU�JT�HFOFSBMMZ�EFTJHOFE�UP�BMMPX�TNBMM�DPNQBOJFT�UP�DPNQFUF�NPSF�
FGGFDUJWFMZ�XJUI�MBSHF�DPNQFUJUPST��"MUIPVHI�XIPMFTBMFS�EJTUSJCVUPST�DBO�GPSN�
PS�KPJO�DP�PQT�UIFJS�VTF�BT�BO�BMUFSOBUF�DIBOOFM�GPSNBU�NBZ�EJSFDU�CVZFST�GSPN�
OPOXIPMFTBMFST�EJTUSJCVUPST�

Example:�5PQDP

�b. Dealer-Owned-Co-op.� 4JNJMBS� UP� UIF� DP�PQ� GPSNBU� FYDFQU� UIF� DP�PQ� NBZ�
QFSGPSN�NBOZ�PG�UIF�GVODUJPOT�SBUIFS�UIBO�DPOUSBDUJOH�GPS�UIFN�XJUI�UIJSE�
QBSUZ�TVQQMJFST�	F�H��PXO�XBSFIPVTFT
��4IBSFIPMEFST�NFNCFST�BSF�HFOFSBMMZ�
DIBSHFE�B�GFF�GPS�VTBHF�BOE�BMM�QSPGJUT�JO�UIF�DP�PQ�BU�ZFBS�FOE�BSF�SFGVOEBCMF�
UP�UIF�TIBSFIPMEFST�PO�TPNF�QSPSBUFE�CBTJT��*O�NBOZ�JOTUBODFT�UIJT�GPSNBU�
IBT�FMFNFOUT�PG�B�GSBODIJTF�

Example:�%JTUSJCVUJPO�"NFSJDB

�c. Buying Group.� 4JNJMBS�UP�UIF�DP�PQ�FYDFQU�UIF�SFMBUJPOTIJQ�JT�VTVBMMZ�NVDI�
MFTT�TUSVDUVSFE��$PNQBOJFT�DBO�CF�NFNCFST�PG�TFWFSBM�CVZJOH�HSPVQT��5IF�
MPPTF�BGGJMJBUJPO�VTVBMMZ�EPFT�OPU�DPNNJU�UIF�NFNCFST�UP�QFSGPSNBODF��5IJT�
GPSNBU�IBT�UBLFO�PO�B�IPTU�PG�SPMFT��"�HSPVQ�DBO�CVZ�UISPVHI�UIF�XIPMFTBMF�
EJTUSJCVUJPO�DIBOOFM�PS�EJSFDU�GSPN�NBOVGBDUVSFST��0GUFO�XIPMFTBMFS�EJTUSJCV-
UPST�BSF�NFNCFST�PG�CVZJOH�HSPVQT�GPS�MPX�WPMVNF�JUFNT�

Examples:�".$�.BZ�.FSDIBOEJTJOH
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 3. Point-of-Consumption Merchandising Formats.� 5IJT�DPODFQU�IBT�HSPXO�GSPN�
UIF�QSBDUJDF�PG�TUSBUFHJDBMMZ�QMBDJOH�WFOEJOH�NBDIJOFT�XIFSF�EFNBOE�JT�QSFEJDU-
BCMF�BOE�PGUFO�EJTDSFUJPOBSZ�BOE�UIF�DPTU�PG�TFMMJOH�UISPVHI�B�GVMM�UJNF�TBMFTQFS-
TPO�XPVME�CF�UPP�IJHI� UP�OFWFS�CFGPSF� JNBHJOFE�DPNNFSDJBM� JOEVTUSJBM�BOE�
IPNF�NBSLFUT�GPS�QSPEVDUT�BOE�TFSWJDFT��5IF�JODSFBTFE�VTF�PG�UFDIOPMPHZ�BOE�
UFMFDPNNVOJDBUJPOT�IBT�PQFOFE�UIJT�DIBOOFM�UP�FWFO�NPSF�QSPEVDUT�BOE�TFSWJDFT�

�a. Vending/Kiosks.� ,JPTLT�IBWF�IJTUPSJDBMMZ�CFFO�WFSZ�TNBMM�SFUBJM�MPDBUJPOT�UIBU�
DBSSZ�B�WFSZ�OBSSPX�QSPEVDU�MJOF��5ISPVHI�JOUFSBDUJWF�WJEFP�POMJOF�PSEFSJOH�
UFDIOPMPHZ�BOE�BSUJGJDJBM� JOUFMMJHFODF� UIJT� GPSNBU�IBT�CFFO�TJHOJGJDBOUMZ�FO-
IBODFE�BOE�DBO�PQFSBUF�VOBUUFOEFE��*U�JT�BMTP�CFJOH�VTFE�GPS�QPJOU�PG�VTF�EJT-
QFOTJOH�PG�NBJOUFOBODF�TVQQMJFT�BOE�UPPMT��i1VSDIBTFTw�BSF�SFDPSEFE�JO�B�MPH�
CZ�UIF�DPNQVUFS�UP�DPOUSPM�JOWFOUPSZ�TISJOLBHF�BOE�CBMBODF�JOWFOUPSZ�MFWFMT�

Examples:�'JMN�QSPDFTTJOH�DBOEZ�UPCBDDP�DPNQBDU�EJTDT�BOE�UBQFT

 b. Pay-Per-Serving Point of Dispensing.� 1SPEVDU�JT�QSFQBSFE�PS�EJTQFOTFE�CZ�
WFOEJOH�NBDIJOF�BU� UIF� UJNF�PG�QVSDIBTF��7FOEJOH�NBDIJOFT� GPS� TPVQ�BOE�
DPGGFF�TPGU�ESJOLT�BOE�DBOEZ�PS�GPPE�BSF�VTVBM�VTFT�PG�UIJT�GPSNBU�CVU�JU�JT�
FYQBOEJOH�UP�JODMVEF�TVDI�GPPET�BT�QJ[[B�BOE�QBTUB�

Examples:�#FWFSBHFT�GPPE

 c. Computer Access Information.� .BOZ�PG� UIF�DPNQVUFS�BDDFTT� JOGPSNBUJPO�
GPSNBUT�IBWF�OPU�OFDFTTBSJMZ�BMUFSFE�UIF�QSPEVDU�GVODUJPO�	QSPEVDUT�BSF�OPU�
BWBJMBCMF�POMJOF
�CVU�UIFZ�IBWF�TJHOJGJDBOUMZ�BMUFSFE�UIF�TFSWJDF�BOE�JOGPSNB-
UJPO�GVODUJPO�CZ�VODPVQMJOH�UIFN�GSPN�UIF�QSPEVDU��5IJT�BMMPXT�UIF�QSPEVDU�
UP�QBTT�UISPVHI�DIFBQFS�DIBOOFMT�

Examples:�0OMJOF�JOGPSNBUJPO�TFSWJDFT�DBCMF�NPWJFT�OFXT�XJSF�TFSWJDFT�
TIPQQJOH�TFSWJDFT�GPS�HSPDFSJFT

 4. Third-Party Influencer Formats.� 5IFTF�GPSNBUT�BSF�EFTJHOFE�BSPVOE�UIF�DPO-
DFQU�UIBU�BO�PSHBOJ[BUJPO�UIBU�IBT�B�SFMBUJPOTIJQ�XJUI�B�MBSHF�OVNCFS�PG�QFPQMF�
PS�DPNQBOJFT�DBO�QSPWJEF�B�DIBOOFM�GPS�QSPEVDUT�BOE�TFSWJDFT�OPU�USBEJUJPOBMMZ�
BTTPDJBUFE�XJUI�UIF�PSHBOJ[BUJPO�	F�H��B�TDIPPM�TFMMJOH�DBOEZ�UP�UIF�DPNNVOJUZ�
VTJOH�TDIPPM�DIJMESFO�BT�B�TBMFT�GPSDF
��)FSF�BHBJO�UIF�DPODFQU�IBT�CSPBEFOFE�
BDSPTT�CPUI�UIF�DPNNFSDJBM�BOE�JOEVTUSJBM�TFDUPST�BOE�EFFQFOFE�JO�UFSNT�PG�UIF�
QSPEVDUT�BOE�TFSWJDFT�PGGFSFE.

 a. Charity� 5IJT�GPSNBU�UZQJDBMMZ�JOWPMWFT�TBMFT�PG�HPPET�BOE�TFSWJDFT�JO�XIJDI�
UIF�TQPOTPSJOH�DIBSJUBCMF�PSHBOJ[BUJPO�SFDFJWFT�B�DPNNJTTJPO�PO�UIF�TBMF��"MM�
UZQFT�PG�QSPEVDUT�DBO�CF�JODMVEFE�BOE�DBO�CF�TIJQQFE�EJSFDU�PS�PVUTPVSDFE��
4BMFT�GPSDFT�NBZ�CF�OPOQBJE�WPMVOUFFST�

Examples:�.BSLFU�%BZ�8PSME�T�'JOFTU�$IPDPMBUF

�b. Company-Sponsored Program.� &NQMPZFST� DPOUSBDU� XJUI� DPNQBOJFT� GPS�
QSPEVDUT�BOE�TFSWJDFT�GPS�UIFJS�FNQMPZFFT�PS�TFHNFOUT�PG�FNQMPZFFT�PO�BO�
BT�OFFEFE�CBTJT��5IF�QSPWJEFS�IBT�BDDFTT�UP�UIF�FNQMPZFF�CBTF�

Examples:�)FBMUI�DBSF�BOE�ESVH�TFSWJDFT�DBS�NBJOUFOBODF

�c. Premium and Gift Market.� $PNQBOJFT�CVZ�QSPEVDUT�DVTUPNJ[FE�XJUI�DPN-
QBOZ�MPHPT�PS�OBNFT�GPS�TBMF�PS�EJTUSJCVUJPO

Examples:�1FOT�QMBRVFT�BXBSET�5�TIJSUT�OPWFMUJFT
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�d. Product Promotion Mailing with Normal Correspondence.� 1SPNPUJPO�PG�QSPE-
VDUT�JT�EPOF�CZ�NBJMJOH�UP�DVTUPNFST�XJUI�MFUUFST�BOE�QFSIBQT�QIPOF�DBMM�GPMMPX�VQ��
5ZQJDBMMZ�JOWPMWFT�QSPNPUJPOBM�JOTFSUT�XJUI�DSFEJU�DBSE�BOE�PUIFS�CJMMJOHT��-PHJTUJDT�
BOE�PSEFS�GVMGJMMNFOU�BDUJWJUJFT�NBZ�CF�IBOEMFE�CZ�PUIFST�

Examples:�"NFSJDBO�&YQSFTT�7*4"�.BTUFS$BSE

�e. Customer List Cross-Selling.� "O�VOVTVBM�GPSNBU�JO�UIBU�UIF�DVTUPNFS�MJTU�JT�TPME�CZ�
POF�DPNQBOZ�UP�BOPUIFS��*O�FGGFDU�UIF�NBSLFUJOH�GVODUJPO�JT�DJSDVNWFOUFE��4UBSUFE�
JO�UIF�DVTUPNFS�JOEVTUSZ�CVU�NJHSBUJOH�UP�UIF�DPNNFSDJBM�BOE�JOEVTUSJBM�TFHNFOUT�

Examples:�$BUBMPH�DPNQBOJFT�DSFEJU�DBSE�DPNQBOJFT

 5. Catalog and Technology-Aided Formats.� 5IF�UJNF�IPOPSFE�DBUBMPH�NBSLFUJOH�DIBO-
OFM�EBUFT�CBDL�GSPN�UIFJS�VTF�CZ�EFQBSUNFOU�TUPSFT�UP�FYUFOE�NFSDIBOEJTJOH�BCJMJUJFT�
UP�B�QSFEPNJOBOUMZ�SVSBM�6�4��QPQVMBUJPO�PG�UIF�MBUF�����T��$BUBMPH�VTF�IBT�FYQBOEFE�
ESBNBUJDBMMZ�UP�GPMMPX�UIF�CVZJOH�IBCJUT�PG�DPOTVNFST�BOE�JOTUJUVUJPOT��"MUIPVHI�JU�DPO-
UJOVFT�UP�CF�B�UISFBU�UP�USBEJUJPOBM�NFSDIBOU�XIPMFTBMFS�EJTUSJCVUPST�UISPVHI�NBJM�PSEFS�
BOE�MJOLT�UP�UFDIOPMPHZ�DBUBMPHT�BSF�IBWF�CFDPNF�TBMFT�UPPMT�GPS�TPNF�XIPMFTBMFS�
EJTUSJCVUPST��5IF�GPSNBU�TIPVME�CF�FWBMVBUFE�DBSFGVMMZ�JO�BMM�TFDUPST�PG�UIF�NBSLFU�

 a. Specialty Catalogs.� 6TFT�DBUBMPHT�UP�QSPNPUF�B�OBSSPX�SBOHF�PG�TQFDJBM�QSPEVDUT�
PS�TFSWJDFT��.BJMJOHT�BSF�NBEF�UP�QPUFOUJBM�BOE�SFQFBU�DVTUPNFST��0SEFST�DPNF�JO�CZ�
NBJM�PS�QIPOF�

Examples:�&EEJF�#BVFS�#BTT�1SP�4IPQT�8JMMJBNT�4POPNB

�b. Business-to-Business Catalogs.� 4JNJMBS�UP�TQFDJBMUZ�DBUBMPHT�FYDFQU�UIBU�UIF�QSPE-
VDU�BOE�DVTUPNFS�GPDVT�JT�PO�CVTJOFTT�

Examples:�.PPSF�#VTJOFTT�'PSNT�(MPCBM�$PNQV"EE�%BNBSU

 c. Television Home Shopping and Satellite Networks.� )FBWJMZ�EFQFOEFOU�PO�UFDI-
OPMPHZ�UIFTF�NFUIPET�PGGFS�TIPQQJOH�JO�UIF�DPNGPSU�PG�ZPVS�PXO�IPNF��"MTP�IBT�
CVTJOFTT�BQQMJDBUJPO��0SEFST�BSF�QMBDFE�CZ�QIPOF�

Example:�)PNF�4IPQQJOH�/FUXPSL

 d. Interactive Merchandising.� $PVME�FNCPEZ�NBOZ�PG�UIF�BUUSJCVUFT�PG�UIF�UISFF�QSF-
DFEJOH�UZQFT�CVU�BMTP�BMMPXT�GPS�FYUFOTJWF�JOUFSBDUJWF�JO�TUPSF�DBQBCJMJUJFT�BT�XFMM�
BT�POMJOF�PSEFSJOH��*U�NBZ�PGGFS�JOWFOUPSZ�DIFDLJOH�PS�QIZTJDBM�NPEFMJOH�DBQBCJMJUJFT�
BOE�VOVTVBMMZ�FYUFOTJWF�DPNNVOJDBUJPO�MJOLBHFT�

Examples:�'MPSTIFJN�LJUDIFO�QMBOOJOH�DPNQVUFST�JO�EP�JU�ZPVSTFMG�IPNF�DFOUFST

 e. Third-Party Catalog Services.� $BUBMPH�TFMMJOH�GPSNBU�JO�XIJDI�POF�PS�NPSF�TVQQMJ-
FST�QSPWJEF�B�DPNCJOFE�DBUBMPH�GPS�B�HSPVQ�PG�DVTUPNFST�GSFRVFOUJOH�B�DFSUBJO�QMBDF�

Examples:�"JSMJOF�JO�GMJHIU�NBHB[JOFT�BOE�DBUBMPHT�JO�SPPN�IPUFM�QVCMJDBUJPOT

 f. Trade Shows.�"�GPSNBU�VTFE�JO�TPNF�TFHNFOUT�GPS�EJSFDU�TBMFT�PSEFS�BDUJWJUJFT��4VQQMJFST�
TFMM�GSPN�CPPUIT�BU�NBKPS�USBEF�TIPXT�PS�DPOWFOUJPOT��"MTP�VTFE�GPS�SFUBJM�BQQMJDBUJPOT�

Examples:�#PBUT�DBST�IBSEXBSF�TPGUXBSF�BQQMJDBUJPOT

 g. Database Marketing.� %BUBCBTFT�PG�DVTUPNFS�CVZJOH�IBCJUT�BOE�EFNPHSBQIJDT�BSF�
BOBMZ[FE�UP�FOBCMF�UIF�DPNQBOZ�UP�UBSHFU�DVTUPNFST�GPS�GVUVSF�NBJMJOH��"MTP�VTFE�GPS�
SFUBJM�BQQMJDBUJPOT�

Examples:�-BSHF�HSPDFSZ�DPOTVNFS�QSPEVDUT�DPNQBOJFT�UFMFQIPOF�DPNQBOJFT
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LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�6OEFSTUBOE�UIF�DFOUSBM�SPMF�QMBZFE�CZ�FOE�VTFST�BOE�UIFJS�EFNBOET�JO�UIF�EFTJHO�
PG�NBSLFUJOH�DIBOOFMT�

t�%FGJOF�iTFSWJDF�PVUQVUTw�BOE�JEFOUJGZ�BOE�BOBMZ[F�UIFN�

t�3FDPHOJ[F�IPX�UP�EJWJEF�B�NBSLFU�JOUP�DIBOOFM�TFHNFOUT�GPS�UIF�QVSQPTFT�PG�
NBSLFUJOH�DIBOOFM�EFTJHO�PS�NPEJGJDBUJPO�

t�6OEFSTUBOE�IPX�UP�UBSHFU�DIBOOFM�TFHNFOUT�UP�PQUJNJ[F�TBMFT�BOE�QSPGJUT�

t�&WBMVBUF�XIFO�BOE�XIFUIFS�UP�USZ�UP�NFFU�BMM�FYQSFTTFE�TFSWJDF�PVUQVU�EFNBOET�JO�
UIF�TIPSU�SVO�JO�B�QBSUJDVMBS�NBSLFU�

t�%FTDSJCF�UIF�SFMBUJPOTIJQ�CFUXFFO�TFSWJDF�PVUQVU�EFNBOET�BOE�TPMVUJPOT�UP�PWFSBMM�
DIBOOFM�EFTJHO�QSPCMFNT�

%FWFMPQJOH�B�NBSLFUJOH�DIBOOFM�TUSBUFHZ�TJNJMBS�UP�NBOZ�PUIFS�NBSLFUJOH�BDUJWJ�
UJFT�NVTU�TUBSU�XJUI�UIF�FOE�VTFS�FWFO�GPS�B�NBOVGBDUVSFS�UIBU�EPFT�OPU�TFMM�
EJSFDUMZ�UP�FOE�VTFST��'PS�FYBNQMF�B�NBOVGBDUVSFS�TFMMJOH�UISPVHI�B�EJTUSJCVUPS�

NBZ�CPPL�B�TBMF�JG�UIF�EJTUSJCVUPS�CVZT�TPNF�JOWFOUPSZ�CVU�VMUJNBUFMZ�JU�JT�UIF�FOE�VTFS�
XIP�IPMET�UIF�iQPXFS�PG�UIF�QVSTF�w�5IFSFGPSF�UIF�NBOVGBDUVSFS�T�MFWFM�PG�EFNBOE�
GSPN�UIF�EJTUSJCVUPS�EFSJWFT�POMZ�GSPN�UIF�VMUJNBUF�FOE�VTFST��*O�UVSO�B�DIBOOFM�NBO�
BHFS�OFFET�UP�VOEFSTUBOE�UIF�OBUVSF�PG�FOE�VTFST��EFNBOET�CFGPSF�IF�PS�TIF�DBO�EFTJHO�
BO�FGGFDUJWF�DIBOOFM�UIBU�NFFUT�PS�FYDFFET�TVDI�EFNBOET��5IF�NPTU�VTFGVM�JOTJHIUT�GPS�
DIBOOFM�EFTJHO�BSF�OPU�BCPVU�what�FOE�VTFST�XBOU�UP�DPOTVNF�CVU�SBUIFS�how�UIFZ�
XBOU�UP�CVZ�BOE�VTF�UIF�QSPEVDUT�PS�TFSWJDFT�CFJOH�QVSDIBTFE��*O�UIJT�DIBQUFS�XF�UIVT�
BTTVNF�BT�B�HJWFO�UIBU�UIFSF�JT�B�WJBCMF�QSPEVDU�GPS�UIF�NBSLFU�UP�GPDVT�NPSF�TQFDJGJ�
DBMMZ�PO�VOEFSTUBOEJOH�how�UP�TFMM�UIJT�PGGFSJOH�SBUIFS�UIBO�PO�XIBU�UP�TFMM�

C H A P T E R  2

End-User Analysis: 
Segmenting and 
Targeting

PART II Designing Channel Strategies
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5IJT�DIBQUFS�BMTP�GPDVTFT�PO�UIF�end-user�PS� UIF�EFNBOE�TJEF�PG�NBSLFUJOH�
DIBOOFM�TUSBUFHZ�	J�F��EPXOTUSFBN�TJEF
�CZ�EFTDSJCJOH�FOE�VTFS�CFIBWJPS��*O�FWFSZ�
NBSLFU�FOE�VTFST�IBWF�WBSZJOH�QSFGFSFODFT�BOE�EFNBOET�GPS�service outputs� UIBU�
DBO�SFEVDF�UIFJS�TFBSDI�XBJUJOH�UJNF�TUPSBHF�BOE�PUIFS�DPTUT��(SPVQJOH�FOE�VTFST�
CZ� UIFJS�TFSWJDF�PVUQVU�EFNBOET�	BT�PQQPTFE�UP�QSFGFSFODFT� GPS�QIZTJDBM�QSPEVDU�
BUUSJCVUFT
�IFMQT�VT�EFGJOF�QPUFOUJBM�UBSHFU�NBSLFU�TFHNFOUT�BOE�UIFO�EFTJHO�TQFDJGJD�
NBSLFUJOH�DIBOOFM�TPMVUJPOT�

UNDERSTANDING THE IMPORTANCE OF SEGMENTATION

&OE�VTFST�	XIFUIFS�CVTJOFTT�UP�CVTJOFTT�CVZFST�PS� JOEJWJEVBM�DPOTVNFST
�QVSDIBTF�
QSPEVDUT�BOE�TFSWJDFT�PG�FWFSZ�TPSU��:FU�JO�NPTU�DBTFT�UIFZ�DPOTJEFS�NPSF�UIBO�KVTU�
UIF�QSPEVDU� JNQPSUBOU��5IJT�DIBQUFS�T�TJEFCBS�PO�DPSQPSBUF�QFSTPOBM�DPNQVUFS�	1$
�
QVSDIBTFT�JMMVTUSBUFT�UIJT�JEFB��"�QBSUJDVMBS�QSPEVDU�PS�TFSWJDF�DBO�CF�CPVHIU�JO�NVM�
UJQMF�XBZT��5IF�QSPEVDU�TUBZT�UIF�TBNF�CVU� UIF�NFUIPE�PG�CVZJOH�BOE�TFMMJOH�UIF�
QSPEVDU�BOE�UIF�BTTPDJBUFE�TFSWJDFT�UIBU�BDDPNQBOZ�UIF�QSPEVDU�WBSZ��*O�DPSQPSBUF�
1$�QVSDIBTFT�TNBMM� UP�NFEJVN�TJ[FE�DPSQPSBUF�CVZFST�DBO�DIPPTF�CFUXFFO�CVZJOH�
1$T�EJSFDUMZ�GSPN�UIF�NBOVGBDUVSFS�PS�UISPVHI�B�DPSQPSBUF�TVQQMJFS�TVDI�BT�$%8��5IF�
DIPJDF�MJLFMZ�EFQFOET�PO�UIF�LJOET�PG�DVTUPNFS�TFSWJDFT�PGGFSFE�CZ�$%8�XIJDI�BSF�
UBJMPSFE�TQFDJGJDBMMZ�UP�UIJT�TFHNFOU�PG�CVZFS��5IJT�BOE�PUIFS�TFSWJDF�PVUQVUT�PGGFSFE�
UISPVHI�UIF�$%8�DIBOOFM�DSFBUF�B�product + service output bundle� UIBU�UIJT�UBS�
HFUFE�DVTUPNFS�SFBMMZ�WBMVFT�

&WFO�XIFO�UIF�QSPEVDU�DBO�CF�TUBOEBSEJ[FE�BDSPTT�HMPCBM�NBSLFUT�UIF�XBZ�UIF�
VTFS�XBOUT� UP�CVZ�UIF�QSPEVDU�PGUFO�SFNBJOT�VOJRVF�UP�FBDI�DPVOUSZ��3FTFBSDIFST�
BSHVF�UIBU�PG�UIF�GPVS�TUBOEBSE�NBSLFUJOH�NJY�WBSJBCMFT�	QSPEVDU�QSPNPUJPO�QSJDFT�
QMBDF
� UIF�QMBDF�PS�channel strategy� JT�PGUFO�UIF� MFBTU�BNFOBCMF� UP�HMPCBM�TUBO�
EBSEJ[BUJPO�1�$IBOOFM�NBOBHFST�SFTQPOTJCMF�GPS�EFTJHOJOH�DIBOOFM�TUSBUFHJFT�UP�QFO�
FUSBUF�HMPCBM�NBSLFUT� UIVT�OFFE�UP�TFHNFOU�FOE�VTFST��OFFET�FWFO�JG�TUBOEBSEJ[FE�
BQQSPBDIFT�DBO�XPSL�GPS�BEWFSUJTJOH�PS�QSPEVDU�EFTJHO�

Personal computers have become virtually com-
modity products. The technology is well enough 
established that buyers know they can purchase a 
computer with a given combination of character-
istics (e.g., memory space, weight, speed, moni-
tor quality) from multiple manufacturers. In such a 
market, two questions immediately emerge:

 1. How can any manufacturer differentiate 
itself from the competitive crowd to gain 
disproportionate market share and/or mar-
gins higher than purely competitive ones?

 2. What role might an intermediary play when 
the product purchase appears to be a 
straight commodity one?

CDW (formerly known by its expanded name, 
Computer Discount Warehouse) has risen to the 
challenge by adopting an enduring role as a valued 
intermediary in specific market segments—particu-
larly small and medium-sized business buyers and 
government/educational markets. In this process, 
it also has attracted the attention and business of 
major computer makers.

Sidebar 2-1
CDW and PC purchases by small to medium-sized business buyers2
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When serving small to medium-sized busi-
ness buyers, CDW recognizes that it is not just a 
PC (or a set of PCs) being purchased but rather the 
products and the ancillary valued services accom-
panying them. The firm argues that it serves as the 
chief technical officer of small firms. What does this 
mean in terms of the demand for and supply of 
service outputs, along with the product purchased?

t� $%8�JT�B�LFZ�QSPWJEFS�PG�advice and exper-
tise to buyers, pertaining to everything from 
the appropriate configuration of products to 
buy to the set-up of a local area network. 
CDW is also available after the purchase if 
any customer service problems arise.

t� $%8�QSJEFT� JUTFMG� PO� JUT� speed of delivery; 
99 percent of orders are shipped the day 
they are received. The company can make 
this promise because of its investment in 
a 400,000-square-foot warehouse, which 
 permits it to hold significant speculative 
inventory and avoid stockouts.

t� $%8� PGGFST� EJGGFSFOU� customer service 
options: A customer can buy online, with-
out a great deal of sales help, but CDW also 
assigns a salesperson to every account, even 
small, online purchase accounts. This ser-
vice output gives the buyer access to a per-
son to talk to if any questions or problems 
arise, and it increases the buyer’s flexibility 
in terms of how to shop. The salesperson 
has no incentive to be overly aggressive, 
because a sale results in the same commis-
sion, whether the customer orders online or 
through the salesperson. A CDW salesperson 
goes through four months of training before 
being allowed to serve customers, so his or 
her level of expertise and professionalism is 
high enough to serve the customer well.

t� $%8�PGGFST�JUT�DVTUPNFST�CSPBE�assortment 
and variety. A small business buyer can buy 
directly from a manufacturer, such as Dell or 
Hewlett-Packard, but that means restricting 
him- or herself to one manufacturer’s prod-
uct line. Buying through CDW gives the buy-
er access to many different brands, which 
can be useful when putting components 
together in the optimal computer systems. 
CDW enhances the effective assortment 
available by also refiguring products before 
shipping them out, to customize them to the 
demands of the business buyer.

How well does CDW compare to the com-
petition? Offering high levels of service outputs is 
great, but the question always remains: How well 
did the channel perform against other routes to 
market through which a customer can buy? When 
CDW faced a strong challenge from Dell Computer, 
offering 0 percent financing for the first time, 
together with free shipping and rebate programs, 
how did CDW withstand the competitive attack? 
For an individual buyer, such questions take on a 
different perspective: How much are CDW’s extra 
service outputs worth to my company? For the 
buyer that values quick delivery, assortment, and 
CDW’s targeted customer service, the apparent 
price premium is well worth the money, because 
it saves the buyer the cost of acquiring those ser-
vices in another way (or the cost of not getting the 
desired level of service).

Thus, CDW’s strategy of focusing on a par-
ticular subset of all computer buyers and provid-
ing valued service outputs to them, along with a 
quality product, has helped the company cement 
its relationships with these buyers, while also mak-
ing it a preferred intermediary channel partner to 
key manufacturers.

Continued

5IFTF�FYBNQMFT�TVHHFTU�B�OFFE�UP�JEFOUJGZ�how�FOE�VTFST�XBOU�UP�CVZ�BT�XFMM�BT�
what�UIFZ�IPQF�UP�QVSDIBTF��%JGGFSFOU�FOE�VTFST�IBWF�EJGGFSFOU�OFFET��VOEFSTUBOEJOH�
BOE�SFTQPOEJOH�UP�UIPTF�EFNBOET�DBO�DSFBUF�OFX�CVTJOFTT�PQQPSUVOJUJFT�GPS�NBOVGBD�
UVSFST�	BOE�GBJMJOH�UP�VOEFSTUBOE�UIFN�DBO�TIPSU�DJSDVJU�TVDI�PQQPSUVOJUJFT
��8F�UIVT�
UVSO�UP�B�EJTDVTTJPO�PG�UIF�UZQFT�PG�QSFGFSFODFT�UIBU�BSF�NPTU�DSJUJDBM�UP�FWBMVBUF�XIFO�
TFHNFOUJOH�FOE�VTFST�CZ�EFGJOJOH�UIF�DPODFQU�PG�TFSWJDF�PVUQVUT�
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END-USER SEGMENTATION CRITERIA: SERVICE OUTPUTS

"O�FYJTUJOH�GSBNFXPSL�DPEJGJFT�BOE�HFOFSBMJ[FT�IPX�FOE�VTFST�XBOU�UP�CVZ�B�QBSUJDVMBS�
QSPEVDU�BT�B�CBTJT�GPS�EFUFSNJOJOH�DIBOOFM�TUSVDUVSF�3�8F�VTF�UIJT�BQQSPBDI�UP�EJTDVTT�
IPX�UP�TFHNFOU�UIF�NBSLFU�GPS�DIBOOFM�EFTJHO�QVSQPTFT��4QFDJGJDBMMZ�UIJT�GSBNFXPSL�
BTTFSUT�UIBU�DIBOOFM�TZTUFNT�FYJTU�BOE�SFNBJO�WJBCMF�PWFS�UJNF�CFDBVTF�UIFZ�QFSGPSN�
EVUJFT�UIBU�SFEVDF�FOE�VTFST��TFBSDI�XBJUJOH�UJNF�TUPSBHF�PS�PUIFS�DPTUT��5IFTF�CFO�
FGJUT�BSF�UIF�service outputs�PG�UIF�DIBOOFM��"MM�FMTF�CFJOH�FRVBM�	F�H�ùQSJDF�QIZTJDBM�
QSPEVDU�BUUSJCVUFT
�end-users prefer a marketing channel that provides more service 
outputs��5IFTF�TFSWJDF�PVUQVUT�JO�UVSO�DBO�CF�DMBTTJGJFE�JOUP�TJY�HFOFSBM�DBUFHPSJFT�

 1. #VML�CSFBLJOH
 2. 4QBUJBM�DPOWFOJFODF
 3. 8BJUJOH�PS�EFMJWFSZ�UJNF
 4. 1SPEVDU�WBSJFUZ
 5. $VTUPNFS�TFSWJDF
 6. *OGPSNBUJPO�TIBSJOH

5IJT�MJTU�JT�HFOFSJD�BOE�DBO�CF�DVTUPNJ[FE�UP�BOZ�QBSUJDVMBS�BQQMJDBUJPO�CVU�UIF�
TJY�TFSWJDF�PVUQVUT�DPWFS�UIF�NBJO�DBUFHPSJFT�PG�OFFET�UIBU�FOE�VTFST�EFNBOE�GSPN�
VQTUSFBN�DIBOOFM�QBSUOFST�

Bulk Breaking

Bulk breaking�SFGFST�UP�UIF�FOE�VTFS�T�BCJMJUZ�UP�CVZ�B�EFTJSFE�	QPTTJCMZ�TNBMM
�OVNCFS�
PG�VOJUT�FWFO�JG�UIF�QSPEVDU�PS�TFSWJDF�PSJHJOBMMZ�XBT�QSPEVDFE�JO�MBSHF�CBUDI�QSPEVD�
UJPO�MPU�TJ[FT��8IFO�UIF�DIBOOFM�TZTUFN�BMMPXT�FOE�VTFST�UP�CVZ�JO�TNBMM�MPUT�QVSDIBTFT�
NPSF�FBTJMZ�TVQQPSU�DPOTVNQUJPO�SFEVDJOH�UIF�OFFE�GPS�FOE�VTFST�UP�DBSSZ�VOOFDFT�
TBSZ�JOWFOUPSZ��)PXFWFS�JG�FOE�VTFST�NVTU�QVSDIBTF�MBSHFS�MPUT�	J�F��CFOFGJU�MFTT�GSPN�
CVML�CSFBLJOH
�TPNF�EJTQBSJUZ�FNFSHFT�CFUXFFO�QVSDIBTJOH�BOE�DPOTVNQUJPO�QBU�
UFSOT�CVSEFOJOH�FOE�VTFST�XJUI�QSPEVDU�IBOEMJOH�BOE�TUPSBHF�DPTUT��5IF�NPSF�CVML�
CSFBLJOH�UIF�DIBOOFM�EPFT�UIF�TNBMMFS�UIF�MPU�TJ[F�FOE�VTFST�DBO�CVZ�BOE�UIF�IJHIFS�
JT�UIF�DIBOOFM�T�TFSWJDF�PVUQVU�MFWFM�XIJDI�MJLFMZ�MFBET�UIF�FOE�VTFS�UP�CF�NPSF�XJMMJOH�
UP�QBZ�B�IJHIFS�QSJDF�UIBU�DPWFST�UIF�DPTUT�UP�UIF�DIBOOFM�PG�QSPWJEJOH�TNBMM�MPU�TJ[FT�

5IF�DPNNPO�QSBDUJDF�PG�DIBSHJOH�MPXFS�QFS�VOJU�QSJDFT�GPS�MBSHFS�QBDLBHF�TJ[FT�
JO�GSFRVFOUMZ�QVSDIBTFE�DPOTVNFS�QBDLBHFE�HPPET�DBUFHPSJFT�BU�HSPDFSZ�TUPSFT�JT�B�
XFMM�LOPXO�FYBNQMF�PG�UIJT�QIFOPNFOPO��$POTJEFS�IPX�B�GBNJMZ�NJHIU�CVZ�MBVOESZ�
EFUFSHFOU�BU�IPNF�WFSTVT�XIFO�SFOUJOH�B�WBDBUJPO�IPVTF��"U�IPNF�UIF�GBNJMZ�MJLFMZ�
CVZT�UIF�MBSHF�FDPOPNZ�TJ[F�PG�EFUFSHFOU�QFSIBQT�BU�B�TVQFSNBSLFU�PS�IZQFSNBSLFU�
CFDBVTF�JU�JT�FBTZ�UP�TUPSF�JO�UIF�MBVOESZ�SPPN�BU�IPNF�BOE�FWFOUVBMMZ�UIF�GBNJMZ�XJMM�
VTF�VQ�UIBU� MBSHF�CPUUMF�PG�EFUFSHFOU��5IF�MBSHF�CPUUMF�JT�DPNQBSBUJWFMZ�JOFYQFOTJWF�
QFS�GMVJE�PVODF��#VU�XIFO�PO�WBDBUJPO�GPS�B�XFFL�BU�B�SFOUBM�DPUUBHF�UIF�GBNJMZ�MJLFMZ�
QSFGFST�B�TNBMM�CPUUMF�PG�EFUFSHFOU�EFTQJUF�JUT�NVDI�IJHIFS�QSJDF�QFS�GMVJE�PVODF�
CFDBVTF�UIFZ�EP�OPU�XBOU�UP�FOE�UIF�XFFL�XJUI�B�MBSHF�BNPVOU�MFGU�PWFS�	XIJDI�UIFZ�
XJMM�QSPCBCMZ�IBWF�UP�MFBWF�BU�UIF�DPUUBHF
��.PTU�WBDBUJPOFST�BSF�OPU�BU�BMM�TVSQSJTFE�
PS�FWFO�SFMVDUBOU�UP�QBZ�B�DPOTJEFSBCMZ�IJHIFS�QSJDF�QFS�PVODF�GPS�UIF�DPOWFOJFODF�
PG�CVZJOH�BOE�VTJOH�B�TNBMMFS�CPUUMF�PG�EFUFSHFOU�XIFO�PO�WBDBUJPO��*OEFFE�JU�FWFO�
JT�NPSF�DPNNPO�GPS�VOJU�QSJDFT�GPS�TVDI�QSPEVDUT�UP�CF�NVDI�IJHIFS�JO�SFTPSU�UPXO�
TVQFSNBSLFUT�UIBO�JO�TVQFSNBSLFUT�PS�IZQFSNBSLFUT�TFSWJOH�QFSNBOFOU�SFTJEFOUT�4
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8JUI�UIFTF�FYBNQMFT�XF�BTTVNF�UIBU�UIF�NPSF�BO�FOE�VTFS�DPOTVNFT�UIF�NPSF�
VUJMJUZ�IF�PS�TIF�BUUBJOT��)PXFWFS�OPU�BMM�HPPET�BSF�iHPPE�w�$POTVNFST�BTTFTT�UIF�
QSPT�BOE�DPOT�PG�FBDI�JUFN�UIFZ�QVSDIBTF��JO�UIF�DBTF�PG�WJDF�HPPET�TVDI�BT�DPPLJFT�
PS�TPEB�UIFZ�NBZ�XBOU�UP�QVSDIBTF�MJNJUFE�QPSUJPOT�UP�IFMQ�UIFN�TUBZ�IFBMUIZ��5IVT�
GJSNT�DBO�QSPGJU�NPSF�GSPN�TFMMJOH�TNBMMFS�QBDLBHFT�XIFO�UIF�HFOFSBM�DPOTVNFS�GJOET�
B�TNBMM�QPSUJPO�NPSF�BDDFQUBCMF�5

Spatial Convenience

Spatial convenience�QSPWJEFE�CZ�NBSLFU�EFDFOUSBMJ[BUJPO�JO�XIPMFTBMF�BOE�PS�SFUBJM�
PVUMFUT�JODSFBTFT�DPOTVNFST��TBUJTGBDUJPO�CZ�SFEVDJOH�USBOTQPSUBUJPO�SFRVJSFNFOUT�BOE�
TFBSDI�DPTUT��$PNNVOJUZ�TIPQQJOH�DFOUFST�OFJHICPSIPPE�TVQFSNBSLFUT�DPOWFOJFODF�
TUPSFT�WFOEJOH�NBDIJOFT�BOE�HBT�TUBUJPOT�BSF�CVU�B�GFX�FYBNQMFT�PG�UIF�WBSJFE�DIBO�
OFM�GPSNT�EFTJHOFE�UP�TBUJTGZ�DPOTVNFST��EFNBOET�GPS�TQBUJBM�DPOWFOJFODF��#VTJOFTT�
CVZFST�WBMVF�TQBUJBM�DPOWFOJFODF�UPP��5IF�CVTJOFTT�1$�CVZFS�BQQSFDJBUFT�UIBU�$%8�
EFMJWFST�1$T�EJSFDUMZ�UP�UIF�QMBDF�PG�CVTJOFTT�BT�XFMM�BT�DPNJOH�UP�QJDL�VQ�DPNQVUFST�
UIBU�OFFE�TFSWJDF�

Waiting Time

Waiting time� JT� UIF� UJNF� UIBU� UIF� FOE�VTFS� NVTU� XBJU� CFUXFFO� PSEFSJOH� BOE�
�SFDFJWJOH� UIF�HPPET�PS�QPTUTBMFT�TFSWJDF��5IF� MPOHFS� UIF�XBJUJOH� UJNF� UIF�NPSF�
JODPOWFOJFOU�JU� JT�GPS�UIF�FOE�VTFS�XIP�NVTU�QMBO�PS�QSFEJDU�DPOTVNQUJPO�MFWFMT�
GBS�JO�BEWBODF��6TVBMMZ�UIF�MPOHFS�FOE�VTFST�BSF�XJMMJOH�UP�XBJU�UIF�NPSF�DPNQFO�
TBUJPO�	J�F��MPXFS�QSJDFT
�UIFZ�SFDFJWF�XIFSFBT�RVJDL�EFMJWFSZ�JT�BTTPDJBUFE�XJUI�B�
IJHIFS�QSJDF�QBJE��5IJT�USBEF�PGG�JT�FWJEFOU�JO�$%8�T�QPTJUJPOJOH�GPS�JUT�TNBMM�BOE�
NFEJVN�CVTJOFTT�CVZFST��*O�SFTQPOTF�UP�RVFSJFT�BCPVU�UIF�UISFBU�PG�MPXFS�QSJDFE�
DPNQVUFST�GSPN�%FMM�$PNQVUFS�UIF�$&0�PG�$%8�SFTQPOEFE�i8F�BSF�TFMEPN�CFMPX�
%FMM�T�QSJDF�CVU�XF�HFU� JU� UP�ZPV� GBTUFSw�TIJQQJOH� JO���EBZ�WFSTVT� JO� UIF���o���
EBZT�%FMM�SFRVJSFE�6

5IF�JOUFOTJUZ�PG�EFNBOE�GPS�RVJDL�EFMJWFSZ�WBSJFT�GPS�UIF�QVSDIBTF�PG�original 
equipment�	GPS�XIJDI�JU�NBZ�CF�MPXFS
�WFSTVT�UIF�QVSDIBTF�PG�postsales service�	GPS�
XIJDI�JU�JT�GSFRVFOUMZ�WFSZ�IJHI
��$POTJEFS�B�IPTQJUBM�QVSDIBTJOH�BO�FYQFOTJWF�VMUSB�
TPVOE�NBDIJOF�� *UT�PSJHJOBM�NBDIJOF�QVSDIBTF� JT�FBTZ�UP�QMBO�BOE�UIF�IPTQJUBM� JT�
VOMJLFMZ�UP�CF�XJMMJOH�UP�QBZ�B�IJHIFS�QSJDF�GPS�RVJDL�EFMJWFSZ�PG�UIF�NBDIJOF�JUTFMG��
)PXFWFS�JG�UIF�VMUSBTPVOE�NBDIJOF�CSFBLT�EPXO�UIF�EFNBOE�GPS�RVJDL�SFQBJS�TFSWJDF�
NBZ�CF�WFSZ�JOUFOTF�BOE�UIF�IPTQJUBM�NBZ�CF�XJMMJOH�UP�QBZ�B�QSJDF�QSFNJVN�GPS�B�
TFSWJDF�DPOUSBDU�UIBU�QSPNJTFT�TQFFEZ�TFSWJDF��*O�TVDI�DBTFT�B�TPQIJTUJDBUFE�DIBOOFM�
NBOBHFS�NVTU�QSJDF�UIF�QSPEVDU�WFSTVT�QPTUTBMFT�TFSWJDF�QVSDIBTFT�WFSZ�EJGGFSFOUMZ�UP�
SFGMFDU�UIF�EJGGFSFOU�DPODBUFOBUJPO�BOE�JOUFOTJUZ�PG�EFNBOE�GPS�UIFTF�TFSWJDF�PVUQVUT��
4JNJMBSMZ�BJSMJOF�UJDLFU�QSJDFT�DIBOHF�BT�UIF�EFQBSUVSF�EBUF�BQQSPBDIFT�UP�BDDPVOU�GPS�
CPUI�UIF�OVNCFS�PG�TFBUT�SFNBJOJOH�BOE�UIF�MPXFS�QSJDF�TFOTJUJWJUZ�PG�CVTJOFTT�USBWFM�
FST�XIP�OFFE�UP�SFBDI�B�TQFDJGJD�EFTUJOBUJPO�BOE�EP�OPU�XBOU�UP�XBJU�7

"OPUIFS�FYBNQMF�DPNCJOFT�EFNBOET�GPS�CVML�CSFBLJOH�TQBUJBM�DPOWFOJFODF�BOE�
EFMJWFSZ�UJNF��*O�UIF�CFFS�NBSLFU�JO�.FYJDP�VOEFSTUBOEJOH�NBSLFU�EFNBOET�SFRVJSFT�
BO�VOEFSTUBOEJOH�PG�UIF�NBSLFU�T�BOE�DPOTVNFST��FOWJSPONFOUBM�DIBSBDUFSJTUJDT�BOE�
DPOTUSBJOUT��"�NBSLFU�XJUI�MJNJUFE�JOGSBTUSVDUVSBM�EFWFMPQNFOU�VTVBMMZ�JT�DIBSBDUFSJ[FE�
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CZ�DPOTVNFST�XJUI�IJHI�EFNBOET�GPS�TFSWJDF�PVUQVUT�TVDI�BT�TQBUJBM�DPOWFOJFODF�
	J�F��DPOTVNFST�DBOOPU�USBWFM�FBTJMZ�UP�SFNPUF�SFUBJM�MPDBUJPOT
�NJOJNBM�XBJUJOH�UJNF�
GPS�HPPET�BOE�FYUFOTJWF�CVML�CSFBLJOH�	DPOTVNFST�MBDL�TVGGJDJFOU�EJTQPTBCMF�JODPNF�
UP�LFFQ�iCBDLVQ�TUPDLTw�PG�HPPET�JO�UIFJS�IPNFT�JO�DBTF�PG�SFUBJM�TUPDL�PVUT
��*O�UIF�
.FYJDBO�NBSLFU�NBKPS�CFFS�NBOVGBDUVSFST�TFMM�UISPVHI�HSPDFSZ�TUPSFT�MJRVPS�TUPSFT�
BOE�IZQFSNBSLFUT�BT�XFMM�BT�UISPVHI�SFTUBVSBOUT��"T�BO�BEEJUJPOBM�DIBOOFM�UIPVHI�
UIFZ�TFMM�CFFS� UISPVHI�WFSZ�TNBMM� MPDBM�EJTUSJCVUPST�BQBSUNFOU�SFTJEFOUT�XIP�CVZ�
B�TNBMM�LFH�PG�CFFS�BOE�SFTFMM� JU�CZ�UIF�CPUUMF�UP�OFJHICPSIPPE�CVZFST�XIP�DBOOPU�
BGGPSE�B�TJY�QBDL��5IF�FOE�VTFST�BMTP�VTVBMMZ�QSPWJEF�UIFJS�PXO�	XBTIFE�VTFE
�CFFS�
CPUUMFT�GPS�UIF�iMPDBMw�EJTUSJCVUPS�UP�GJMM��5IF�NBOVGBDUVSFS�WBMVFT�UIJT�DIBOOFM�CFDBVTF�
UIF�PUIFS�TUBOEBSE�SFUBJM�DIBOOFMT�DBOOPU�NFFU�UIF�JOUFOTF�TFSWJDF�PVUQVU�EFNBOET�PG�
UIFTF�MPXFS�FOE�DPOTVNFST�

Product Variety and Assortment

8IFO�UIF�CSFBEUI�PG�UIF�WBSJFUZ�PS�UIF�EFQUI�PG�UIF�QSPEVDU�BTTPSUNFOU�BWBJMBCMF�UP�
FOE�VTFST� JT�HSFBUFS�TP�BSF� UIF�PVUQVUT�PG� UIF�NBSLFUJOH�DIBOOFM�TZTUFN�CVU�BMTP�
TP�BSF�UIF�PWFSBMM�EJTUSJCVUJPO�DPTUT�CFDBVTF�PGGFSJOH�HSFBUFS�BTTPSUNFOU�BOE�WBSJ�
FUZ�NFBOT�DBSSZJOH�NPSF�JOWFOUPSZ��Variety�EFTDSJCFT�HFOFSJDBMMZ�EJGGFSFOU�DMBTTFT�PG�
HPPET�UIBU�DPOTUJUVUF�UIF�QSPEVDU�PGGFSJOH�OBNFMZ�UIF�breadth�PG�QSPEVDU�MJOFT��5IF�
UFSN�assortment� JOTUFBE�SFGFST� UP� UIF�depth�PG�QSPEVDU�CSBOET�PS�NPEFMT�PGGFSFE�
XJUIJO�FBDI�HFOFSJD�QSPEVDU�DBUFHPSZ��%JTDPVOU�EFQBSUNFOU�TUPSFT�TVDI�BT�,PIM�T�PS�
8BM�.BSU�IBWF�MJNJUFE�BTTPSUNFOUT�PG�GBTU�NPWJOH� MPX�QSJDFE�JUFNT�BDSPTT�BT�XJEF�
WBSJFUZ�PG�IPVTFIPME�HPPET�SFBEZ�UP�XFBST�DPTNFUJDT�TQPSUJOH�HPPET�FMFDUSJD�BQQMJ�
BODFT�BVUP�BDDFTTPSJFT�BOE�TP�GPSUI��"�TQFDJBMUZ�TUPSF�EFBMJOH�QSJNBSJMZ� JO�IPNF�
BVEJPWJTVBM�FMFDUSPOJD�HPPET�JOTUFBE�PGGFST�B�WFSZ�MBSHF�MJOF�PG�SFDFJWFST�TQFBLFST�
BOE�IJHI�GJEFMJUZ�FRVJQNFOU�PGGFSJOH�UIF�EFFQFTU�BTTPSUNFOU�PG�NPEFMT�TUZMFT�TJ[FT�
QSJDFT�BOE�TP�PO�

/PU�POMZ�JT�UIF�FYUFOU�PG�UIF�QSPEVDU�BSSBZ�JNQPSUBOU�CVU�BMTP�DSJUJDBM�JT�which�
BTTPSUNFOU�PG�HPPET�JT�PGGFSFE�UP�FBDI�UBSHFU�DPOTVNFS��+$1FOOFZ�UIF�6�4��NJE�TDBMF�
EFQBSUNFOU�TUPSF�IBT�TPVHIU�UP�DIBOHF�JUT�JNBHF�GSPN�iZPVS�HSBOENPUIFS�T�TUPSFw�
BOE�B�SFMBUJWFMZ�EPXOTDBMF�POF�BU� UIBU�UP�B�USFOEZ�GBTIJPO�CPVUJRVF��*U�TJHOFE�BO�
FYDMVTJWF�EJTUSJCVUJPO�BHSFFNFOU�XJUI�.JDIFMF�#PICPU� UIF�EFTJHOFS�PG� UIF�#JTPV�
#JTPV�DMPUIJOH�MJOF�QSFWJPVTMZ�POMZ�TPME�JO�CPVUJRVFT�BOE�VQTDBMF�EFQBSUNFOU�TUPSFT��
*U�BMTP�IJSFE�%BWJE�)BDLFS�B�USFOE�FYQFSU�XIP�MPPLT�GPS�FNFSHJOH�GBTIJPO�USFOET�UP�
BUUSBDU�UIF�TP�DBMMFE�)PMZ�(SBJM�PG�SFUBJM������UP����ZFBS�PME�XPNFO�XIP�BDDPVOU�GPS�
����CJMMJPO�JO�BOOVBM�DMPUIJOH�SFWFOVF��5IJT�UBSHFU�NBSLFU�JT�B�NVDI�ZPVOHFS�GBTIJPO�
GPSXBSE�TIPQQFS�UIBO�+$1FOOFZ�T�USBEJUJPOBM����ZFBS�PME�GFNBMF�CVZFS��"OE�JOEFFE�
BU�B�#JTPV�#JTPV�GBTIJPO�TIPX�JO�UIF�#SPOY�/FX�:PSL�+$1FOOFZ�BUUSBDUFE�BMNPTU�����
ZPVOH�XPNFO��0OF�PG�UIFN�MBEFO�XJUI�TIPQQJOH�CBHT�OPUFE�UIF�EJGGFSFODF��i*�HVFTT�
*�N�HPJOH�UP�IBWF�UP�TUBSU�DPNJOH�UP�+$1FOOFZ�OPX��8PX�w8

5IF�DPNCJOBUJPO�PG�UIF�SJHIU�BTTPSUNFOU�BOE�RVJDL�EFMJWFSZ�JT�B�XJOOJOH�TFSWJDF�
PVUQVU�DPNCJOBUJPO�GPS�)PU�5PQJD� UPP��5IJT�DIBJO�PG�NPSF�UIBO�����TUPSFT� UBSHFUT�
UFFO�HJSMT��JUT�$&0�BOE�EJSFDUPST�PGUFO�HP�UP�DPODFSUT�UP�GJOE�QPQVMBS�OFX�USFOET�UIBU�
DBO�CF�UVSOFE�JOUP�OFX�TUPSF�NFSDIBOEJTF�9�)PU�5PQJD�DBO�SPMM�PVU�B�OFX�MJOF�	F�H��
U�TIJSUT�XJUI�B�QPQVMBS�CBOE�T�MPHP
�JO�KVTU�FJHIU�XFFLT�XIFSFBT�JUT�DPNQFUJUPS��5IF�
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(BQ�PGUFO�OFFET�VQ�UP�OJOF�NPOUIT� UP�CSJOH�OFX�QSPEVDUT� UP�TUPSF�TIFMWFT��5IJT�
TQFFE�JT�DSJUJDBM�XIFO�UIF�SJHIU�BTTPSUNFOU�JT�GVFMFE�CZ�GBET�XIJDI�GMBNF�BOE�GBEF�
WFSZ�RVJDLMZ�

Customer Service

Customer service�SFGFST�UP�BMM�BTQFDUT�PG�FBTJOH�UIF�TIPQQJOH�BOE�QVSDIBTF��QSPDFTT�
GPS�FOE�VTFST�BT� UIFZ� JOUFSBDU�XJUI�DPNNFSDJBM�TVQQMJFST�	GPS�CVTJOFTT�UP�CVTJOFTT�
�QVSDIBTFT
�PS�SFUBJMFST�	GPS�CVTJOFTT�UP�DPOTVNFS�QVSDIBTFT
��5IF�$%8�TJEFCBS�PVU�
MJOFT�TFWFSBM�UZQFT�PG�DVTUPNFS�TFSWJDF�WBMVFE�CZ�UIF�TNBMM�UP�NFEJVN�TJ[FE�CVTJOFTT�
CVZFST�BT�FODBQTVMBUFE�JO�UIF�TJNQMF�TUBUFNFOU��i8F�SF�UIF�DIJFG�UFDIOJDBM�PGGJDFS�GPS�
NBOZ�TNBMMFS�GJSNT�w

&YDFMMFOU�DVTUPNFS�TFSWJDF�DBO�USBOTMBUF�EJSFDUMZ�JOUP�TBMFT�BOE�QSPGJU��#VU�B�6�4��
JOEVTUSZ�UIBU�IBT�MPOH�CFFO�QMBHVFE�CZ�QPPS�DVTUPNFS�TFSWJDF�JT�DBCMF�BOE�PUIFS�QBZ�
UFMFWJTJPO�TFSWJDFT��*O�"NFSJDBO�$VTUPNFS�4BUJTGBDUJPO�*OEFY�	"$4*
�TVSWFZT�DBCMF�57�
PQFSBUPST�PGUFO�FBSO�TPNF�PG� UIF�MPXFTU�DVTUPNFS�TBUJTGBDUJPO�TDPSFT�GPS�BOZ�DPN�
QBOZ�PS� JOEVTUSZ��$VTUPNFS�TFSWJDF� JT� UZQJDBMMZ�PVUTPVSDFE�UP�UIJSE�QBSUZ�QSPWJEFST�
	BOPUIFS�DIBOOFM�QBSUOFS
�XIJDI�PGGFS�MPX�QBZ�BOE�QPPS�USBJOJOH�UP�UIFJS�FNQMPZ�
FFT��*O�DPOUSBTU�%JSFD57�SBOLT�BU�UIF�UPQ�PG�JUT�JOEVTUSZ�JO�DVTUPNFS�TBUJTGBDUJPO�BOE�
FOKPZT�B�IJHI�BWFSBHF�NPOUIMZ�SFWFOVF�GSPN�JUT�DVTUPNFST�BT�XFMM�BT�B�WFSZ� MPX�
churn rate�	J�F��UIF�SBUF�PG�UVSOPWFS�PG�FOE�VTFST�CVZJOH�JUT�TFSWJDF
�FWFO�UIPVHI�
JU�VTFT� UIF�TBNF�PVUTPVSDFE�DVTUPNFS�TFSWJDF�DPNQBOJFT�BT�TPNF�PG� JUT�DPNQFUJ�
UPST��)PX�EPFT�JU�BDDPNQMJTI�UIJT �*U�TUBUJPOT�BO�FNQMPZFF�BU�FBDI�PG�JUT�PVUTPVSDFE�
DBMM�DFOUFST�UP�HBJO�NPSF�DPOUSPM��JU�QBZT�UIF�DBMM�DFOUFST�NPSF�GPS�DVTUPNFS�TFSWJDF�
XIJDI�USBOTMBUFT� JOUP�CFUUFS�TFSWJDF�QSPWJEFE�� JU�QSPWJEFT�CFUUFS� JOGPSNBUJPO�UP�UIF�
DVTUPNFS�TFSWJDF�SFQT� UISPVHI�JUT�PWFSIBVMFE� JOGPSNBUJPO�TZTUFN��BOE�JU�HJWFT�UIF�
DVTUPNFS�TFSWJDF�SFQT�WBSJPVT�OPONPOFUBSZ�GPSNT�PG�DPNQFOTBUJPO�TVDI�BT�GSFF�TBU�
FMMJUF�57���

5IF� UZQF�PG�DVTUPNFS�TFSWJDF�PGGFSFE�BMTP�NVTU�CF�TFOTJUJWF� UP� UIF� UBSHFUFE�
FOE�VTFS��$BCFMB�T�B�TNBMM�DIBJO�PG�TUPSFT�DBUFSJOH�UP�PVUEPPSTZ�QFPQMF�SFDPHOJ[FT�
B�LFZ�GFBUVSF�PG�JUT�NPTUMZ�NBMF�UBSHFU�NBSLFU��5IFTF�NFO�IBUF�UP�TIPQ��5P�BQQFBM�UP�
UIFN�$BCFMB�T�NBLFT�JUT�TUPSFT�TIPXDBTFT�PG�OBUVSF�TDFOFT�XBUFSGBMMT�BOE�TUVGGFE�
BOJNBMT�UIFO�TUBGGT�FBDI�EFQBSUNFOU�MJCFSBMMZ�XJUI�XFMM�USBJOFE�TBMFT�TUBGG�XIP�NVTU�
QBTT�UFTUT�UP�EFNPOTUSBUF�UIFJS�LOPXMFEHF�PG�UIF�QSPEVDUT��0VUTJEF�JUT�SVSBM�TUPSFT�
JU�PGGFST�LFOOFMT�	GPS�EPHT
�BOE�DPSSBMT�	GPS�IPSTFT
�UP�DBUFS�UP�DVTUPNFST�XIP�WJTJU�
JO� UIF�NJEEMF�PG�B�IVOUJOH� USJQ��$BCFMB�T�BVHNFOUT� UIJT� UBSHFUFE�DVTUPNFS�TFSWJDF�
XJUI�B�DBSFGVMMZ�EFUFSNJOFE�QSPEVDU�BTTPSUNFOU��5IF�EFQUI�PG�JUT�BTTPSUNFOU�JO�NPTU�
DBUFHPSJFT�JT�TJY�UP�UFO�UJNFT�HSFBUFS�UIBO�UIBU�PG�DPNQFUJUPST�TVDI�BT�8BM�.BSU�BOE�
JU�TUPDLT�IJHI�FOE�OPU�KVTU�MPX�QSJDFE�MPX�RVBMJUZ�HPPET��5P�BQQFBM�UP�PUIFS�NFN�
CFST�PG�UIF�GBNJMZ�JU�BMTP�PGGFST�B�SFMBUJWFMZ�CSPBE�BTTPSUNFOU�UIBU�ESBXT�JO�XPNFO�
BOE�DIJMESFO��$BCFMB�T�VOEFSTUBOET� UIBU� SVSBM�TIPQQFST�XBOU�NPSF� UIBO�8BM�.BSU�
DBO�QSPWJEF�BOE�UIBU�UIFZ�DBSF�BCPVU�TFSWJDF�GBTIJPO�BOE�BNCJBODF�OPU�KVTU�QSJDF�
TVDI�UIBU� JU�DBO�SPVUJOFMZ�ESBX�TIPQQFST�XIP�USBWFM�IPVST� UP�SFBDI� JUT�TUPSF�	J�F��
XIP�BSF�XJMMJOH�UP�USBEF�PGG�TQBUJBM�DPOWFOJFODF�GPS�TVQFSJPS�DVTUPNFS�TFSWJDF�BOE�
BTTPSUNFOU
�11
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Information Sharing

'JOBMMZ� information sharing� SFGFST� UP� FEVDBUJPO� QSPWJEFE� UP� FOE�VTFST� BCPVU�
�QSPEVDU�BUUSJCVUFT�PS�VTBHF�DBQBCJMJUJFT�BT�XFMM�BT�QSF��BOE�QPTUQVSDIBTF�TFSWJDFT��
5IF� �CVTJOFTT�1$�CVZFS� WBMVFT�QSFTBMF� JOGPSNBUJPO�BCPVU�XIBU�QSPEVDUT� UP�CVZ�
JO�XIBU�DPNCJOBUJPOT�XJUI�XIBU�QFSJQIFSBM�DPNQVUFS�EFWJDFT�BUUBDIFE�BOE�XJUI�
XIBU�TFSWJDF��QBDLBHFT�BT�XFMM�BT�QPTUTBMFT�JOGPSNBUJPO�JG�BOE�XIFO�DPNQPOFOUT�PS�
�TZTUFNT�GBJM�

'PS�TPNF�NBOVGBDUVSFST�BOE�SFUBJMFST�TVDI�JOGPSNBUJPO�TIBSJOH�IBT�CFFO�DMBT�
TJGJFE�BT�solutions retailing�XIJDI�BQQFBST�DSVDJBM� JO�HFOFSBUJOH�OFX�BOE�VQHSBEF�
TBMFT�GSPN�FOE�VTFST��)PNF�%FQPU�PGGFST�EP�JU�ZPVSTFMG�DMBTTFT�JO�BMM�TPSUT�PG�IPNF�
JNQSPWFNFOU�BSFBT��DPNQVUFS�BOE�TPGUXBSF�DPNQBOJFT�MJLF�)FXMFUU�1BDLBSE�	)1
�BOE�
.JDSPTPGU�IBWF�GPMMPXFE�TVJU�TFUUJOH�VQ�iFYQFSJFODF�DFOUFSTw�JO�SFUBJM�TUPSFT�UP�FOIBODF�
TBMFT�PG�DPNQMJDBUFE�QSPEVDUT�XIPTF�CFOFGJUT�DPOTVNFST�NBZ�OPU�VOEFSTUBOE�TVDI�BT�
.FEJB�$FOUFS�1$T�EJHJUBM�DBNFSBT�UIBU�QSJOU�PO�DPNQVUFST�QFSTPOBM�EJHJUBM�BTTJTUBOUT�
BOE�UIF�MJLF��"�DPMMBCPSBUJPO�CFUXFFO�.JDSPTPGU�BOE�)1�PGGFSFE�B�TFSJFT�PG�FEVDBUJPOBM�
QSPHSBNT�BU�WBSJPVT�SFUBJMFST�EFTJHOFE�UP�JODSFBTF�TBMFT�PG�)1�.FEJB�$FOUFS�1$T��0OF�
TFDUJPO�PG�UIF�EJTQMBZ�DBMMFE�i$SFBUFw�TIPXFE�DPOTVNFST�IPX�UP�VTF�UIF�.FEJB�$FOUFS�
1$�BT�B�EJHJUBM�QIPUPHSBQIZ�DFOUFS�XJUI�.JDSPTPGU�TPGUXBSF��0UIFS�EJTQMBZT�SFWFBMFE�
IPX�UP�VTF�UIF�1$�GPS�IPNF�PGGJDF�BQQMJDBUJPOT�BT�QBSU�PG�B�IPNF�PGGJDF�OFUXPSL�BOE�
BT�B�NVTJD�DFOUFS��5IF�NJOJ�DMBTTFT�XFSF�SVO�CZ�B�UIJSE�QBSUZ�GJSN�UIBU�TUBGGFE�UIF�SFUBJM�
TUPSF�CPPUIT��)FXMFUU�1BDLBSE�GPVOE�UIBU�QVSDIBTF�JOUFOUJPOT�JODSFBTFE�CZ�BT�NVDI�BT�
���QFSDFOU�BNPOH�DPOTVNFST�XIP�TBX�UIFTF�QSPEVDU�EFNPOTUSBUJPOT�BT�XFMM�BT�FWJ�
EFODF�UIBU�UIF�QSPHSBNT�TUSFOHUIFOFE�QSPEVDUT��CSBOE�JNBHF�BOE�CSBOE�FRVJUZ��4VDI�
JOGPSNBUJPO�EJTTFNJOBUJPO�JT�B�DPTUMZ�QSPQPTJUJPO�UIPVHI��.JDSPTPGU�BOE�)1�CFBS�UIF�
DPTUT�OPU�UIF�SFUBJMFST�UIFNTFMWFT��5IFZ�BMTP�WJFX�TVDI�FGGPSUT�BT�DSVDJBM�JO�UIF�TIPSU�
SVO�CVU�SFEVOEBOU�JO�UIF�MPOHFS�SVO�CFDBVTF�UIF�SFMFWBOU�JOGPSNBUJPO�FWFOUVBMMZ�EJG�
GVTFT�JOUP�UIF�CSPBEFS�DPOTVNFS�QPQVMBUJPO����5IF�USFOE�JT�DPOUJOVJOH�BT�.JDSPTPGU�
BEET�JUT�PXO�SFUBJM�TUPSFT�UP�QSPWJEF�B�UXP�XBZ�DPNNVOJDBUJPO�MJOL�CFUXFFO�.JDSPTPGU�
BOE�FOE�VTFST�

/PUF�UIBU�QSJDF�IBT�OPU�CFFO�MJTUFE�BT�B�TFSWJDF�PVUQVU��Price�JT�XIBU�UIF�DVT�
UPNFS�QBZT�UP�consume�UIF�CVOEMF�PG�QSPEVDU�+�TFSWJDF�PVUQVUT��JU�JT�OPU�B�TFSWJDF�
UIBU�HFUT�DPOTVNFE�JUTFMG��)PXFWFS�JU�JT�TJHOJGJDBOU�JO�UIF�TFOTF�UIBU�FOE�VTFST�SPV�
UJOFMZ�NBLF�USBEF�PGGT�BNPOH�TFSWJDF�PVUQVUT�QSPEVDU�BUUSJCVUFT�BOE�QSJDF�XFJHIJOH�
XIJDI�QSPEVDU�TFSWJDF�CVOEMF�	BU�B�TQFDJGJD�QSJDF
�QSPWJEFT�UIF�HSFBUFTU�PWFSBMM�VUJMJUZ�
PS�TBUJTGBDUJPO��#FDBVTF�PG�UIJT�USBEF�PGG�NBSLFUJOH�SFTFBSDIFST�PGUFO�JOWFTUJHBUF�UIF�
SFMBUJWF�JNQPSUBODF�PG�QSJDF�UPHFUIFS�XJUI�TFSWJDF�PVUQVUT�BOE�QIZTJDBM�QSPEVDU�BUUSJ�
CVUFT�JO�TUBUJTUJDBM�JOWFTUJHBUJPOT�	F�H��DPOKPJOU�BOBMZTJT�DMVTUFS�BOBMZTJT
�DPOTJTUFOU�
XJUI�PVS�DPODFQUVBM�WJFX�PG�QSJDF�BT�TPNFUIJOH�EJGGFSFOU�GSPN�B�TFSWJDF�PVUQVU�KVTU�
BT�B�QIZTJDBM�QSPEVDU�BUUSJCVUF�JT�OPU�B�TFSWJDF�PVUQVU�ZFU�TUJMM�BGGFDUT�BO�FOE�VTFS�T�
PWFSBMM�VUJMJUZ�

5IF�TJY�TFSWJDF�PVUQVUT�XF�IBWF�EJTDVTTFE�IFSF�BSF�XJEF�SBOHJOH�CVU�TUJMM�NBZ�
OPU�CF�FYIBVTUJWF��5IBU�JT�JU�JT�SJTLZ�UP�BEPQU�BO�JOGMFYJCMF�EFGJOJUJPO�PG�TFSWJDF�PVU�
QVUT�CFDBVTF�EJGGFSFOU�QSPEVDU�BOE�HFPHSBQIJD�NBSLFUT�OBUVSBMMZ�NBZ�EFNBOE�EJGGFS�
FOU�TFSWJDF�PVUQVUT�13
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SEGMENTING END-USERS BY SERVICE OUTPUTS

4FSWJDF�PVUQVUT�DMFBSMZ�EJGGFSFOUJBUF�UIF�PGGFSJOHT�PG�WBSJPVT�NBSLFUJOH�DIBOOFMT�BOE�
UIF�TVDDFTT�BOE�QFSTJTUFODF�PG�NVMUJQMF�NBSLFUJOH�DIBOOFMT�BU�BOZ�POF�UJNF�TVHHFTUT�
UIBU�EJGGFSFOU�HSPVQT�PG�FOE�VTFST�WBMVF�TFSWJDF�PVUQVUT�EJGGFSFOUMZ��5IVT�XF�NVTU�
DPOTJEFS�IPX�UP�HSPVQ�FOE�VTFST�BDDPSEJOH�UP�UIFJS�service output needs�CZ�TFH�
NFOUJOH�UIF�NBSLFU� JOUP�HSPVQT�PG�FOE�VTFST�XIP�EJGGFS�not in the product(s) they 
want to buy�CVU�JO�how they want to buy�

'PS�FYBNQMF�BU�UIF�WFSZ�IJHI�FOE�PG�TFSWJDF�WBMVBUJPO�JO�BOZ�NBSLFU�UIFSF�JT�
B�	VTVBMMZ�TNBMM
�TFHNFOU�PG�CVZFST�XIP�BSF�CPUI�WFSZ�TFSWJDF�TFOTJUJWF�BOE�WFSZ�
QSJDF� inTFOTJUJWF�BOE�XIP�DBO�CF�QSPGJUBCMZ�TFSWFE�UISPVHI�B�TQFDJBMJ[FE�DIBOOFM��
$POTJEFS�NFO�T�DMPUIJOH��"MCFSU�,BSPMM�B�DVTUPN�UBJMPS�JO�UIF�$IJDBHP�BSFB�TFMMT�GJOF�
DVTUPN�NFO�T�DMPUIJOH�CZ�WJTJUJOH�IJT�DVTUPNFST�SBUIFS�UIBO�NBLJOH�UIFN�WJTJU�IJN�
BT�NPTU�GJOF�DMPUIJFST�EP��)F�UBLFT�GBCSJD�CVUUPOT�BOE�BMM�UIF�NBLJOHT�UP�UIF�DVTUPN�
FST�IFMQT�UIFN�DIPPTF�UIF�DMPUIJOH�UIFZ�XBOU�GJUT�UIFN�BOE�UIFO�IBT�UIF�DMPUIJOH�
NBEF�VQ�CFGPSF�QFSTPOBMMZ�SFUVSOJOH�JU�UP�EFMJWFS�UIF�GJOJTIFE�HPPET�BOE�PGGFS�BOZ�
GJOBM�BMUFSBUJPOT��)JT�UBSHFU�CVZFS�TFHNFOU�DMFBSMZ�IBT�B�WFSZ�IJHI�EFNBOE�GPS�spa-
tial convenience�BT�TUBUFE�CZ�POF�PG�IJT�MPZBM�TVCVSCBO�DVTUPNFST��i'PS�NF�UP�USBWFM�
EPXOUPXO�JT�WFSZ�IBSE�UP�EP��*�E�NVDI�SBUIFS�IBWF�IJN�DPNF�IFSF��*U�TBWFT�NF�UJNF�
BOE�NPOFZ�BOE�*�HFU�UIF�TBNF�RVBMJUZ�UIBU�*�E�HFU�HPJOH�EPXOUPXO�UP�IJT�TUPSF�w�5IF�
UBSHFU�DVTUPNFS�BMTP�WBMVFT�DVTUPN�DMPUIJOH�NBEF�UP�PSEFS�UIF�VMUJNBUF�JO�BTTPSU�
NFOU�BOE�WBSJFUZ��,BSPMM�QSPWJEFT�RVJDL�TFSWJDF�BOE�EFMJWFSZ�CPUI�QSF��BOE�QPTUTBMF��
IF�PODF� GMFX�GSPN�$IJDBHP� UP�#JSNJOHIBN�"MBCBNB� UP�BMUFS�TPNF�DMPUIJOH�TFOU�
UP�B�DMJFOU�UIFSF�KVTU�UXP�EBZT�BGUFS�UIF�DMJFOU�SFDFJWFE�UIF�DMPUIFT�BOE�GPVOE�UIFZ�
OFFEFE�BMUFSBUJPOT��6MUJNBUFMZ�,BSPMM�T�UBSHFU�DVTUPNFS�JT�B�NBO�XIPTF�NPTU�TDBSDF�
BTTFU� JT� time�BOE�XIP�UIVT�IBT�FYUSFNFMZ�IJHI�TFSWJDF�PVUQVU�EFNBOET�XJUI�MJUUMF�
QSJDF�TFOTJUJWJUZ��,BSPMM�EPFT�OPU�TFFL�UP�TFSWF�FWFSZ�NBO�XIP�XPVME�MJLF�UP�CVZ�B�
TVJU��JOTUFBE�IF�IBT�DBSFGVMMZ�DSBGUFE�B�CVTJOFTT�DFOUFSFE�PO�UIF�EFMJWFSZ�PG�TFSWJDF�
SBUIFS�UIBO�KVTU�UIF�TBMF�PG�B�IJHI�FOE�QJFDF�PG�CVTJOFTT�DMPUIJOH�BOE�IF�LOPXT�XIP�
JT�JO�IJT�UBSHFU�TFHNFOU�BOE�XIP�JT�not��*O�UIJT�TFOTF�UIF�UBSHFUJOH�EFDJTJPO�XIFO�
BQQMJFE�UP�DIBOOFM�EFTJHO�FOUBJMT�B�DIPJDF�PG�XIPN�not�UP�QVSTVF�KVTU�BT�NVDI�BT�
XIBU�TFHNFOU�to�QVSTVF�14

'SPN�B�process perspective� UIFSF�BSF� UISFF�HFOFSBM� TUFQT� UP� TFHNFOUJOH�
FOE�VTFST�CZ� TFSWJDF�PVUQVUT��'JSTU� JU� JT� FTTFOUJBM� UP�HFOFSBUF�B� DPNQSFIFOTJWF�
MJTU�PG�BMM�UIF�QPUFOUJBM�TFSWJDF�PVUQVUT�EFTJSFE�CZ�FBDI�FOE�VTFS�GPS�UIF�QSPEVDUT�
CFJOH�PGGFSFE��5IJT�MJTU�DBO�CF�EFSJWFE�GSPN�RVBMJUBUJWF�GPDVT�HSPVQT�PS�FYQMPSBUPSZ�
JOUFSWJFXT�UP�HFOFSBUF�VOCJBTFE�TVNNBSJFT�PG�BMM�UIF�TFSWJDF�PVUQVUT�UIBU�BQQMZ�UP�
UIF�QBSUJDVMBS�QSPEVDU�BOE�NBSLFU� JO�RVFTUJPO�15�4VDI�SFTFBSDI�QSPWJEFT�B�TFU�PG�
TFSWJDF�PVUQVUT�UIBU�NJHIU�CF�EFNBOEFE�CZ�TPNF�PS�BMM�HSPVQT�PG�FOE�VTFST�JO�UIF�
NBSLFU�

4FDPOE�VTJOH�UIJT� MJTU�PG�QPTTJCMF�TFSWJDF�PVUQVUT� UIF�BDUVBM�TFHNFOUBUJPO�PG�
UIF�NBSLFU�DBO�QSPDFFE�JO�NVMUJQMF�XBZT��5IF�NBSLFU�NJHIU�CF�EJWJEFE�JOUP�a priori�
TFHNFOUT�	F�H��UIPTF�PGUFO�VTFE�JO�QSPEVDU�PS�BEWFSUJTJOH�EFDJTJPOT
�UIFO�BOBMZ[FE�
UP�TFF�XIFUIFS�UIPTF�TFHNFOUT�TIBSF�DPNNPO�QVSDIBTJOH�QSFGFSFODFT��"MUFSOBUJWFMZ�
SFTFBSDI�NJHIU�CF�EFTJHOFE�BOE�DPOEVDUFE� UP�EFGJOF�DIBOOFM� TFHNFOUT� UIBU�CFTU�
EFTDSJCF�FOE�VTFST��TFSWJDF�PVUQVU�OFFET�BOE�QVSDIBTJOH�QBUUFSOT��5IJT�MBUUFS�QBUI�JT�
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QSFGFSBCMF�CFDBVTF�FOE�VTFST��QSFGFSSFE�TIPQQJOH�BOE�CVZJOH�IBCJUT�SBSFMZ�DPSSFMBUF�
XJUI�UIFJS�QSFGFSFODFT�GPS�QSPEVDU�GFBUVSFT�NFEJB�IBCJUT�MJGFTUZMFT�PS�PUIFS�USBJUT�UIBU�
NBOBHFNFOU�BOE�BEWFSUJTJOH�BHFODJFT�VTVBMMZ�FNQMPZ�JO�UIFJS�TFHNFOUBUJPO�TUSBUFHJFT��
*O�HFOFSBM�DIBOOFM�TFHNFOUBUJPO�TIPVME�CF�EFTJHOFE�UP�QSPEVDF�HSPVQT�PG�CVZFST�
XIP�	�
�BSF�NBYJNBMMZ�TJNJMBS�within�B�HSPVQ��	�
�BSF�NBYJNBMMZ�EJGGFSFOU�between�
HSPVQT��BOE�	�
�EJGGFS�PO�EJNFOTJPOT�UIBU�matter�GPS�CVJMEJOH�B�EJTUSJCVUJPO�TZTUFN��
5SBEJUJPOBM�NBSLFUJOH�SFTFBSDI�UFDIOJRVFT�TVDI�BT�DMVTUFS�BOBMZTJT�BOE�DPOTUBOU�TVN�
TDBMFT�DBO�JEFOUJGZ�HSPVQT�PG�FOE�VTFST�XJUI�TJNJMBS�TFSWJDF�PVUQVUT�OFFET��*U� JT�OPU�
FOPVHI�UP�BTL�SFTQPOEFOUT�UIFJS�QSFGFSFODFT�GPS�WBSJPVT�TFSWJDF�PVUQVUT�UIPVHI��8JUI�
B�GSFF�DIPJDF�NPTU�QFPQMF�QSFGFS�NPSF�PG�all�UIF�TFSWJDF�PVUQVUT��5P�PCUBJO�JOGPSNB�
UJPO�UIBU�JT�VMUJNBUFMZ�VTFGVM�GPS�EFTJHOJOH�NBSLFUJOH�DIBOOFMT�UP�NFFU�UIF�LFZ�OFFET�
PG� UBSHFU�TFHNFOUT� JU� JT�FTTFOUJBM� UP�VOEFSTUBOE�IPX�FOE�VTFST�BDUVBMMZ�CFIBWF� JO�
UIF�NBSLFUQMBDF�CZ�BTLJOH�SFTQPOEFOUT�UP�USBEF�PGG�POF�BUUSJCVUF�PG�UIF�DIBOOFM�GPS�
BOPUIFS�	F�H��MPDBUJPOBM�DPOWFOJFODF�WFSTVT�MPX�QSJDF��FYUFOTJWF�QSPEVDU�WBSJFUZ�WFS�
TVT�FYQFSU�TBMFT�BTTJTUBODF
�

5IJSE�XIFO�UIF�PWFSBMM�NBSLFU�IBT�CFFO�TFHNFOUFE�JOUP�TJNJMBS�HSPVQT�PG�FOE�
VTFST�BDDPSEJOH�UP�UIFJS�QSFGFSSFE�DIBOOFM�TFSWJDF�PVUQVUT�QSJDF�TFOTJUJWJUZ�PS�PUIFS�
QSPEVDU�TQFDJGJD�GBDUPST�UIF�DIBOOFM�NBOBHFS�TIPVME�OBNF�FBDI�TFHNFOU�UP�DBQUVSF�
JUT� JEFOUJGZJOH�DIBSBDUFSJTUJDT��/BNJOH�FBDI�TFHNFOU�GBDJMJUBUFT�JOUFSOBM�DPNNVOJDB�
UJPO�BOE�PSHBOJ[BUJPOBM�BMJHONFOU�XIJDI�JT�IFMQGVM�JO�FYFDVUJOH�BO�FGGFDUJWF�DIBOOFM�
TUSBUFHZ�

5BCMF�����TIPXT�IPX�DPOTUBOU�TVN�TDBMFT�DBO�CF�VTFE�UP�TFHNFOU�FOE�VTFST�JO�
UIF�CVTJOFTT�NBSLFUQMBDF�GPS�B�OFX�IJHI�UFDIOPMPHZ�QSPEVDU��5IF�TFSWJDF�PVUQVUT�
�	SFGFSFODFT�BOE�DSFEFOUJBMT�GJOBODJBM�TUBCJMJUZ�BOE�MPOHFWJUZ�QSPEVDU�EFNPOTUSBUJPOT�
BOE�USJBMT
�BMPOH�XJUI�QSJDF�TFOTJUJWJUZ�BSF� MJTUFE�BMPOH�UIF�MFGU�IBOE�TJEF�� UIF�DPM�
VNOT�SFQSFTFOU�UIF�TFHNFOUT�	MPXFTU�UPUBM�DPTU�SFTQPOTJWF�TVQQPSU�GVMM�TFSWJDF�BOE�
SFGFSFODFT�BOE�DSFEFOUJBMT
�UIBU�FNFSHF�BDDPSEJOH�UP�SFTQPOEFOUT��TUSFOHUI�PG�QSFGFS�
FODF��5IF�OBNFT�BTTJHOFE�UP�UIF�TFHNFOUT�XFSF�EFSJWFE�GSPN�UIF�TUSFOHUI�PG�UIFJS�
QSFGFSFODFT�GPS�TQFDJGJD�TFSWJDF�PVUQVUT��'PS�FYBNQMF�UIF�MPXFTU�UPUBM�DPTU�TFHNFOU�
BTTJHOFE����PVU�PG�����QPJOUT�UP�UIF�TFSWJDF�PVUQVU�iMPXFTU�QSJDFw�CVU�POMZ���QPJOUT�
UP�iSFTQPOTJWF�QSPCMFN�TPMWJOH�BGUFS�TBMFw�PVUQVU�XIFSFBT� UIF�SFTQPOTJWF�TVQQPSU�
TFHNFOU�TIPXFE�GMJQQFE�BMMPDBUJPOT�	���QPJOUT�UP�SFTQPOTJWF�QSPCMFN�TPMWJOH�BGUFS�
TBMF�CVU���QPJOUT�UP�MPXFTU�QSJDF
��'JOBMMZ�UIF�QFSDFOUBHF�PG�SFTQPOEFOUT�JO�FBDI�TFH�
NFOU�BQQFBST�BU�UIF�CPUUPN�PG�FBDI�DPMVNO��UIF�NBKPSJUZ�PG�SFTQPOEFOUT�	BOE�UIVT�
PG�UIF�QPQVMBUJPO�PG�DVTUPNFST�BU� MBSHF�BTTVNJOH�UIF�TBNQMF�JT�SFQSFTFOUBUJWF
�BSF�
JO�UIF�GVMM�TFSWJDF�TFHNFOU��5IJT�TUVEZ�TVQQPSUT�B�USBEF�PGG�CFUXFFO�QSJDF�BOE�TFSWJDF�
PVUQVUT�SFDPHOJ[JOH�UIBU�B�TFHNFOU�T�EFNBOE�GPS�TFSWJDF�PVUQVUT�SFBMMZ�SFGMFDUT� JUT�
XJMMJOHOFTT�UP�QBZ�GPS�UIFN�BOE�IJHIMJHIUT�UIF�OFFE�UP�JODMVEF�TFOTJUJWJUZ�UP�QSJDJOH�
MFWFMT�JO�BOZ�TVDI�BOBMZTJT�

4PNF�JOUFSFTUJOH�JOTJHIUT�BSJTF�GSPN�5BCMF������'JSTU�NBSLFUJOH�DIBOOFMT�TFSW�
JOH�BOZ�PG�UIF�TQFDJGJD�TFHNFOUT�OFFE�UP�EFMJWFS�NPSF�PG�TPNF�TFSWJDF�PVUQVUT�UIBO�
PUIFST��5IVT�JU�JT�VOMJLFMZ�UIBU�BOZ�POF�DIBOOFM�TUSBUFHZ�DBO�TBUJTGZ�UIF�OFFET�PG�BMM�
TFHNFOUT��'PS�FYBNQMF�UIF�MPXFTU�QSJDF�JT�IJHIMZ�WBMVFE�JO�POMZ�POF�TFHNFOU�	J�F��
UIF� MPXFTU� UPUBM�DPTU�TFHNFOU� SFQSFTFOUJOH�POMZ����QFSDFOU�PG� SFTQPOEFOUT
��5IF�
NBKPSJUZ�PG� UIF�NBSLFU�TJNQMZ�JT�OPU�ESJWFO�QSJNBSJMZ�CZ�QSJDF�DPOTJEFSBUJPOT��5IJT�
JOGPSNBUJPO�JT�JOWBMVBCMF�GPS�EFTJHOJOH�DIBOOFM�TUSBUFHJFT�UIBU�SFTQPOE�UP�UIF�TFSWJDF�
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PVUQVU�OFFET�PG�DVTUPNFST�FWFO�JG�EPJOH�TP� JNQMJFT�IJHIFS�QSJDFT� UIBO�B�OP�GSJMMT�
TPMVUJPO�NJHIU�FOUBJM��*O�DPOUSBTU�BMM�UIF�TFHNFOUT�WBMVF�JOTUBMMBUJPO�BOE�USBJOJOH�TVQ�
QPSU�BU�MFBTU�NPEFSBUFMZ�IJHIMZ��UIFSFGPSF�UIJT�TVQQPSU�DBQBCJMJUZ�NVTU�CF�EFTJHOFE�
JOUP�FWFSZ�TJOHMF�DIBOOFM�TPMVUJPO��4JNJMBS�JOTJHIUT�TUFN�GSPN�UIF�SPXT�PG�5BCMF�����
XIJDI�SFWFBM�UIF�DPOUSBTUT�BNPOH�TFHNFOUT�JO�UFSNT�PG�PUIFS�TQFDJGJD�TFSWJDF�PVUQVU�
EFNBOET�

"QQFOEJY�����PVUMJOFT�UIF�QSPDFTT�XJUI�QSPUPUZQJDBM�FYBNQMFT�GPS�DPNQMFUJOH�B�
TFSWJDF�PVUQVU�TFHNFOUBUJPO�UFNQMBUF�B�UPPM�GPS�TFHNFOUJOH�FOE�VTFST�UP�GBDJMJUBUF�UBS�
HFUJOH�CZ�TQFDJGJD�DIBOOFM�TUSVDUVSFT��"DDPNQBOZJOH�"QQFOEJY�����JT�B�CMBOL�TFSWJDF�
PVUQVU�TFHNFOUBUJPO�UFNQMBUF�JO�5BCMF�����UP�BTTJTU�DIBOOFM�NBOBHFST�JO�DPOEVDUJOH�
BO�FOE�VTFS�TFHNFOUBUJPO�BOBMZTJT�

TABLE 2-1 Business-to-business channel segments for a new high-technology product

 
 
Possible Service  
Output Priorities

  
Lowest Total Cost/  
 Presales Info  
 Segment

  
 Responsive  
 Support/Postsales  
 Segment

 
Full-Service  
Relationship  
Segment

References  
 and  
Credentials  
 Segment

References and credentials 5 4 6 25

Financial stability and 
longevity

4 4 5 16

Product demonstrations  
and trials

11 10 8 20

Proactive advice and  
consulting

10 9 8 10

Responsive assistance 
during decision process

14 9 10 6

One-stop solution 4 1 18 3

Lowest price 32 8 8 6

Installation and training 
support

10 15 12 10

Responsive problem  
solving after sale

8 29 10 3

Ongoing relationship  
with a supplier

1 11 15 1

Total 100 100 100 100

Percentage of 
Respondents

16% 13% 61% 10%

Respondents allocated 100 points among the following supplier-provided service outputs, according to their 
importance to their company:

���(SFBUFTU�%JTDSJNJOBUJOH�"UUSJCVUFT�� ���"EEJUJPOBM�*NQPSUBOU�"UUSJCVUFT

4PVSDF��3FQSJOUFE�XJUI�QFSNJTTJPO�PG�3JDL�8JMTPO�$IJDBHP�4USBUFHZ�"TTPDJBUFT�ª�����
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TABLE 2-2 Service output segmentation template

SERVICE OUTPUT DEMAND:

Segment  
Name/

Descriptor

 
Bulk  

Breaking

 
Spatial 

Convenience

Delivery/ 
Waiting 

Time

 
Assortment/

Variety

 
Customer 

Service

 
Information 

Sharing

1.

2.

3.

4.

5.

INSTRUCTIONS:�*G�RVBOUJUBUJWF�NBSLFU�SFTFBSDI�EBUB�BSF�BWBJMBCMF�FOUFS�OVNFSJDBM�SBUJOHT�JO�FBDI�DFMM��*G�OPU�
BEPQU�BO�JOUVJUJWF�SBOLJOH�TZTUFN�OPUJOH�GPS�FBDI�TFHNFOU�XIFUIFS�EFNBOE�GPS�UIF�HJWFO�TFSWJDF�PVUQVU�JT�
HIGH, MEDIUM,�PS�LOW�

TARGETING END-USER SEGMENTS

"GUFS�TFHNFOUJOH�UIF�NBSLFU�BOE�JEFOUJGZJOH�FBDI�FOE�VTFS�TFHNFOU�T�EJTUJODU�TFSWJDF�
PVUQVU�OFFET�UIF�DIBOOFM�NBOBHFS�DBO�JOUFHSBUF�UIFTF�JOTJHIUT�JOUP�BO�PWFSBMM�NBSLFUJOH�
DIBOOFM�EFTJHO�BOE�NBOBHFNFOU�QMBO��*O�QBSUJDVMBS�UIJT�JOGPSNBUJPO�TIPVME�CF�VTFE�UP

t�BTTFTT�TFHNFOU�BUUSBDUJWFOFTT
t�UBSHFU�B�TVCTFU�PG�UIF�TFHNFOUT�JEFOUJGJFE�BOE
t�DVTUPNJ[F�UIF�NBSLFUJOH�DIBOOFM�TZTUFN�TPMVUJPO�VTFE�UP�TFMM�UP�FBDI�UBSHFUFE�

TFHNFOU�

Targeting a channel segment�NFBOT�DIPPTJOH�UP�GPDVT�PO�UIBU�TFHNFOU�XJUI�UIF�
HPBM�PG�BDIJFWJOH�TJHOJGJDBOU�TBMFT�BOE�QSPGJUT�GSPN�TFMMJOH�UP�JU�KVTU�BT�"MCFSU�,BSPMM�
UIF�DVTUPN�NFO�T�TVJU�TFMMFS�IBT�EPOF��)F�SFDPHOJ[FT�UIBU�IJT�UBSHFU�FOE�VTFST�iBSF�
CVTJOFTT�FYFDVUJWFT�NFO�XIP�BSF�TIPSU�PO�UJNF�XIP�XPSL�UIFJS�CSBJOT�PVU�w16�/PUF�
UIBU�UIJT�EFTDSJQUJPO�excludes�NPTU�CVZFST�BT�XFMM�BT�NPTU�CVZFST�PG�CVTJOFTT�TVJUT��
'VSUIFSNPSF�,BSPMM�T�TFHNFOUBUJPO�EFGJOJUJPO�IJOHFT�OPU�PO�UIF�QSPEVDU�CFJOH�QVS�
DIBTFE�CVU�SBUIFS�PO�UIF�TFSWJDFT�UIBU�BDDPNQBOZ�JU��5IFSFGPSF�,BSPMM�T�IJHI�TFSWJDF�
	BOE�IJHI�QSJDF
�PGGFSJOH�GBJMT�UP�NFFU�UIF�EFNBOET�PG�NPTU�TVJU�CVZFST�CVU�JU�JT�JEFBM�
GPS�,BSPMM�T�JEFOUJGJFE�UBSHFU�CVZFST�

.PSF�HFOFSBMMZ� JG� UIF�DIBOOFM�TFHNFOUBUJPO�QSPDFTT�IBT�QSPDFFEFE�BQQSPQSJ�
BUFMZ�UBSHFUJOH�NVMUJQMF�DIBOOFM�TFHNFOUT�GPS�DIBOOFM�TZTUFN�EFTJHO�QVSQPTFT�JNQMJFT�
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UIF�OFFE�UP�CVJME�EJGGFSFOU�NBSLFUJOH�DIBOOFMT�GPS�FBDI�TFHNFOU��#FDBVTF�EPJOH�TP�
DBO�CF�B�DPTUMZ�IBSE�UP�NBOBHF�BDUJWJUZ�DIBOOFM�NBOBHFST�MJLFMZ�DIPPTF�BO�iBUUSBD�
UJWFw�TVCTFU�PG�BMM� UIF�JEFOUJGJFE�TFHNFOUT�UP�UBSHFU��8F�UIVT�TVHHFTU�B�DPSPMMBSZ�UP�
UIF�UBSHFUJOH�DPODFQU��Targeting means choosing which segments�OPU�to target��4VDI�
DIPJDFT�SFQSFTFOU�EJGGJDVMU�DIBMMFOHFT�GPS�DIBOOFM�NBOBHFNFOU�UFBNT�CFDBVTF�BMM�TFH�
NFOUT�TFFNJOHMZ�PGGFS�UIF�QPUFOUJBM�GPS�SFWFOVF�EPMMBST�	UIPVHI�OPU�BMXBZT�QSPGJUT
��
4FHNFOUFE�TFSWJDF�PVUQVU�EFNBOE�JOGPSNBUJPO�DBO�IFMQ�UIF�DIBOOFM�NBOBHFS�DIPPTF�
XIJDI�TFHNFOUT�PGGFS�UIF�HSFBUFTU�SFMBUJWF�HSPXUI�BOE�QSPGJU�PQQPSUVOJUJFT�GPS�UBSHFU�
JOH��&WFO�UIPVHI�PUIFS�TFHNFOUT�BMTP�PGGFS�TPNF�QPUFOUJBM�POMZ�UIF�CFTU�TIPVME�CF�
DIPTFO�GPS� UBSHFUJOH��i#FTUw�IBT�EJGGFSFOU�NFBOJOHT�GPS�EJGGFSFOU�DPNQBOJFT�CVU� JU�
TIPVME�JODMVEF�UIF�TJ[F�BOE�TBMFT�QPUFOUJBM�PG�UIF�UBSHFUFE�TFHNFOU�UIF�DPTU�UP�TFSWF�
UIFN�UIF�GJU�XJUI�UIF�TFMMJOH�GJSN�T�DPNQFUFODJFT�BOE�UIF�JOUFOTJUZ�PG�DPNQFUJUJPO�GPS�
UIFJS�CVTJOFTT�BNPOH�PUIFS�GBDUPST�

*OGPSNBUJPO�PO�UIF�UBSHFUFE�TFHNFOUT�UIFO�DBO�CF�VTFE�UP�EFTJHO�OFX�NBSLFUJOH�
DIBOOFMT�UP�NFFU�OFFET�PS�UP�NPEJGZ�FYJTUJOH�NBSLFUJOH�DIBOOFMT�UP�CFUUFS�SFTQPOE�
UP�EFNBOET�GPS�TFSWJDF�PVUQVUT��"�TFSWJDF�PVUQVU�EFNBOE�BOBMZTJT�DBO�JEFOUJGZ�B�OFX�
NBSLFU�PQQPSUVOJUZ�UIBU�MFBET�UP�UIF�EFWFMPQNFOU�PG�FOUJSFMZ�OFX�XBZT�UP�TFMM� UP�B�
QBSUJDVMBS�TFHNFOU��'PS�FYBNQMF�GBOEBOHP�DPN�JT�B�CVTJOFTT�GPSNFE�CZ�TFWFO�PG�UIF�
UFO�MBSHFTU�NPWJF�FYIJCJUPST�JO�UIF�6OJUFE�4UBUFT�UP�TFMM�NPWJF�UJDLFUT�POMJOF�	PS�CZ�
QIPOF
�17�*OTUFBE�PG�HPJOH�UP�B�NPWJF�UIFBUFS�UIF�FWFOJOH�POF�XBOUT�UP�TFF�B�QBSUJDV�
MBS�NPWJF�TUBOEJOH�JO�MJOF�BOE�QFSIBQT�GJOEJOH�PVU�UIBU�UIF�TIPXJOH�PG�UIBU�NPWJF�
JT�TPME�PVU�GBOEBOHP�DPN�BMMPXT�NPWJFHPFST�UP�HP�POMJOF�BOE�QVSDIBTF�B�UJDLFU�GPS�B�
QBSUJDVMBS�TIPXJOH�PG�B�QBSUJDVMBS�NPWJF�BU�B�QBSUJDVMBS�NPWJF�UIFBUFS�JO�BEWBODF�GPS�
B�TNBMM�GFF�QFS�UJDLFU��5JDLFUT�DBO�CF�QSJOUFE�BU�IPNF�PS�QJDLFE�VQ�BU�UIF�UIFBUFS�BU�
DPOWFOJFOU�LJPTLT�TBWJOH�UJNF�BOE�MFTTFOJOH�VODFSUBJOUZ�GPS�UIF�DPOTVNFS��5IJT�QVS�
DIBTF�DIBOOFM�QSPWJEFT�DPOTVNFST�XJUI�B�MPXFS�XBJUJOH�EFMJWFSZ�UJNF�	CFDBVTF�UIFSF�
JT�OP�XBJU�BU�UIF�UIFBUFS
�IJHIFS�TQBUJBM�DPOWFOJFODF�	CFDBVTF�UIFZ�DBO�TFBSDI�GPS�BOE�
CVZ�UIFBUFS�UJDLFUT�POMJOF
�BOE�B�WFSZ�CSPBE�BTTPSUNFOU�BOE�WBSJFUZ�	GBOEBOHP�DPN�
TFMMT�UJDLFUT�UP�OFBSMZ����QFSDFOU�PG�BMM�UIFBUFST�JO�UIF�6OJUFE�4UBUFT�UIBU�BSF�FOBCMFE�GPS�
SFNPUF�UJDLFUJOH
��$MFBSMZ�GBOEBOHP�DPN�JT�OPU�GPS�FWFSZ�NPWJFHPFS�UIPVHI�OPU�MFBTU�
CFDBVTF�PG�UIF�FYUSB�DIBSHF�QFS�UJDLFU�JU�JNQPTFT��#VU�GBOEBOHP�DPN�BMMPXT�UIFBUFST�
UP�DPNQFUF�FGGFDUJWFMZ�BHBJOTU�OPO�GBOEBOHP�UIFBUFST�BNPOH�B�UBSHFU�TFHNFOU�PG�UJNF�
DPOTUSBJOFE�NPWJFHPFST��*U�BMTP�NJHIU�FYQBOE�UIF�UPUBM�NBSLFU�GPS� JO�UIFBUFS�NPWJF�
XBUDIJOH�CFDBVTF�PG�UIF�HSFBUFS�DPOWFOJFODF�JU�PGGFST�

*EFBMMZ�UIF�FOE�VTFS�BOBMZTJT�QFSGPSNFE�PO�TFSWJDF�PVUQVUT�TIPVME�TVQQPSU�TFH�
NFOUJOH� UBSHFUJOH�BOE�QPTJUJPOJOH�	DIBOOFM�EFTJHO
��1VSTVJOH�B�DIBOOFM�TUSBUFHZ�
XJUIPVU�UIJT�JOGPSNBUJPO�JT�SJTLZ�CFDBVTF�JU�JT�JNQPTTJCMF�UP�CF�TVSF�UIBU�JU�IBT�CFFO�
FYFDVUFE�QSPQFSMZ�XJUIPVU�LOPXJOH�XIBU� UIF�NBSLFUQMBDF�XBOUT� JO� JUT�NBSLFUJOH�
DIBOOFM��$POTJEFSJOH�UIF�FYQFOTF�PG�TFUUJOH�VQ�PS�NPEJGZJOH�B�NBSLFUJOH�DIBOOFM�JU�JT�
QSVEFOU�UP�QFSGPSN�UIF�FOE�VTFS�BOBMZTJT�CFGPSF�QSPDFFEJOH�UP�VQTUSFBN�DIBOOFM�EFDJ�
TJPOT�XIJDI�BSF�BMTP�DSJUJDBM�UP�BOZ�TVDDFTTGVM�DIBOOFM�TUSBUFHZ��1FSGPSNFE�DPSSFDUMZ�
BO�BOBMZTJT�PG�UBSHFU�TFHNFOUT��TFSWJDF�PVUQVU�OFFET�DBO�CF�UIF�GPVOEBUJPO�GPS�IJHIFS�
QSPGJUT�EVF�UP�IJHI�NBSHJO�TBMFT�XJUI�JOUFOTFMZ�MPZBM�FOE�VTFST�

8JUI�UIJT�VOEFSTUBOEJOH�PG�UIF�FOE�VTFS�TJEF�PG�UIF�NBSLFUJOH�DIBOOFM�UISPVHI�B�
DPNQSFIFOTJWF�TFHNFOUBUJPO�BOE�UBSHFUJOH�BOBMZTJT�XF�DBO�UVSO�UP�UIF�VQTUSFBN�TJEF�
PG�UIF�DIBOOFM�JO�$IBQUFS���UP�TFF�IPX�B�NBSLFUJOH�DIBOOFM�QSPEVDFT�TFSWJDF�PVUQVUT�
UISPVHI�UIF�DPODFSUFE�FGGPSUT�PG�BMM�JUT�NFNCFST�
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TA K E - A W AYS

t� "O�FOE�VTFS�T�EFDJTJPO�BCPVU�XIFSF�PS�GSPN�XIPN�UP�QVSDIBTF�B�QSPEVDU�	PS�TFSWJDF
�
EFQFOET�OPU�KVTU�PO�what�UIF�FOE�VTFS�JT�CVZJOH�CVU�BMTP�PO�how�UIF�FOE�VTFS�XBOUT�UP�
CVZ�

t� 5IF�FMFNFOUT�UIBU�EFTDSJCF�how�UIF�QSPEVDU�PS�TFSWJDF�DBO�CF�CPVHIU�BSF�DBMMFE�
service outputs��'PSNBMMZ�TFSWJDF�PVUQVUT�BSF�UIF�QSPEVDUJWF�PVUQVUT�PG�UIF�NBSLFUJOH�
DIBOOFM�PWFS�XIJDI�FOE�VTFST�FYFSU�EFNBOE�BOE�QSFGFSFODF�JOGMVFODFT�

t� "�HFOFSBM�MJTU�PG�TFSWJDF�PVUQVUT�DVTUPNJ[BCMF�UP�QBSUJDVMBS�NBSLFUQMBDF��DPOUFYUT�JT�
BT�GPMMPXT�
t� #VML�CSFBLJOH
t� 4QBUJBM�DPOWFOJFODF
t� 8BJUJOH�UJNF�	PS�RVJDL�EFMJWFSZ

t� 7BSJFUZ�BOE�BTTPSUNFOU
t� $VTUPNFS�TFSWJDF
t� *OGPSNBUJPO�TIBSJOH

t� &OE�VTFST�NBLF�USBEF�PGGT�BNPOH�EJGGFSFOU�DPNCJOBUJPOT�PG�	B
�QSPEVDU�BUUSJCVUFT�	C
�
QSJDF�BOE�	D
�TFSWJDF�PVUQVUT�PGGFSFE�CZ�EJGGFSFOU�TFMMFST�UP�NBLF�GJOBM�QVSDIBTF�EFDJ�
TJPOT�

t� 4FHNFOUJOH�UIF�NBSLFU�CZ�TFSWJDF�PVUQVU�EFNBOET�JT�B�VTFGVM�UPPM�GPS�DIBOOFM�
EFTJHO�CFDBVTF�UIF�SFTVMUJOH�HSPVQT�PG�FOE�VTFST�BSF�TJNJMBS�	XJUIJO�FBDI�HSPVQ
�JO�
UFSNT�PG�UIF�DIBOOFM�UIBU�CFTU�TFSWFT�UIFJS�OFFET�

t� 5IF�VMUJNBUF�QVSQPTF�PG�B�TFSWJDF�PVUQVU�FOE�VTFS�BOBMZTJT�BOE�EFTJHO�JT�UP�JEFOUJGZ�
BOE�BTTFTT�FOE�VTFS�TFHNFOUT�UBSHFU�B�TVCTFU�PG�UIF�TFHNFOUT��JEFOUJGJFE�BOE�DVT�
UPNJ[F�UIF�NBSLFUJOH�DIBOOFM�TZTUFN�TPMVUJPO�VTFE�UP�TFMM�UP�FBDI�UBSHFUFE�TFHNFOU�
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APPENDIX 2-1 
Service Output Segmentation Template: Tools for Analysis
5BCMF�����TIPXT�B�DPNQMFUFE�FOE�VTFS�TFHNFOUBUJPO�BOBMZTJT�JO�UIF�NBSLFU�GPS�UFMF�
DPNNVOJDBUJPOT�FRVJQNFOU�BOE�TFSWJDFT��5IJT�BOBMZTJT�SFTUT�PO�UIF�DPMMFDUJPO�PG�TP�
QIJTUJDBUFE�NBSLFUJOH�SFTFBSDI�EBUB��5IF�NBSLFUJOH�DIBOOFM�NBOBHFS�HFOFSBMMZ�JT�XFMM�
BEWJTFE� UP�DPOEVDU�NBSLFUJOH� SFTFBSDI� UP�EFUFSNJOF�XIBU�FOE�VTFST� SFBMMZ�XBOU� JO�
UIF�XBZ�PG�TFSWJDF�PVUQVUT�CFDBVTF�UIF�DPTU�PG�HVFTTJOH�JODPSSFDUMZ�JT�WFSZ�IJHI�JO�B�
DIBOOFM�DPOUFYU�

5IJT�BQQFOEJY�EFTDSJCFT�IPX�UP�DPNQMFUF�UIF�TFSWJDF�PVUQVU�TFHNFOUBUJPO�UFN�
QMBUF�JO�5BCMF�����	BO�FNQUZ�BOE�HFOFSJD�WFSTJPO�PG�UIF�TFHNFOUBUJPO�JO�5BCMF����
��8F�
BTTVNF�UIBU�UIF�DIBOOFM�NBOBHFS�MBDLT�EFUBJMFE�RVBOUJUBUJWF�NBSLFUJOH�SFTFBSDI�EBUB�
BOE�UIVT�TFFLT�UP�HJWF�BO�JOUVJUJWF�TFOTF�PG�IPX�UP�QFSGPSN�TVDI�BO�BOBMZTJT�BOE�XIBU�
UP�EP�XJUI�UIF�DPEJGJFE�JOGPSNBUJPO��5IF�TFHNFOUBUJPO�UFNQMBUF�JT�EFTJHOFE�UP�IFMQ�
VTFST�TFHNFOU�UIF�NBSLFU�JO�XBZT�UIBU�matter�GPS�EJTUSJCVUJPO�DIBOOFM�EFTJHO�BT�XFMM�
BT�SFQPSU�PO�TFHNFOUT��EJGGFSFOU�EFNBOET�GPS�TFSWJDF�PVUQVUT�

5IF�GJSTU�UBTL�JT�UP�JEFOUJGZ�UIF�TFHNFOUT�JO�UIF�NBSLFU�CFJOH�TFSWFE��4UBOEBSE�
TFHNFOUBUJPO�NFBTVSFT�NBZ�PS�NBZ�OPU�CF�BQQSPQSJBUF�JO�B�DIBOOFM�NBOBHFNFOU�DPO�
UFYU�UIPVHI��5IF�LFZ�DSJUFSJPO�UP�EFUFSNJOF�XIFUIFS�UIF�TFHNFOUBUJPO�XBT�BQQSPQSJ�
BUF�JT�XIFUIFS�UIF�SFTVMUJOH�HSPVQT�PG�CVZFST�SFRVJSF�EJGGFSFOU�TFUT�PG�TFSWJDF�PVUQVUT��
'PS�FYBNQMF�XF�NJHIU�JEFOUJGZ�UXP�TFHNFOUT�GPS�CVZFST�PG�MBQUPQ�DPNQVUFST��NFO�
BOE�XPNFO��*U�JT�MJLFMZ�B�WBMJE�TFHNFOUBUJPO�DSJUFSJPO�GPS�TPNF�QVSQPTFT�	F�H��DIPPT�
JOH�BEWFSUJTJOH�NFEJB�UP�TFOE�QSPNPUJPOBM�NFTTBHFT
�CVU�VOMJLFMZ�UP�CF�VTFGVM�JO�B�
DIBOOFM�EFTJHO�BOE�NBOBHFNFOU�DPOUFYU�CFDBVTF�UIFSF�JT�OP�EJTDFSOJCMF�EJGGFSFODF�JO�
UIF�TFSWJDF�PVUQVUT�EFNBOEFE�CZ�NFO�BOE�XPNFO��"�CFUUFS�TFHNFOUBUJPO�UIVT�NJHIU�
CF�CVTJOFTT�CVZFST�QFSTPOBM�VTF�CVZFST�BOE�TUVEFOU�CVZFST�

5IF�OFYU�TUFQ�JT�UP�GJMM�JO�JOGPSNBUJPO�BCPVU�UIF�TFSWJDF�PVUQVU�EFNBOET�PG�FBDI�
JEFOUJGJFE�TFHNFOU�PO�UIF�TFHNFOUBUJPO�UFNQMBUF��.PSF�JOGPSNBUJPO�JT�BMXBZT�CFUUFS�
CVU�JO�UIF�BCTFODF�PG�EFUBJMFE�NBSLFUJOH�SFTFBSDI�EBUB�JU�DBO�CF�VTFGVM�UP�TJNQMZ�JEFO�
UJGZ�EFNBOET�BT�i-PXw�i.FEJVNw�PS�i)JHI�w�*U�JT�UIFO�PGUFO�VTFGVM�UP�OPUF�IPX�TFSWJDF�
PVUQVU�EFNBOET�BSF�FYQSFTTFE��)FSF�BSF�B�GFX�QSPUPUZQJDBM�FYBNQMFT�

t�"�CVTJOFTT�CVZJOH�MBQUPQ�DPNQVUFST�XBOUT�UP�CVZ�NPSF�VOJUT�UIBO�EPFT�B�QFS�
TPOBM�VTF�PS�B�TUVEFOU�CVZFS��Breaking bulk�	J�F��QSPWJEJOH�B�TNBMMFS�MPU�TJ[F
�
JT�FGGPSUGVM�TP�UIF�CVTJOFTT�TFHNFOU�IBT�B�-08�EFNBOE�GPS�UIF�CVML�CSFBLJOH�
TFSWJDF�PVUQVU�XIFSFBT�UIF�QFSTPOBM�VTF�CVZFS�BOE�TUVEFOU�IBWF�)*()�EFNBOET�
GPS�UIJT�PVUQVU�	J�F��UIFZ�XBOU�UP�CVZ�POMZ�POF�DPNQVUFS�BU�B�UJNF
�

t�Spatial convenience�NBZ�CF�JNQPSUBOU�UP�BMM� UISFF�TFHNFOUT�CVU�GPS�EJGGFSFOU�
SFBTPOT��'PS�FYBNQMF�UIF�iTBMFw�PG�B�MBQUPQ�DPNQVUFS�JT�OPU�PWFS�XIFO�UIF�VOJU�
JT�QVSDIBTFE��QPTUTBMFT�TFSWJDF�JT�B�DSJUJDBM�GBDUPS�UIBU�BGGFDUT�JOJUJBM�QVSDIBTF�EFDJ�
TJPOT�BT�XFMM�BT�UIF�TVCTFRVFOU�TBUJTGBDUJPO�PG�FOE�VTFST��8F�UIFO�NJHIU�BSHVF�
UIBU�QFSTPOBM�VTF�BOE�TUVEFOU�CVZFST�IBWF�B�SFMBUJWFMZ�-08�EFNBOE�GPS�TQBUJBM�
DPOWFOJFODF�BU� UIF�QPJOU�PG� JOJUJBM�QVSDIBTF�CVU� UIFZ�NJHIU�FYQSFTT�B�)*()�
EFNBOE�GPS�TQBUJBM�DPOWFOJFODF�XIFO�JU�DPNFT�UP�HFUUJOH�B� GBVMUZ�VOJU� GJYFE�
PS�HFUUJOH�UFDIOJDBM�TFSWJDF��$POWFSTFMZ� UIF�CVTJOFTT�CVZFS�NBZ�IBWF�B�)*()�
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EFNBOE�GPS�TQBUJBM�DPOWFOJFODF�BU�UIF�JOJUJBM�QPJOU�PG�QVSDIBTF�	F�H��SFRVJSF�B�
TBMFT�SFQ�UP�WJTJU�UIF�DPNQBOZ�SBUIFS�UIBO�IBWJOH�B�DPNQBOZ�SFQSFTFOUBUJWF�HP�UP�
B�SFUBJM�TUPSF
��B�MBSHF�FOPVHI�DPNQBOZ�BMTP�NBZ�IBWF�JO�IPVTF�DPNQVUFS�SFQBJS�
BOE�DPOTVMUJOH�GBDJMJUJFT�BOE�UIVT�FYIJCJU�-08�EFNBOE�GPS�TQBUJBM�DPOWFOJFODF�
GPS�QPTUTBMFT�TFSWJDF�

t�5IF�EFNBOE�GPS�delivery/waiting time�JT�IJHI�JG�UIF�FOE�VTFS�JT�VOXJMMJOH�UP�XBJU�
UP�SFDFJWF�UIF�QSPEVDU�PS�TFSWJDF��*NQVMTF�QVSDIBTFT�BSF�B�DMBTTJD�QSPEVDU�DBU�
FHPSZ�GPS�XIJDI�BMNPTU�BMM�TFHNFOUT�IBWF�)*()�EFNBOE�GPS�UIJT�TFSWJDF�PVUQVU��
'PS�PVS�MBQUPQ�DPNQVUFST�XF�BHBJO�DBO�EJGGFSFOUJBUF�CFUXFFO�JOJUJBM�QVSDIBTF�
WFSTVT�QPTUTBMFT�TFSWJDF�TUFQ�EFNBOET��"U�UIF�JOJUJBM�QVSDIBTF�UIF�QFSTPOBM�VTF�
CVZFS�QSPCBCMZ�IBT�B�-08�EFNBOE�GPS�EFMJWFSZ�XBJUJOH�UJNF�UIPVHI�B�TUVEFOU�
NBZ�IBWF�B�WFSZ�)*()�EFNBOE�GPS�RVJDL�EFMJWFSZ�QBSUJDVMBSMZ�JG�UIF�VOJU�JT�QVS�
DIBTFE�KVTU�JO�UJNF�GPS�UIF�CFHJOOJOH�PG�UIF�TDIPPM�ZFBS��'JOBMMZ�B�CVTJOFTT�CVZFS�
NBZ�IBWF�B�WFSZ�)*()�EFNBOE�GPS�UIJT�TFSWJDF�PVUQVU�JG�UIF�MBDL�PG�UIF�MBQUPQT�
NFBOT�MPXFS�TBMFT�PS�BGGFDU�QSPEVDUJWJUZ�

"U� UIF�QPTUTBMFT�TFSWJDF�TUBHF� UIF�QFSTPOBM�VTF�CVZFS�NBZ�IBWF�B�-08�
EFNBOE�GPS�UIF�EFMJWFSZ�XBJUJOH�UJNF�TFSWJDF�PVUQVU�CFDBVTF�IF�PS�TIF�MJLFMZ�JT�
XJMMJOH�UP�XBJU�B�GFX�EBZT�UP�SFDFJWF�TFSWJDF�PS�SFQBJST�DPOTJEFSJOH�UIBU�QFSTPOBM�
VTFT�PG�B�DPNQVUFS�PGUFO�BSF�OPU�MJGF�PS�EFBUI�DPODFSOT��5IF�TUVEFOU�JOTUFBE�IBT�
B�WFSZ�)*()�EFNBOE�GPS�UIF�EFMJWFSZ�XBJUJOH�UJNF�TFSWJDF�PVUQVU�PO�UIF�QPTU�
TBMFT�TFSWJDF�TJEF�CFDBVTF�UIF�DPTU�PG�EPXOUJNF�GPS�UIJT�VTFS�JT�WFSZ�IJHI�	DBOOPU�
HFU�IPNFXPSL�EPOF�XJUIPVU�UIF�VOJU
��5IF�CVTJOFTT�CVZFS�BMTP�NBZ�IBWF�B�-08�
EFNBOE�GPS�UIJT�TFSWJDF�PVUQVU�UIPVHI��*UT�JOUFSOBM�TFSWJDF�GBDJMJUJFT�DPVME�NBLF�JU�
MFTT�EFQFOEFOU�PO�UIF�NBOVGBDUVSFS�T�UFDIOJDBM�TFSWJDF�PS�SFQBJS�GBDJMJUJFT�BOE�JU�
DPVME�IBWF�FYDFTT�VOJUT�JO�JOWFOUPSZ�UIBU�DBO�CF�iTXBQQFE�PVUw�GPS�B�GBVMUZ�VOJU�
VOUJM�JU�JT�GJYFE�

t�Assortment/variety�EFNBOET�SFGFS� UP�TFHNFOUT��QSFGFSFODFT�GPS�B�EFFQ�BTTPSU�
NFOU�JO�B�HJWFO�DBUFHPSZ�BOE�GPS�B�XJEF�WBSJFUZ�PG�QSPEVDU�DBUFHPSZ�DIPJDFT��*O�
PVS�MBQUPQ�FYBNQMF�XF�NJHIU�BTL�)PX�JOUFOTF�JT�FBDI�TFHNFOU�T�EFNBOE�GPS�BO�
BTTPSUNFOU�PG�DPNQVUFS�CSBOET�BOE�IPX�JOUFOTF�BSF�UIFJS�EFNBOET�GPS�B�WBSJFUZ�
PG�DPNQVUFST�QFSJQIFSBMT�TPGUXBSF�BOE�TP�GPSUI �5IF�CVTJOFTT�CVZFS�QSPCBCMZ�
IBT�WFSZ�QSFDJTF�CSBOE�EFNBOET�	)*()�EFNBOE
�CFDBVTF�JU�XBOUT�DPOGPSNJUZ�
BDSPTT�UIF�VOJUT� JO�VTF�JO�UIF�DPNQBOZ��5IJT�FOE�VTFS�IBT�B�-08�EFNBOE�GPS�
BTTPSUNFOU��"HHSFHBUFE�BDSPTT�UIF�FOUJSF�QPQVMBUJPO�PG�CVTJOFTT�CVZFST�UIPVHI�
PVS� MBQUPQ�NBSLFUFS�NBZ�PCTFSWF�DPOTJEFSBCMF�EJWFSTJUZ� JO�CSBOE�QSFGFSFODFT��
5IVT�XF�NVTU�DPOTJEFS�UIF�EJGGFSFOU�UZQFT�PG�WBSJFUZ�EFNBOET�XIFO�TUVEZJOH�
NBSLFUT� GSPN�B�NJDSP� 	DVTUPNFS�TQFDJGJD
�WFSTVT�B�NBDSP� 	NBSLFUXJEF
�QFS�
TQFDUJWF��5IF�CVTJOFTT�CVZFS�NBZ�IBWF�B�NPEFSBUF�UP�)*()�EFNBOE�GPS�WBSJFUZ�
	F�H��TPGUXBSF�UP�EP�XPSE�QSPDFTTJOH�TQSFBETIFFUT�BOE�EBUBCBTF�NBOBHFNFOU��
QSJOUFS�QPSUT�1$�DBSET�BT�QFSJQIFSBMT
�EFQFOEJOH�PO�UIF�WBSJFUZ�PG�UBTLT�UIJT�
CVZFS�XBOUT�UIF�MBQUPQT�UP�QFSGPSN��"NPOH�QFSTPOBM�VTF�CVZFST� UIF�EFNBOE�
GPS�WBSJFUZ�JT�QSPCBCMZ�WFSZ�-08�CFDBVTF�UIFZ�UFOE�UP�CF�UIF�MFBTU�TPQIJTUJDBUFE�
VTFST�BOE�NBZ�EFNBOE�POMZ�UIF�NPTU�CBTJD�XPSE�QSPDFTTJOH�PS�HBNJOH�TPGUXBSF��
)PXFWFS� UIFJS�BTTPSUNFOU�	CSBOE�DIPJDF
�EFNBOET�NBZ�CF�)*()��VOTPQIJT�
UJDBUFE�DPOTVNFST�PGUFO�XBOU� UP�TFF�B�CSPBE�TFMFDUJPO�PG�NPEFMT�BOE�CSBOET�
CFGPSF�NBLJOH�B�QVSDIBTF�EFDJTJPO��4UVEFOU�CVZFST�QSPCBCMZ�GBMM�JO�CFUXFFO�BU�
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B�.&%*6.�MFWFM�JO�UIFJS�EFNBOE�GPS�BTTPSUNFOU�WBSJFUZ��5IFZ�NBZ�IBWF�NPSF�
BQQMJDBUJPOT�PS�VTFT�GPS�UIF�MBQUPQ�BOE�UIVT�EFNBOE�NPSF�QFSJQIFSBMT�BOE�
TPGUXBSF�QSPHSBNT�CVU�UIFZ�NBZ�OPU�OFFE�UP�TFF�B�XJEF�BTTPSUNFOU�PG�CSBOET�
CFGPSF�NBLJOH�UIF�QVSDIBTF�	UIF�SFMFWBOU�CSBOE�TFU�NBZ�CF�TNBMM�JG�B�TDIPPM�
IBT�EJDUBUFE�iBDDFQUBCMFw�CSBOET
�

t�%FNBOET�GPS�customer service�EJGGFS�XJEFMZ�BNPOH�UIF�CVTJOFTT�QFSTPOBM�VTF�
BOE�TUVEFOU�CVZFST�JO�UFSNT�PG�OPU�KVTU�MFWFMT�CVU�BMTP�types�PG�DVTUPNFS�TFS�
WJDF��5IF�TUVEFOU�CVZFS�QSPCBCMZ�WBMVFT�IPNF�EFMJWFSZ�WFSZ�IJHIMZ�BT� GFX�
TUVEFOUT�IBWF�DBST�UP�DBSSZ�MBSHF�JUFNT�CBDL�GSPN�UIF�TUPSF��UIF�QFSTPOBM�VTF�
CVZFS�NBZ�OPU�DBSF�BCPVU�IPNF�EFMJWFSZ�CVU�WBMVF�JO�IPNF�JOTUBMMBUJPO�TFS�
WJDFT��BOE�UIF�CVTJOFTT�CVZFS�MJLFMZ�DBSFT�MJUUMF�BCPVU�FJUIFS�PG�UIFTF�CFOFGJUT�
CVU�EFNBOET�USBEF�JO�PQUJPOT�PO�PMEFS�NBDIJOFT�

t�'JOBMMZ� information sharing�EFNBOET�DBO�CF�TFQBSBUFE�JOUP�QSF��BOE�QPTU�
TBMFT�JOGPSNBUJPO�FMFNFOUT��#FGPSF�QVSDIBTF�B�CVZFS�NBZ�OFFE�JOGPSNBUJPO�
BCPVU�EJGGFSFODFT�JO�QIZTJDBM�QSPEVDU�BUUSJCVUFT�IPX�DPNQPOFOUT�GJU�UPHFUIFS�
JO�B�TZTUFN�BOE�IPX�UP�VTF�UIF�OFX�TUBUF�PG�UIF�BSU�GFBUVSFT��"GUFS�QVSDIBTF�
UIF�CVZFS�JOTUFBE�NBZ�IBWF�RVFTUJPOT�BCPVU�XIJDI�BEE�PO�QFSJQIFSBM�EFWJDFT�
DBO�CF�VTFE�XJUI�UIF�DPNQVUFS�BOE�IPX�PS�XIBU�TPGUXBSF�QSPHSBNT�WFSTJPOT�
UP�JOTUBMM�POUP�UIF�NBDIJOF��5IF�QFSTPOBM�VTF�CVZFS�MJLFMZ�QMBDFT�UIF�IJHIFTU�
WBMVF�PO�CPUI�QSF��BOE�QPTUTBMFT�JOGPSNBUJPO�TIBSJOH�CFDBVTF�TIF�PS�IF�JT�
VOMJLFMZ�UP�IBWF�B�iTVQQPSU�HSPVQw�JO�QMBDF�UP�QSPWJEF�LFZ�JOGPSNBUJPO�BCPVU�
XIBU�IPX�BOE�XIFSF�UP�CVZ��"�TUVEFOU�CVZFS�NBZ�IBWF�NPSF�QPTUQVSDIBTF�
JOGPSNBUJPOBM�OFFET�UIBO�QSFQVSDIBTF�POFT�QBSUJDVMBSMZ�JG�UIF�TDIPPM�SFDPN�
NFOET�B�DFSUBJO�TVCTFU�PG�MBQUPQT�GPS�VTF��5IF�CVTJOFTT�CVZFS�QSPCBCMZ�IBT�
SFMBUJWFMZ� MPX�JOGPSNBUJPOBM�EFNBOET�CPUI�QSF��BOE�QPTUQVSDIBTF�QBSUJDV�
MBSMZ�JG�UIF�DPNQBOZ�JT�MBSHF�FOPVHI�UP�JEFOUJGZ�BOE�TQFDJGZ�BQQSPWFE�MBQUPQ�
NPEFMT�UIFO�TVQQPSU�UIFN�BGUFS�QVSDIBTF��)PXFWFS�B�QSPDVSFNFOU�TQFDJBMJTU�
BU�UIF�DPNQBOZ�NBZ�IBWF�TJHOJGJDBOU�QSF�TBMF�JOGPSNBUJPOBM�OFFET�BU�UIF�UJNF�
EFDJTJPOT�BSF�NBEF�BCPVU�XIJDI�MBQUPQ�NPEFMT�UP�TFMFDU�BOE�TVQQPSU�
8IFO�DPNQMFUFE�XJUI�DPEJGJFE�JOGPSNBUJPO�UIF�TFSWJDF�PVUQVU�TFHNFOUBUJPO�

UFNQMBUF�TVQQPSUT�TFWFSBM�TUSBUFHJD�VTFT�

 1. *U�DBO�SFWFBM�XIZ�TBMFT�UFOE�UP�DMVTUFS�JO�POF�TFHNFOU�UP�UIF�FYDMVTJPO�PG�PUI�
FST��*G�QPTUTBMFT�TFSWJDF�JT�QPPS�JU�XJMM�CF�EJGGJDVMU�UP�TFMM�UP�QFSTPOBM�VTF�BOE�
TUVEFOU�CVZFST�

 2. *U�NBZ�TVHHFTU�B�OFX�DIBOOFM�PQQPSUVOJUZ�GPS�CVJMEJOH�TBMFT�BNPOH�BO�VOEFS�
TFSWFE�TFHNFOU��1FSIBQT�B�DIBOOFM�TUSVDUVSF�DBO�CF�EFTJHOFE�UIBU�JT�JEFBMMZ�
TVJUFE�UP�UIF�OFFET�PG�TUVEFOU�CVZFST��$PNQFUJUPST�UIBU�PUIFSXJTF�GJHIU�TPMFMZ�
PO�UIF�CBTJT�PG�QSJDF�GPS�UIFTF�TBMFT�UIFO�XPVME�CF�MPDLFE�PVU�PG� UIF�TBMFT�
DIBOOFM�

 3. $PNNPOBMJUJFT�CFUXFFO�BOE�BDSPTT�TFHNFOUT�QSFWJPVTMZ�UIPVHIU�UP�CF�UPUBMMZ�
EJTUJODU�NJHIU�FNFSHF��'PS�FYBNQMF�QFSTPOBM�VTF�BOE�TUVEFOU�CVZFST�NBZ�
TIBSF�FOPVHI�TJNJMBSJUJFT�UIBU�CPUI�DBO�CF�TFSWFE�XJUI�POMZ�NJOPS�WBSJBUJPOT�
PO�B�TJOHMF�DIBOOFM�UIFNF�

 4. 5IF�UFNQMBUF�DBO�TVHHFTU�XIBU�DIBOOFM�GPSN�XPVME�CF�CFTU�TVJUFE�GPS�TFSWJOH�
FBDI�TFHNFOU��5IVT�JU�QSPWJEFT�JOQVUT�UP�NBUDI�TFHNFOUT�UP�DIBOOFMT�
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5IJT� MJTU�PG�TFSWJDF�PVUQVU�EFNBOET�DBOOPU�DPNQMFUFMZ�BOE�GVMMZ�DIBSBDUFSJ[F�
FWFSZ�EFNBOE�JO�B�TQFDJGJD�NBSLFU��'PS�FYBNQMF�UIF�DVTUPNFS�TFSWJDF�EFNBOE�TPNF�
UJNFT�SFRVJSFT�EJTUJODUJPOT�BT�QSF��BOE�QPTUTBMFT�TFSWJDF�FMFNFOUT�BT�EPFT�UIF�iJOGPS�
NBUJPO�TIBSJOHw�TFSWJDF�PVUQVU�EFNBOE��)PXFWFS�UIJT�GSBNFXPSL�QSPWJEFT�BO�JOJUJBM�
NFBOT�UP�VOEFSTUBOE�UIF�UZQFT�PG�TFSWJDF�PVUQVUT�GJSNT�NVTU�QSPWJEF�UP�BQQFBM� UP�
FOE�VTFST�
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C H A P T E R  3

Channel Analysis: 
Auditing Marketing 

Channels
LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FGJOF�UIF�HFOFSJD�DIBOOFM�GVODUJPOT�UIBU�DIBSBDUFSJ[F�DPTUMZ�BOE�WBMVF�BEEFE�
DIBOOFM�BDUJWJUJFT�

t�6OEFSTUBOE�IPX�UIF�FGGJDJFODZ�UFNQMBUF�IFMQT�DPEJGZ�DIBOOFM�GVODUJPO�
QFSGPSNBODF�BDDPSEJOH�UP�DIBOOFM�BOE�DIBOOFM�QBSUJDJQBOU�

t�%FTDSJCF�UIF�SPMF�PG�DIBOOFM�GVODUJPO�BMMPDBUJPO�JO�EFTJHOJOH�B�[FSP�CBTFE�DIBOOFM�

t�3FDPHOJ[F�IPX�DIBOOFM�GVODUJPO�QFSGPSNBODF�MFBET�UP�BQQSPQSJBUF�BMMPDBUJPOT�PG�
DIBOOFM�QSPGJUT�BNPOH�DIBOOFM�NFNCFST�VTJOH�UIF�FRVJUZ�QSJODJQMF�

t�-PDBUF�DIBOOFM�GVODUJPO�BOBMZTJT�XJUIJO�BO�PWFSBMM�DIBOOFM�BVEJU�QSPDFTT�

t�6TF�UIF�FGGJDJFODZ�UFNQMBUF�FWFO�JO�DPOEJUJPOT�XJUI�MJUUMF�JOGPSNBUJPO�

t�%FGJOF�TFSWJDF�BOE�DPTU�HBQT�BOE�EFTDSJCF�UIF�TPVSDFT�PG�UIFTF�HBQT�

t�1FSGPSN�B�HBQ�BOBMZTJT�VTJOH�CPUI�TFSWJDF�BOE�DPTU�HBQ�BOBMZTJT�UFNQMBUFT�

O OF�PG�UIF�CBTJD�QSFDFQUT�JO�NBSLFUJOH�TUBUFT�UIBU�TFMMFST�NVTU�TFFL�UP�JEFOUJGZ�
BOE�NFFU� UIF�OFFET�PG� UIFJS�FOE�VTFST� JO�UIF�NBSLFUQMBDF��*O�B�NBSLFUJOH�
DIBOOFM�TUSBUFHZ�DPOUFYU�UIJT�QSFDFQU�NFBOT�DSFBUJOH�BOE�SVOOJOH�B�NBSLFU�

JOH�DIBOOFM�TZTUFN�UIBU�QSPEVDFT�UIF�TFSWJDF�PVUQVUT�EFNBOEFE�CZ�UBSHFUFE�FOE�VTFS�
TFHNFOUT��5IVT�UIF�OFYU�TUFQ�JO�UIF�QSPDFTT�PG�EFWFMPQJOH�B�NBSLFUJOH�DIBOOFM�TUSBU�
FHZ�BGUFS� JEFOUJGZJOH�UBSHFUFE�TFHNFOUT�PG�FOE�VTFST� JT�UP�audit existing marketing 
channels��4VDI�BVEJUT�FWBMVBUF�FBDI�BWBJMBCMF�DIBOOFM�NFNCFS�T�DBQBCJMJUZ�UP�QSPWJEF�
TFSWJDF�PVUQVUT�FGGJDJFOUMZ�	CVML�CSFBLJOH�RVJDL�EFMJWFSZ�TQBUJBM�DPOWFOJFODF�BTTPSU�
NFOU�WBSJFUZ�JOGPSNBUJPO�TIBSJOH
��5IJT�FWBMVBUJPO�NVTU�JODMVEF�CPUI�UIF�MFWFM�BOE�
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UIF�DPTU�PG�UIF�TFSWJDF�PVUQVUT�QSPWJEFE�CZ�FBDI�DIBOOFM�NFNCFS�CFDBVTF�FOE�VTFST�
BSF�TFOTJUJWF� UP� UIF�PWFSBMM�VUJMJUZ�QSPWJEFE�CZ� UIF�DIBOOFM� 	J�F��CFOFGJUT�BU�B�HJWFO�
QSJDF
��.BOVGBDUVSFST�XIPMFTBMFST�BOE�SFUBJMFST�BMM�QBSUJDJQBUF�JO�NBSLFUJOH�DIBOOFMT�
UP�DSFBUF�UIF�TFSWJDF�PVUQVUT�EFNBOEFE�CZ�UIFJS�UBSHFU�FOE�VTFST��+VTU�BT�UIF�NBDIJO�
FSZ� JO�B�QSPEVDUJPO�QMBOU�QSPEVDFT�QIZTJDBM�QSPEVDUT� UIF�NFNCFST�PG�B�NBSLFUJOH�
DIBOOFM�BSF�FOHBHFE�JO�productive activity�FWFO�JG�XIBU�UIFZ�QSPEVDF�JT�JOUBOHJCMF��
*O�UIJT�TFOTF�QSPEVDUJWJUZ�EFSJWFT�GSPN�UIF�WBMVF�UIBU�FOE�VTFST�QMBDF�PO�UIF�TFSWJDF�
PVUQVUT�UIBU�SFTVMU�GSPN�DIBOOFM�FGGPSUT��5IF�BDUJWJUJFT�UIBU�QSPEVDF�UIF�TFSWJDF�PVUQVUT�
EFNBOEFE�CZ�FOE�VTFST�BSF�UIF�channel functions�

"VEJUJOH�what�DIBOOFM�GVODUJPOT�HFU�QFSGPSNFE�CZ�FBDI�DIBOOFM�NFNCFS�JO�UIF�
FYJTUJOH�DIBOOFM�TZTUFN�by whom�at what levels�BOE�at what cost�QSPWJEFT�TFWFSBM�
JNQPSUBOU�CFOFGJUT�

 1. %FUBJMFE�LOPXMFEHF�PG�UIF�DBQBCJMJUJFT�PG�FBDI�DIBOOFM�NFNCFS�BMMPXT�UIFN�UP�
EJBHOPTF�BOE�SFNFEZ�TIPSUDPNJOHT�JO�UIF�QSPWJTJPO�PS�QSJDF�PG�TFSWJDF�PVUQVUT�
UP�UBSHFUFE�TFHNFOUT�

 2. "O�BVEJU�NBZ�JEFOUJGZ�HBQT�JO�TFSWJDF�PVUQVUT�EFTJSFE�CZ�UBSHFUFE�FOE�VTFS�TFH�
NFOUT�TVDI�UIBU�UIF�TFSWJDF�QSPWJEFST�DBO�BEE�OFDFTTBSZ�OFX�DIBOOFMT�PS�SFWJTF�
DVSSFOUMZ�FYJTUJOH�POFT�UP�BEESFTT�BOZ�TIPSUDPNJOHT�

 3. ,OPXJOH�XIJDI�DIBOOFM�NFNCFST�IBWF�JODVSSFE�UIF�DPTUT�PG�QFSGPSNJOH�XIJDI�
DIBOOFM� GVODUJPOT� IFMQT� NFNCFST� BMMPDBUF� DIBOOFM� QSPGJUT� FRVJUBCMZ�� *O� UVSO�
DIBOOFM�NFNCFST�DBO�CFUUFS�QSFTFSWF�B�TFOTF�PG�GBJSOFTT�BOE�DPPQFSBUJPO�BOE�
UIVT�BWFSU�DIBOOFM�DPOGMJDUT�	TFF�$IBQUFS���
�

*O� UIJT� DIBQUFS�XF� DPOUJOVF� PVS� EJTDVTTJPO� PG� $%8� 	4JEFCBS� ���
�XIJDI�XF�
QSFTFOUFE�GSPN�B�TFSWJDF�PVUQVU�QFSTQFDUJWF�JO�$IBQUFS����8F�FYQBOE�JU�XJUI�B�DPO�
TJEFSBUJPO�PG�reverse logistics�PS� UIF�QSPDFTT� UIF�DIBOOFM�VTFT� UP�IBOEMF�SFUVSOFE�
NFSDIBOEJTF�	4JEFCBS����
��5IFSFGPSF�JO�UIJT�DIBQUFS�PVS�EJTDVTTJPO�GPDVTFT�PO�JEFOUJ�
GZJOH�BOE�EFTDSJCJOH�DIBOOFM�GVODUJPOT�BT�XFMM�BT�PVUMJOF�IPX�NBOBHFST�NJHIU�BVEJU�
DIBOOFM�TZTUFNT�UP�JEFOUJGZ�B�[FSP�CBTFE�DIBOOFM�BOE�BOZ�HBQT�JO�TFSWJDFT�QSPWJEFE�
BOE�DPTUT�JODVSSFE�

CHANNEL AUDIT CRITERIA: CHANNEL FUNCTIONS

"T�PVS�DPODFQUVBMJ[BUJPO�PG�DIBOOFM�GVODUJPOT�JO�$IBQUFS���JOEJDBUFE�TQFDJGJD�DIBOOFM�
NFNCFST�DBO�TQFDJBMJ[F�JO�POF�PS�NPSF�DIBOOFM�GVODUJPOT�FWFO�BT�UIFZ�BSF�DPNQMFUFMZ�
FYDMVEFE�GSPN�QBSUJDJQBUJPO�JO�PUIFS�BDUJWJUJFT�	'JHVSF����
��5IJT�MBUUFS�DPOEJUJPO�NBZ�
NBLF�JU�UFNQUJOH�UP�SFNPWF�B�QBSUJDVMBS�NFNCFS�GSPN�UIF�DIBOOFM�	J�F��DIBOHF�UIF�
DIBOOFM�structure
��#VU�UIF�TQFDJBMJ[FE�GVODUJPOT�QFSGPSNFE�CZ�UIBU�DIBOOFM�NFNCFS�
DBOOPU�TJNQMZ�CF�FMJNJOBUFE��"GUFS�B�DIBOOFM�NFNCFS�MFBWFT�UIF�DIBOOFM�JUT�GVODUJPOT�
NVTU� TIJGU� UP� TPNF�PUIFS� DIBOOFM�NFNCFS� UP�QSFTFSWF� TFSWJDF�PVUQVU�QSPWJTJPO� JO�
UIF�DIBOOFM��5IF�POMZ�FYDFQUJPO�UP�UIJT�SVMF�BSJTFT�JG�UIF�FMJNJOBUFE�DIBOOFM�NFNCFS�
XFSF�QFSGPSNJOH�BDUJWJUJFT�UIBU�DPVME�CF�BEESFTTFE�FMTFXIFSF�JO�UIF�DIBOOFM�TP�JUT�
DPOUSJCVUJPOT�UP�UIF�TFSWJDF�PVUQVU�XFSF�SFEVOEBOU��'PS�FYBNQMF�XIFO�BO�FNQMPZFF�
TBMFTQFSTPO� BOE� BO� JOEFQFOEFOU� EJTUSJCVUPS�T� TBMFT� SFQSFTFOUBUJWF� DBMM� PO� UIF� TBNF�
DVTUPNFS�UIFZ�DSFBUF�XBTUFE�FGGPSU�BOE�DPTU��5IF�DIBOOFM�NBZ�CF�CFUUFS�PGG�VTJOH�POF�
PS�UIF�PUIFS�OPU�CPUI�TBMFTQFPQMF�
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&WFSZ�DIBOOFM�GVODUJPO�DPOUSJCVUFT�UP�UIF�QSPEVDUJPO�PG�WBMVFE�TFSWJDF�PVUQVUT�
BOE�BMTP�QSPEVDFT�DPTUT��'JHVSF�����PGGFST�TPNF�FYBNQMFT�PG�DIBOOFM�DPTUoHFOFSBU�
JOH�BDUJWJUJFT� BTTPDJBUFE�XJUI�FBDI� GVODUJPO��Physical possession� SFGFST� UP� DIBOOFM�
BDUJWJUJFT�QFSUBJOJOH�UP�UIF�TUPSBHF�PG�HPPET�JODMVEJOH�USBOTQPSUBUJPO�CFUXFFO�DIBO�
OFM�NFNCFST��5IF�DPTUT�PG�SVOOJOH�XBSFIPVTFT�BOE�USBOTQPSUJOH�QSPEVDUT�GSPN�POF�
MPDBUJPO�UP�BOPUIFS�BSF�QIZTJDBM�QPTTFTTJPO�DPTUT��*O�UIF�DBTF�PG�DPNNFSDJBM�QFSTPOBM�
DPNQVUFS�	1$
�QVSDIBTFT�BT�XF�EFUBJM� JO�4JEFCBS�����$%8�T�JOUFSNFEJBSZ�SPMF�DSF�
BUFT�TJHOJGJDBOU�QIZTJDBM�QPTTFTTJPO�DPTUT�BOE�SFRVJSFE�JOWFTUNFOUT�JODMVEJOH�UIPTF�UP�
NBJOUBJO�JUT��������TRVBSF�GPPU�XBSFIPVTF�XIFSF�JU�IPVTFT�UIF�NBTTJWF�WPMVNFT�PG�
QSPEVDUT�JU�CVZT�GSPN�NBOVGBDUVSFST�

Producers

Marketing Function
Physical possession
Ownership
Promotion 

Negotiation
Financing
Risking

Ordering
Payment
Information sharing

Cost Represented
Storage and delivery 
Inventory carrying
Personal selling, advertising, sales promotion,
publicity, public relations costs, trade show 
Time and legal
Credit terms, terms and conditions of sale
Price guarantees, returns allowances, warranties,
insurance, repair, after-sale service
Order processing
Collections, bad debt
Collection and storing 

Notes: The arrows show how functions move in the channel (e.g., physical possession
functions move from producers to wholesalers to retailers to consumers). Each function
carries a cost, as the following chart shows:

Wholesalers Retailers

Consumers
Industrial

and
Household

Commercial Channel Subsystem

Physical
Possession

Ownership

Promotion

Negotiation

Financing

Risking

Ordering

Payment

Information
Sharing

Physical
Possession

Ownership

Promotion

Negotiation

Financing

Risking

Ordering

Payment

Information
Sharing

Physical
Possession

Ownership

Promotion

Negotiation

Financing

Risking

Ordering

Payment

Information
Sharing

FIGURE 3-1 Marketing functions in channels
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Sidebar 2-1 profiled the computer systems reseller 
CDW and its success in serving small and medium-
sized business buyers through its superior provision 
of service outputs. Its ability to do so rests on its 
performance of key channel functions in a more 
efficient (lower cost) and effective (better at pro-
ducing service outputs) manner than other channel 
partners can. The channel functions in which CDW 
plays a key role are physical possession, promo-
tion, negotiation, financing, and risk. In addition, 
CDW offers flexibility to its buyers, so that not all 
buyers must pay for and consume all of the func-
tions that CDW offers. Through this mechanism, 
CDW effectively offers differentiated “packages” 
of function performance to the market, through 
one umbrella channel structure.

CDW’s Role in Bearing Channel Function Costs
Table 3-1 summarizes CDW’s participation in key 
marketing channel functions. Each has specific 
implications for channel efficiency (cost manage-
ment) and/or channel effectiveness (minimizing 
total channel costs, subject to the maintenance of 
desired service output levels).

As a channel intermediary, CDW performs 
physical possession. As the entries in Table 3-1 
indicate, CDW takes on a significant portion of the 
costly burden of holding inventory (in its 
400,000-square-foot warehouse and through its 
large-volume purchases). The entries also suggest 
that CDW’s participation in the physical possession 
function lowers the total channel cost of inventory 
holding. In particular, CDW ships 99 percent of 
orders the day they are  received, suggesting it has 
expertise in interpreting demand forecasts, which 
minimizes its inventory holding costs. Furthermore, 
CDW’s investment in “asset tagging” for its govern-
ment buyers constitutes a costly channel function 
investment that aims to reduce subsequent physical 
possession costs, through its ability to provide quick 
information to both CDW and its buyers about the 
location of inventory (e.g., to schedule routine ser-
vice and maintenance calls, to reduce product theft 
or loss). CDW’s large-volume purchases also reduce 

systemwide inventory holding costs,  accompanied 
by reduced wholesale prices from suppliers. The 
implication here is that taking large volumes of 
 product all at once actually lowers the supplier’s cost 
of selling to the market. Not only does it pass those 
 savings on to CDW, but it also enjoys improved 
channel efficiency overall.

CDW’s promotional investments in the 
channel are also extensive (Table 3-1). It trains its 
salespeople for several months when they start 
their jobs, thus providing its channel partners with 
experienced promotional agents who can sell 
their products. It devotes a salesperson to every 
account—even small, new accounts that initially 
generate low revenues. The company recognizes 
it cannot afford to have salespeople call on such 
accounts in person, so it serves them through 
phone or e-mail contacts, which helps control its  
promotional channel function costs. But the sales-
person remains available to answer customer ques-
tions, providing a well-trained sales conduit to each 
account. A customer with an existing relationship 
with a CDW salesperson is likely to buy more from 
CDW, in response to the relatively high-touch rela-
tionship (despite initially small purchase levels). 
Through these investments, CDW reaps reduced 
promotional costs from the long-tenured sales 
force it employs and keeps; a salesperson with 
three or more years of tenure on the job generates 
approximately $30,000 in sales per day on average, 
twice as much as someone with two years of expe-
rience and ten times as much as a salesperson with 
less than six months of experience!

Another interesting example of clever man-
agement stems from the negotiation function in 
Table 3-1. CDW’s government arm (CDW-G) estab-
lished a small-business consortium to help small 
computer services firms compete for U.S. govern-
ment IT contracts. These small firms benefit from 
the government directive to award approximately 
20 percent of its procurement contracts to small 
businesses (i.e., small firms already have a negotia-
tion advantage with the government as a buyer). 
Yet they still must offer competitive price bids, 
which is difficult if they only purchase small product 

Sidebar 3-1
CDW and PC purchases by small and medium-sized business 
 buyers: Channel functions and equity principle insights1
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Continued

TABLE 3-1 CDW’S participation in various channel functions

Channel Function CDW’s Investments in the Function

Physical possession (a) 400,000 square foot warehouse.
(b) Ships 99 percent of orders the day they are received.
(c)  For government buyers, CDW has instituted an “asset tagging” system that 

lets buyers track which product is going where; product is scanned into both 
buyer and CDW databases, for later ease in tracking products (e.g., service 
calls)

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

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

(b)  Salespeople go through 6½ weeks of basic training, then six months of 
on-the-job coaching, then a year of monthly training sessions.

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

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

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

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

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

Risk (a) “We’re a kind of chief technical officer for many smaller firms”
(b)  CDW is authorized as a Cisco Systems Premier (CSP) partner, for serving 

the commercial customer market.

Information
sharing

(a)  Collects information on which manufacturers’ computers can best solve 
specific customers’ needs

(b)  Store warranty information on each customer’s product to facilitate servicing

quantities to develop their system solutions. By pro-
viding both expertise and more competitive whole-
sale prices on computer equipment to small firms, 
CDW enabled them to compete on price. In this 
sense, CDW offered superior negotiating capability 

to its small-firm partners, so that they in turn could 
generate greater sales. For CDW, the benefits are 
obvious, in that it could not have qualified as a small 
business in government contracting. This arrange-
ment offers a fine example of complementary 
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inputs that jointly generate superior negotiating 
power for channel partners.

CDW performs financing functions efficiently, 
as Table 3-1 demonstrates, through its enviable 
inventory turn rate of twice per month (the inven-
tory turn rate measures how frequently a section of 
shelf space, such as in the CDW warehouse, emp-
ties and is replenished with inventory). Furthermore, 
CDW is efficient in its payment collections, with just 
a 32-day average receivable figure (which helps it 
minimize the total financing cost borne in the chan-
nel), and the company has no debt (which reduces 
the financing cost of capital).

Finally, CDW’s extensive investments in exper-
tise and information sharing serve to reduce other 
channel function costs, as well as reduce risk for its 
buyers. As a manager quoted in Table 3-1 states, 
“We’re kind of chief technical officer for many 
smaller firms.” The small buyer relies on the exper-
tise and knowledge offered by CDW to choose the 
right systems solutions. Similarly, in serving com-
mercial customers in general, CDW’s authorization 
as a Cisco Systems Premier (CSP) partner signals 
its expertise with regard to providing full solutions 
for its commercial customers, not just computer 
components. A CDW executive explains that this 
authorization lets CDW act as a “trusted adviser” 
for the customer, so that CDW can “really talk tech-
nical about what a customer is trying to accomplish 
and really add value to the sale, as opposed to just 
sending out a box.” The channel-level efficiency in 
managing the cost of risk exists because CDW can 
learn relevant information and apply it to many cus-
tomers, rather than each customer having to invest 
in the knowledge individually. In short, customers 
benefit from the information gathering economies 
of scale generated by CDW.

Finally, CDW offers its customers a choice 
about how much channel function costs they 
want to transfer to CDW. It routinely performs 
significant channel functions, but in relationships 
with end-users that already possess technical ser-
vice capabilities and with computer manufactur-
ers, CDW lessens its participation. For example, 
CDW serves the Kellogg School of Management at 
Northwestern University. The Kellogg School uses 
CDW to provide laptop and desktop computers for 

students, faculty, and staff. Once the machines have 
been purchased (i.e., when CDW passes physical 
possession to the Kellogg buyer), the product war-
ranty is with the manufacturer directly, not CDW. 
The Kellogg School has the technical capability to 
handle some repairs in-house, and it offers loaner 
machines to faculty and staff when it must ship their 
computers back to the manufacturer for service. 
Yet CDW is not responsible for the postsales ser-
vices that Kellogg students and faculty enjoy when 
they buy a Kellogg-sanctioned laptop, because the 
school installs Kellogg-customized software on the 
machines and tests them before handing them over 
to the ultimate buyer. In this example, we find a 
buyer that can perform certain important channel 
functions itself, and CDW responds flexibly by offer-
ing tiered service levels to let the end-user spin off 
only those channel functions that the end-user can-
not or does not want to perform itself.

CDW’s Use of the Equity Principle in Function 
Management and Incentive Creation
In two notable ways, CDW acts in accordance with 
the equity principle in its channel function partici-
pation and the rewards it offers to channel part-
ners. First, it compensates employee salespeople 
with a commission rate that is the same regardless 
of whether the sale is generated person-to-person 
through the salesperson or through online order-
ing (both of which CDW offers). As we discussed in 
relation to the promotion function, every customer 
is assigned a CDW salesperson, in the hopes that 
more promotional (sales force) contacts generate 
greater customer lifetime value. But imagine that the 
customer interacts with the CDW salesperson peri-
odically for major purchases but buys replacement 
components (e.g., printer cartridges) and smaller 
routine purchases online. Is it “fair” to award sales 
commissions to the salesperson for these online 
purchases? CDW believes it is, because the online 
purchases resulted at least in part from the initial 
sales efforts of the salesperson to build the customer 
relationship; without the salesperson, the end-user 
might have made these routine purchases else-
where. Moreover, CDW recognizes that it is not just 
how costly the inputs were that matters; it is also 
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how the customer wants to buy. If the customer 
prefers to make certain purchases online, perhaps 
because it seems easier than contacting a salesper-
son, CDW’s internal incentive system supports the 
customer’s freedom of choice. With this equal com-
mission policy, it avoids creating a pernicious sales 
incentive to “force” the customer to buy in person 
rather than online.

Second, CDW offers a different fee to the 
smaller solution providers with which it partners 
to serve some ultimate end-users, because it relies 

on them to perform on-site work for the end-user, 
such as installation, software or hardware custom-
ization, provision of postsales customer service, 
and so forth. The equity principle suggests that 
these solution providers would be unwilling to 
undertake such costly activities unless they knew 
they would be compensated for doing them. The 
fee structure offered by CDW gives them an ade-
quate reward for doing so. By “paying them what 
they’re worth,” CDW embraces the heart of the 
equity principle.

'PS�B�TFSWJDF�TVDI�BT�POMJOF�CJMM�QBZNFOU�QIZTJDBM�QPTTFTTJPO�DPTUT�TFFNJOHMZ�
TIPVME�CF�MPXFS�CVU�UIFZ�TUJMM�BQQMZ�UP�DIBOOFM�NFNCFST�XIP�IPTU�UIF�EBUB�	J�F��PXO�
PQFSBUF�BOE�NBJOUBJO�UIF�DPNQVUFS�IBSEXBSF�BOE�TPGUXBSF�TZTUFNT�OFDFTTBSZ�UP�QSP�
WJEF�SFBEZ�BDDFTT�UP�GJOBODJBM�EBUB�JO�UIF�TZTUFN
��5IJT�DIBOOFM�GVODUJPO�NJHIU�TFFN�
USJWJBM�BU�GJSTU�HMBODF�CVU�JO�TVDI�B�TFSWJDFT�NBSLFU�JU�JT�CPUI�DPTUMZ�BOE�VUUFSMZ�DSVDJBM�
UP�UIF�DIBOOFM�T�TVDDFTT�

8IFO�XF�UVSO�UP�QSPEVDU�SFUVSOT�	XIFUIFS�JO�DPOTVNFS�PS�JOEVTUSJBM�DPOUFYUT
�
QIZTJDBM� QPTTFTTJPO� BOE� JUT� NBOBHFNFOU� ESJWF� UIF� DIBOOFM� GVODUJPO�T� WFSZ� TIBQF�
JODMVEJOH� XIP� JUT� NFNCFST� BSF� BOE� XIFSF� UIF� QSPEVDU� VMUJNBUFMZ� XJMM� XJOE� VQ��
'JHVSFù ���� JO� 4JEFCBS� ���� TIPXT� TPNF� QSPCBCMF� QBUIXBZT� GPS� B� QSPEVDU�T� QIZTJDBM�
NPWFNFOU��$POUSPMMJOH�QIZTJDBM�QPTTFTTJPO�DPTUT�TVDI�BT�CZ�MFTTFOJOH�UIF�UJNF�UIF�
DIBOOFM�IPMET�JOWFOUPSZ�JT�B�QPXFSGVM�NFBOT�UP�JNQSPWF�PWFSBMM�DIBOOFM�QSPGJUBCJM�
JUZ�CFDBVTF�PG�UIF�FOPSNPVT�DPTUT�PG�IBOEMJOH�QSPEVDU�SFUVSOT�

5IF�DPTUT�PG�QIZTJDBM�QPTTFTTJPO�BSF�EJTUJODU�GSPN�UIF�DPTUT�PG�ownership��8IFO�
B�DIBOOFM�NFNCFS�UBLFT�UJUMF�UP�HPPET�JU�CFBST�UIF�DPTU�PG�DBSSZJOH�UIF�JOWFOUPSZ��JUT�
DBQJUBM� JT� UJFE�VQ� JO�QSPEVDU�	XIPTF�PQQPSUVOJUZ�DPTU� JT� UIF�OFYU�IJHIFTU�WBMVF�VTF�
PG� UIBU�NPOFZ
�� *O�NBOZ�EJTUSJCVUJPO� TZTUFNT� TVDI�BT� DPNNFSDJBM�1$� TBMFT�QIZTJ�
DBM�QPTTFTTJPO�BOE�PXOFSTIJQ�NPWF�UPHFUIFS�UISPVHI�UIF�DIBOOFM�CVU�UIJT�QBJSJOH�JT�
OFJUIFS�OFDFTTBSZ�OPS�VOJWFSTBM�BT�UISFF�FYBNQMFT�TIPX��'JSTU�JO�B�consignment sell-
ing�B��SFUBJMFS�QIZTJDBMMZ�IPMET�UIF�QSPEVDU�	F�H��B�QBJOUJOH�JO�BO�BSU�HBMMFSZ
�CVU�UIF�
NBOVGBDUVSFS�	F�H��QBJOUFS
�SFUBJOT�PXOFSTIJQ��*O�UIJT�TFUUJOH�UIF�NBOVGBDUVSFS�HJWFT�
VQ�PXOFSTIJQ�PG�UIF�QSPEVDU�POMZ�CZ�TFMMJOH�JU�UP�UIF�FOE�VTFS��4FDPOE�PXOFSTIJQ�JT�
TFQBSBUF�GSPN�QIZTJDBM�QPTTFTTJPO�XIFO�B�NBOVGBDUVSFS�PS�SFUBJMFS�DPOUSBDUT�XJUI�B�
UIJSE�QBSUZ�SFWFSTF�MPHJTUJDT�TQFDJBMJTU�TVDI�BT�$IBOOFM�7FMPDJUZ�	XXX��DIBOOFMWFMPDJUZ�
DPN
�UP�IBOEMF�UIF�SFWFSTF�MPHJTUJD�GVODUJPO�CVU�TUJMM�SFUBJOT�PXOFSTIJQ��5IF�MPHJTUJDT�
TQFDJBMJTU� TJNQMZ� SFDFJWFT�QBZNFOU�BT�B� GFF� GPS� TFSWJDF�PS�B�QFSDFOUBHF� TQMJU�PG� UIF�
VMUJNBUF�SFTBMF�SFWFOVF�FBSOFE�GSPN�SFUVSOFE�NFSDIBOEJTF��5IJSE�B�EBUB�IPTUJOH�DPN�
QBOZ� JO� UIF� POMJOF� CJMM� QBZNFOU� TJUVBUJPO� XF� NFOUJPOFE� QSFWJPVTMZ� OFWFS� BDUVBMMZ�
PXOT�UIF�EBUB�JU�IPMET�

%FTQJUF�UIFTF�FYBNQMFT�XF�BDLOPXMFEHF�UIBU�QIZTJDBM�QPTTFTTJPO�BOE�PXOFS�
TIJQ�NPWF�UPHFUIFS�JO�NBOZ�DIBOOFM�TZTUFNT��5IF�UFSN�DPNNPOMZ�VTFE�UP�EFTJHOBUF�



60� 1BSU�**� t� %FTJHOJOH�$IBOOFM�4USBUFHJFT

Product returns generate a host of costs that are 
often ill-understood (or completely ignored) by 
manufacturers, distributors, and retailers. These costs 
 include freight (for both the outgoing initial sale and 
the incoming return), handling, disposal or refurbish-
ment, inventory holding costs, and opportunity costs 
of lost sales. The scope of the problem is very large, 
as the following table shows:

Furthermore, returns are very significant 
in many industries. In a survey of more than 300 
reverse logistics managers, return percentages 
varied between 2 and 3 percent for household 
chemicals, up to 50 percent for magazine publish-
ing. Percentage returns may vary widely by indus-
try, but it is clear that they are often a significant 
challenge.

Sidebar 3-2
Reverse logistics: Channel functions for returned merchandise2

TABLE 3-2 Product returns: A large-scale problem

t� 5IF�WBMVF�PG�SFUVSOFE�HPPET�FYDFFET������CJMMJPO�BOOVBMMZ�JO�UIF�6OJUFE�4UBUFT��
t� 4PNF�GJSNT�DIBSHF�B�MBSHF�SFTUPDLJOH�GFF�	F�H�����QFSDFOU
�XIJDI�DBO�CF�B�MBSHF�DPTU�UP�DPOTVNFST
t� &TUJNBUFT�PG�UIF�DPTU�PG�processing web returns put them at twice as expensive as the merchandise 

value!
t� 6�4��DPNQBOJFT�TQFOE�BO�FTUJNBUFE����o����CJMMJPO�QFS�ZFBS�PO�SFWFSTF�MPHJTUJDT�
t� 5IF�BWFSBHF�DPNQBOZ�UBLFT���o���EBZT�UP�NPWF�B�SFUVSOFE�QSPEVDU�CBDL�JOUP�UIF�NBSLFU�

�4V�9VBONJOH�	����
�i$POTVNFS�3FUVSOT�1PMJDJFT�BOE�4VQQMZ�$IBJO�1FSGPSNBODFw�Manufacturing & Service 
Operation Management����	'BMM
�QQ�����o����

The high costs of handling returns have led 
some retailers to put tighter controls on them. 
Target, Best Buy, and CompUSA all charge “restock-
JOH�GFFTw�PG���o���QFSDFOU�PO�SFUVSOFE�FMFDUSPOJDT�
products; a consumer who purchases a $500 cam-
FSB� BOE� UIFO� SFUVSOT� JU� SFDFJWFT� POMZ� ����o������
Similarly, Baby Mine Store Inc., a baby apparel and 
accessories store, charges a 10 percent restocking 
fee. These policies aim to curtail consumer returns 
and help control the overall cost of returns through 
the channel. But they also reduce the quality of 
the experience for the consumer and can lead to 
poorer brand reputations and lower sales. This 
potential for negative demand-side effects makes 
managing returns well even more imperative for 
firms at all channel levels.

What Happens to a Returned Product?
When an end-user returns a product, that unit can 
end up in one of many places (see Figure 3-2). In 
one survey, retailers and manufacturers noted dis-
posing of products by

t� 4FOEJOH�UIFN�UP�B�DFOUSBM�QSPDFTTJOH�GBDJMJUZ�
t� 3FTFMMJOH�UIFN�BT�JT�
t� 3FQBDLBHJOH�UIFN�BOE�TFMMJOH�UIFN�BT�OFX�

products.

t� 3FNBOVGBDUVSJOH�PS�SFGVSCJTIJOH�UIFN��CFGPSF�
selling.

t� 4FMMJOH�UIFN�UP�B�CSPLFS�
t� 4FMMJOH�UIFN�BU�BO�PVUMFU�TUPSF�
t� 3FDZDMJOH�UIFN�
t� %VNQJOH�UIFN�JO�MBOEGJMMT�
t� %POBUJOH�UIFN�UP�DIBSJUZ�

In general, retailers have invested more heavily in 
 reverse logistics management technologies than 
manufacturers, in terms of their uses of automated 
handling equipment (31 vs. 16 percent), bar codes 
(63 vs. 49 percent), computerized return  tracking 
(60  vs. 40 percent), entry (32 vs. 19 percent), 
 electronic data interchanges (31 vs. 29 percent), and 
SBEJP��GSFRVFODZ�JEFOUJGJDBUJPO�	���WT�����QFSDFOU
�

A perhaps surprising example of refurbish-
ment comes from the greeting card industry: U.S. 
greeting card companies instruct retailers to box 
up unsold cards (e.g., the day after Valentine’s 
Day or Mother’s Day) and send them to a  return 
center in Mexico, where they are checked 
for resellability, refurbished if possible (with 
smoothed-out envelopes and card edges), and 
readied for the next year’s holiday event. Such 
a process may work well in industries with low 
inventory holding costs (i.e.,   storing a card for 
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FIGURE 3-2 Possible pathways for returned products
Key: Solid lines denote products to be salvaged for subsequent revenue. Dotted lines denote non– revenue-producing 
product functions.

a year takes up almost no space) but may be too 
costly otherwise.

Another channel for reselling returned prod-
ucts is eBay, the online auction house. Dell can 
 recover up to 40 percent of a returned computer’s 
value by selling it on eBay, compared with 20 percent 
when resold through other channels.

Other firms use dedicated third-party reverse 
logistics firms, such as Channel Velocity (www.
channelvelocity.com), which takes over all returns 
and reverse logistics services, including receiving 
returned products directly at its dedicated Atlanta 
warehouse, checking and refurbishing returned 
products, repackaging products, and running the 
eBay auction for the product, all for a percentage 
fee. More generally, a third-party independent 
 specialist in reverse logistics might adopt a “360 
degree” management process, combining state-of-
the-art function management both for outbound 

initial shipments and subsequent returns. This offer 
demands investments in efficient shipping (both 
ways), expertise in assessing which returned prod-
ucts are salvageable, repairs / refurbishment, repack-
aging, and returning inventory for resale.

In the pharmaceutical industry, a third-party 
outsourcer can often manage product returns bet-
ter than the best drug wholesalers. McKesson 
Corp., one of the leading drug wholesalers in the 
United States with annual sales of more than $123 
billion, chose to outsource its returns function to 
the third-party logistics company USF Processors 
Inc. McKesson encourages its downstream channel 
partners (e.g., retail pharmacies, hospital pharma-
cies) to use USF as well, because one of USF’s valued 
capabilities is its evaluation of returned products to 
allocate credits to the pharmacies that send them 
back. Each returned item must be checked by lot 
number and expiration date to verify whether a 
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refund is due or not and to provide for appropriate 
disposal or recycling of the items. The logistics firm 
maintains a database of drugs categorized as haz-
ardous or nonhazardous for this purpose, and USF 
also keeps track of regulations specific to individual 
states to ensure appropriate treatment of pharma-
cies in each geographical region. Although product 
returns in pharmaceuticals are comparatively low—
POMZ��o��QFSDFOU�PG�VOJUT�BSF�SFUVSOFE�UIF�CFOFGJUT�
to using a dedicated and efficient third-party out-
sourcing company can be substantial.

Poor Management Leads to High Channel 
Function Costs
Many manufacturers process returns manually, 
rather than relying on any sort of computerized sys-
tem, which leads to very high costs. In other cases, 
the reports of reverse logistics costs are not uni-
fied, so it is difficult for manufacturers to recognize 
how high the costs actually are. Company manag-
ers might not prioritize managing returns through 
state-of-the-art reverse logistics practices, not just 
because of their minimal interest in reverse logistics 

but also due to the poor systems capability for han-
dling them.

Manufacturers and retailers may not want to 
expend much effort managing returns, but in some 
industries and/or markets, they may be forced to 
do so. The European Union imposes strict recycling 
programs on manufacturers of all kinds of prod-
ucts, from glass bottles to computer equipment, 
and forces their adherence. The United States 
has yet to back such “green” (i.e., environmen-
tally friendly) proposals nationally, though some 
states, such as Massachusetts and California, have 
 expressed interest in such policies for computer 
parts and components. The key issue in implement-
ing such a policy is paying for it; various propos-
als include a fee assessed from the buyer at the 
point of purchase to cover recycling costs, or the 
development of a national financing system, jointly 
funded by manufacturers, retailers, consumers, and 
government.

The various ways that reverse logistics differ 
from forward logistics help explain why channel 
members are not completely adept at managing 
returns (see Table 3-3).

TABLE 3-3 Differences between forward and reverse logistics

Factor Difference

Volume forecasting Forward: Difficult for new product sales
Reverse: Even more difficult for their returns

Transportation Forward: Ship in bulk (many of a single product), gaining economies of scale
Reverse: Ship many disparate units in one pallet, with no economies of scale

Product quality Forward: Uniform product quality
Reverse: Variable product quality, requiring costly evaluations of every returned 
unit

Product packaging Forward: Uniform packaging
Reverse: Packaging varies, with some like new and some damaged, leaving no 
economies of scale in handling

Ultimate destination Forward: Clear destination to retailer or industrial distributor
Reverse: Many options for ultimate disposition, demanding separate decisions.

Accounting cost 
transparency

Forward: High
Reverse: Low, because activities are not consistently tracked on a unified basis
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Thus, many channel function costs for han-
dling returns are high and require special decisions 
by the manufacturer:

t� Physical possession. The manufacturer must 
decide where the returned goods should go, 
that is, from the end-user directly back to 
the manufacturer; to the retailer or reseller 
and then back to the manufacturer; or to a 
third-party reverse logistics specialist. Without 
a clear decision, the returned product might 
simply sit in the retailer’s back room or get put 
back on a sales shelf, without proper evalua-
tion. Any decision to ship the returned prod-
uct back to the manufacturer or a third-party 
incurs reverse freight charges that the manu-
facturer likely must bear. Some manufacturers 
believe that they can use their outbound distri-
bution center to handle  inbound returns, but 
it rarely works well, because forward  logistics 
tend to be large scale and based on econo-
mies of scale, whereas returns involve mixed 
pallets with few or no economies of scale. 
Warehouse personnel in a combined forward 
and  reverse logistics warehouse likely to pri-
oritize outbound shipments, leaving  returns 
as an afterthought; a dedicated  returns ware-
house would handle returns more quickly 
(and efficiently, if the scale is great enough).

t� Ownership. When the product is returned 
to a retail store, the consumer no longer 
owns it. The manufacturer then must set a 
policy regarding the retailer’s right to return 
the merchandise, and these policies vary 
widely across firms and industries. In book-
selling, for example, retailers return products 
freely (which gives the retailers encourage-
ment to carry sufficient inventory to meet 
possibly high demand). If product owner-
ship moves back to the manufacturer, it 
must plan for this cost; high return rates can 
wreak havoc with planning.

t� Promotion. The manufacturer or a third-
party returns specialist might refurbish 
the returned product and repackage it to 
look different from new product. The re-
verse logistics specialist Channel Velocity 

differentiates returned, refurbished elec-
tric dog fences from new products sold in 
upscale pet stores by reorganizing the kits, 
putting the components together in slightly 
different combinations than are available in 
the new product market, then repackaging 
the refurbished products in slightly different 
boxes and selling them only through eBay. 
These promotional efforts cost money, but 
such investments help make the returned 
product sellable again and differentiate it 
sufficiently from the new product, which 
minimizes cannibalization.

t� Negotiation. The manufacturer may need 
to negotiate with retailers or distributors 
over the amount to refund on returned 
merchandise (net of any restocking fees), 
and even the maximum number of units the 
 retailer is permitted to return.

t� Financing. These costs rise with product 
returns, because a given unit of inventory 
must to be financed twice, rather than just 
being shipped, sold, and kept by the end-
user. One study reports that it takes the 
BWFSBHF� DPNQBOZ� ��o��� EBZT� UP� NPWF� B�
returned product back into the market—and 
during that time, the manufacturer must 
finance this temporarily unsellable inventory.

t� Risk. Increased channel risk is the heart of 
the problem. Manufacturers and retailers do 
not know with certainty the demand they 
will face, and poor demand forecasting leads 
to much greater uncertainty about expected 
return volume. Therefore, poor demand fore-
casting, which leads to returns, is a risk cost.

t� Payment. Decisions about the restocking 
fee to charge the retailer or consumer who 
returns a product (e.g., cameras often bear 
a 15 percent fee, and wallpaper companies 
PGUFO�BTTFTT���o���QFSDFOU� GFFT
� UIFO� MFBE�
to the need to manage and process the fees.

t� Information sharing. Tracking the cost 
and actual return rates for different prod-
ucts improves decision making throughout 
the return process and provides insights into 
potential opportunities for improving the 
design, production, and packaging of the 
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UIFJS�DPNCJOFE�DPTUT�JT�inventory holding costs��*OWFOUPSJFT�SFGFS�UP�TUPDLT�PG�HPPET�
PS�UIF�DPNQPOFOUT�VTFE�UP�NBLF�UIFN�BOE�UIFZ�FYJTU�GPS�TFWFSBM�SFBTPOT�

t�Demand surges� PVUTUSJQ� QSPEVDUJPO� DBQBDJUZ��5P� TNPPUI� QSPEVDUJPO� GBDUPSJFT�
BOUJDJQBUF�TVDI�TVSHFT�BOE�QSPEVDF�BDDPSEJOH�UP�UIF�GPSFDBTU��*OWFOUPSZ�SFTVMUT��
5IF�EFNBOE�TVSHF�NBZ�CF�OBUVSBM�	F�H��JDF�DSFBN�JO�TVNNFS
�PS�JU�NBZ�CF�EVF�
UP�NBSLFUFST��BDUJPOT�TVDI�BT�TIPSU�UFSN�QSPNPUJPOT��5IF�EJTDJQMJOF�PG�TVQQMZ�
DIBJO�NBOBHFNFOU�EFWFMPQFE�JO�UIF�HSPDFSZ�JOEVTUSZ�NBJOMZ�CFDBVTF�SFUBJMFST�
TUPDLQJMF�HPPET� UP� UBLF�BEWBOUBHF�PG�NBOVGBDUVSFS�QSPNPUJPOT�CVU� UIFO�NVTU�
EFBM�XJUI�UIF�IJHI�JOWFOUPSZ�DBSSZJOH�DPTUT�JODMVEJOH�UIF�DPTU�PG�PCTPMFTDFODF�

t�Economies of scale�FYJTU�JO�QSPEVDUJPO�BOE�USBOTQPSUBUJPO��*OWFOUPSZ�JO�UIJT�DBTF�
SFTVMUT� CFDBVTF� GJSNT�CBUDI�QSPDFTT� PSEFST� UP�NBLF� B� MPOH�QSPEVDUJPO� SVO�PS�
TUPDLQJMF�HPPET�UP�GJMM�DPOUBJOFST�USVDLT�TIJQT�PS�QMBOFT�

t�Transportation takes time� FTQFDJBMMZ�XJUI� HSFBUFS� EJTUBODFT� CFUXFFO�QPJOUT� PG�
QSPEVDUJPO�BOE�QPJOUT�PG�DPOTVNQUJPO��%PXOTUSFBN�DIBOOFM�NFNCFST�UIVT�LFFQ�
JOWFOUPSJFT�	QJQFMJOF�TUPDL
�UP�NFFU�UIFJS�EFNBOET�VOUJM�B�TIJQNFOU�BSSJWFT�BOE�
DBO�CF�VOQBDLFE�

t�Supply and demand are uncertain��#VZFST�DBO�OFWFS�CF�DPNQMFUFMZ�TVSF�IPX�MPOH�
JU�XJMM�UBLF�UP�CF�SFTVQQMJFE�	MFBE�UJNF
�PS�TPNFUJNFT�JG�UIFZ�DBO�HFU�UIF�TUPDL�BU�

Continued

product. Recent research suggests that the 
information content of returns may be more 
critical than the actual processing cost of the 
returns, because manufacturers can learn 
the cause for the returns.3

Tools for Managing Reverse Logistics
Other than contracting with a third-party reverse 
logistic specialist, the seller might investment in cus-
tomer service to prescreen customer orders and thus 
lower subsequent return rates. For example, Lands’ 
End’s online store offers web tools to help consum-
ers figure out which size is right for them, which in 
turn minimizes the practice of ordering of multiple 
units of one item, in adjacent sizes, and thus lowers 
the returns per unit sale. W.W. Grainger, the huge 
industrial products distributor, hires customer ser-
vice personnel to help buyers choose the right prod-
ucts. In some cases, the cost of handling returns is 
so high that Grainger simply tells the buyer to keep 
or dispose of the unwanted product, then sends the 
right product to the customer. In light of this pos-
sibility, bearing the cost of extra employees to avoid 
returns starts to seem very sensible.

Alternatively, the manufacturer could in-
vest in better demand forecasting and improve 

customer service. One sure way to get rid of the 
channel costs of product returns is to undertake 
other channel investments that eliminate the likeli-
hood of returns!

Benefits of a Well-Managed Process
A well-managed returns and reverse logistics chan-
nel can generate multiple benefits to the firm: the 
recovery of significant lost sales, better quality 
across all sales, and control over customer relation-
ships, to name a few. Consider two manufacturers, 
one that refuses to accept returns and thus leaves 
unsold products with the retailer or downstream 
distributor, and another that accepts them and 
immediately sells them to a broker. In both cases, 
the manufacturer likely believes it has cleverly mini-
mized return costs. Instead, it simply may have suc-
ceeded in creating a “gray market” for its products, 
because the retailer (in the former case) and the 
broker (in the latter case) can try to sell those units 
in another market, as quickly as possible. The firm 
that instead takes a proactive stance toward man-
aging returns, whether itself or in partnership with 
an expert third-party reverse logistics provider, re-
duces both the cost of returns and the possibility of 
inadvertently creating a cannibalizing competitor.
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BMM��5IVT�UIFZ�BDRVJSF�safety stock�	J�F��FYDFTT�PG�JOWFOUPSZ�CFZPOE�UIF�CFTU�FTUJ�
NBUF�PG�XIBU�JT�OFFEFE�EVSJOH�BO�PSEFS�DZDMF
�BT�B�IFEHF�BHBJOTU�VODFSUBJOUZ��5IBU�
VODFSUBJOUZ�PGUFO�SFGMFDUT�JHOPSBODF�BCPVU�XIBU�XJMM�TFMM�	EFNBOE�VODFSUBJOUZ
�

)PX�NVDI�JOWFOUPSZ�B�DIBOOFM�NFNCFS�TIPVME�IPME�JT�B�WFSZ�EJGGJDVMU�RVFTUJPO��
.BOZ�PQFSBUJPOT�SFTFBSDI�NPEFMT�BUUFNQU�UP�BOTXFS�JU�BOE�UIFZ�WBSZ�NBJOMZ�JO�UIF�BT�
TVNQUJPOT�UIFZ�NBLF�UP�SFOEFS�UIJT�JOWFOUPSZ�QSPCMFN�NBUIFNBUJDBMMZ�USBDUBCMF��5IF�
&02�	FDPOPNJD�PSEFS�RVBOUJUZ
�NPEFM�JT�UIF�PMEFTU�BOE�MJLFMZ�UIF�CFTU�LOPXO��

*O�NBSLFUJOH�DIBOOFMT�promotion�GVODUJPOT�UBLF�NBOZ�GPSNT��QFSTPOBM�TFMMJOH�CZ�
BO�FNQMPZFF�PS�PVUTJEF�TBMFT�GPSDF�	F�H��CSPLFST�BOE�SFHJTUFSFE�JOWFTUNFOU�BEWJTPST�GPS�
NVUVBM�GVOET
�NFEJB�BEWFSUJTJOH�TBMFT�QSPNPUJPOT�	USBEF�PS�SFUBJM
�QVCMJDJUZ�BOE�PUIFS�
QVCMJD�SFMBUJPOT�BDUJWJUJFT��1SPNPUJPOBM�BDUJWJUJFT�TFFL�UP�JODSFBTF�BXBSFOFTT�PG�UIF�QSPEVDU�
CFJOH�TPME�FEVDBUF�QPUFOUJBM�CVZFST�BCPVU�QSPEVDUT��GFBUVSFT�BOE�CFOFGJUT�BOE�QFSTVBEF�
QPUFOUJBM�CVZFST�UP�QVSDIBTF��"�UIJSE�QBSUZ�SFWFSTF�MPHJTUJDT�TQFDJBMJTU�IFMQT�NBOVGBDUVS�
FST�BDIJFWF�UIJT�QSPNPUJPOBM�HPBM�XIFO�JU�SFGVSCJTIFT�SFUVSOFE�QSPEVDUT�BOE�TFMMT�UIFN�
UISPVHI�OFX�DIBOOFMT�	F�H��F#BZ
��JO�TP�EPJOH�JU�UBSHFUT�OFX�CVZFS�TFHNFOUT�BOE�EJGGFS�
FOUJBUFT�SFGVSCJTIFE�VOJUT�GSPN�OFX�QSPEVDUT�TPME�UISPVHI�TUBOEBSE�DIBOOFMT��1SPNPUJPOBM�
FGGPSUT�BMTP�NJHIU�JODSFBTF�PWFSBMM�brand equity�UP�JODSFBTF�TBMFT�JO�UIF�GVUVSF��0G�DPVSTF�
BOZ�DIBOOFM�NFNCFS�DBO�CF�JOWPMWFE�JO�QSPNPUJPO�OPU�KVTU�UIF�SFUBJMFS�PS�NBOVGBDUVSFS��
&WFO�BT�B�EJTUSJCVUPS�$%8�NBJOUBJOT�BO�FYQFOTJWF�TBMFT�GPSDF�XIJDI�VMUJNBUFMZ�IFMQT�JU�
SFEVDF�UIF�UPUBM�DPTUT�PG�QSPNPUJPO�GPS�JUT�DPNQVUFS�FRVJQNFOU�NBOVGBDUVSFST�

5IF�negotiation�GVODUJPO�JT�QSFTFOU�JO�UIF�DIBOOFM�JG�UIF�UFSNT�PG�TBMF�PS�UIF�QFS�
TJTUFODF�PG�DFSUBJO�SFMBUJPOTIJQT�BSF�PQFO�UP�EJTDVTTJPO��5IF�DPTUT�PG�OFHPUJBUJPO�BSF�
NFBTVSFE�NBJOMZ�BT�QFSTPOOFM�T�UJNF�UP�DPOEVDU�UIF�OFHPUJBUJPOT�BOE�JG�OFDFTTBSZ�
UIF�DPTU�PG�MFHBM�DPVOTFM��*O�JUT�DPOTPSUJVN�XJUI�TNBMM�CVTJOFTTFT�UP�TFSWF�UIF�HPWFSO�
NFOU�NBSLFU�	4JEFCBS����
�$%8�HJWFT�BO�FYBNQMF�PG�IPX�UP�VTF�NVMUJQMF�NFNCFST��
DBQBCJMJUJFT�UP�FOIBODF�UIF�DIBOOFM�T�KPJOU�OFHPUJBUJPO�QPXFS�PWFS�UIF�CVZFS��$%8�T�
OFHPUJBUJPO�BCJMJUJFT�BMMPX� JU� UP�HFU� UIF�QSPEVDU�BU� MPX�QSJDFT�BOE�TNBMM�CVTJOFTTFT�
IBWF�B�OFHPUJBUJPO�FEHF�JO�MBOEJOH�HPWFSONFOU�DPOUSBDUT�

Financing�DPTUT�BSF�JOIFSFOU�UP�BOZ�TBMF�UIBU�NPWFT�GSPN�POF�MFWFM�PG�UIF�DIBO�
OFM� UP� BOPUIFS� PS� GSPN� UIF� DIBOOFM� UP� UIF� FOE�VTFS��5ZQJDBM� GJOBODJOH� UFSNT� GPS� B�
CVTJOFTT�UP�CVTJOFTT�QVSDIBTF�SFRVJSF�QBZNFOU�XJUIJO����EBZT�BOE�NBZ�PGGFS�B�EJT�
DPVOU� GPS� FBSMZ�QBZNFOU��8JUI� B���QFSDFOU�EJTDPVOU�PGGFSFE� GPS�QBZNFOU�XJUIJO����
EBZT�GPS�FYBNQMF�UIF�UFSNT�PG�TBMF�XPVME�CF�QSFTFOUFE�i�o���OFU����w�3FHBSEMFTT�PG�
UIF�TQFDJGJDT�UIF�QBZNFOU�UFSNT�FTUBCMJTI�UIF�TFMMFS�T�XJMMJOHOFTT�FTTFOUJBMMZ�UP�GJOBODF�
UIF�CVZFS�T�QVSDIBTF�GPS�B�QFSJPE�PG�UJNF�	IFSF����EBZT
�BGUFS�UIF�QSPEVDU�IBT�CFFO�
EFMJWFSFE�� *O�TP�EPJOH� UIF�TFMMFS�BDDFQUT� UIF� GJOBODJBM�DPTU�PG� UIF� GPSFHPOF� JODPNF�
UIBU�JU�DPVME�IBWF�BDIJFWFE�CZ�QVUUJOH�UIBU�NPOFZ�UP�VTF�JO�BO�BMUFSOBUJWF�JOWFTUNFOU�
BDUJWJUZ��'JOBODJOH�DPTUT�BMTP�NBZ�CF�CPSOF�CZ�B�NBOVGBDUVSFS�PS�JOUFSNFEJBSZ�PS�FWFO�
CZ�BO�PVUTJEF�TQFDJBMJTU�TVDI�BT�B�CBOL�PS�DSFEJU�DBSE�DPNQBOZ��"T�B�EJTUSJCVUPS�$%8�
CVZT�QSPEVDUT�GSPN�DPNQVUFS�NBOVGBDUVSFST�BOE�GJOBODFT�UIBU�JOWFOUPSZ�VOUJM�DVTUPN�
FST�CVZ�BOE�QBZ�GPS�JU��BT�4JEFCBS�����OPUFT�JU�JT�QBSUJDVMBSMZ�FGGJDJFOU�JO�UIJT�GVODUJPO�
BDDPSEJOH�UP�JUT�HPPE�JOWFOUPSZ�UVSO�SBUF�BOE�UIF�NJOJNBM�EBZT�JOEJDBUFE�JO�JUT�SFDFJW�
BCMFT��"U� UIF�PUIFS�FOE�PG� UIF�GJOBODJOH�FGGJDJFODZ�TQFDUSVN�JT�B�NBOVGBDUVSFS�XJUI�
IJHI�QSPEVDU�SFUVSO�SBUFT�UIBU�GBJMT�UP�NBOBHF�UIFN�XFMM��*OEFFE�UIF�BWFSBHF�DPNQBOZ�
GJOBODFT�JUT�SFUVSOFE�QSPEVDUT�GPS���o���EBZT�CFGPSF�SFJOTFSUJOH�UIFN�JOUP�UIF�NBSLFU�

5IFSF�BSF�NBOZ�TPVSDFT�PG�risk��'PS�FYBNQMF� MPOH�UFSN�DPOUSBDUT�CFUXFFO�B�
EJTUSJCVUPS� BOE� FOE�VTFS�NBZ� TQFDJGZ� QSJDF� HVBSBOUFFT� UIBU� MPDL� JO� UIF� EJTUSJCVUPS�
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UP�B�DFSUBJO�QSJDF��*G�UIF�NBSLFU�QSJDF�GPS�UIBU�QSPEVDU�SJTFT�XIJMF�UIF�DPOUSBDU�JT�JO�
GPSDF�UIF�EJTUSJCVUPS�MPTFT�SFWFOVF�CFDBVTF�JU�NVTU�DPOUJOVF�UP�TFMM�BU�UIF�QSFWJPVTMZ�
EFUFSNJOFE�MPXFS�QSJDF��1SJDF�HVBSBOUFFT�BMTP�NBZ�CF�PGGFSFE�UP�JOUFSNFEJBSJFT�XIP�
IPME�JOWFOUPSZ� KVTU� JO�DBTF�UIF�QSPEVDU�T�NBSLFU�QSJDF�GBMMT�CFGPSF�UIF�JOWFOUPSZ�JT�
TPME��5IJT�QSBDUJDF�NPWFT�UIF�SJTL�GSPN�UIF�JOUFSNFEJBSZ�UP�UIF�NBOVGBDUVSFS��0UIFS�
SJTL�SFMBUFE�DPTUT�JODMVEF�XBSSBOUJFT�JOTVSBODF�BOE�BGUFS�TBMFT�TFSWJDF�BDUJWJUJFT�UIBU�
BUUFNQU�UP�NJUJHBUF�DPODFSOT�BCPVU�VOGPSFTFFBCMF�GVUVSF�FWFOUT�	F�H��QBSUT�GBJMVSFT�
BDDJEFOUT
�� 5IF� NBOVGBDUVSFS� PS� SFTFMMFS� VTVBMMZ� CFBST� UIFTF� SJTL� DPTUT� UIPVHI� JO�
TPNF�DBTFT�B�TQFDJGJD�DIBOOFM�JOUFSNFEJBSZ�TFSWFT�FYQMJDJUMZ�BT�B�SJTL�NBOBHFS��8IFO�
B�$%8�NBOBHFS�TBZT�i8F�SF�LJOE�PG�DIJFG�UFDIOJDBM�PGGJDFS�GPS�NBOZ�TNBMMFS�GJSNTw�
IF�JT�SFDPHOJ[JOH�$%8�T�HSFBUFS�FYQFSUJTF�XJUI�DPNQVUFS�QSPEVDUT�BOE�TZTUFNT��5IJT�
FYQFSUJTF�PGGFST�SFEVDFE�SJTL�UP�TNBMM�CVTJOFTT�DVTUPNFST�XIP�LOPX�UIFZ�DBO�SFMZ�
PO�$%8�SBUIFS�UIBO�USZ�UP�JEFOUJGZ�UIF�CFTU�TZTUFNT�PO�UIF�CBTJT�PG�UIFJS�PXO�MJNJUFE�
LOPXMFEHF�

Ordering�BOE�payment�DPTUT�BSF�UIPTF�JODVSSFE�EVSJOH�UIF�BDUVBM�QVSDIBTF�PG�
BOE�QBZNFOU�GPS�UIF�QSPEVDU��5IFZ�NBZ�TFFN�VOHMBNPSPVT�CVU�JOOPWBUJPOT�BSF�SBEJ�
DBMMZ�BMUFSJOH�UIF�QFSGPSNBODF�PG�UIFTF�GVODUJPOT�UPEBZ��Automatic replenishment�BO�
BVUPNBUFE� SFPSEFSJOH� TZTUFN� JO� VTF� CZ�NBOZ� SFUBJMFST� VTFT� B� DPNQVUFS� TZTUFN� UP�
USBDL�MFWFMT�PG�JOWFOUPSZ�JO�UIF�SFUBJMFS�T�TZTUFN�BOE�BVUPNBUJDBMMZ�TFOET�B�SFQMFOJTI�
NFOU�PSEFS�UP�UIF�NBOVGBDUVSFS�XIFO�TUPDLT�SFBDI�B�QSFTFU�NJOJNVN�MFWFM��5IJT�QSP�
DFTT�OPU�POMZ�SFEVDFT�PSEFSJOH�DPTUT�CVU�BMTP�JNQSPWFT�JO�TUPDL�QFSDFOUBHFT�

'JOBMMZ�information sharing�UBLFT�QMBDF�BNPOH�BOE�CFUXFFO�FWFSZ�DIBOOFM�NFN�
CFS�JO�CPUI�SPVUJOF�BOE�TQFDJBMJ[FE�XBZT��3FUBJMFST�TIBSF�JOGPSNBUJPO�XJUI�UIFJS�NBOV�
GBDUVSFST�BCPVU�TBMFT�USFOET�BOE�QBUUFSOT�UISPVHI�FMFDUSPOJD�EBUB�JOUFSDIBOHFT��JG�VTFE�
QSPQFSMZ�UIJT�JOGPSNBUJPO�DBO�SFEVDF�UIF�DPTUT�PG�NBOZ�PUIFS�DIBOOFM�GVODUJPOT�	F�H��
CZ�JNQSPWJOH�TBMFT�GPSFDBTUT�UIF�DIBOOFM�TVGGFST�GFXFS�DPTUT�PG�QIZTJDBM�QPTTFTTJPO�EVF�
UP�TNBMMFS�JOWFOUPSZ�IPMEJOHT
��4VDI�JOGPSNBUJPO�DPOUFOU�JT�TP�JNQPSUBOU�UIBU�MPHJTUJDT�
NBOBHFST�DBMM�UIJT�GVODUJPO�UIF�BCJMJUZ�UP�iUSBOTGPSN�JOWFOUPSZ�JOUP�JOGPSNBUJPO�w

5IF� DPTUT� BTTPDJBUFE�XJUI�QFSGPSNJOH� DIBOOFM� GVODUJPOT� EFNBOE� UIBU� DIBO�
OFMT�BWPJE�QFSGPSNJOH�unnecessarily�XFMM�PO�BOZ�PG�UIF�GVODUJPOT��,OPXJOH�XIJDI�
TFSWJDF�PVUQVUT�BSF�EFNBOEFE�CZ�UBSHFU�FOE�VTFST�BU�XIBU� MFWFM�PG� JOUFOTJUZ�BOE�
BU�XIBU�DPTU�IFMQT�UIF�DIBOOFM�NBOBHFS�EFTJHO�B�DIBOOFM�TZTUFN�UIBU�QSPWJEFT�UBS�
HFUFE�TFHNFOUT�PG�FOE�VTFST�XJUI�UIF�FYBDU�MFWFM�PG�TFSWJDF�PVUQVUT�UIFZ�EFNBOE�
BU�UIF�MPXFTU�DPTU�

AUDITING CHANNELS USING THE EFFICIENCY TEMPLATE

5P�BVEJU�B�DIBOOFM�NFNCFST��DBQBCJMJUZ�UP�QSPWJEF�FBDI�DIBOOFM�GVODUJPO�BOE�BEE�WBMVF�
BOE�BU�XIBU�DPTU�XF�VTF� UIF�efficiency template��"�EFUBJMFE�EFTDSJQUJPO�PG� JUT� SFBM�
XPSME�BQQMJDBUJPO�BQQFBST�JO�"QQFOEJY������IFSF�XF�EJTDVTT�JUT�LFZ�FMFNFOUT�BOE�VTFT�

5IF�FGGJDJFODZ�UFNQMBUF�EFTDSJCFT�	�
�UIF�UZQFT�BOE�BNPVOUT�PG�XPSL�EPOF�CZ�
FBDI�DIBOOFM�NFNCFS�UP�QFSGPSN�UIF�NBSLFUJOH�GVODUJPOT�	�
�UIF�JNQPSUBODF�PG�FBDI�
DIBOOFM�GVODUJPO�UP�UIF�QSPWJTJPO�PG�FOE�VTFS�TFSWJDF�PVUQVUT�BOE�	�
�UIF�TIBSF�PG�UPUBM�
DIBOOFM�QSPGJUT�UIBU�FBDI�DIBOOFM�NFNCFS�should�SFBQ��'JHVSF�����DPOUBJOT�B�CMBOL�
FGGJDJFODZ�UFNQMBUF��5IF�SPXT�BSF�UIF�DIBOOFM�GVODUJPOT�BOE�UIFO�POF�TFU�PG�DPMVNOT�
JOEJDBUFT�importance weights�GPS�UIF�GVODUJPOT�XIJMF�UIF�PUIFS�MJTUT�UIF��proportional 
performance of each function�CZ�FBDI�DIBOOFM�NFNCFS�
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$POTJEFS�UIF�UISFF�DPMVNOT�UIBU�SFGFS�UP�UIF�JNQPSUBODF�XFJHIUT�UP�CF�BTTPDJ�
BUFE�XJUI�FBDI�DIBOOFM�GVODUJPO��5IF�JEFB�JT�UP�BDDPVOU�GPS�CPUI�UIF�cost�PG�QFSGPSN�
JOH�UIBU�GVODUJPO�BOE�UIF�value added�CZ�UIBU�TBNF�QFSGPSNBODF�JO�UIF�DIBOOFM��5IF�
FOUSJFT�JO�UIF�i$PTUw�DPMVNO�TIPVME�CF�QFSDFOUBHFT�UPUBMJOH�����QFSDFOU�BDSPTT�BMM�
UIF�GVODUJPOT��5IVT�JG�UIF�DPTUT�PG�QSPNPUJPO�BDDPVOU�GPS����QFSDFOU�PG�BMM�DIBOOFM�
GVODUJPO�DPTUT�UIF�BOBMZTU�FOUFST�i��w�JO�UIF�SFMFWBOU�DFMM�BOE�UIFO�EFUFSNJOFT�IPX�
UIF� PUIFS� GVODUJPOT� BDDPVOU� GPS� UIF� SFNBJOJOH� ��� QFSDFOU� PG� UIF� DPTUT��5P� HFOFS�
BUF� UIFTF� RVBOUJUBUJWF� DPTU�XFJHIUT� UIF�activity-based costing (ABC)� BDDPVOUJOH�
NFUIPE�FYQMBJOT�IPX�UP�NFBTVSF�UIF�DPTU�PG�QFSGPSNBODF�UP�POF�PSHBOJ[BUJPO���'PS�
PVS�QVSQPTFT�UIF�UBTL�JT�NPSF�DPNQSFIFOTJWF��8F�OFFE�HPPE�RVBOUJUBUJWF�NFBTVSFT�
PG�UIF�DPTUT�PG�BMM�BDUJWJUJFT�QFSGPSNFE�CZ�all�UIF�DIBOOFM�NFNCFST��*G�XF�LOPX�UIF�
UPUBM�DPTUT�XF�TUJMM�OFFE�UP�BTL��8IBU�QSPQPSUJPO�PG�UIFTF�UPUBM�DIBOOFM�DPTUT�JT�BD�
DPVOUFE�GPS�CZ�TBZ�QSPNPUJPOT 

FIGURE 3-3 The efficiency template

Importance Weights  
for Functions:

Proportional Function 
Performance of Channel Member

Costs*

Benefit 
Potential (High, 
Medium, Low)

Final 
Weight* 1 2 3

4  
(End-User) Total

Physical 
possession��

100

Ownership 100

Promotion 100

Negotiation 100

Financing 100

Risk 100

Ordering 100

Payment 100

Information 
sharing

100

Total 100 N/A 100 N/A N/A N/A N/A N/A

Normative 
profit share���

N/A N/A N/A 100

Notes:
* Entries in each column must add up to 100 points.
** Entries across each row (sum of proportional function performance of channel members 1–4) for each 
channel member must add up to 100 points.
*** Normative profit share of channel member i is calculated as (final weight, physical possession) × 
(channel member i’s proportional function performance of physical possession) + … + (final weight, 
information sharing) × (channel member i’s proportional function performance of information sharing). 
Entries across rows (sum of normative profit shares for channel members 1–4) must add up to 100 points.
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&WFO�XJUIPVU� RVBOUJUBUJWF�NFBTVSFT� PG� DPTU� BOBMZTUT� DBO� VTF� RVBMJUBUJWF� UFDI�
OJRVFT�UP�FTUJNBUF�UIF�DPTU�XFJHIUT��"�%FMQIJ�UZQF�SFTFBSDI�UFDIOJRVF�NJHIU�CF�BQ�
QMJFE�TVDI�UIBU�TFWFSBM�IJHIMZ�JOGPSNFE�NBOBHFST�JO�UIF�DIBOOFM�EFWFMPQ�UIFJS�CFTU�
FTUJNBUFT�PG�UIF�DPTU�XFJHIUT���5IF�PVUQVU�PG�UIJT�FYFSDJTF�TJNJMBSMZ�JT�B�TFU�PG�XFJHIUT�
BEEJOH�VQ�UP�����UIBU�NFBTVSF�UIF�QSPQPSUJPO�PS�QFSDFOUBHF�PG�UPUBM�DIBOOFM�DPTUT�
BDDPVOUFE�GPS�CZ�FBDI�GVODUJPO�

#VU�DPTUT�BSF�OPU�UIF�FOUJSF�QJDUVSF��5IF�QFSGPSNBODF�PG�FBDI�GVODUJPO�BMTP�DSF�
BUFT�value�BOE�EFUFSNJOJOH�IPX�NVDI�JT�B�NPSF�JOUVJUJWF�QSPDFTT�MJOLJOH�UIF�QFSGPS�
NBODF�PG�GVODUJPOT�UP�UIF�HFOFSBUJPO�PG�EFTJSFE�TFSWJDF�PVUQVUT�GPS�B�UBSHFUFE�TFHNFOU�
PG�FOE�VTFST��8JUI�UIJT�JOGPSNBUJPO�XF�DBO�BEKVTU�UIF�i$PTUw�XFJHIU�UP�EFSJWF�UIF�GJOBM�
TFU�PG�JNQPSUBODF�XFJHIUT�GPS�FBDI�GVODUJPO�JO�UIF�DIBOOFM��5IF�BEKVTUNFOU�QSPDFTT�JT�
KVEHNFOUBM�CVU�HFOFSBMMZ�JODSFBTFT�UIF�XFJHIU�GPS�GVODUJPOT�UIBU�HFOFSBUF�iIJHIw�BEEFE�
WBMVF� JO� UIF� DIBOOFM�XIJMF� EJNJOJTIJOH� UIF� WBMVF� BTTJHOFE� UP� GVODUJPOT�XJUI�iMPXw�
WBMVF�BEEFE��"HBJO�JO�UIJT�DBTF�UIF�GJOBM�XFJHIUT�NVTU�TVN�UP�����TP�JG�TPNF�GVOD�
UJPO�XFJHIUT� JODSFBTF�PUIFST�must�EFDSFBTF��"�%FMQIJ�BOBMZTJT�DBO�DPNQMFNFOU� UIJT�
BQQSPBDI�BOE�IFMQ�DIBOOFM�NFNCFST�BSSJWF�BU�B�GJOBM�TFU�PG�XFJHIUT�UP�SFQSFTFOU�CPUI�
UIF�DPTU�CPSOF�BOE�UIF�WBMVF�DSFBUFE�UISPVHI�UIF�QFSGPSNBODF�PG�B�DIBOOFM�GVODUJPO�

5P�DPNQMFUF�UIF�PUIFS�DPMVNOT�JO�UIF�FGGJDJFODZ�UFNQMBUF�JO�'JHVSF�����UIF�DIBO�
OFM�BOBMZTU�NVTU�BMMPDBUF�UIF�UPUBM�DPTU�PG�FBDI�GVODUJPO�BDSPTT�BMM�DIBOOFM�NFNCFST��
"HBJO�UIF�BOBMZTU�FOUFST�GJHVSFT�BEEJOH�VQ�UP�����UP�SFQSFTFOU�UIF�QSPQPSUJPO�PG�UIF�
UPUBM�DPTU�PG�B�GVODUJPO�UIBU�B�QBSUJDVMBS�DIBOOFM�NFNCFS�CFBST��4P�JG�B�DIBOOFM�DPOTJTUT�
PG�B�NBOVGBDUVSFS�B�EJTUSJCVUPS�B�SFUBJMFS�BOE�BO�FOE�VTFS�UIF�DPTUT�PG�QIZTJDBM�QPT�
TFTTJPO�TQSFBE�BDSPTT�UIFTF�GPVS�DIBOOFM�NFNCFST�UIPVHI�OPU�BMM�DIBOOFM�NFNCFST�
CFBS�BMM�DPTUT��'PS�FYBNQMF�B�NBOVGBDUVSFS�NBZ�VTF�JOEFQFOEFOU�TBMFT�SFQSFTFOUBUJWFT�
UP�IFMQ�TFMM�JUT�QSPEVDU��5IFTF�TBMFT�SFQT�EP�OPU�JOWFOUPSZ�BOZ�QSPEVDU�PS�UBLF�BOZ�UJUMF�
UP�JU��UIFZ�TQFDJBMJ[F�JO�QSPNPUJPOBM�BOE�TPNFUJNFT�PSEFS�UBLJOH�BDUJWJUJFT��5IFJS�DPTU�
QSPQPSUJPO�FOUSZ�JO�UIF�QIZTJDBM�QPTTFTTJPO�SPX�UIVT�XPVME�CF���

/PUF�UIBU�UIF�FOE�VTFS�JT�BMTP�B�NFNCFS�PG�UIF�DIBOOFM��"OZ�UJNF�FOE�VTFST�CVZ�
B�MBSHFS�MPU�TJ[F�UIBO�UIFZ�SFBMMZ�OFFE�JO�UIF�TIPSU�UFSN�	J�F��GPSHPFT�CVML�CSFBLJOH�CZ�
TUPDLJOH�VQ�PO�QBQFS�UPXFMT�BU�B�IZQFSNBSLFU
�UIFZ�BSF�QFSGPSNJOH�TPNF�PG�UIF�QIZTJ�
DBM�QPTTFTTJPO� GVODUJPO�CFDBVTF� UIFZ�IBWF� UP�NBJOUBJO� UIF� JOWFOUPSZ�PG� UIF�VOVTFE�
QSPEVDU�UIFNTFMWFT��5IJT�DPOTVNFS�UIFSFGPSF�CFBST�JOWFOUPSZ�DBSSZJOH�DPTUT�UPP�XIJDI�
NFBOT�TIBSJOH�UIF�DPTUT�PG�PXOFSTIJQ�JO�UIF�DIBOOFM��5IF�DPTUT�PG�GJOBODJOH�BMTP�NJHIU�
GBMM�PO�UIF�FOE�VTFS�XIP�QBZT�GPS�UIF�XIPMF�MPU�BU�UIF�UJNF�PG�QVSDIBTF��5IF�WBSJPVT�
XBZT�FOE�VTFST�DBO�QBSUJDJQBUF�JO�DIBOOFM�GVODUJPOT�UIVT�QSPEVDF�DPTUT�GPS�UIFN�BOE�
BT�GPS�BOZ�DIBOOFM�NFNCFS�UIFTF�DPTUT�TIPVME�CF�NFBTVSFE��5IF�SFTVMUJOH�JOGPSNBUJPO�
DBO�CF�QBSUJDVMBSMZ�VTFGVM� GPS�DPOUSBTUJOH�POF�TFHNFOU�PG�FOE�VTFST�BHBJOTU�BOPUIFS�
XIJDI�TIFET�MJHIU�PO�UIF�GVOEBNFOUBM�RVFTUJPO�PG�XIZ�JU�DPTUT�NPSF�UP�TFSWF�TPNF�FOE�
VTFST�UIBO�PUIFST��5IF�BOTXFS�JT�HFOFSBMMZ�CFDBVTF�UIFZ�QFSGPSN�GFXFS�DPTUMZ�DIBOOFM�
GVODUJPOT�UIFNTFMWFT�UISVTUJOH�UIJT�DPTU�CBDL�POUP�PUIFS�DIBOOFM�NFNCFST�

"GUFS�IBWJOH�BTTJHOFE�XFJHIUT�UP�FBDI�GVODUJPO�BOE�BMMPDBUFE�DPTU�QSPQPSUJPOT�
GPS�UIF�QFSGPSNBODF�PG�FBDI�GVODUJPO�BDSPTT�BMM�DIBOOFM�NFNCFST�UIF�DIBOOFM�BOBMZTU�
DBO�DBMDVMBUF�B�XFJHIUFE�BWFSBHF�GPS�FBDI�DIBOOFM�NFNCFS�XIJDI�SFWFBMT�JUT�DPOUSJ�
CVUJPOT�UP�UIF�DPTUT�CPSOF�BOE�WBMVF�DSFBUFE�JO�UIF�DIBOOFM��5IJT�XFJHIUFE�BWFSBHF�JT�
DBMDVMBUFE�BT�	XFJHIU�×�DPTU�QSPQPSUJPO
�GPS�FBDI�GVODUJPO�UIFO�TVNNFE�BDSPTT�BMM�
GVODUJPOT��*O�PVS�FYBNQMF�GSPN�"QQFOEJY�����UIF�NBOVGBDUVSFS�T�XFJHIUFE�BWFSBHF�JT�
���QFSDFOU�	��<	����×����
�+�	����×����
�+�	����×����
�+�	����×����
�+�	����×����
�+��
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	����×����
�+�	����×����
�+�	����×����
�+�	����×����
>
��5IF�SFUBJMFS�JO�UIF�DIBOOFM�
DPOUSJCVUFT����QFSDFOU�PG�UIF�DPTU�WBMVF�BOE�UIF�DVTUPNFS�DPOUSJCVUFT����QFSDFOU�

5IFTF�QFSDFOUBHFT�IBWF�TQFDJBM�NFBOJOH�FTQFDJBMMZ�XIFO�XF�UVSO�UP�UIF�UPUBM�
QSPGJU�BWBJMBCMF�UP�UIF�DIBOOFM�GSPN�QSPEVDUT�TPME�BU�GVMM�TFSWJDF�MJTU�QSJDFT��5IJT�WBMVF�
FRVBMT�UPUBM�SFWFOVFT�	BTTVNJOH�BMM�VOJUT�TPME�BU�UIFJS�MJTU�QSJDFT
�NJOVT�BMM�DPTUT�PG�
�SVOOJOH�UIF�DIBOOFM��5IF�EBUB�GSPN�UIF�CVJMEJOH�NBUFSJBMT�DPNQBOZ�JO�"QQFOEJY�����
JOEJDBUF�IPX�NVDI�FBDI�DIBOOFM�NFNCFS�JT�SFTQPOTJCMF�GPS�HFOFSBUJOH�UIF��DIBOOFM�
DPOUSJCVUJPO�������BOE����QFSDFOU�SFTQFDUJWFMZ��5IFTF�QFSDFOUBHFT�OPU�POMZ��NFBTVSF�
UIF�QSPQPSUJPOBUF�WBMVF�DSFBUJPO�CVU�BMTP�TVHHFTU�UIF�normative profit shares�UIBU�
FBDI� DIBOOFM� NFNCFS� TIPVME� SFDFJWF�� 0G� DPVSTF� CFJOH� SFTQPOTJCMF� GPS� B� MBSHFS�
�QSPQPSUJPO�PG�B�MPX�WBMVF�GVODUJPO�NJHIU�OPU�DSFBUF�BT�NVDI�WBMVF�BT�QFSGPSNJOH�FWFO�
B�TNBMMFS�QFSDFOUBHF�PG�B�IJHIMZ�WBMVFE�GVODUJPO��5IVT�CFJOH�UIF�iCVTZw�DIBOOFM�NFN�
CFS�EPFT�OPU�BMXBZT�TJHOBM�UIBU�NFNCFS�T�IJHI�WBMVF�DSFBUJPO��8F�SFUVSO�UP�UIJT�OPUJPO�
JO�PVS�EJTDVTTJPO�PG�UIF�FRVJUZ�QSJODJQMF�

*O�UIF�NFBOUJNF�XIBU�EPFT�JU�JNQMZ�XIFO�BO�FOE�VTFS�HFOFSBUFT�DIBOOFM�QSPG�
JUT �*O�UIF�FYBNQMF�JO�"QQFOEJY�����UIF�FOE�VTFST�CVZ�MBSHF�RVBOUJUJFT�BOE�TUPSF�UIFN�
GPS�VTF�BGUFS�UIF�UJNF�PG�QVSDIBTF��5IBU�NFBOT�UIFZ�QBZ�JO�BEWBODF�GPS�QSPEVDU�UIBU�
UIFZ�XJMM�VTF�MBUFS�BOE�UIFZ�BSF�XJMMJOH�UP�TUPSF�JU��5IFTF�WBMVFE�DIBOOFM�GVODUJPOT�BSF�
DPTUMZ�GPS�UIF�DVTUPNFS�KVTU�BT�UIFZ�XPVME�CF�GPS�BOZ�PUIFS�DIBOOFM�NFNCFS�TP�UIFJS�
QFSGPSNBODF�NFSJUT�TPNF�SFXBSE��*O�HFOFSBM�UIF�SFXBSE�GPS�FOE�VTFST�XIP�QFSGPSN�
WBMVFE�DIBOOFM�GVODUJPOT�JT�B�SFEVDFE�QSJDF�

*O�BEEJUJPO�UP�UBLJOH�DBSF�BCPVU�XIP�FOUFST�UIF�FGGJDJFODZ�UFNQMBUF�JU�JT�DSJUJDBM�UP�
OPUF� UIF�OFFE� GPS�B�TFQBSBUF�FGGJDJFODZ� UFNQMBUF� GPS�each channel� UIBU�EJTUSJCVUFT� UIF�
QSPEVDU�UP�B�UBSHFUFE�TFHNFOU�PG�FOE�VTFST��*O�UIF�"QQFOEJY�����DBTF�UIFSF�NJHIU�CF�B�
TFQBSBUF�FGGJDJFODZ�UFNQMBUF�GPS�UIF�SFUBJMFS�POF�GPS�UIF�EJSFDU�DIBOOFM�TFSWJOH�CVJMEJOH�
DPOUSBDUPST� BOE� TP� GPSUI�� 4VDI� TFQBSBUJPO� JT� BCTPMVUFMZ�OFDFTTBSZ� CFDBVTF� B� DIBOOFM�
NFNCFS�JOWPMWFE�JO�TFMMJOH�UP�SFUBJM�CVZFST�	F�H��SFUBJMFS
�EPFT�OPU�CFBS�BOZ�DIBOOFM�GVOD�
UJPO�DPTUT�JO�UIF�EJSFDU�TBMFT�DIBOOFM�CVU�JU�CFBST�QMFOUZ�PG�UIFN�JO�UIF�SFUBJM�DIBOOFM�

'JOBMMZ� XIFO� DPNQMFUJOH� BO� FGGJDJFODZ� UFNQMBUF� UIF� BOBMZTU� NJHIU� MBDL� GVMM�
�GJOBODJBM� EBUB� BCPVU� UIF� DPTUT� CPSOF� CZ� FBDI� DIBOOFM� NFNCFS�� 8JUIPVU� QSFDJTF�
�SBUJOHT�CFDBVTF�XF�EP�OPU�LOPX�QSFDJTFMZ�IPX�NVDI�PG�B�QBSUJDVMBS�GVODUJPO�T�DPTU�
JT�CPSOF�CZ�FBDI�QBSUJDVMBS�DIBOOFM�NFNCFS�EP�XF�OFFE�UP�EJTDBSE�UIF�FGGJDJFODZ�
UFNQMBUF �"CTPMVUFMZ�OPU�BT�MPOH�BT�some�SBOLJOH�EBUB�BSF�BWBJMBCMF�UP�DBMJCSBUF�UIF�
SFMBUJWF�JOUFOTJUZ�PG�UIF�QFSGPSNBODF�PG�FBDI�GVODUJPO��&WFO�SPVHI�SBOLJOHT�DBO�QSP�
WJEF�B�SFBTPOBCMZ�HPPE�BQQSPYJNBUJPO�PG�UIF�SFMBUJWF�WBMVF�DSFBUFE�CZ�FBDI�DIBOOFM�
NFNCFS��"T�XJUI�BOZ�TZTUFN�UIF�SPVHIFS�UIF�BQQSPYJNBUJPOT�UIF�SPVHIFS�UIF�SFTVMU�
JOH�FTUJNBUFT�PG�WBMVF�DSFBUFE�CVU�BT�UIF�FYBNQMF�JO�"QQFOEJY�����TIPXT�UIFTF�BQ�
QSPYJNBUJPOT�BSF�PGUFO�GBS�NPSF�JOGPSNBUJWF�UIBO�BO�BOBMZTJT�UIBU�DPNQMFUFMZ�JHOPSFT�
UIF�SFMBUJWF�WBMVF�BEEFE�CZ�FBDI�DIBOOFM�NFNCFS�

*O�TVNNBSZ�UIF�FGGJDJFODZ�UFNQMBUF�JT�B�VTFGVM�UPPM�GPS�DPEJGZJOH�UIF�DPTUT�CPSOF�
BOE� UIF�WBMVF�BEEFE� UP� UIF�DIBOOFM�CZ�FBDI�DIBOOFM�NFNCFS� JODMVEJOH�FOE�VTFST��
"NPOH� JUT�NBOZ�VTFT� UIF�FGGJDJFODZ� UFNQMBUF� DBO� SFWFBM�IPX� UIF� DPTUT�PG�QBSUJDV�
MBS�GVODUJPOT�HFU�TIBSFE�BNPOH�DIBOOFM�NFNCFST�JOEJDBUF�IPX�NVDI�FBDI�DIBOOFM�
NFNCFS�DPOUSJCVUFT� UP�PWFSBMM�WBMVF�DSFBUJPO� JO� UIF�DIBOOFM�BOE�EFNPOTUSBUF�IPX�
JNQPSUBOU�FBDI� GVODUJPO� JT� UP� UPUBM�DIBOOFM�QFSGPSNBODF�� *U�BMTP�DBO�CF�B�QPXFSGVM�
FYQMBOBUPSZ�UPPM�BOE�KVTUJGJDBUJPO�GPS�DVSSFOU�DIBOOFM�QFSGPSNBODF�PS�DIBOHFT�UP�FYJTU�
JOH�PQFSBUJOH�DIBOOFMT��'PS�QSPEVDUT�TPME�UISPVHI�NVMUJQMF�DIBOOFMT�UIFJS�FGGJDJFODZ�
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UFNQMBUFT�DBO�CF�DPNQBSFE�UP�GJOE�BOZ�EJGGFSFODFT�JO�UIF�DPTUT�PG�SVOOJOH�UIF�EJGGFS�
FOU�DIBOOFMT�XIJDI�NBZ�IFMQ�UIF�DIBOOFM�MPXFS�DPTUT�XJUIPVU�DPNQSPNJTJOH�EFTJSFE�
TFSWJDF�PVUQVU�MFWFMT�

Evaluating Channels: The Equity Principle

5IF�OPSNBUJWF�QSPGJU�TIBSFT�DBMDVMBUFE�GSPN�UIF�FGGJDJFODZ�UFNQMBUF�GPS�BO�PQFSBUJOH�
DIBOOFM�SFWFBM�XIJDI�TIBSF�PG�UIF�UPUBM�DIBOOFM�QSPGJUT�UIBU�FBDI�DIBOOFM�NFNCFS�JT�
SFTQPOTJCMF�GPS�HFOFSBUJOH�UISPVHI�JUT�FGGPSUT��5IJT�OPSNBUJWF�TIBSF�TIPVME�SFMBUF�UP�
UIF�actual�TIBSF�PG�UPUBM�DIBOOFM�QSPGJUT�FBDI�DIBOOFM�NFNCFS�SFDFJWFT�BDDPSEJOH�UP�
PVS�EFGJOJUJPO�PG�UIF�equity principle�

"�NFNCFS�T�MFWFM�PG�DPNQFOTBUJPO�JO�UIF�DIBOOFM�TZTUFN�TIPVME�SFGMFDU�JUT��EFHSFF�
PG�QBSUJDJQBUJPO�JO�UIF�NBSLFUJOH�GVODUJPOT�BOE�UIF�WBMVF�DSFBUFE�CZ�TVDI�QBSUJDJ�
QBUJPO��5IBU�JT�DPNQFOTBUJPO�TIPVME�NJSSPS�UIF�OPSNBUJWF�QSPGJU�TIBSFT�PG�FBDI�
DIBOOFM�NFNCFS�

5IF�FRVJUZ�QSJODJQMF�GVSUIFS�BTTFSUT�UIBU�JU�JT�BQQSPQSJBUF�UP�SFXBSE�FBDI�DIBOOFM�NFNCFS�
JO�BDDPSEBODF�XJUI�UIF�WBMVF�JU�DSFBUFT��/PU�POMZ�JT�UIJT�FRVJWBMFODF�GBJS�BOE�FRVJUBCMF�
CVU�JU�BMTP�DSFBUFT�TUSPOH�JODFOUJWFT�GPS�DIBOOFM�NFNCFST�UP�DPOUJOVF�HFOFSBUJOH�WBMVF��
5IVT�$%8�T�FRVBM�DPNNJTTJPO�SBUFT�GPS�POMJOF�QVSDIBTFT�BOE�TBMFTQFSTPO�IBOEMFE�QVS�
DIBTFT�NBJOUBJO�FNQMPZFFT��JODFOUJWFT�UP�USZ�UP�CVJME�UIFJS�DMJFOU�BDDPVOUT�SFHBSEMFTT�PG�
IPX�UIF�DMJFOU�XBOUT�UP�CVZ��#VU�USZJOH�UP�EFQSJWF�BOZ�DIBOOFM�NFNCFS�PG�JUT�SFXBSET�
GPS�FGGPSU�BOE�WBMVF�DSFBUFE�MJLFMZ�XJMM�SFTVMU�JO�JUT�VOEFSQFSGPSNBODF�MBUFS��5IF�TFSJPVT�
DIBOOFM�DPOGMJDUT�UIBU�DBO�SFTVMU�NJHIU�FWFO�MFBE�UP�UIF�EJTTPMVUJPO�PG�UIF�DIBOOFM�

5P�MJWF�CZ�UIF�FRVJUZ�QSJODJQMF�DIBOOFM�NFNCFST�NVTU�JEFOUJGZ�UIFJS�BDUVBM�DPTUT�
JODVSSFE� BOE� EFWFMPQ� BO� BHSFFE�VQPO� FTUJNBUF� PG� UIF� WBMVF� DSFBUFE� JO� UIF� DIBOOFM��
0UIFSXJTF�UIFZ�MJLFMZ�EFWPMWF�JOUP�EJTBHSFFNFOUT�BCPVU�UIF�WBMVF�FBDI�NFNCFS�BDUVBMMZ�
IBT�BEEFE�XIJDI�SFQSFTFOUT�BO�VOXJOOBCMF�BSHVNFOU�CFDBVTF�JU�GFBUVSFT�NPTUMZ�DIBO�
OFM�NFNCFST��JOEJWJEVBM�QFSDFQUJPOT�PG�UIFJS�PXO�DPOUSJCVUJPOT�OPU�BOZ�GBDUT��*G�UIF�POMZ�
NFNCFS�XIP�SFDPHOJ[FT�UIF�WBMVF�PG�B�DPOUSJCVUJPO�JT�UIF�NFNCFS�QFSGPSNJOH�JU�UIF�
DIBOOFM�DBOOPU�FGGFDUJWFMZ�SFJOGPSDF�UIJT�IJHI�WBMVF�BDUJWJUZ��5IF�DIBOOFM�NFNCFST�XIP�
SFXBSE�UIJT�BDUJWJUZ�BMTP�NVTU�QFSDFJWF�JU��"MUIPVHI�JU�UBLFT�TVCTUBOUJBM�FGGPSU�UP�BNBTT�
UIF�JOGPSNBUJPO�OFDFTTBSZ�UP�DPNQMFUF�BO�FGGJDJFODZ�BOBMZTJT�UIF�QBZPGGT�BSF�XPSUIXIJMF�

:FU�JO�NBOZ�DBTFT�BDUVBM�QSPGJU�TIBSFT�EP�OPU�NBUDI�UIF�OPSNBUJWF�TIBSFT�TVH�
HFTUFE�CZ�UIF�FGGJDJFODZ�UFNQMBUF��*O�UIJT�DBTF�UIF�TPMVUJPO�EFNBOET�GVSUIFS�BOBMZTJT�
PG�CPUI� UIF�DIBOOFM� TJUVBUJPO�BOE� UIF�FYUFSOBM� DPNQFUJUJWF�FOWJSPONFOU�� *O� DFSUBJO�
DPNQFUJUJWF�TJUVBUJPOT�EFTQJUF�DIBOOFM�NFNCFST��WBMJBOU�FGGPSUT�UP�DPOUSJCVUF�UP�DIBO�
OFM�QFSGPSNBODF�POF�PG�UIFN�FBSOT�MFTT�QSPGJU�UIBO�UIF�FGGJDJFODZ�UFNQMBUF�TVHHFTUT�
CFDBVTF�UIF�BWBJMBCJMJUZ�PG�DPNQFUJUPST�NBLFT�UIJT�NFNCFS�TFFN�FBTJMZ�SFQMBDFBCMF��
*NBHJOF�GPS�FYBNQMF�B�TVQQMJFS�PG�B�DPNNPEJUZ�QSPEVDU�UP�8BM�.BSU��8IFO�8BM�.BSU�
BOOPVODFT�UIBU�JUT�TVQQMJFST�NVTU�BEPQU�3'*%�	SBEJP�GSFRVFODZ�JEFOUJGJDBUJPO
�UFDIOPM�
PHZ�UIF�TVQQMJFS�GBDFT�TJHOJGJDBOU�OFX�DPTUT��CVZJOH�UIF�FRVJQNFOU�UP�NBLF�BOE�JOTFSU�
UIF�UBHT�QVSDIBTJOH�UIF�UBHT�UIFNTFMWFT�PO�BO�POHPJOH�CBTJT�BOE�USBJOJOH�FNQMPZFFT�
UP�IBOEMF�BGGJY�BOE�QSPHSBN�UIF�UBHT��DPOUFOUT�UP�OBNF�B�GFX��*O�BEEJUJPO�UIF�TJH�
OJGJDBOU�DPTU�TBWJOHT�UIBU�VMUJNBUFMZ�TIPVME�SFTVMU�GSPN�3'*%�UFDIOPMPHZ�XJMM�CF�TIBSFE�
CZ�TVQQMJFST�BOE�8BM�.BSU�	BT�XFMM�BT�DVTUPNFST
��5IVT�UIF�TVQQMJFS�NJHIU�QFSDFJWF�
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UIBU�JU�JT�CFBSJOH�NPSF�UIBO�JUT�iGBJS�TIBSFw�PG�UIF�DPTU�PG�JNQMFNFOUJOH�UIJT�UFDIOPM�
PHZ�XIJDI�JT�B�DMFBS�WJPMBUJPO�PG�UIF�FRVJUZ�QSJODJQMF��6OGPSUVOBUFMZ�GPS�UIF�TVQQMJFS�
JO�UIJT�DBTF�JU�IBT�MJUUMF�SFDPVSTF��*G�JU�SFGVTFT�UP�QBZ�UIF�DPTU�PG�NBJOUBJOJOH�3'*%�UBHT�
8BM�.BSU�DBO�TJNQMZ�ESPQ�JU�BT�B�TVQQMJFS�BOE�SFQMBDF�JU�XJUI�BOPUIFS�UIBU�QSPWJEFT�
UIF�DPNNPEJUZ�BOE�UIF�3'*%�GVODUJPOBMJUZ��5IVT�XIFO�NBSLFU�QPXFS�BOE�DPNQFUJUJWF�
QSFTTVSFT�DBVTF�EFWJBUJPOT�GSPN�UIF�FRVJUZ�QSJODJQMF�UIF�DIBOOFM�SFXBSE�TZTUFN�EPFT�
OPU�OFDFTTBSJMZ�OFFE�UP�DIBOHF�

*O�UIF�MPOH�SVO�UIPVHI�JU�NJHIU�OPU�CF�B�CBE�JEFB�GPS�8BM�.BSU�UP�PGGFS�TPNF�
DPODFTTJPO�UP�UIF�FRVJUZ�QSJODJQMF��$IBOOFM�QBSUOFST�XIP�GBJM�UP�SFDFJWF�SFXBSET�DPN�
NFOTVSBUF�XJUI�UIFJS�QFSDFJWFE�DPOUSJCVUJPOT�DBOOPU�SFNBJO�NPUJWBUFE�GPS�MPOH��5IFZ�
NJHIU�CFHJO�MPPLJOH�GPS�XBZT�UP�FYJU�UIF�DIBOOFM��BU�UIF�WFSZ�MFBTU�UIFZ�BSF�DFSUBJO�
UP�CBSHBJO�IBSE�GPS�GBWPSBCMF�DIBOHFT�JO�UFSNT��"�GJSN�UIBU�USFBUT�JUT�DIBOOFM�QBSUOFST�
QPPSMZ�EFWFMPQT�B�CBE�SFQVUBUJPO�UIBU�XJMM�IBSN�JUT�MPOH�UFSN�BCJMJUZ�UP�BEE�PS�NBOBHF�
DIBOOFMT�JO�UIF�GVUVSF��'JOBMMZ�WJPMBUJPOT�PG�UIF�FRVJUZ�QSJODJQMF�DPOTUJUVUF�B�QSJNBSZ�
DBVTF�PG�DIBOOFM�DPOGMJDU�	EJTDVTTFE�JO�NPSF�EFQUI�JO�$IBQUFS���
�

5IVT� BTUVUF� DIBOOFM� NBOBHFST� DBSFGVMMZ� CBMBODF� MPOH�UFSN� SFMBUJPOTIJQ� SJTLT�
BHBJOTU�UIF�JNNFEJBUF�HBJO�PG�HBSOFSJOH�B�HSFBUFS�TIBSF�PG�JNNFEJBUF�DIBOOFM�QSPGJUT��
5IVT�XF�SFBTTFSU� UIF� GPMMPXJOH�� *G�DPNQFUJUJWF�DPOEJUJPOT�EP�OPU�HJWF�POF�DIBOOFM�
NFNCFS� MFWFSBHF�PWFS� BOPUIFS�QSPGJU�CBTFE� SFXBSET� TIPVME� TQSFBE� UISPVHIPVU� UIF�
DIBOOFM�SPVHIMZ�JO�QSPQPSUJPO�UP�UIF�MFWFM�PG�QFSGPSNBODF�QSPWJEFE�CZ�FBDI�DIBOOFM�
NFNCFS��#Z�BVEJUJOH�FYJTUJOH�DIBOOFMT�VTJOH�UIF�FGGJDJFODZ�UFNQMBUF�DIBOOFM�NBOBH�
FST�MFBSO�UIF�TVHHFTUFE�SFMBUJWF�TIBSF�PG�QSPGJU��UIFZ�UIFO�TIPVME�DPNQBSF�UIPTF�TIBSFT�
XJUI�UIF�BDUVBM�TIBSFT�PG�QSPGJU�FOKPZFE�CZ�FBDI�DIBOOFM�NFNCFS�BOE�BQQMZ�UIF�FRVJUZ�
QSJODJQMF�UP�JEFOUJGZ�BOZ�EJTDSFQBODJFT��/FYU�CZ�EFUFSNJOJOH�XIFUIFS�UIFTF�EJTDSFQ�
BODJFT�SFGMFDU�BO�PVUDPNF�PG�NBSLFU�QPXFS�PS�DPNQFUJUJWF�QSFTTVSF�UIF�NBOBHFS�DBO�
EFDJEF�XIFUIFS�BOE�IPX�UP�BEESFTT�UIFN�UISPVHI�B�DIBOOFM�TUSBUFHZ�

*G�OP�NBSLFUJOH�DIBOOFM�BMSFBEZ�FYJTUT�GPS�B�QSPEVDU�TVDI�BT�XIFO�B�NBOVGBD�
UVSFS�TFFLT�UP�TFMM�JUT�QSPEVDU�JO�B�OFX�NBSLFU�PS�DPVOUSZ�JU�OFFET�UP�DSFBUF�B�OFX�
DIBOOFM��5IF�OFYU�TFDUJPO�EFTDSJCFT�IPX�UP�FWBMVBUF�BOE�EFTJHO�OFX�NBSLFUJOH�DIBO�
OFMT�VTJOH�UIF�[FSP�CBTFE�DIBOOFM�DPODFQU�

Evaluating Channels: Zero-Based Channel Concept

*NBHJOF�CFJOH�B�DIBOOFM�NBOBHFS�XJUI�UIF�QPXFS�BOE�UIF�MVYVSZ�UP�EFTJHO�BO�PQUJNBM�
DIBOOFM�TUSBUFHZ�GSPN�TDSBUDI�XJUIPVU�BOZ�QSFFYJTUJOH�DIBOOFM�TUSVDUVSF�UP�IBNQFS�
UIF�EFTJHO��8IFSF�XPVME�ZPV�TUBSU 

5IFPSFUJDBMMZ�ZPV�TUBSU�XJUI�B�zero-based channel�UIBU�JT�POF�UIBU�NFFUT�UIF�
UBSHFU�NBSLFU�TFHNFOU�T�EFNBOET�GPS�TFSWJDF�PVUQVUT�CZ�QFSGPSNJOH�OFDFTTBSZ�DIBO�
OFM� GVODUJPOT� UP� QSPEVDF� UIPTF� TFSWJDF� PVUQVUT� BU� B� NJOJNVN� DPTU�� 6OGPSUVOBUFMZ�
ZPV� JNNFEJBUFMZ� DPOGSPOU�BO�VOBWPJEBCMF� UFOTJPO��:PV�IPQF� UP�NJOJNJ[F� UIF�DPTUT�
PG�SVOOJOH�UIF�NBSLFUJOH�DIBOOFM�UP�QSFTFSWF�QSPGJU�NBSHJOT�CVU�ZPV�IBWF�UP�TQFOE�
TVGGJDJFOU�BNPVOUT�PO�QFSGPSNJOH�DIBOOFM�GVODUJPOT�UP�HVBSBOUFF�UIBU�ZPVS�OFX�DIBO�
OFM� DBO� HFOFSBUF� UIF� EFTJSFE� TFSWJDF� PVUQVUT� JO� TVDI� B� XBZ� UIBU� UIFZ� TBUJTGZ� FOE�
VTFST��4QFOEJOH�UPP�MJUUMF�	PS�NBLJOH�QPPS�EFDJTJPOT�BCPVU�XIFSF�UP�BMMPDBUF�NPOFZ
�
XJMM�NFBO�QPPS�QSPWJTJPO�PG� TFSWJDF�PVUQVUT�XIJDI� DPNQFUJUPST� DBO�FYQMPJU� CZ�PG�
GFSJOH� UIFJS� TVQFSJPS� BMUFSOBUJWF� DPNCJOBUJPO� PG� QSPEVDU� BOE� TFSWJDF� PVUQVUT�� :FU�
TQFOEJOH�UPP�NVDI�XJMM�QSPEVDF�NPSF�TFSWJDF�PVUQVUT�UIBO�UIF�UBSHFU�TFHNFOU�WBMVFT�
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BOE�VOOFDFTTBSJMZ� JODSFBTF� UIF� DPTUT�PG� SVOOJOH� UIF� DIBOOFM� SFEVDJOH�QSPGJUBCJMJUZ��
"DIJFWJOH�UIF�SJHIU�CBMBODF�JT�B�DPOTUBOU�BOE�EFNBOEJOH�UBTL�BOE�XF�IBWFO�U�FWFO�
DPOTJEFSFE�IPX�DIBOHFT�JO�UIF�NBSLFUQMBDF�XJMM�BMUFS�ZPVS�OFX�DIBOOFM�

4P�OFYU�DPOTJEFS�UIF�QBSUJDVMBS�UBTL�PG�NBOBHJOH�JOWFOUPSZ�IPMEJOH�DPTUT�BT�BO�
FYBNQMF��$PTU� DPOUSPM� JO� DIBOOFMT� PGUFO�EFQFOET�PO� SFEVDJOH� JOWFOUPSZ��#VU�IPX �
4PNF�PCWJPVT�NFUIPET�BSF�UP�BWPJE�JUFNT�UIBU�TFMM�TMPXMZ�MFOHUIFO�UIF�MJGF�PG�HPPET�
	F�H�� BEE�QSFTFSWBUJWFT� UP� GPPET
� GJOE� B� WFOEPS�XIP� SFTVQQMJFT� GBTUFS� PS� MPDBUF� B�
DIFBQFS�XBSFIPVTF�� -FTT�PCWJPVT�NFUIPET� JODMVEF�EFWFMPQJOH�CFUUFS�EFNBOE� GPSF�
DBTUT�PS�BMUFSJOH�GBDUPSZ�QSPDFTTFT�UP�BUUBJO�TDBMF�FDPOPNJFT�BU�MPXFS�QSPEVDUJPO�MFWFMT�

"OPUIFS�BOE�VOEFOJBCMZ�QPXFSGVM�XBZ�UP�DVU�JOWFOUPSZ�JT�UP�TJNQMJGZ�UIBU�JT�UP�SF�
EVDF�variety��0G�DPVSTF�UIBU�TUFQ�DBO�CF�BO�FGGFDUJWF�XBZ�UP�DVU�TBMFT�BT�XFMM��"�DIBOOFM�
UIBU�BEPQUT�UIJT�BQQSPBDI�NVTU�GJOE�PGGFSJOHT�UIBU�OP�POF�XJMM�SFBMMZ�NJTT�CZ�SBUJPOBMJ[JOH�
UIF�QSPEVDU�MJOF��5IVT�UIF�TFSWJDF�PVUQVU�MFWFMT�QFSUBJOJOH�UP�BTTPSUNFOU�BOE�WBSJFUZ�SF�
NBJO�UIF�TBNF�JO�UIF�UBSHFU�DPOTVNFS�T�NJOET��4PNF�DIBOOFMT�IBWF�TPVHIU�UIF�CFOFGJUT�
PG�NPEVMBS�EFTJHO�GPS�QSPEVDUT�DPNCJOFE�XJUI�NBOVGBDUVSJOH�QSPDFTTFT�UIBU�QPTUQPOF�
BT� MBUF�BT�QPTTJCMF� UIF�QPJOU�PG�QSPEVDU�EJGGFSFOUJBUJPO��5IVT�)FXMFUU�1BDLBSE�T� MBTFS�
QSJOUFST� SFMZ�PO�B�TUBOEBSE�TVCBTTFNCMZ�QSPDFTT�XIJDI� JT� UIF�POMZ�FMFNFOU�TIJQQFE�
UP�B�EJTUSJCVUJPO�DFOUFS�	%$
��5IF�%$�QSPDVSFT�BOE�BEET�FMFNFOUT�UP�UBJMPS�UIF�QSJOUFS�
UP�JUT�EFTUJOBUJPO�TVDI�BT�QPXFS�TVQQMJFT�QBDLBHJOH�BOE�NBOVBMT�UIBU�SFGMFDU�UIF�MBO�
HVBHF�BOE�JOGSBTUSVDUVSF�PG�FBDI�OBUJPOBM�NBSLFU��#FDBVTF�UIF�%$�FOHBHFT�JO�BTTFNCMZ�
BOE�MJHIU�NBOVGBDUVSJOH�JUT�NBOVGBDUVSJOH�DPTUT�BSF�TMJHIUMZ�IJHIFS�ZFU�UIF�UPUBM�DPTUT�
	NBOVGBDUVSJOH�TIJQQJOH�BOE�JOWFOUPSZ
�JO�UIF�DIBOOFM�BSF�TJHOJGJDBOUMZ�QFSDFOU�MPXFS�

5IFTF�JEFBT�GPS�JOWFOUPSZ�DPTU�DPOUSPMT�NBZ�IBWF�MJUUMF�FGGFDU�JG�ZPVS�OFX�DIBOOFM�
DBOOPU�DPOUSPM�EFNBOE�VODFSUBJOUZ�FTQFDJBMMZ� JO� UIF� GPSN�PG� UIF�bullwhip effect���
5IF�OBNF�JT�DMFBSMZ�FWPDBUJWF��*O�B�TVQQMZ�DIBJO�UIF�FOE�VTFS�DPOTUJUVUFT�UIF�IBOEMF�
PG�UIF�XIJQ�CFDBVTF�JU�EFUFSNJOFT�UIF�CBTF�PG�EFNBOE�UISPVHIPVU�UIF�DIBJO��.PWJOH�
VQ�UIF�XIJQ�XF�GJOE�UIF�SFUBJMFS�XIP�TFMMT�UIF�QSPEVDU�UIF�XIPMFTBMFS�XIP�TVQQMJFT�
UIF�SFUBJMFS�BOE�UIF�NBOVGBDUVSFS�XIP�NBLFT�UIF�JUFN��&BDI�QBSUZ�NVTU�GPSFDBTU�UIF�
FOE�VTFS�T�EFNBOE�CVU�UIF�GBSUIFS�BXBZ�UIF�DIBOOFM�NFNCFS�JT�UIF�IBSEFS�UIBU�QSP�
DFTT�CFDPNFT��5IBU�JT�UIF�HSFBUFS�BOE�WBSJFE�UIF�NPWFNFOU�JO�UIF�XIJQ�UIF�GBSUIFS�JU�
JT�GSPN�UIF�CBTF�PG�UIF�IBOEMF��5BLJOH�QSPEVDUJPO�TIJQQJOH�BOE�TUPDLJOH�EFMBZT�JOUP�
BDDPVOU�FBDI�DIBOOFM�NFNCFS�OFFET�UP�QMBO�IPX�NVDI�UP�PCUBJO�UP�TFSWF�JUT�PXO�
MFWFM�PG�EFNBOE�IPX�NVDI�TBGFUZ�TUPDL�UP�IPME�PO�IBOE�BOE�IPX�NVDI�UP�QSPDVSF�
PS�NBOVGBDUVSF�XIJDI�VMUJNBUFMZ�EFUFSNJOF�IPX�NBOZ�SBX�NBUFSJBMT�UP�PSEFS��&BDI�
QMBZFS�GPDVTFT�PO�JUT�MJOL�JO�UIF�TVQQMZ�DIBJO�BOE�QPPS�DPNNVOJDBUJPO�PGUFO�NBSLT�
UIFJS�DPOOFDUJPOT��5IVT�EFNBOE�VODFSUBJOUZ�BSJTFT�JOWFOUPSJFT�PG�QSPEVDUT�BOE�JOHSF�
EJFOUT�PTDJMMBUF�BOE�TNBMM�DIBOHFT�JO�FOE�VTFS�EFNBOET�SFTPOBUF�VQ�UIF�TVQQMZ�DIBJO�
NBHOJGZJOH� JOUP� FWFS�MBSHFS� DIBOHFT� VQTUSFBN�� 5IF� CVMMXIJQ� FGGFDU� DBO� CF� DPTUMZ�
XIFUIFS�JO�UFSNT�PG�TUPDLPVUT�	VOGJMMFE�PSEFST�CBDL�PSEFST
�PS�FYDFTTJWF�JOWFOUPSZ�

"JNJOH�GPS�B�[FSP�CBTFE�DIBOOFM�JO�UIF�QSFTFODF�PG�TVDI�NBTTJWF�VODFSUBJOUJFT�JT�
B�DPOTUBOU�UIFNF�TQSFBEJOH�CFZPOE�TJNQMF�QSPEVDU�NBSLFUT��4FSWJDF�QSPWJEFST�TVDI�
BT�CBOLT�BMTP�NVTU�CBMBODF�UIFJS�JOWFOUPSZ�BOE�JOWFTUNFOU�EFDJTJPOT��5IPTF�UIBU�TBWF�
UPP�NVDI�NPOFZ�JO� JOWFOUPSZ� JODVS�PQQPSUVOJUZ�DPTUT� GPS�OPU� JOWFTUJOH��#BOLT�UIBU�
MFOE�PVU�UPP�NVDI�NPOFZ�GBMM�CFMPX�UIFJS�SFTFSWF�SBUJP�PS�FWFO�NBZ�HP�CBOLSVQU�JG�
UIFJS�DMJFOUT�TUBSU�B�CBOL�SVO��5IVT�CBOLT�NVTU�GPSFDBTU�UIF�NPOFZ�TVQQMZ�BOE�NPOFZ�
EFNBOE�OPU�KVTU�XJUI�SFTQFDU�UP�UIFNTFMWFT�CVU�BMTP�UISPVHIPVU�UIF�	OPX�HMPCBM
�TZT�
UFN�UP�EFUFSNJOF�JG�UIFZ�TIPVME�JOWFTU�NPSF�PS�TBWF�NPSF��
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&TUBCMJTIJOH�B�[FSP�CBTFE�DIBOOFM�UIVT�FOUBJMT�B�SFDPHOJUJPO�PG�UIF�MFWFM�PG�DIBO�
OFM�GVODUJPOT�UIBU�NVTU�CF�QFSGPSNFE�UP�HFOFSBUF�BQQSPQSJBUF�TFSWJDF�PVUQVUT�JO�UIF�
NBSLFU�� "T� UIF� QSFDFEJOH� QBHFT� JNQMZ� UIPVHI� [FSP�CBTFE� DIBOOFMT� NBZ� OPU� FWFO�
FYJTU��8IBU�BSF�ZPV�UP�EP�UIFO�BT�ZPV�TUSVDUVSF�ZPVS�CSBOE�OFX�JEFBM�DIBOOFM�TZTUFN �
$POTJEFS�UIF�GPMMPXJOH�HVJEFMJOFT�

t�8IBU�MFTT�PS�OPOWBMVFE�GVODUJPOT�	F�H��FYDFTTJWF�TBMFT�DBMMT
�DBO�CF�FMJNJOBUFE�
XJUIPVU�EBNBHJOH�DVTUPNFS�PS�DIBOOFM�TBUJTGBDUJPO 

t�"SF�UIFSF�BOZ�SFEVOEBOU�BDUJWJUJFT �8IJDI�DPVME�CF�FMJNJOBUFE�BOE�UIVT�MPXFS�
DPTUT�GPS�UIF�FOUJSF�TZTUFN 

t�*T�UIFSF�B�XBZ�UP�FMJNJOBUF�SFEFGJOF�PS�DPNCJOF�DFSUBJO�UBTLT�UP�NJOJNJ[F�UIF�
TUFQT�GPS�B�TBMF�PS�SFEVDF�JUT�DZDMF�UJNF 

t�*T�JU�QPTTJCMF�UP�BVUPNBUF�DFSUBJO�BDUJWJUJFT�BOE�UIFSFCZ�SFEVDF�UIF�VOJU�DPTUT�SF�
RVJSFE�UP�HFU�QSPEVDUT�UP�NBSLFU�FWFO�UIPVHI�JG�GJYFE�DPTUT�JODSFBTF 

t�"SF� UIFSF�PQQPSUVOJUJFT� UP�NPEJGZ� JOGPSNBUJPO� TZTUFNT� UP� SFEVDF� UIF� DPTUT�PG�
QSPTQFDUJOH�PSEFS�FOUSZ�RVPUF�HFOFSBUJPO�PS�TJNJMBS�BDUJWJUJFT 

'PS�OFX�DIBOOFM�EFTJHOT�UIF�QMBOOFS�BMTP�JT�MJLFMZ�UP�GBDF�NBOBHFSJBM�PS�FOWJSPONFO�
UBM�CBSSJFST�UP�FTUBCMJTIJOH�B�[FSP�CBTFE�DIBOOFM��*G�B�DIBOOFM�BMSFBEZ�FYJTUT�JU�NJHIU�
OPU�CF�B�[FSP�CBTFE�DIBOOFM�

6OEFSTUBOEJOH�UIF�DPODFQU�PG�DIBOOFM�GVODUJPOT�JT�DSJUJDBM�UP�BOZ�DIBOOFM�NBOBHFS�T�
BCJMJUZ�UP�EFTJHO�BOE�NBJOUBJO�BO�FGGFDUJWF�FGGJDJFOU�DIBOOFM��$IBOOFM�GVODUJPOT�BSF�CPUI�
DPTUMZ�UP�PGGFS�BOE�WBMVBCMF�UP�FOE�VTFST��*G�NBOBHFST�DBO�JEFOUJGZ�BOE�VOEFSTUBOE�UIF�
TFHNFOU	T
�PG�UIF�NBSLFU�UIBU�UIFJS�DIBOOFM�XJMM�UBSHFU�DIBOOFM�NBOBHFST�DBO�VTF�UIFJS�
TPQIJTUJDBUFE�BOBMZTFT�PG�DIBOOFM�GVODUJPOT�UP�FWBMVBUF�UIF�DPTU�FGGFDUJWFOFTT�PG�WBSJPVT�
DIBOOFM�BDUJWJUJFT�EFTJHOFE�UP�HFOFSBUF�TFSWJDF�PVUQVUT�UIBU�FOE�VTFST�XJMM�BQQSFDJBUF�

AUDITING CHANNELS USING GAP ANALYSIS

#Z�NBUDIJOH�UIF�TFSWJDF�PVUQVUT�EFNBOEFE�CZ�UBSHFUFE�FOE�VTFST�UP�UIF�PGGFSJOHT�	TFS�
WJDF�BOE�QSJDF
�QSPWJEFE�CZ�FYJTUJOH�DIBOOFMT�NBOBHFST�HBJO�B�HPPE�JEFB�PG�XIFSF�UIFSF�
NJHIU�CF�HBQT�JO�UIF�JEFBM�DIBOOFM�TUSVDUVSF�UIBU�JT�SFRVJSFE�UP�NFFU�UBSHFU�TFHNFOUT��
OFFET��#Z�JEFOUJGZJOH�BOE�DMPTJOH�UIFTF�HBQT�NBOBHFST�DBO�CVJME�B�DIBOOFM�UIBU�NFFUT�
TFSWJDF�PVUQVU�EFNBOET�BU�B�NJOJNVN�DPTU�UIBU�JT�DBO�EFTJHO�B�[FSP�CBTFE�DIBOOFM�

Sources of Channel Gaps

(BQT�JO�DIBOOFM�EFTJHO�NJHIU�BSJTF�TJNQMZ�CFDBVTF�NBOBHFNFOU�IBT�OPU�UIPVHIU�DBSF�
GVMMZ�BCPVU�UBSHFU�FOE�VTFST��EFNBOET�GPS�TFSWJDF�PVUQVUT�PS�BCPVU�NBOBHJOH�UIF�DPTU�
PG�SVOOJOH�UIFJS�DIBOOFM��5IF�TPMVUJPO�JT�TJNQMF��1BZ�BUUFOUJPO�UP�CPUI�TFSWJDF�HBQT�
BOE�DPTUT�HBQT�XIFO�EFTJHOJOH�UIF�DIBOOFM�

:FU�UIF�SFBMJUZ�PGUFO�JT�OPU�RVJUF�BT�TJNQMF��Gaps�DBO�BSJTF�CFDBVTF�PG�MJNJUB�
UJPOT�QMBDFE�PO�UIF�CFTU�JOUFOUJPOFE�DIBOOFM�NBOBHFST��"�NBOBHFS�TFFLJOH�UP�EFTJHO�
B�[FSP�CBTFE�DIBOOFM�GPS�UIF�DPNQBOZ�T�QSPEVDU�MJLFMZ�DPOGSPOUT�DPOTUSBJOUT�PO�IJT�
PS� IFS� BDUJPOT� UIBU� QSFWFOU� UIF� FTUBCMJTINFOU� PG� UIF� CFTU� DIBOOFM� EFTJHO�� #FGPSF�
EJBHOPTJOH� UIF� UZQFT� PG� HBQT� JU� UIFSFGPSF� JT� VTFGVM� UP� EJTDVTT� UIF� MJNJUBUJPOT� PS�
CPVOET�UIBU�DSFBUF�UIFN��8F�DPODFOUSBUF�PO�UXP��FOWJSPONFOUBM�CPVOET�BOE�NBOB�
HFSJBM�CPVOET�
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5IF�DIBSBDUFSJTUJDT�PG�UIF�NBSLFUQMBDF�JO�XIJDI�UIF�DIBOOFM�PQFSBUFT�DBO�DPO�
TUSBJO� UIF�FTUBCMJTINFOU�PG� B� [FSP�CBTFE�DIBOOFM��� 4VDI�environmental bounds� JO�
UVSO�DSFBUF�DIBOOFM�HBQT��5XP�LFZ�FYBNQMFT�PG�FOWJSPONFOUBM�CPVOET�BSF�MPDBM�MFHBM�
DPOTUSBJOUT�BOE�UIF�TPQIJTUJDBUJPO�PG�UIF�QIZTJDBM�BOE�SFUBJMJOH�JOGSBTUSVDUVSF�

-FHBM�DPOEJUJPOT�JO�UIF�NBSLFUQMBDF�TIBQF�XIJDI�DIBOOFM�QBSUOFST�B�DPNQBOZ�
NBZ�DIPPTF�UIBU� JT� JG� UIFZ�EP�OPU�QSFWFOU�UIF�DPNQBOZ�T�BDDFTT�UP�UIF�NBSLFU�BM�
UPHFUIFS��3FDBMM� PVS� FYBNQMF�PG�$%8� UIF� DPNQVUFS� SFTFMMFS�� *UT� QFOFUSBUJPO�PG� UIF�
HPWFSONFOU�NBSLFU�JT�MJNJUFE�CZ�UIF�HPWFSONFOU�T�TUBUFE�HPBM�PG�VTJOH�BQQSPYJNBUFMZ�
���QFSDFOU�TNBMM�PS�NFEJVN�TJ[FE�WFOEPST��5ISPVHI�JUT�TNBMM�BOE�NJOPSJUZ�CVTJOFTT�
QBSUOFST�QSPHSBN�$%8�XPSLT�XJUI� JOEFQFOEFOU�DPNQBOJFT�XIPTF�TJ[F�NFFUT� UIF�
HPWFSONFOUBM�QSFGFSFODFT��5IJT�QSPHSBN�UIVT�DSFBUFT�B�DIBOOFM�TUSVDUVSF�GPS�$%8�UIBU�
JT�NBJOMZ�UIF�SFTVMU�PG�UIF�JNQPTJUJPO�PG�B�MFHBM�CPVOE�

5IF�QIZTJDBM�BOE�JOGSBTUSVDUVSBM�FOWJSPONFOU�BMTP�DPVME�QSFWFOU� UIF�FTUBCMJTI�
NFOU�PG�DFSUBJO�UZQFT�PG�EJTUSJCVUJPO�DIBOOFM�TUSVDUVSFT����0OMJOF�CJMM�QBZNFOU�TZTUFNT�
EFNBOE�UIF�EFWFMPQNFOU�PG�TZTUFNT�UIBU�DBO�DPNNVOJDBUF�BDSPTT�EJGGFSFOU�MFWFMT�PG�
UIF�DIBOOFM�BOE�NBOBHF�JOGPSNBUJPO�DPOTJTUFOUMZ�PWFS�UJNF��/PU�POMZ�NVTU�UIF�CJMM�CF�
payable�CZ�UIF�QBZFS�FMFDUSPOJDBMMZ�CVU�JU�BMTP�NVTU�CF�BCMF�UP�CF�presented�FMFDUSPOJ�
DBMMZ�JO�B�DPNNPO�EBUBCBTF�TZTUFN��'PS�NBOZ�CJMM�QBZFST�	DPOTVNFST�BOE�CVTJOFTTFT
�
UIF�SFBM�WBMVF�PG�FMFDUSPOJD�CJMM�QBZNFOU�JT�UIF�BCJMJUZ�JU�QSPWJEFT�UP�JOUFHSBUF�UIF�QBZ�
NFOU�XJUI�UIF�QBZFS�T�PXO�EBUBCBTF�PG�JOGPSNBUJPO�	F�H��CBDL�PGGJDF�BDUJWJUJFT�IPVTF�
IPME�CVEHFUJOH�JOGPSNBUJPO
��-JNJUBUJPOT�PO�UIF�JOUFHSBUJPO�PG�WBSJPVT�FMFDUSPOJD�EBUB�
TPVSDFT�MJNJU�UIF�QPTTJCMF�TQSFBE�PG�FMFDUSPOJD�QBZNFOUT�JO�UIF�NBSLFU�UIPVHI�

4JNJMBSMZ� DPNQBOJFT� UIBU� XBOU� UP� NBOBHF� SFUVSOFE� QSPEVDUT� NPSF� FGGJDJFOUMZ�
NBZ�OPU�CF�BCMF�UP�EFWFMPQ�UIF�DBQBDJUZ�UP�EP�TP�UIFNTFMWFT�PS�UP�GJOE�BO�BQQSPQSJBUF�
JOUFSNFEJBSZ�UIBU�DBO�IBOEMF�JUT�TQFDJGJD�OFFET��'PS�FYBNQMF�JO�UIF�SFUBJM�CPPL�JOEVT�
USZ�QSPDFTTJOH�SFUVSOT�SFQSFTFOU�POF�PG�UIF�IJHIFTU�DPTUT�GPS�UIF�XBSFIPVTF��5IF�MPOH�
TUBOEJOH�MFHBDZ�PG�BMMPXJOH�GSFF�SFUVSOT�GSPN�SFUBJMFST�UP�QVCMJTIFST�BQQFBST�UP�CF�B�
IBSE�IBCJU� UP�CSFBL�BOE�UIJT�FGGFDUJWF�FOWJSPONFOUBM�CPVOE�QFSTJTUT�FWFO�GPS�UIPTF�
BDUPST�UIBU�XPVME�QSFGFS�UP�DIBOHF�UIF�TZTUFN�

&OWJSPONFOUBM�CPVOET�UIVT�PDDVS�PVUTJEF�UIF�CPVOEBSJFT�PG�UIF�DPNQBOJFT�EJSFDUMZ�
JOWPMWFE�JO�UIF�DIBOOFM�BOE�DPOTUSBJO�DIBOOFM�NFNCFST�GSPN�FTUBCMJTIJOH�B�[FSP�CBTFE�
DIBOOFM�XIFUIFS�CFDBVTF�UIFZ�DBOOPU�PGGFS�BO�BQQSPQSJBUF�MFWFM�PG�TFSWJDF�PVUQVUT�PS�
CFDBVTF� UIF� DPOTUSBJOUT� JNQPTF�VOEVMZ�IJHI� DPTUT�PO� DIBOOFM�NFNCFST�� *O� DPOUSBTU�
UIPVHI�NBOBHFSJBM�CPVOET�BMTP�DPOTUSBJO�DIBOOFM�EFTJHO�UIFZ�FNBOBUF�GSPN�XJUIJO�UIF�
DIBOOFM�TUSVDUVSF�JUTFMG�PS�GSPN�UIF�PSJFOUBUJPO�PS�DVMUVSF�PG�TQFDJGJD�DIBOOFM�NFNCFST�

Managerial bounds�SFGFS�UP�DPOTUSBJOUT�PO�EJTUSJCVUJPO�TUSVDUVSF�BSJTJOH�GSPN�UIF�
SVMFT�XJUIJO�B�DPNQBOZ��5ZQJDBMMZ�UIFZ�TUFN�GSPN�UIF�DPNQBOZ�UIBU�NBOVGBDUVSFT�UIF�
QSPEVDU��4PNFUJNFT�B�EFTJSF�UP�DPOUSPM�UIF�DVTUPNFS�PS�TJNQMZ�B�MBDL�PG�USVTU�BNPOH�
DIBOOFM�NFNCFST�QSFWFOUT�NBOBHFST�GSPN�JNQMFNFOUJOH�B�MFTT�CPVOEFE�DIBOOFM�EFTJHO�

5IF�CPVOE�JNQPTFE�CZ�NBOBHFNFOU�NBZ�SFGMFDU�B�MBDL�PG�LOPXMFEHF�PG�BQQSPQSJ�
BUF�MFWFMT�PG�JOWFTUNFOU�PS�BDUJWJUZ��0OF�DPNQVUFS�DPNQBOZ�XIPTF�QSJNBSZ�SPVUF�UP�
NBSLFU�XBT�POMJOF�TBMFT�GPVOE�UIBU�JUT�SFUVSO�SBUFT�XFSF�WFSZ�IJHI��*O�B�	NJTHVJEFE
�
FGGPSU� UP�NJOJNJ[F� SFUVSOT� JU� JOTUJUVUFE� B�OFX�QPMJDZ��3FGVOET�XPVME�CF�PGGFSFE�PO�
SFUVSOFE�QSPEVDUT�POMZ�JG�UIF�QSPEVDU�XBT�CSPLFO��5IF�MPHJD�XBT�UIBU�JG�UIF�DPOTVNFS�
SFDFJWFE�UIF�QSPEVDU�JO�HPPE�DPOEJUJPO�JU�TIPVME�CF�LFQU�CVU�B�OPOGVODUJPOJOH�QSPE�
VDU�UIBU�BSSJWFE�BU�UIF�CVZFS�T�EPPSTUFQ�TIPVME�CF�UBLFO�CBDL�GPS�B�GVMM�SFGVOE�PS�FY�
DIBOHF��"GUFS�JOTUJUVUJOH�UIF�QPMJDZ�SFUVSOT�QFSDFOUBHFT�EJE�OPU�GBMM�BU�BMM�CVU�B�DIBOHF�
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EJE�PDDVS��All� PG� UIF� SFUVSOFE�QSPEVDUT�XFSF�OPX�CSPLFO�PG� DPVSTF��5IF� DPNQBOZ�
IBE�VOXJUUJOHMZ�DSFBUFE�B�NBOBHFSJBM�CPVOE�CZ� JOTUJUVUJOH�B�QPMJDZ� UIBU� MFE� UP�FWFO�
XPSTF�SFTVMUT�UIBO�UIF�PSJHJOBM�QSPCMFN��'PSUVOBUFMZ�NBOBHFNFOU�SFBMJ[FE�UIF�QSPCMFN�
RVJDLMZ�BOE�SFWFSTFE�DPVSTF�CVU�UIJT�FYBNQMF�TVHHFTUT�UIBU�TPNF�NBOBHFSJBM�CPVOET�
BSF�PCWJPVT�FOPVHI�UIBU�UIFZ�TIPVME�OFWFS�CF�JNQMFNFOUFE�BOE�EP�OPU�IBWF�UP�DBVTF�
QFSTJTUFOU�DIBOOFM�NBMGVODUJPOT�

"�MBDL�PG�GPDVT�PO�NBOBHJOH�UIF�DPTUT�PG�SFUVSOFE�QSPEVDU�NBZ�SFTVMU�OPU�GSPN�B�
QFSWFSTF�EFTJSF�UP�JODVS�IJHI�DPTUT�CVU�TJNQMZ�GSPN�JHOPSBODF�BCPVU�XIBU�UIPTF�DPTUT�
BSF�BOE�XIBU�SFTPVSDFT�NJHIU�CF�BWBJMBCMF�UP�DPOUSPM�UIFN��)FSF�XF�GJOE�UIF�DPOGMV�
FODF�PG�B�NBOBHFSJBM�CPVOE�	iXF�EPO�U�TFF�UIF�WBMVF�PG�GPDVTJOH�PO�SFWFSTF�MPHJTUJDTw
�
BOE�B�CBDL�VQ�FOWJSPONFOUBM�CPVOE�	iOPX�UIBU�XF�SFBMJ[F�JU�JT�XPSUI�GPDVTJOH�PO�XF�
EPO�U�LOPX�UIF�TPMVUJPOw
��5IF�HPBM�NVTU�CF�UP�SFDPHOJ[F�BMM�TFMG�JNQPTFE�NBOBHFSJBM�
CPVOET�BOE�BUUBDL�UIFN�XIFOFWFS�QPTTJCMF�

8IFUIFS�DIBOOFM�HBQT�BSJTF�EVF�UP�NBOBHFSJBM�CPVOET�FOWJSPONFOUBM�CPVOET�PS�B�
MBDL�PG�BUUFOUJPO�UP�UIF�XFMM�CFJOH�PG�UIF�DIBOOFM�UIFZ�DBO�QSPGPVOEMZ�BGGFDU�FJUIFS�TJEF�
PG�B�[FSP�CBTFE�DIBOOFM�UIBU�JT�TFSWJDFT�PS�DPTU�HBQT��8F�UVSO�UP�UIJT�UBYPOPNZ�OFYU�

Service Gaps

4FSWJDF�HBQT�DBO�BSJTF� JO� UXP�XBZT��5IJOL�BCPVU�B�TJOHMF�TFSWJDF�PVUQVU��"�service 
gap�FYJTUT�JG�UIF�BNPVOU�PG�B�TFSWJDF�TVQQMJFE�JT�MFTT�UIBO�UIF�TFSWJDF�EFNBOEFE�	JO�
TIPSUIBOE�44���4%
�PS�JG�UIF�BNPVOU�PG�TFSWJDF�TVQQMJFE�JT�HSFBUFS�UIBO�UIF�BNPVOU�
EFNBOEFE�	44���4%
��*O�UIF�GJSTU�DBTF�JOTVGGJDJFOU�TFSWJDF�PVUQVU�JT�BWBJMBCMF�UP�TBUJTGZ�
UIF�UBSHFU�NBSLFU�	44���4%
��'PS�FYBNQMF�DVTUPNFST�PODF�CFMJFWFE�UIBU�TUBOEBSE�NVTJD�
SFUBJMFST�PGGFSFE�JOTVGGJDJFOU�CVML�CSFBLJOH�	GFX�TJOHMF�TPOH�GPSNBUT
�BOE��BTTPSUNFOU�
WBSJFUZ�� UIFTF�HBQT�IFMQFE�FOIBODF� UIF�TVDDFTT�PG�POMJOF�BMUFSOBUJWFT�BT� UIFZ�DBNF�
BWBJMBCMF�� *O� UIJT� DBTF� UIF� TFSWJDF� TVQQMJFE�CZ�CSJDL�BOE�NPSUBS�NVTJD� SFUBJMFST� GFMM�
CFMPX�UIF�MFWFM�EFNBOEFE�CZ�NBOZ�DVTUPNFST�

*O�DPOUSBTU�B�TFSWJDF�HBQ�NBZ�SFGMFDU�B�MPX�TFSWJDF�PVUQVU�PGGFSJOH�BDDPNQBOJFE�
CZ�B�MPX�QSJDF��GPS�FYBNQMF�BU�%PMMBS�4UPSFT�FWFSZUIJOH�JT�BWBJMBCMF�BU�B�MPX�QSJDF�
CVU�UIF�BTTPSUNFOU�BOE�TFSWJDF�QSPWJTJPO�BSF�SFMBUJWFMZ�QPPS��*O�UIJT�DBTF�EFTQJUF�UIF�
WFSZ�MPX�QSJDFT�TPNF�FOE�VTFST�EP�OPU�QFSDFJWF�TVGGJDJFOU�value�	J�F��VUJMJUZ�GPS�UIF�
QSJDF�QBJE
��8JUIPVU�TVGGJDJFOU�WBMVF�UIFZ�XJMM�OPU�QVSDIBTF�UIF�CVOEMF�DPOTJTUJOH�PG�
UIF�QSPEVDU�QMVT�JUT�TFSWJDF�PVUQVUT��5IVT�B�TFSWJDF�HBQ�DBO�BSJTF�XIFO�UIF�MFWFM�PG�
TFSWJDF�JT�UPP�MPX�FWFO�DPOUSPMMJOH�GPS�B�MPXFS�QSJDF�BOE�EPFT�OPU�HFOFSBUF�B�SFBTPO�
BCMF�BNPVOU�PG�WBMVF�GPS�UIF�FOE�VTFS�

8F�DBO�EFUBJM�UIF�PWFSMZ�IJHI�MFWFM�PG�UIF�TFSWJDF�PVUQVU�	44���4%
�VTJOH�UIF�SF�
UBJM�NVTJD�FYBNQMF�BHBJO��*O�POF�UBSHFU�TFHNFOU�	F�H��ZPVOHFS�QPQVMBS�NVTJD�CVZFST�
XIP�BSF�XFMM�WFSTFE�JO�VTJOH�UIF�*OUFSOFU
�B�TUBOEBSE�NVTJD�SFUBJM�PVUMFU�T�QSPWJTJPO�
PG�DVTUPNFS�TFSWJDF�JT�TJNQMZ�UPP�IJHI��UIFZ�QSFGFS�EP�JU�ZPVSTFMG�EPXOMPBET�PWFS�TBMFT�
BUUFOUJPO�GSPN�QPTTJCMZ�MFTT�XFMM�JOGPSNFE�JO�TUPSF�QFSTPOOFM�	FTQFDJBMMZ�CFDBVTF�SFM�
FWBOU�JOGPSNBUJPO�BCPVU�XIBU�QPQVMBS�NVTJD�JT�iIPUw�JT�NPSF�SFBEJMZ�BWBJMBCMF�PO�UIF�
*OUFSOFU�OPU�JO�TUPSFT�
��.BOZ�TIPQQFST�BSF�POMZ�UPP�GBNJMJBS�XJUI�UIF�PWFSMZ�IFMQGVM�
TUPSF�DMFSL��"U�GJSTU�UIF�BUUFOUJPO�NBZ�TFFN�XFMDPNF�CVU�FWFOUVBMMZ�JU�CFDPNFT�JSSJUBU�
JOH�BOE�EJTUSBDUJOH��5IFTF�PWFSJOWFTUNFOUT� JO� TFSWJDF�PVUQVUT�EFDSFBTF� SBUIFS� UIBO�
JODSFBTF�UIF�FOE�VTFS�T�TBUJTGBDUJPO�FWFO�BT�UIFZ�DPTU�NPSF�NPOFZ�UP�QSPWJEF�B�EVBM�
QFOBMUZ�
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#VTJOFTTFT�IBWF�UP�XPSSZ�BCPVU�OPU�KVTU�UIFJS�PXO�TFSWJDF�PVUQVUT�CVU�BMTP�UIF�TFS�
WJDF�PVUQVUT�PG�PUIFS�CVTJOFTTFT��8IFO�POF�CVTJOFTT�PGGFST�CFUUFS�TFSWJDF�JU�DIBSHFT�B�
IJHIFS�QSJDF�GPS�UIF�HPPET�JU�TFMMT��XIFO�BOPUIFS�CVTJOFTT�PGGFST�QPPS�TFSWJDF�JUT�QSJDFT�
UFOE�UP�CF�MPXFS��4PNF�TBWWZ�DPOTVNFST�NBZ�UBLF�BEWBOUBHF�PG�UIJT�TJUVBUJPO�CZ�VTJOH�
UIF�GSFF�TFSWJDFT�POF�CVTJOFTT�QSPWJEFT�	F�H��JO�TUPSF�EFNPOTUSBUJPOT�UFTU�ESJWFT
�UIFO�
QVSDIBTJOH�UIF�EFTJSFE�QSPEVDU�BU�BOPUIFS�CVTJOFTT�UIBU�EPFT�OPU�PGGFS�UIFTF�TFSWJDFT�
BOE�UIVT�TFMMT�BU�B�MPXFS�DPTU��*OUFSFTUJOHMZ�TVDI�free riding�BDUVBMMZ�DBO�SFEVDF�UIF�
JOUFOTJUZ�PG�EJSFDU�QSJDF�DPNQFUJUJPO�BNPOH�DIBOOFM�NFNCFST�JO�TPNF�DBTFT���

0G�DPVSTF�FSSJOH�PO�FJUIFS�TJEF�JT�B�NJTUBLF�CZ�UIF�DIBOOFM�NBOBHFS��1SPWJEJOH�
PWFSMZ�IJHI�TFSWJDF�PVUQVU�MFWFMT�DBO�CF�KVTU�BT�CBE�BT�QSPWJEJOH�PWFSMZ�MPX�MFWFMT��0O�
UIF�POF�IBOE�DIBOOFM�DPTUT�	BOE�QSJDFT
�SJTF�UPP�IJHI�GPS�UIF�WBMVF�DSFBUFE�BOE�PO�
UIF�PUIFS�IBOE�UIF�DIBOOFM�iTLJNQTw�PO�TFSWJDF�PVUQVUT�GPS�XIJDI�UIF�UBSHFU�NBSLFU�
XPVME�CF�XJMMJOH�UP�QBZ�B�QSFNJVN��1SPGJU�PQQPSUVOJUJFT�HFU�MPTU�PO�CPUI�TJEFT��*U�BMTP�
JT�QPTTJCMF�UP�GJOE�TFSWJDF�HBQT�JO�NPSF�UIBO�POF�TFSWJDF�PVUQVU��5IBU�JT�UIF�MFWFM�PG�
POF�TFSWJDF�PVUQVU�NJHIU�CF�UPP�MPX�XIJMF�UIF�MFWFM�PG�BOPUIFS�JT�UPP�IJHI�BT�PVS�USBEJ�
UJPOBM�NVTJD�SFUBJMJOH�FYBNQMF�NBLFT�DMFBS�	44���4%�GPS�CVML�CSFBLJOH�BOE�BTTPSUNFOU�
WBSJFUZ�CVU�44���4%� GPS�DVTUPNFS�TFSWJDF
��5IF�DIBOOFM�NBOBHFS�NJHIU�CFMJFWF� UIBU�
TVDI�DPNCJOBUJPOT�CBMBODF�PVU�TVDI�UIBU�UIF�iFYUSBw�MFWFM�PG�POF�TFSWJDF�PVUQVU�TIPVME�
DPNQFOTBUF�GPS�B�TIPSUGBMM�PG�BOPUIFS��#VU�TFSWJDF�PVUQVUT�SBSFMZ�BSF�HPPE�TVCTUJUVUFT�
GPS�FBDI�PUIFS�TP�OP�MFWFM�PG�FYDFTT�PG�POF�TFSWJDF�PVUQVU�DBO�USVMZ�DPNQFOTBUF�GPS�UPP�
MJUUMF�PG�BOPUIFS��4NBMM�OFJHICPSIPPE�WBSJFUZ�TUPSFT�PGGFS�FYUSFNFMZ�IJHI�TQBUJBM�DPOWF�
OJFODF�CVU�UIFZ�SBSFMZ�DBO�NBUDI�UIF�BTTPSUNFOU�BOE�WBSJFUZ�QSPWJEFE�CZ�B�IZQFSNBS�
LFU�BOE�UIFZ�PGUFO�DIBSHF�IJHIFS�QSJDFT��5IF�EFDMJOF�PG�TVDI�TUPSFT�JO�NBOZ�VSCBO�BOE�
TVCVSCBO�BSFBT�JO�UIF�6OJUFE�4UBUFT�TVHHFTUT�UIBU�DPOTVNFST�BSF�OPU�XJMMJOH�UP�USBEF�PGG�
B�QPPS�BTTPSUNFOU�BOE�WBSJFUZ�PGGFSJOH�GPS�FYUSFNF�TQBUJBM�DPOWFOJFODF�

/PU�POMZ�JT�JU�JNQPSUBOU�UP�GJOE�UIF�SJHIU�DPNCJOBUJPO�PG�TFSWJDF�PVUQVUT�CVU�JU�
BMTP�JT�DSJUJDBM�UP�DIFDL�GPS�TFSWJDF�HBQT�service output by service output�BOE�segment 
by segment��0VS�SFUBJM�NVTJD�FYBNQMF�TIPXT�B�TIPSUGBMM�JO�UIF�QSPWJTJPO�PG�TPNF�TFS�
WJDF�PVUQVUT�	CVML�CSFBLJOH�BTTPSUNFOU�BOE�WBSJFUZ
�BMPOH�XJUI�B�TVSGFJU�PG�BOPUIFS�
	DVTUPNFS�TFSWJDF
��#VU�UIF�PVUQVU�UIBU�DPOTUJUVUFT�B�TFSWJDF�HBQ�GPS�POF�UBSHFU�TFH�
NFOU�	F�H��ZPVOH�EJHJUBM�OBUJWFT
�NBZ�SFQSFTFOU�FYBDUMZ�UIF�SJHIU�BNPVOU�GPS�BOPUIFS�
UBSHFU�TFHNFOU�	F�H��UIFJS�HSBOEQBSFOUT�WJOZM�BGJDJPOBEPT
��5IVT�SFUBJM�NVTJD�TUPSFT�
VMUJNBUFMZ�NJHIU�OPU�EJTBQQFBS�� JOTUFBE� UIFZ�NBZ� GJOE�B� TNBMMFS� TFHNFOU�PG� UBSHFU�
FOE�VTFST�TFSWF�UIFN�XFMM�BOE�DPOUJOVF�UP�GPDVT�NPSF�OBSSPXMZ�PO�UIFJS�OFFET�

4FHNFOUBUJPO�UIVT�IFMQT�JEFOUJGZ�XIJDI�TFSWJDF�HBQT�FYJTU�GPS�XIJDI�DMVTUFST�PG�
QPUFOUJBM�CVZFST�SBUIFS�UIBO�TVHHFTUJOH�B�OFFE�GPS�HMPCBM�DIBOHFT�JO�UIF�DIBOOFM�TUSBU�
FHZ��*EFOUJGZJOH�UIF�TFHNFOU�GPS�XIJDI�B�TFSWJDF�PVUQVU�PGGFSJOH�JT�BQQFBMJOH�DBO�CF�BO�
FOPSNPVTMZ�VTFGVM�QJFDF�PG�JOGPSNBUJPO�XIFO�EFUFSNJOJOH�IPX�UP�DMPTF�TFSWJDF�HBQT�

Cost Gaps

"�DPTU�HBQ�FYJTUT�XIFO�UIF�UPUBM�DPTU�PG�QFSGPSNJOH�BMM�DIBOOFM�GVODUJPOT�JT�UPP�IJHI�HFO�
FSBMMZ�CFDBVTF�POF�PS�NPSF�SFMFWBOU�DIBOOFM�GVODUJPOT�GSPN�QIZTJDBM�QPTTFTTJPO�UP�JOGPS�
NBUJPO�TIBSJOH�BSF�UPP�FYQFOTJWF��)PMEJOH�UIF�MFWFM�PG�TFSWJDF�PVUQVUT�DPOTUBOU�JG�B�MPXFS�
DPTU�XBZ�UP�QFSGPSN�UIF�DIBOOFM�GVODUJPO�JO�RVFTUJPO�FYJTUT�B�DPTU�HBQ�FYJTUT�UPP��*U�XPVME�
CF�NFBOJOHMFTT�UP�EJTDVTT�DIBOOFM�GVODUJPOT�QFSGPSNFE�BU�UPP�MPX�B�DPTU�UIPVHI�BT�MPOH�
BT�EFNBOEFE�TFSWJDF�PVUQVUT�BSF�CFJOH�QSPEVDFE�UIFSF�JT�OP�PWFSMZ�MPX�DPTU�
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5IF� DPTU� PG� USBJOJOH� TBMFTQFPQMF� BOE�NBOBHJOH� UVSOPWFS� JO� UIF� TBMFT� GPSDF� BU�
$%8�FGGFDUJWFMZ�JMMVTUSBUFT�B�DPTU�HBQ�JO�UIF�QFSGPSNBODF�PG�UIF�QSPNPUJPOBM�GVODUJPO��
5IF�DPNQBOZ�QVUT�BMM� JUT�OFXMZ�IJSFE�TBMFTQFPQMF� UISPVHI�B�WFSZ� SJHPSPVT� USBJOJOH�
QSPHSBN�UP�FOBCMF�UIFN�UP�QSPWJEF�FYDFMMFOU�DVTUPNFS�FEVDBUJPO�BOE�TFSWJDF�UIPTF�
TFSWJDF�PVUQVUT�NPTU�WBMVFE�CZ�TNBMM�BOE�NFEJVN�TJ[FE�CVTJOFTT�DVTUPNFST��#VU�KVTU�
IPX�DPTUMZ�JU�JT�UP�HFOFSBUF�UIJT�TVQFSJPS�MFWFM�PG�TFSWJDF�PVUQVUT �'VSUIFSNPSF�$%8�T�
BOOVBM� TBMFT� GPSDF� UVSOPWFS� SBUF� JT����QFSDFOU�XIJDI�NFBOT� UIBU�POF�GPVSUI�PG� UIF�
OFXMZ�IJSFE�	BOE�FYQFOTJWFMZ�USBJOFE
�TBMFTQFPQMF�MFBWF�UIF�DPNQBOZ��5IFJS�USBJOJOH�
DPTUT�BSF�XBTUFE�JOWFTUNFOUT��FWFO�XPSTF�UIFZ�NBZ�IBWF�HSBOUFE�POF�PG�$%8�T�DPN�
QFUJUPST�B�XFMM�USBJOFE�TBMFTQFSTPO�	JG�UIBU�DPNQFUJUPS�FOHBHFT�JO�poaching�PS�TFFLJOH�
PVU�BOE�IJSJOH�FNQMPZFFT�USBJOFE�FMTFXIFSF
��*G�$%8�DPVME�JEFOUJGZ�CFGPSF�JU�JOJUJBUFE�
JUT�DPTUMZ�USBJOJOH�FGGPSUT�XIJDI�TBMFTQFPQMF�XFSF�NPTU�MJLFMZ�UP�MFBWF�JU�DPVME�MFTTFO�
UIFTF�QSPNPUJPOBM�	TBMFT�USBJOJOH
�DPTUT�XJUIPVU�DPNQSPNJTJOH�PO�JUT�EFMJWFSZ�PG�TFS�
WJDF�PVUQVUT�

&MFDUSPOJD�CJMM�QSFTFOUNFOU�BOE�QBZNFOU�	&#11
�TFSWJDFT�DSFBUFE�DPTU�HBQT�CPUI�
CFGPSF�BOE�BGUFS�UIF�POTFU�PG�UIJT�OFX�UFDIOPMPHZ��#FGPSF�&#11�UFDIOPMPHJFT�TQSFBE�
UISPVHIPVU� UIF�6OJUFE� 4UBUFT� UIF� DPTUT� PG� LFZ� DIBOOFM� GVODUJPOT� JODMVEJOH�QSPNP�
UJPO�OFHPUJBUJPO�SJTL�PSEFSJOH�BOE�QBZNFOU�XFSF�BMM�IJHIFS�UIBO�OFDFTTBSZ�UP�QBZ�
CJMMT��"EPQUJOH�&#11�UISPVHIPVU�UIF�TZTUFN�VOEPVCUFEMZ�XPVME�SFEVDF�DIBOOFM�DPTUT�
TJHOJGJDBOUMZ� GSPN�QSFTFOUBUJPO� UP� GJOBM�CJMM�QBZNFOU�BOE�SFDPODJMJBUJPO��:FU� UIF�WFSZ�
�JOUSPEVDUJPO�PG�UIJT�OFX�UFDIOPMPHZ�DSFBUFE�OFX�DPTU�HBQT�CFDBVTF�CJMM�QBZFST�	XIP�
BSF�DIBOOFM�NFNCFST�UPP
�QFSDFJWFE�HSFBUFS�SJTL�BTTPDJBUFE�XJUI�UIFJS�OFX�CJMM�QBZ�
NFOU�QSPDFTT��5IF�TIJGU�JO�DIBOOFM�GVODUJPO�DPTUT�GSPN�TPNF�DIBOOFM�NFNCFST�UP�PUIFST�
NFBOU�UIBU�FOE�VTFST�IBE�UP�BHSFF�UP�UBLF�PO�UIF�DPTU�	J�F��SJTL
�CFDBVTF�PUIFSXJTF�UIF�
OFX�UFDIOPMPHJFT�DPVME�OPU�TQSFBE�TVDDFTTGVMMZ��)PXFWFS�UIFTF�CJMM�QBZJOH�FOE�VTFST�
UZQJDBMMZ�SFDFJWFE�OP�DPNQFOTBUJPO�GPS�UIF�UJNF�FGGPSU�PS�SJTL�BTTPDJBUFE�XJUI�BEPQUJOH�
UIF�UFDIOPMPHZ��UIBU�JT�UIF�TIJGU�JO�DPTUT�EJE�OPU�DPJODJEF�XJUI�B�TIJGU�JO�QBZNFOUT��5IJT�
FYBNQMF�JMMVTUSBUFT�B�HFOFSBM�SVMF��*G�DIBOOFM�GVODUJPOT�BSF�UP�CF�TIJGUFE�	FWFO�QFSDFQUV�
BMMZ
�B�HBQ�XJMM�SFTVMU�VOMFTT�UIF�DIBOOFM�NFNCFS�UP�XIPN�UIF�GVODUJPOT�BSF�TIJGUFE�
BHSFFT�UP�QFSGPSN�UIFN��*G�UIF�DIBOOFM�NFNCFS�JT�OPU�DPNQFOTBUFE�GPS�EPJOH�TP�UIF�
DIBODFT�PG�DPNQMJBODF�BOE�TVDDFTTGVM� JNQMFNFOUBUJPO�EJNJOJTI��)PXFWFS�PWFS� UJNF�
FWFO�XJUIPVU�DPNQFOTBUJPO�VTFST�BOE�DIBOOFM�NFNCFST�XJMM�PGUFO�BEPQU�UIF�OFX�UFDI�
OPMPHZ�JG�JU�JT�NPSF�FGGJDJFOU�PS�CFDPNFT�UIF�XJEFMZ�BDDFQUFE�OPSN��"JSMJOF�TFMG�DIFDL�JO�
JT�GBJSMZ�XFMM�BDDFQUFE�CVU�HSPDFSZ�TFMG�DIFDL�PVU�TUJMM�SFNBJOT�TPNFXIBU�MJNJUFE�

5IF�DSJUFSJPO�GPS�EFGJOJOH�B�DPTU�HBQ�TQFDJGJFT�UIBU�UIF�UPUBM�DPTU�PG�QFSGPSNJOH�
BMM�GVODUJPOT�KPJOUMZ�JT�IJHIFS�UIBO�JU�OFFET�CF��5IFSFGPSF�B�DPTU�HBQ�NJHIU�OPU�FYJTU�
FWFO�JG�POF�GVODUJPO�JT�QFSGPSNFE�BU�BO�VOVTVBMMZ�IJHI�DPTU�BT�MPOH�BT�JU�NJOJNJ[FT�
UIF� total cost� PG� QFSGPSNJOH� BMM� GVODUJPOT� jointly���� 'PS� FYBNQMF� BO� FMFDUSJDBM�XJSF�
BOE�DBCMF�EJTUSJCVUPS�FYQBOEFE�BDSPTT�UIF�6OJUFE�4UBUFT�BOE�JOUFSOBUJPOBMMZ�BDRVJSJOH�
NBOZ� PUIFS� JOEFQFOEFOU� EJTUSJCVUPST� BOE� FWFOUVBMMZ� CVJMEJOH� BO� JOUFSOBUJPOBM� OFU�
XPSL�PG�XBSFIPVTFT��4PNF�QSPEVDUT�JU�TUPDLFE�BOE�TPME�XFSF�TQFDJBMUZ�JUFNT�SBSFMZ�
EFNBOEFE�CVU�JNQPSUBOU�UP�JODMVEF�JO�B�GVMM�MJOF�JOWFOUPSZ�	J�F��FOE�VTFST�EFNBOEFE�
B�CSPBE�BTTPSUNFOU�BOE�WBSJFUZ
��#VU�JU�XBT�WFSZ�DPTUMZ�UP�TUPDL�UIFTF�TQFDJBMUZ�JUFNT�
JO�FWFSZ�XBSFIPVTF�XPSMEXJEF��5IFSFGPSF�UIF�EJTUSJCVUPS�DIPTF�UP�TUPDL�UIFN�JO�KVTU�
POF�PS�UXP�XBSFIPVTFT�XIJDI�NJOJNJ[FE�UIF�DPTU�PG�QIZTJDBM�QPTTFTTJPO�PG� JOWFO�
UPSZ��)PXFWFS�TPNFUJNFT�BO�FOE�VTFS�MPDBUFE�GBS�GSPN�UIF�XBSFIPVTF�WBMVFE�RVJDL�
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EFMJWFSZ�BOE�EFNBOEFE�B�TQFDJBMUZ�QSPEVDU��5P�NFFU�UIBU�TFSWJDF�PVUQVU�EFNBOE�UIF�
EJTUSJCVUPS�QSPWJEFE�BJS�GSFJHIU�TFSWJDFT�UP�HFU�UIF�SFRVJSFE�QSPEVDU�UP�UIF�FOE�VTFS�
JODVSSJOH�B�TFFNJOHMZ�JOFGGJDJFOUMZ�IJHI�USBOTQPSUBUJPO�DPTU��:FU�UIJT�IJHI�USBOTQPSUB�
UJPO�DPTU�TUJMM�XBT�MPXFS�UIBO�UIF�DPTU�PG�TUPDLJOH�UIF�TQFDJBMUZ�QSPEVDU�JO�BMM�QPTTJCMF�
XBSFIPVTFT�BXBJUJOH�B�SBSF�PSEFS��5IVT�UIFSF�XBT�OPU�BOZ�USVF�DPTU�HBQ�CFDBVTF�UIF�
total cost�PG�QFSGPSNJOH�BMM�DIBOOFM�GVODUJPOT�XBT�NJOJNJ[FE�

*O�UIJT�FYBNQMF�JU�NBEF�FDPOPNJD�TFOTF�UP�JODVS�IJHI�TIJQQJOH�DPTUT�JO�SFUVSO�
GPS�NVDI�MPXFS�JOWFOUPSZ�IPMEJOH�DPTUT��'VSUIFSNPSF�CPUI�PG�UIPTF�DPTUT�XFSF�CPSOF�
CZ� UIF� TBNF� DIBOOFM�NFNCFS� OBNFMZ� UIF� EJTUSJCVUPS� JUTFMG��0QUJNBM� BMMPDBUJPOT� PG�
DIBOOFM�GVODUJPOT�BOE�DPTUT�BSF�NPSF�EJGGJDVMU�XIFO�different�DIBOOFM�NFNCFST�QFS�
GPSN�UIF�UXP�GVODUJPOT��4BZ�UIF�EJTUSJCVUPS�XPVME�CFBS�UIF�JOWFOUPSZ�IPMEJOH�DPTU�CVU�
BOPUIFS� JOUFSNFEJBSZ� 	F�H�� B�CSPLFS
�XBT� SFTQPOTJCMF� GPS� UIF� TIJQQJOH�DPTUT� UP�HFU�
UIF�QSPEVDU�UP�UIF�FOE�VTFS��*O�UIJT�DBTF�XJUIPVU�DMPTF�DPPSEJOBUJPO�BOE�DPPQFSBUJPO�
CFUXFFO�UIF�DIBOOFM�NFNCFST�UIF�EJTUSJCVUPS�MJLFMZ�XPVME�CFOFGJU�GSPN�MPXFS�XBSF�
IPVTJOH�DPTUT�BU�UIF�FYQFOTF�PG�UIF�CSPLFS�XIP�XPVME�IBWF�UP�CFBS�IJHIFS�TIJQQJOH�
DPTUT��&WFO�UIPVHI�UIF�FOUJSF�DIBOOFM�NJHIU�CFOFGJU�UIJT�PQUJNBM�TPMVUJPO�JT�VOMJLFMZ�
UP�BSJTF�JO�QSBDUJDF�VOMFTT�UIF�EJTUSJCVUPS�BOE�CSPLFS�NBLF�BO�FYQMJDJU�BSSBOHFNFOU�UP�
TIBSF�UIF�UPUBM�DPTUT�BOE�CFOFGJUT�GBJSMZ�

*O�TVNNBSZ�B�DPTU�HBQ�PDDVST�XIFOFWFS�UIF�QFSGPSNBODF�PG�DIBOOFM�GVODUJPOT�JT�
KPJOUMZ�JOFGGJDJFOU�	DPTUMZ
��4PNFUJNFT�POF�PS�NPSF�GVODUJPOT�NBZ�TFFN�JOFGGJDJFOU�CVU�
POMZ�CFDBVTF�UIF�DIBOOFM�NFNCFST�IBWF�QVSQPTFGVMMZ�USBEFE�PGG�JOFGGJDJFODZ�JO�POF�
GVODUJPO�GPS�TVQFS�FGGJDJFODZ�JO�BOPUIFS�SFTVMUJOH�JO�MPXFS�DPTUT�PWFSBMM��.PSF�PGUFO�
UIPVHI�IJHI�DPTUT�BSF�B�TUSPOH�TJHOBM�PG�DPTU�HBQT��'VSUIFSNPSF�B�DPTU�HBQ�NJHIU�
FYJTU�FWFO�XJUIPVU�BOZ�FWJEFODF�GSPN�UIF�FOE�VTFS�TJEF�PG�B�DIBOOFM�QFSGPSNBODF�
QSPCMFN��5IBU� JT�FOE�VTFST�NBZ�CF�EFMJHIUFE�XJUI� UIF� MFWFM�PG�TFSWJDF� UIFZ�SFDFJWF�
BOE�UIF�QSPEVDUT�UIFZ�CVZ�BOE�UIFZ�NBZ�FWFO�DPOTJEFS�UIF�QSJDF�GPS�UIF�QSPEVDU�QMVT�
TFSWJDF�PVUQVUT�CVOEMF�SFBTPOBCMF��#VU�JO�UIJT�TDFOBSJP�UIF�DIBODFT�BSF�HPPE�UIBU�BU�
MFBTU�TPNF�DIBOOFM�NFNCFST�BSF�OPU�SFDFJWJOH�B�MFWFM�PG�QSPGJU�UIBU�BEFRVBUFMZ�DPN�
QFOTBUFT�UIFN�GPS�UIF�GVODUJPOT�UIFZ�BSF�QFSGPSNJOH��5IF�DPTU�HBQ�JOGMJDUT�IJHIFS�DPTUT�
PO�DIBOOFM�NFNCFST�UIBO�BSF�OFDFTTBSZ��4PNF�DIBOOFM�NFNCFS�NVTU�QBZ�UIPTF�DPTUT�
XIFUIFS�FOE�VTFST�QBZJOH�UISPVHI�IJHIFS�QSJDFT�PS�VQTUSFBN�DIBOOFM�NFNCFST�QBZ�
JOH�UISPVHI�EFDSFBTFE�QSPGJU�NBSHJOT��"�USVF�[FSP�CBTFE�DIBOOFM�PGGFST�UIF�SJHIU�MFWFM�
PG�TFSWJDF�PVUQVUT�BU�B�NJOJNVN�UPUBM�DPTU�UP�UIF�DIBOOFM�

Combining Channel Gaps

0VS�UBYPOPNZ�PG�TFSWJDF�BOE�DPTU�HBQT�JNQMJFT�UIF�TJY�QPTTJCMF�TJUVBUJPOT�JO�'JHVSF�����
only one of which is a zero-gap situation��"T�UIJT�GJHVSF�SFWFBMT�JU�JT�DSJUJDBM�UP�JEFOUJGZ�
UIF�source�PG�UIF�HBQ��*G�UIF�HBQ�BSJTFT�GSPN�UIF�DPTU�TJEF�XJUI�UIF�SJHIU�BNPVOU�PG�
TFSWJDF�PVUQVUT�UIF�DIBOOFM�DBOOPU�SFEVDF�PS�JODSFBTF�JUT�TFSWJDF�PVUQVU�QSPWJTJPO�JO�
JUT�FGGPSUT�UP�SFEVDF�DPTUT��"MUFSOBUJWFMZ�JG�CPUI�B�TFSWJDF�HBQ�JOWPMWJOH�UPP�NVDI�PG�B�
QBSUJDVMBS�TFSWJDF�PVUQVU�BOE�B�DPTU�HBQ�XJUI�JOFGGJDJFOUMZ�QFSGPSNFE�GVODUJPOT�FYJTU�
SFEVDJOH� UIF� MFWFM�PG� TFSWJDF�PVUQVUT�PGGFSFE�XJUIPVU�BMTP� JODSFBTJOH�FGGJDJFODZ�DBO�
OFWFS�GVMMZ�DMPTF�UIF�HBQ��*G�B�TFSWJDF�HBQ�JNQMJFT�JOTVGGJDJFOU�TFSWJDF�PVUQVUT�DPN�
CJOFE�XJUI�B�IJHI�DPTU�HBQ�UIF�UFNQUBUJPO�NBZ�CF�UP�DVU�TFSWJDF�QSPWJTJPO�UP�SFEVDF�
DIBOOFM�DPTUT��#VU�UIJT�SFTVMU�XPVME�CF�EPVCMZ�EJTBTUSPVT�JO�UIBU�TFSWJDF�MFWFMT�XPVME�
TVGGFS�FWFO�NPSF�BOE�FGGJDJFODZ�PO�B�GVODUJPO�CZ�GVODUJPO�CBTJT�XPVME�OPU�JNQSPWF��
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5IVT�XJUIPVU�QSPQFS�JEFOUJGJDBUJPO�PG�UIF�TPVSDF�PG�UIF�HBQ�UIF�DIBOOFM�DPVME�FBTJMZ�
TFFL�B�TPMVUJPO�UIBU�JT�XPSTF�UIBO�UIF�PSJHJOBM�QSPCMFN�

5P�BQQMZ�'JHVSF�����UP�B�GJSNT�DIBOOFM�HBQT�UIF�DIBOOFM�NBOBHFS�NVTU�TQFDJGZ�
XIJDI�TFSWJDF�HBQT�PDDVS�GPS�FBDI�QBSUJDVMBS�TFSWJDF�PVUQVU�UIBU�JT�WBMVFE�JO�UIF�NBSLFU�
QMBDF��5IJT�TQFDJGJDBUJPO�QFSNJUT�UIF�NBOBHFS�UP�JEFOUJGZ�UIF�PWFS��BOE�VOEFS�BWBJMBCJMJUZ�
PG�FBDI�TFSWJDF�PVUQVU�JO�B�TJOHMF�GSBNFXPSL��'JHVSF�����BMTP�JT�UBSHFU�TFHNFOU�TQFDJGJD�
TP�JU�OFFET�UP�CF�BQQMJFE�TFQBSBUFMZ�GPS�FBDI�TFHNFOU�JO�UIF�NBSLFU�CFDBVTF�B�TFSWJDF�
HBQ�XJUI�POF�TFHNFOU�NBZ�OPU�CF�B�HBQ�BU�BMM�JO�BOPUIFS�	PS�UIF�HBQ�NBZ�EJGGFS
�

$PTU�BOE�TFSWJDF�HBQ�DPNCJOBUJPOT�BMTP�NJHIU�BSJTF�GSPN�UIF�MJOLT�CFUXFFO�DPTU�
EFDJTJPOT�BOE�UIF�QSPWJTJPO�PG�TFSWJDF�PVUQVUT��5IF�QSJODJQMFT�PG�QPTUQPOFNFOU�BOE�
TQFDVMBUJPO� PGGFS� B� HPPE� FYBNQMF���� Postponement� SFGFST� UP� UIF� EFTJSFT� CZ� CPUI�
GJSNT�BOE�FOE�VTFST�UP�QVU�PGG�JODVSSJOH�DPTUT�BT�MPOH�BT�QPTTJCMF��'PS�B�NBOVGBDUVSJOH�
GJSN�QPTUQPOFNFOU�NFBOT�EFMBZJOH�UIF�TUBSU�PG�QSPEVDUJPO�VOUJM�JU�SFDFJWFT�PSEFST�UP�
BWPJE�UIF�EJGGFSFOUJBUJPO�PG�SBX�NBUFSJBMT�JOUP�GJOJTIFE�HPPET�	F�H��JSPO�PSF�JOUP�DBS�
CPO�TUFFM
��1PTUQPOFNFOU�UIVT�NJOJNJ[FT�UIF�NBOVGBDUVSFS�T�SJTL�PG�TFMMJOH�JUT�QSPEVD�
UJPO�BOE�FMJNJOBUFT�UIF�DPTUT�PG�IPMEJOH�SFMBUJWFMZ�FYQFOTJWF�JOWFOUPSZ��#VU�TVQQPTF�
UIBU�FOE�VTFST�EFNBOE�RVJDL�EFMJWFSZ��UIFZ�UPP�XBOU�UP�QPTUQPOF�	J�F��CVZ�BU�UIF�MBTU�
NJOVUF
��*O�UIJT�TJUVBUJPO�NBOVGBDUVSFST�FOHBHJOH�JO�QPTUQPOFNFOU�DBOOPU�NFFU�UIF�
TFSWJDF�PVUQVU�EFNBOET�PG�UBSHFU�FOE�VTFST�BOE�UIPVHI�UIFZ�NBZ�IBWF�BWPJEFE�B�DPTU�
HBQ�UIFZ�BMNPTU�DFSUBJOMZ�IBWF�DSFBUFE�B�QSPCMFNBUJD�TFSWJDF�HBQ�

&OE�VTFST� XJUI� IJHI� EFNBOET� GPS� RVJDL� EFMJWFSZ� UIVT� SFRVJSF� B� TVDDFTTGVM�
DIBOOFM� UP� MFTTFO� SFMJBODF� PO� QPTUQPOFNFOU� BOE� UVSO� JOTUFBE� UP� HSFBUFS� TQFDVMB�
UJPO��Speculation�JOWPMWFT�QSPEVDJOH�HPPET�JO�BOUJDJQBUJPO�PG�PSEFST�SBUIFS�UIBO�JO�
�SFTQPOTF�UP�UIFN��"�MPXFTU� UPUBM�DPTU�DIBOOFM�UIBU�FNQMPZT�TQFDVMBUJPO�PGUFO�SFMJFT�
PO�B�DIBOOFM�JOUFSNFEJBSZ�XIJDI�TQFDJBMJ[FT�JO�IPMEJOH�GJOJTIFE�JOWFOUPSJFT�GPS�UIF�
NBOVGBDUVSFS�	F�H��B�SFUBJMFS�IPMEJOH�GJOJTIFE�HPPET�GPS�DPOTVNFST
�JO�BOUJDJQBUJPO�PG�
TBMFT�UP�FOE�VTFST��"MUIPVHI�TQFDVMBUJPO�JT�SJTLZ�BOE�DSFBUFT�JOWFOUPSZ�IPMEJOH�DPTUT�
JU�QFSNJUT�FDPOPNJFT�PG�TDBMF�JO�QSPEVDUJPO�CZ�BMMPXJOH�UIF�NBOVGBDUVSFS�UP�QSPEVDF�
JO�MBSHF�CBUDI�MPU�TJ[FT�	VOMJLF�QPTUQPOFNFOU
��#VU�BT�EFNBOE�GPS�RVJDL�EFMJWFSZ�JO�
DSFBTFT�UPUBM�DIBOOFM�DPTUT�VMUJNBUFMZ�NVTU�SJTF�XIJDI�HFOFSBMMZ�SFTVMUT�JO�B�IJHIFS�
UPUBM�QSJDF�QBJE�GPS�B�QSPEVDU�TVQQMJFE�UISPVHI�B�TQFDVMBUJPO�CBTFE�TZTUFN�

5IF�NPEFSO�SFUBJM�NVTJD�CVTJOFTT�GBDFT�FYBDUMZ�UIJT�USBEF�PGG�CFUXFFO�TQFDVMBUJPO�
BOE�QPTUQPOFNFOU��1SFWJPVTMZ�speculative�TBMFT�PG�$%T�SFRVJSFE�UIF�DIBOOFM�UP�HVFTT�JO�
BEWBODF�XIJDI�$%T�XPVME�TFMM�XFMM�BOE�IPX�XFMM�TP�UIBU�TUPSFT�DPVME�TUPDL�UIF�SJHIU�
OVNCFS�PG�VOJUT��5PEBZ�NPSF�FOE�VTFST�FOHBHF�JO�postponement�TBMFT�UISPVHI�JOTUBOU�

COST/ SERVICE  
LEVEL

Service Gap  
(SD > SS)

No Service Gap  
(SD = SS)

Service Gap  
(SS > SD)

No Cost Gap (Efficient  
Cost)

Price/value proposition are 
right for a less demanding 
segment

Zero-gap Price/value proposition 
are right for a more 
demanding segment

Cost Gap (Inefficiently  
provided services)

Service levels are too  
low and costs too high

Service levels are right  
but costs are too high

Service levels and  
costs are too high

Note: Service demanded (SD) and service supplied (SS).

FIGURE 3-4 Types of gaps
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POMJOF�EPXOMPBET�PG�FYBDUMZ�UIF�NVTJD�USBDLT�UIFZ�XBOU�UP�IFBS�BU�UIF�WFSZ�NPNFOU�
UIFZ�EFDJEF�UIFZ�XBOU�UP�QVSDIBTF��5IF�UFOTJPO�CFUXFFO�QPTUQPOFNFOU�BOE�TQFDVMBUJPO�
JT�BMTP�FWJEFOU� JO�CPPL�TBMFT��.BOZ�CPPL�QVCMJTIFST�TUJMM� GBWPS�speculation�TVDI�UIBU�
UIFZ�TVQQMZ�NBOZ�DPQJFT�PG�QPUFOUJBM�CFTUTFMMFST�UP�SFUBJM�CPPLTUPSFT�XIFSFBT�postpone-
ment�JT�UIF�QSFEPNJOBOU�GPSN�JO�UIF�FMFDUSPOJD�CPPL�DIBOOFM�JO�XIJDI�B�DPOTVNFS�DBO�
EPXOMPBE�CPPLT�GSPN�UIF�*OUFSOFU�PO�EFNBOE�UP�SFBE�FMFDUSPOJDBMMZ��#PPL�QVCMJTIFST�
DPOUJOVF�UP�FNCSBDF�TQFDVMBUJPO�PVU�PG�UIFJS�CFMJFG�UIBU�DPOTVNFST�TUJMM�QSFGFS�QBQFS�
CPPLT�BOE�BSF�OPU�XJMMJOH�UP�XBJU� UP�PCUBJO� UIF�CPPL�UIFZ�XBOU� JG� JU� JT�OPU� JNNFEJ�
BUFMZ�BWBJMBCMF�JO�B�CPPLTUPSF��5IBU�JT�QVCMJTIFST�BTTFSU�UIBU�FWFO�UIPVHI�QPTUQPOFNFOU�
NJHIU�NJOJNJ[F�DIBOOFM�DPTUT�	F�H��QIZTJDBM�QPTTFTTJPO�PXOFSTIJQ�GJOBODJOH
�JU�DPN�
QSPNJTFT�PO�UIF�EFMJWFSZ�PG�UPP�NBOZ�TFSWJDF�PVUQVUT�UP�CF�QSPGJUBCMF�PWFSBMM�

%FTQJUF�UIFTF�QSFGFSFODFT�GPS�QPTUQPOFNFOU�BDSPTT�DIBOOFMT�JO�TPNF�DPOEJUJPOT�
FOE�VTFST�BDUVBMMZ�BSF�XJMMJOH�UP�TQFDVMBUF�TVDI�BT�XIFO�UIFZ�GJOE�B�QBSUJDVMBSMZ�HPPE�
QSJDF�PS�EFBM�PO�B�QSPEVDU��5IVT�HSPDFSZ�TIPQQFST�TUPDL�VQ�PO�JUFNT�PO�QSPNPUJPO�
XIJDI�BMTP�SFRVJSFT�UIFN�UP�UJF�VQ�UIFJS�DBQJUBM�JO�IPVTFIPME�JOWFOUPSZ�BOE�SVO�UIF�
SJTL�PG�PCTPMFTDFODF�QJMGFSBHF�CSFBLBHF�PS�TQPJMBHF��#VZJOH�CVML�GSVJU�PO�QSPNPUJPO�
NJHIU�OPU�CF�FGGJDJFOU�JG�UIF�IPVTFIPME�DBOOPU�FBU�JU�BMM�CFGPSF�JU�HPFT�CBE��"�IPVTFIPME�
UIBU�IPMET�B�NBTTJWF�JOWFOUPSZ�PG�UPJMFU�QBQFS�NJHIU�OPU�IBWF�UP�XPSSZ�BCPVU�PCTPMFT�
DFODF�PS�TQPJMBHF�CVU�JU�DPVME�DPOGSPOU�XBTUF�JG�UIF�UFFOBHFE�NFNCFST�PG�UIF�IPVTF�
IPME�VTF�VQ�UIF�iFYDFTTw�UPJMFU�QBQFS�UP�EFDPSBUF�UIF�USFF�CSBODIFT�PG�GSJFOET��IPVTFT�

$MFBSMZ�UIF�BQQSPQSJBUF�BNPVOU�PG�TQFDVMBUJPO�JO�JOWFOUPSZ�IPMEJOH�JO�UIF�DIBO�
OFM�EFQFOET�PO�UIF�DPTUT�PG�TQFDVMBUJPO�BOE�UIF�JOUFOTJUZ�PG�EFNBOE�GPS�RVJDL�EFMJWFSZ�
CZ�FOE�VTFST�	NFBTVSFE�CZ�UIFJS�XJMMJOHOFTT�UP�QBZ�B�QSJDF�QSFNJVN�GPS�RVJDLFS�EFMJW�
FSZ
��"�QPTTJCMF�TPMVUJPO�GPS�NJOJNJ[JOH�UPUBM�DPTUT�JT�UP�PGGFS�B�QBSUJDVMBS�EFMJWFSZ�UJNF�
UP�UIF�FOE�VTFS��5IJT�UPUBM�DPTU�SFGMFDUT�UIF�NPTU�FGGJDJFOU�MFWFM�PG�DIBOOFM�DPTUT�BOE�
UIF�DPTU�UP�UIF�FOE�VTFS�PG�XBJUJOH�UP�SFDFJWF�UIF�PGGFSJOH�BT�'JHVSF�����JOEJDBUFT��5IF�
DVSWF�"#$�EFQJDUT�UIF�MPXFTU�QPTTJCMF�DPTU�PG�EFMJWFSJOH�UIF�QSPEVDU�UP�FOE�VTFST�BT�
B�GVODUJPO�PG�UIF�SFRVJSFE�EFMJWFSZ�UJNF��8JUI�MPOHFS�EFMJWFSZ�UJNFT�UIF�NBOVGBDUVSFS�
DBO�TFFL�MFTT�FYQFOTJWF�EFMJWFSZ�NFUIPET��1PTUQPOFNFOU�GPS�FYBNQMF�JT�QPTTJCMF�POMZ�
XJUI�MPOH�EFMJWFSZ�UJNFT��5IF�DVSWF�"#$�HPFT�CFZPOE�UIF�TQFDVMBUJPOoQPTUQPOFNFOU�
DPOUJOVVN�UIPVHI� UP� JODMVEF�TXJUDIFT� UP�EJGGFSFOU� UFDIOPMPHJFT�BOE�DIBOOFM�TUSVD�
UVSFT�UIBU�DBO�GBDJMJUBUF�UIF�EFMJWFSZ�UJNF�TFSWJDF�PVUQVU�BU�UIF�MPXFTU�DPTU�

$VSWF�%&�JO�'JHVSF�����EFQJDUT�UIF�FOE�VTFS�T�DPTU�PG�IPMEJOH�HPPET�BT�B�GVODUJPO�
PG�UIF�PGGFSFE�EFMJWFSZ�UJNF��'PS�WFSZ�TIPSU�EFMJWFSZ�UJNFT�JOWFOUPSZ�IPMEJOH�DPTUT�BSF�
OVMM��"T�EFMJWFSZ�UJNFT�JODSFBTF�UIF�FOE�VTFS�NVTU�CFHJO�UP�TQFDVMBUF�BOE�CVZ�safety 
stocks�PG�QSPEVDU�JO�BEWBODF�TP�UIFTF�JOWFOUPSZ�IPMEJOH�DPTUT�JODSFBTF��'JOBMMZ�DVSWF�
"'(�JT�UIF�TVN�PG�UIF�DIBOOFM�T�BOE�UIF�FOE�VTFS�T�DPTUT�UP�BDRVJSF�UIF�QSPEVDU�PG�
GFSFE�XJUIJO�B�QBSUJDVMBS�EFMJWFSZ�UJNF��#FDBVTF�UIF�FOE�VTFS�VMUJNBUFMZ�NVTU�QBZ�BMM�
DIBOOFM�DPTUT�	QMVT�TPNF�QSPGJU�NBSHJO�GPS�UIF�DIBOOFM�NFNCFST
� JU� JT�EFTJSBCMF�UP�
TFFL�UIF�MPXFTU�UPUBM�DPTU�NFUIPE�GPS�JOWFOUPSZ�IPMEJOH��"�DPTU�NJOJNJ[BUJPO�PSJFOUB�
UJPO�XPVME�EJSFDU�UIF�DIBOOFM�UP�TFFL�TPNF�DPNCJOBUJPO�PG�QPTUQPOFNFOU�BOE�TQFDV�
MBUJPO�UIBU�DPSSFTQPOET�UP�QPJOU�'�JO�'JHVSF�����CFDBVTF�EPJOH�TP�NJOJNJ[FT�UIF�UPUBM�
DIBOOFM�DPTUT�PG�QSPWJEJOH�B�QBSUJDVMBS�EFMJWFSZ�UJNF�

"�TJNJMBS�BOBMZTJT�DPVME�CF�BQQMJFE�UP�PUIFS�NBSLFUJOH�GVODUJPO�DPTUT�GPS�BWBJM�
BCJMJUZ�CVML�CSFBLJOH�QSPEVDU�WBSJFUZ�BOE�JOGPSNBUJPO�QSPWJTJPO��#VU�UIJT�NPSF�DPN�
QMFUF�TFU�PG�DSJUFSJB�NVTU�JODMVEF�OPU�KVTU�UPUBM�DPTU�NJOJNJ[BUJPO�CVU�BMTP�UIF�VUJMJUZ�
PS�CFOFGJUT�BDDSVFE�CZ�FOE�VTFST�GSPN�QSPWJEJOH�UIFTF�TFSWJDF�PVUQVUT��'PDVTJOH�PO�
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FGGJDJFODZ�UIBU�JT�DPTU�NJOJNJ[BUJPO�XJUIJO�UIF�DIBOOFM�DBOOPU�QSPWJEF�B�DIBOOFM�
TPMVUJPO� UIBU�NJOJNJ[FT� BMM� HBQT� JO� UIF� DIBOOFM� CVU� BUUFOUJPO� UP� UIF� SFMBUJWF� WBMVF�
PG�QPTUQPOFNFOU�BOE�TQFDVMBUJPO�GPS�BMM�DIBOOFM�NFNCFST�JODMVEJOH�FOE�VTFST�DBO�
IJHIMJHIU�UIF�TPVSDFT�PG�TPNF�DIBOOFM�HBQT�

5IF�NVMUJEJNFOTJPOBM�OBUVSF�PG�UIJT�HBQ�BOBMZTJT�MFBWFT�MJUUMF�RVFTUJPO�UIBU�NPTU�
TFMMJOH�TJUVBUJPOT�TVGGFS�QFSTJTUFOU�HBQT�JO�UIFJS�DIBOOFM�EFTJHO��$BSFGVM�JEFOUJGJDBUJPO�
PG�UIF�UZQFT�PG�HBQT�QSFTFOU�BOE�XIJDI�TFHNFOUT�BSF�BGGFDUFE�DBO�IFMQ�QSFWFOU�NJT�
UBLFT�JO�HBQ�SFTPMVUJPO�

Evaluating Channels: Gap Analysis Template

5IJT�DIBQUFS�IBT�EFTDSJCFE�UIF�TPVSDFT�PG�DIBOOFM�HBQT�TFSWJDF�HBQT�BOE�DPTU�HBQT�BT�
XFMM�BT�XIZ�UIFTF�UXP�HBQT�NVTU�CF�DPOTJEFSFE�TJNVMUBOFPVTMZ��'JHVSF�����UIF�Service 
Gap Analysis Template�BJNT�UP�JEFOUJGZ�TFSWJDF�HBQT�FYQMJDJUMZ�BDDPSEJOH�UP�UIF�targeted 
end-user segment��'JHVSF�����UIF�Cost Gap Analysis Template�CVJMET�PO�UIJT�JOGPSNBUJPO�
BOE�JEFOUJGJFT�DPTU�HBQT�UIF�CPVOET�UIBU�HJWF�SJTF�UP�UIFN�BOE�QPUFOUJBM�BDUJPOT�UP�DMPTF�
UIFN��*U�BMTP�DBO�EFOPUF�XIFUIFS�UIF�QPUFOUJBM�BDUJPOT�DSFBUF�PUIFS�VOJOUFOEFE�HBQT�

'JHVSFT�����BOE�����PGGFS�BO�FYBNQMF�BOBMZTJT�PG� UIF�$%8�TJUVBUJPO�VTJOH� UIF�
(BQ�"OBMZTJT�5FNQMBUF��5IF�TFSWJDF�PVUQVU�EFNBOET�EJGGFS�TJHOJGJDBOUMZ�BDSPTT�UISFF�
LFZ�TFHNFOUT��TNBMM�CVTJOFTTFT�MBSHF�CVTJOFTTFT�BOE�HPWFSONFOU�CVZFST��4QBUJBM�DPO�
WFOJFODF� BOE�XBJUJOH�EFMJWFSZ� UJNF� EFNBOET�NVTU� CF� TFQBSBUFE� EFTJHOBUFE� BT� GPS�
PSJHJOBM�FRVJQNFOU�PS�QPTUTBMFT�TFSWJDF��4NBMM�CVTJOFTT�CVZFST�OFFE�IJHIFS�MFWFMT�GPS�
QPTUTBMFT�TFSWJDF�CVU�MPXFS�TFSWJDF�MFWFMT�GPS�PSJHJOBM�FRVJQNFOU�QVSDIBTFT�	CFDBVTF�
UIFZ�IBWF�OP�JO�IPVTF�TFSWJDJOH�DBQBCJMJUJFT
�XIFSFBT�UIF�PQQPTJUF�SFMBUJPOTIJQ�IPMET�
GPS�MBSHF�CVTJOFTT�CVZFST�	XIJDI�IBWF�JO�IPVTF�TFSWJDFT
�

Total Cost as a
Function of
Delivery Time

End-User’s Cost
of Holding goods

Cost of Moving Goods
to the End-User

Delivery Time
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46
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FIGURE 3-5 Channel costs and the principles of postponement versus speculation
Source: Adapted from Louis P. Bucklin, A Theory of Distribution Channel Structure (Berkeley, CA: IBER 
Publications, University of California, 1966), pp. 22–25.
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'JHVSF�����BMTP�IJHIMJHIUT�UIBU�BMM�UISFF�TFHNFOUT�CVZ�GSPN�$%8��UIBU�JT�$%8�
JT�QBSU�PG�UIF�SPVUF�UP�NBSLFU�GPS�NVMUJQMF�TFHNFOUT�PG�CVZFST��5IF�HPWFSONFOU�CVZFS�
JT�CPVOE�UP�VTF�NVMUJQMF�DIBOOFMT�UIPVHI�BDDPSEJOH�UP�JUT�HPBM�PG�CVZJOH�GSPN�TNBMM�
CVTJOFTT�WFOEPST�GPS�B�TJHOJGJDBOU�QPSUJPO�PG�JUT�QVSDIBTFT��'JOBMMZ�BT�'JHVSF�����QPJOUT�
PVU�PO�TFWFSBM�LFZ�TFSWJDF�PVUQVUT�$%8�T�PGGFSJOHT�BSF�FJUIFS�UPP�MJUUMF�	44���4%
�PS�

FIGURE 3-6 Service gap analysis template

Service Demanded (SD) Versus Service Supplied (SS)

Segment  
Name/ 

Descriptor
Bulk 

Breaking
Spatial 

Convenience

Delivery/ 
Waiting 

Time
Assortment/

Variety
Customer 

Service
Information 

Sharing

Major 
Channel 
for this 

Segment

1.

2.

3.

4.

5.

Notes and directions for using this template:
t� &OUFS�OBNFT�BOE�PS�EFTDSJQUJPOT�GPS�FBDI�TFHNFOU�
t� &OUFS�XIFUIFS�44���4%�44���4%�PS�44���4%�GPS�FBDI�TFSWJDF�PVUQVU�BOE�FBDI�TFHNFOU��"EE�GPPUOPUFT�UP�

explain entries if necessary. If known and relevant, footnote any cost gaps that lead to each service gap.
t� 3FDPSE�NBKPS�DIBOOFM�VTFE�CZ�FBDI�TFHNFOU��)PX�EPFT�UIJT�TFHNFOU�PG�CVZFST�DIPPTF�UP�CVZ 

FIGURE 3-7 Cost gap analysis template

Channel 
[Targeting 

Which 
Segment(s)?]

Channel 
Members and 

Functions 
Performed

Environmental/ 
Managerial 

Bounds

Cost Gaps  
[Affecting  

Which  
Function(s)?]

Planned 
Techniques for  
Closing Gaps

Do/Did 
Actions 

Create Other 
Gaps?

1.

2.

3.

4.

5.

Notes:
t� 3FDPSE�SPVUFT�UP�NBSLFU�JO�UIF�DIBOOFM�TZTUFN��/PUF�UIF�TFHNFOU�PS�TFHNFOUT�UBSHFUFE�UISPVHI�FBDI�DIBOOFM�
t� 4VNNBSJ[F�DIBOOFM�NFNCFST�BOE�LFZ�GVODUJPOT�UIFZ�QFSGPSN�
t� /PUF�BOZ�FOWJSPONFOUBM�PS�NBOBHFSJBM�CPVOET�GBDJOH�UIJT�DIBOOFM�
t� /PUF�BMM�DPTU�HBQT�JO�UIJT�DIBOOFM�CZ�GVODUJPO�PS�GVODUJPOT�BGGFDUFE�
t� *G�LOPXO�SFDPSE�UFDIOJRVFT�DVSSFOUMZ�JO�VTF�PS�QMBOOFE�UP�DMPTF�HBQT�	PS�OPUF�UIBU�OP�BDUJPO�JT�QMBOOFE�

and why).
t� "OBMZ[F�XIFUIFS�QSPQPTFE�BDUVBM�BDUJPOT�IBWF�DSFBUFE�PS�XJMM�DSFBUF�PUIFS�HBQT�
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UPP�NVDI�	44���4%
�GPS�UIF�UBSHFU�TFHNFOU��*O�HFOFSBM�UIF�TFSWJDF�HBQT�BQQFBS�EVF�UP�
PWFS��SBUIFS�UIBO�VOEFSQSPWJTJPO�PG�TFSWJDF�XIJDI�JT�DPNNPO�JO�DIBOOFM�TZTUFNT�XJUI�
NVMUJQMF�TFHNFOUT�PG�CVZFST�CFDBVTF�UIF�DIBOOFM�TFFLT�UP�BU�MFBTU�satisfy�FWFSZ�TFH�
NFOU��#FDBVTF�TFHNFOUT�EJGGFS�JO�UIFJS�EFNBOET�JU�TFFNT�JOFWJUBCMF�UIBU�PWFSQSPWJTJPO�
UP�TPNF�TFHNFOUT�XJMM�SFTVMU�

/PUJOH�UIF�HBQT�JO�'JHVSF�����BOE�'JHVSF�����SFWFBMT�UIF�FOWJSPONFOUBM�BOE�NBO�
BHFSJBM�CPVOET�GBDJOH�$%8�SFMBUFE�UP�$%8�T�EJGGJDVMUZ�JO�QSFTDSFFOJOH�JUT�TBMFT�GPSDF�
GPS�MPOHFWJUZ�BT�XFMM�BT�FYUFSOBM�HPWFSONFOUBM�EJDUBUFT�BCPVU�BQQSPWFE�WFOEPS�TJ[FT��
&OTVJOH�DPTU�HBQT�QMBHVF�$%8�T�QSPNPUJPO�BOE�OFHPUJBUJPO�GVODUJPOT�JO�QBSUJDVMBS��
$IBOOFM�BOBMZTUT�TIPVME�OPUF�BOZ�EJSFDU�MJOLT�GSPN�CPVOET�UP�TFSWJDF�HBQT��'JOBMMZ�GPS�
$%8�QPUFOUJBM�BDUJPOT�UP�DMPTF�UIF�HBQT�EP�OPU�PCWJPVTMZ�DSFBUF�OFX�POFT�UIPVHI�
DBSFGVM�DPOTJEFSBUJPO�CFZPOE�UIF�PCWJPVT�TUJMM�JT�SFRVJSFE�

*O�$IBQUFS���XF�GPDVT�PO�JOUFHSBUJOH�JOGPSNBUJPO�GSPN�FOE�VTFST�	F�H��TFHNFO�
UBUJPO� BOE� UBSHFUJOH
� BOE� DIBOOFM� BVEJUT� 	F�H�� FGGJDJFODZ� TFSWJDF�HBQ� BOE� DPTU�HBQ�
UFNQMBUFT
�UP�EFTJHO�DIBOOFM�TUSVDUVSFT�BOE�TUSBUFHJFT��8JUI�TVDI�JOQVU�DIBOOFM�NBO�
BHFST�DBO�NPSF�FGGFDUJWFMZ�DMPTF�TFSWJDF�BOE�DPTU�HBQT�XIJMF�TUJMM�NFFUJOH�UIF�TFSWJDF�
PVUQVU�OFFET�PG�UIFJS�UBSHFUFE�FOE�VTFST�

"GUFS�JNQMFNFOUJOH�DIBOHFT�UP�UIF�DIBOOFM�TUSBUFHZ�BOE�TUSVDUVSF�UP�DMPTF�UIF�
HBQT�JO�TFSWJDF�BOE�DPTU�UIF�DIBOOFM�TUSVDUVSF�TUJMM�NBZ�KVTU�BQQSPBDI�B�[FSP�CBTFE�
EFTJHO�XJUIPVU� CFJOH� fully� [FSP�CBTFE��5IBU� JT� TPNF� FOWJSPONFOUBM� PS�NBOBHFSJBM�
CPVOET�DPVME�SFNBJO�DPOUJOVJOH�UP�DPOTUSBJO�UIF�GJOBM�DIBOOFM�TPMVUJPO��/PS�EPFT�UIF�
QSPDFTT�PG�HBQ�BOBMZTJT�FWFS�DPNF�UP�B�DPODMVTJPO��&OWJSPONFOUBM�CPVOET�DIBOHF�PWFS�
UJNF�BOE�FOE�VTFST��EFNBOET�GPS�TFSWJDF�PVUQVUT�BT�XFMM�BT�UIF�BWBJMBCMF�EJTUSJCVUJPO�
UFDIOPMPHZ�TIJGU�BOE�USBOTGPSN��5IJT�QSPQFOTJUZ�GPS�DIBOHF�DSFBUFT�B�OFWFS�FOEJOH�PQ�
QPSUVOJUZ�GPS�DIBOOFM�TUSBUFHZ�JOOPWBUJPOT�UP�QVSTVF�UIF�NPWJOH�UBSHFU�PG�B�[FSP�CBTFE�
DIBOOFM�GPS�FBDI�BOE�FWFSZ�UBSHFUFE�TFHNFOU�JO�UIF�NBSLFU�

TA K E - A W AYS

t� +VTU�BT�B�QSPEVDUJPO�QMBOUT�QSPEVDF�QIZTJDBM�QSPEVDUT�UIF�NFNCFST�PG�B�NBSLFUJOH�
DIBOOFM�FOHBHF�JO�productive activity��8F�DBMM�UIF�BDUJWJUJFT�PG�UIF�DIBOOFM�JUT�functions�

t� %FUBJMFE�LOPXMFEHF�PG�GVODUJPO�QFSGPSNBODF�JO�UIF�DIBOOFM�JNQSPWFT�TFSWJDF�PVUQVU�
QSPWJTJPO�GBDJMJUBUFT�DIBOOFM�EFTJHO�PS�SFEFTJHO�IFMQT�EFUFSNJOF�SFXBSET�GPS�DIBOOFM�
NFNCFST�BOE�DBO�NJUJHBUF�DIBOOFM�DPOGMJDUT�

t� &WFSZ�DIBOOFM�GVODUJPO�OPU�POMZ�DPOUSJCVUFT�UP�UIF�QSPEVDUJPO�PG�WBMVFE�TFSWJDF�PVU�
QVUT�CVU�JT�BMTP�BTTPDJBUFE�XJUI�B�DPTU�

t� 5IF�HFOFSJD�MJTU�PG�DIBOOFM�GVODUJPOT�JODMVEFT�physical possession�ownership�promo-
tion�negotiation�financing�risk�ordering�payment�BOE�information sharing�

t� 5IF�ESJWF�UP�NJOJNJ[F�DIBOOFM�NBOBHFNFOU�DPTUT�JNQMJFT�UIBU�JU�JT�JNQPSUBOU�UP�BWPJE�
QFSGPSNJOH�VOOFDFTTBSJMZ�IJHI�MFWFMT�PG�BOZ�PG�UIF�GVODUJPOT��LOPXJOH�XIJDI�TFSWJDF�
PVUQVUT�BSF�EFNBOEFE�CZ�UBSHFU�FOE�VTFST�JT�UIF�LFZ�UP�LOPXJOH�XIJDI�TFSWJDF�MFWFMT�
UP�VTF�UP�DSFBUF�UIF�SJHIU�MFWFM�	OFJUIFS�UPP�MPX�OPS�UPP�IJHI
�PG�TFSWJDF�PVUQVUT�UIBU�
XJMM�CF�NPTU�WBMVFE�CZ�UBSHFU�FOE�VTFST�

t� 5IF�FGGJDJFODZ�UFNQMBUF�EFTDSJCFT�	B
�UIF�UZQFT�BOE�BNPVOUT�PG�XPSL�EPOF�CZ�FBDI�
DIBOOFM�NFNCFS�UP�QFSGPSN�NBSLFUJOH�GVODUJPOT�	C
�UIF�JNQPSUBODF�PG�FBDI�DIBOOFM�
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GVODUJPO�UP�UIF�QSPWJTJPO�PG�DPOTVNFS�TFSWJDF�PVUQVUT�BOE�	D
�UIF�SFTVMUJOH�
TIBSF�PG�UPUBM�DIBOOFM�QSPGJUT�UIBU�FBDI�DIBOOFM�NFNCFS�should�SFBQ�

t� "�TFQBSBUF�FGGJDJFODZ�UFNQMBUF�TIPVME�CF�DSFBUFE�GPS�each channel�VTFE�UP�
EJTUSJCVUF�UIF�QSPEVDU�BOE�JEFBMMZ�GPS�each market segment�UIBU�CVZT�UISPVHI�
FBDI�DIBOOFM�

t� "�[FSP�CBTFE�DIBOOFM�EFTJHO�NFFUT�UIF�UBSHFU�NBSLFU�TFHNFOU�T�EFNBOET�GPS�
TFSWJDF�PVUQVUT�BU�UIF�NJOJNVN�DPTU�PG�QFSGPSNJOH�UIF�OFDFTTBSZ�DIBOOFM�
GVODUJPOT�UIBU�QSPEVDF�UIPTF�TFSWJDF�PVUQVUT�

t� $PNQBSJOH�B�[FSP�CBTFE�FGGJDJFODZ�BOBMZTJT�BHBJOTU�UIF�DIBOOFM�T�FGGJDJFODZ�
BOBMZTJT�DBO�JOGPSN�UIF�DIBOOFM�BOBMZTU�PG�TJUVBUJPOT�JO�XIJDI�B�DIBOOFM�
NFNCFS�NBZ�CF�CVTZ�	CFBSJOH�IJHI�DIBOOFM�GVODUJPO�DPTUT
�ZFU�OPU�BEEJOH�
DPNNFOTVSBUF�WBMVF�UP�UIF�DIBOOFM�T�PWFSBMM�PQFSBUJPOT�

t� 5IF�FRVJUZ�QSJODJQMF�TUBUFT�UIBU�DPNQFOTBUJPO�JO�UIF�DIBOOFM�TZTUFN�TIPVME�
SFGMFDU�UIF�EFHSFF�PG�QBSUJDJQBUJPO�JO�UIF�NBSLFUJOH�GVODUJPOT�BOE�UIF�WBMVF�
DSFBUFE�CZ�UIJT�QBSUJDJQBUJPO��5IBU�JT�DPNQFOTBUJPO�TIPVME�NJSSPS�UIF�
OPSNBUJWF�QSPGJU�TIBSFT�GPS�FBDI�DIBOOFM�NFNCFS�

t� $IBOOFM�HBQT�BSJTF�BT�B�SFTVMU�PG�bounds�UIBU�QSFWFOU�UIF�DIBOOFM�DBQUBJO�
GSPN�PQUJNJ[JOH�UIF�DIBOOFM�TUSVDUVSF�
t� Environmental�DIBOOFM�CPVOET�BSF�DPOTUSBJOUT�JNQPTFE�GSPN�PVUTJEF�UIF�

DIBOOFM�TVDI�BT�MFHBM�SFTUSJDUJPOT�PS�B�MBDL�PG�BEFRVBUF�JOGSBTUSVDUVSBM�
DBQBCJMJUJFT�JO�UIF�NBSLFU�UIBU�DBO�TVQQPSU�BO�PQUJNBM�DIBOOFM�TUSVDUVSF�

t� Managerial�DIBOOFM�CPVOET�BSF�DPOTUSBJOUT�JNQPTFE�GSPN�JOTJEF�UIF�
DIBOOFM�VTVBMMZ�EVF�UP�DIBOOFM�NBOBHFST��MBDL�PG�LOPXMFEHF�BCPVU�UIF�GVMM�
JNQMJDBUJPOT�PG�DIBOOFM�BDUJPOT�PS�SFGMFDUJOH�PQUJNJ[BUJPO�BU�B�IJHIFS�MFWFM�
UIBO�UIF�DIBOOFM�JUTFMG�

t� 5IF�DIBOOFM�TUSVDUVSF�DBO�CF�PQUJNJ[FE�subject to these bounds�CVU�
UIJT�TPMVUJPO�XJMM�OPU�CF�RVJUF�BT�FGGJDJFOU�OPS�XJMM�JU�EP�RVJUF�BT�HPPE�B�
KPC�PG�TBUJTGZJOH�UBSHFU�FOE�VTFST��TFSWJDF�PVUQVU�EFNBOET�BT�XPVME�BO�
VODPOTUSBJOFE�DIBOOFM�

t� Service gaps�DBO�BSJTF�CFDBVTF�B�QBSUJDVMBS�TFSWJDF�PVUQVU�QSPWJEFE�UP�B�
QBSUJDVMBS�UBSHFU�TFHNFOU�PG�FOE�VTFST�JT�UPP�low�BOE�UIF�TFSWJDF�PVUQVUT�
EFNBOEFE�FYDFFE�UIF�TFSWJDF�PVUQVUT�TVQQMJFE�	4%���44
��PS�CFDBVTF�B��QBSUJDVMBS�
TFSWJDF�PVUQVU�QSPWJEFE�UP�B�QBSUJDVMBS�UBSHFU�TFHNFOU�PG�FOE�VTFST�JT�UPP�high�
BOE�UIF�TFSWJDF�PVUQVUT�TVQQMJFE�FYDFFE�UIF�TFSWJDF�PVUQVUT�EFNBOEFE�	4%���44
�
t� 8IFO�4%���44�UIF�DIBOOFM�JT�PQFSBUJOH�JOFGGJDJFOUMZ�CFDBVTF�DPOTVNFST�BSF�

OPU�XJMMJOH�UP�QBZ�GPS�UIF�IJHI�MFWFM�PG�TFSWJDF�PGGFSFE�EVF�UP�UIFJS�MPX�WBMV�
BUJPO�PG�UIBU�TFSWJDF�

t� *O�HFOFSBM�TFSWJDF�HBQT�NBZ�SFNBJO�JG�DPNQFUJUPST�BSF�OP�CFUUFS�BU�QSPWJEJOH�
UIFTF�TFSWJDF�PVUQVUT�UIBO�UIF�DIBOOFM�JT��)PXFWFS�QFSTJTUFOU�TFSWJDF�HBQT�
QSPWJEF�BO�JEFBM�PQQPSUVOJUZ�GPS�UIF�DIBOOFM�UP�CVJME�PWFSBMM�NBSLFU�EFNBOE�
BOE�TUFBM�NBSLFU�TIBSF�CZ�JOWFTUJOH�JO�JNQSPWFE�TFSWJDF�PVUQVU�MFWFMT�

t� Cost gaps�BSJTF�XIFO�POF�PS�NPSF�DIBOOFM�GVODUJPO	T
�BSF�QFSGPSNFE�BU�IJHI�
DPTUT��"�TVQFSJPS�UFDIOPMPHZ�FYJTUT�UP�EFDSFBTF�UIF�DPTU�PG�QFSGPSNJOH�UIBU�
GVODUJPO�XJUIPVU�DPNQSPNJTJOH�TFSWJDF�PVUQVU�QSPWJTJPO�

t� 5IF�(BQ�"OBMZTJT�5FNQMBUFT�QSPWJEF�UPPMT�GPS�DPEJGZJOH�LOPXMFEHF�PG�CPUI�UIF�
TFSWJDF�BOE�UIF�DPTU�HBQT�GBDJOH�UIF�DIBOOFM�JO�JUT�DIBOOFM�NBOBHFNFOU�UBTLT�
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APPENDIX 3-1
The Efficiency Template: Tools for Analysis
5IJT�BQQFOEJY�GPDVTFT�PO�IPX�UP�GJMM�PVU�UIF�FGGJDJFODZ�UFNQMBUF�UP�SFGMFDU�UIF�DVSSFOU�
DIBOOFM�TUSVDUVSF�	JODMVEJOH�B�[FSP�CBTFE�DIBOOFM�JG�BQQMJDBCMF
��'JHVSF�����TIPXT�B�
CMBOL�FGGJDJFODZ�UFNQMBUF�

5IF�UFNQMBUF�JT�EFTJHOFE�UP�IFMQ�DIBOOFM�NBOBHFST�VOEFSTUBOE�	�
�XIP�JT�EPJOH�
XIBU�GVODUJPOT�JO�UIF�DIBOOFM�	�
�IPX�NVDI�PG�UIF�DPNCJOFE�DPTU�BOE�WBMVF�FBDI�
DIBOOFM�NFNCFS�JT�SFTQPOTJCMF�GPS�BOE�	�
�XIFUIFS�FBDI�DIBOOFM�NFNCFS�JT�CFJOH�
GBJSMZ�DPNQFOTBUFE�GPS�UIF�QFSGPSNBODF�PG�UIFTF�GVODUJPOT��5IF�PVUQVUT�PCUBJOFE�GSPN�
B�CFUUFS�VOEFSTUBOEJOH�PG�UIFTF�JTTVFT�BSF�	�
�B�HSFBUFS�BCJMJUZ�UP�EFGFOE�UIF�BMMPDBUJPO�
PG�UPUBM�DIBOOFM�QSPGJUT�BNPOH�DIBOOFM�NFNCFST�	CBTFE�PO�BO�JO�EFQUI�BOBMZTJT�SBUIFS�
UIBO�PO�BE�IPD�SBUJPOBMFT�PS�JOFSUJB
��	�
�B�TFU�PG�SFDPNNFOEBUJPOT�SFHBSEJOH�UIF�TQMJU�
PG�DIBOOFM�QSPGJUT��BOE�	�
�B�TFU�PG�SFDPNNFOEBUJPOT�SFHBSEJOH�GVUVSF�FNQIBTFT�PO�
UIF�QFSGPSNBODF�PG�QBSUJDVMBS�GVODUJPOT�JO�UIF�DIBOOFM��5IF�UFNQMBUF�TIPVME�CF�GJMMFE�
PVU�TFQBSBUFMZ�GPS�FBDI�DIBOOFM�VTFE�JO�UIF�NBSLFU�

5IF�GJSTU�TUFQ�JT�UP�EFUFSNJOF�UIF�XFJHIUT�PG�FBDI�DIBOOFM�GVODUJPO��5IF�GJOBM�BT�
TFTTNFOU�PG�UIFTF�XFJHIUT�NVTU�BDDPVOU�OPU�KVTU�GPS�UIF�DPTU�PG�QFSGPSNJOH�UIJT�DIBO�
OFM�GVODUJPO�UISPVHIPVU�UIF�DIBOOFM�BT�B�QSPQPSUJPO�PG�UPUBM�DIBOOFM�PQFSBUJPO�DPTUT�
CVU� BMTP� UIF� WBMVF� HFOFSBUFE� CZ� QFSGPSNJOH� UIJT� DIBOOFM� GVODUJPO�� *G� QPTTJCMF� UIF�
i$PTUTw�DPMVNO�TIPVME�SFGMFDU�GJOBODJBMMZ�TPVOE�EBUB�DPMMFDUFE�UISPVHI�B�QSPDFTT�TVDI�
BT�BDUJWJUZ�CBTFE�DPTUJOH�UP�EFUFSNJOF�UIF�QSPQPSUJPO�PG�UPUBM�DIBOOFM�DPTUT�BMMPDBCMF�
UP�FBDI�GVODUJPO��5IF�i#FOFGJU�1PUFOUJBMw�DPMVNO�TIPVME�SFGMFDU�UIF�KVEHNFOUBM�JOQVUT�
PG�NBOBHFST� LOPXMFEHFBCMF� BCPVU� UIF� DIBOOFM� PG� UIF� MJLFMJIPPE� UIBU� HPPE�QFSGPS�
NBODF�CZ�UIBU�GVODUJPO�XJMM�DSFBUF�IJHIMZ�WBMVFE�TFSWJDF�PVUQVUT��#FDBVTF�UIFTF�JOQVUT�
BSF�KVEHNFOUBM�RVBMJUBUJWF�JOQVU�DBO�CF�IFMQGVM�TVDI�BT�B�SBOLJOH�CZ�i-PX�.FEJVN�
)JHI�w�5IFTF�SBOLJOHT�UIFO�DBO�TFSWF�UP�BEKVTU�UIF�QVSFMZ�DPTU�CBTFE�XFJHIUT�JO�UIF�
i$PTUTw�DPMVNO�UP�BSSJWF�BU�GJOBM�XFJHIUT�GPS�FBDI�GVODUJPO��*G�B�GVODUJPO�FBSOT�B�i)JHIw�
SBUJOH� GPS�CFOFGJU�QPUFOUJBM� JU� TIPVME� SFDFJWF�NPSF�XFJHIU� UIBO� JUT�QVSF� DPTU�CBTFE�
XFJHIU�TVHHFTUT�CFDBVTF�JU�BMTP�JT�JNQPSUBOU�PO�UIF�TFSWJDF�PVUQVU�HFOFSBUJPO�TJEF��
5IF�TVN�PG� UIF� JNQPSUBODF�XFJHIUT� JT������ *G� UIF�XFJHIU�BTTJHOFE� UIF�i1SPNPUJPOw�
GVODUJPO�OFFET�UP� JODSFBTF� UIF�BOBMZTU�TJNVMUBOFPVTMZ�NVTU� UBLF�TPNF�QPJOUT�BXBZ�
GSPN�TPNF�PUIFS�GVODUJPO�QSFTVNBCMZ�POF�	PS�NPSF�UIBO�POF
�UIBU�SFDFJWFE�B�i-PXw�
CFOFGJU�QPUFOUJBM�SBOLJOH�

'PMMPXJOH�UIF�EFUFSNJOBUJPO�PG�XFJHIUT�UIF�DPTU�PG�FBDI�GVODUJPO�CPSOF�CZ�FBDI�
DIBOOFM�NFNCFS�NVTU�CF�FOUFSFE�JOUP�UIF�UBCMF��$POTJEFS�UIF�FYBNQMF�PG�B�QSPNP�
UJPO�PO�MBQUPQ�DPNQVUFST�JO�B�SFUBJM�DIBOOFM��3FMFWBOU�DIBOOFM�NFNCFST�JODMVEF�UIF�
NBOVGBDUVSFS�UIF�SFUBJMFS�BOE�UIF�DPOTVNFS��5IF�DPOTVNFS�QSPCBCMZ�EPFT�OPU�QFS�
GPSN�BOZ�QSPNPUJPOBM�GVODUJPOT�	VOMFTT�XPSE�PG�NPVUI�JT�JOGMVFOUJBM�JO�UIJT�NBSLFU
�
TP�UIF�DPOTVNFS�SFDFJWFT�B���TDPSF�JO�UIF�QSPNPUJPOT�SPX��#PUI�UIF�NBOVGBDUVSFS�BOE�
UIF�SFUBJMFS�MJLFMZ�QFSGPSN�QSPNPUJPOBM�GVODUJPOT��5IF�NBOVGBDUVSFS�DPOEVDUT�OBUJPOBM�
BEWFSUJTJOH�DBNQBJHOT�BOE�UIF�SFUBJMFS�VTFT�TBMFTQFPQMF� UP�QSPNPUF� UIF�QSPEVDU� UP�
DPOTVNFST�XIP�XBML�JO�UIF�EPPS��1BSDFMJOH�PVU�UIF�DPTUT�XF�NJHIU�EJTDPWFS�UIBU�UIF�
NBOVGBDUVSFS�CFBST����QFSDFOU�PG� UPUBM�QSPNPUJPOBM�DPTUT� JO� UIF�DIBOOFM�XIJMF� UIF�
�SFUBJMFS�CFBST����QFSDFOU��5IF�TVN�PG�UIF�UISFF�OVNCFST�	QSPNPUJPOBM�DPTUT�CPSOF�CZ�
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UIF�NBOVGBDUVSFS�SFUBJMFS�BOE�DPOTVNFS
�JT�����QFSDFOU��5IJT�FYFSDJTF�TIPVME�CF�SF�
QFBUFE�GPS�FBDI�DIBOOFM�GVODUJPO�JO�UIF�UFNQMBUF�

$BO�DPOTVNFST�QFSGPSN�DIBOOFM�GVODUJPOT�BOE�FBSO�FOUSJFT�PUIFS�UIBO���JO�UIJT�
UFNQMBUF �0G�DPVSTF�DPOTJEFS�UIF�FYBNQMF�PG�B�DPOTVNFS�TIPQQJOH�GPS�HSPDFSJFT�BU�B�
IZQFSNBSLFU��5IJT�DPOTVNFS�CVZT�JO�MBSHF�CVML�JODMVEJOH�TJY�XFFLT��XPSUI�PG�QBQFS�
HPPET�JO�POF�WJTJU�UP�UIF�IZQFSNBSLFU��5IJT�DPOTVNFS�UIFSFGPSF�CFBST�QIZTJDBM�QPTTFT�
TJPO�GVODUJPOT�BOE�DPTUT�	TUPSJOH�JOWFOUPSZ�BU�IPNF�JOTUFBE�PG�HPJOH�UP�UIF�TUPSF�FWFSZ�
UJNF� UIF�IPVTFIPME�OFFET�NPSF�QBQFS�HPPET
� PXOFSTIJQ� GVODUJPOT� 	UIF� DPOTVNFS�
QVSDIBTFT�UIF�QBQFS�HPPET�BOE�PXOT�UIFN�TPPOFS�UIBO�TIF�PS�IF�OFFET�UIFN
�GJOBOD�
JOH�GVODUJPOT�	UIF�DPOTVNFS�QBZT�GPS�UIF�HPPET�XIFO�UBLJOH�PXOFSTIJQ�XIJDI�JN�
QSPWFT�VQTUSFBN�DIBOOFM�NFNCFST��DBTI�GVODUJPO�QPTJUJPOT
�BOE�TP�PO��"OPUIFS�TIPQ�
QFS�XIP�CVZT�POMZ�XIBU�IF�PS�TIF�OFFET�PO�B�EBJMZ�PS�CJXFFLMZ�CBTJT�UZQJDBMMZ�CVZT�
TNBMMFS�MPU�TJ[FT�EPFT�OPU�TUPSF�NVDI�JOWFOUPSZ�JO�UIF�IPNF�BOE�UIFSFGPSF�EPFT�OPU�
QFSGPSN�UIF�BCPWF�NFOUJPOFE�GVODUJPOT��5IF�GPSNFS�DPOTVNFS�UZQJDBMMZ�QBZT�B�MPXFS�
QSJDF�UIBO�UIF�MBUUFS�QSFDJTFMZ�CFDBVTF�UIF�IZQFSNBSLFU�TIPQQFS�JT�CFBSJOH�UIF�DPTU�PG�
TFWFSBM�DIBOOFM�GVODUJPOT��5IVT�XF�GJOE�B�EJSFDU�SFMBUJPOTIJQ�CFUXFFO�CFBSJOH�DIBO�
OFM�GVODUJPOT�BOE�HBSOFSJOH�DIBOOFM�QSPGJUT�	JO�UIF�DPOTVNFS�T�DBTF�B�MPXFS�QSJDF
�

'JOBMMZ�BGUFS�EFUFSNJOJOH�UIF�XFJHIUT�BOE�QSPQPSUJPOBUF�TIBSFT�PG�GVODUJPO�QFS�
GPSNBODF�JO�UIF�UFNQMBUF�XF�DBO�DBMDVMBUF�B�XFJHIUFE�BWFSBHF�GPS�FBDI�DIBOOFM�NFN�
CFS�BT�EFTDSJCFE�BU�UIF�CPUUPN�PG�'JHVSF������5IF�OVNCFST�UIBU�SFTVMU�DBO�CF�XSJUUFO�JO�
UIF�CPUUPN�SPX�PG�UIF�FGGJDJFODZ�UFNQMBUF�BOE�UIFZ�TIPVME�TVN�UP�����QFSDFOU�BDSPTT�
UIF�CPUUPN�SPX��8IBU�EP�UIFTF�OVNCFST�NFBO�UIPVHI �1SJNBSJMZ�UIFZ�JOEJDBUF�XIJDI�
QSPQPSUJPO�PG�total channel profits�FBDI�DIBOOFM�NFNCFS�TIPVME�HFU�HJWFO�UIF�DVSSFOU�
DIBOOFM�TUSVDUVSF��8F�DBMM�UIJT�WBMVF�UIF�OPSNBUJWF�QSPGJU�TIBSF�PG�DIBOOFM�NFNCFS�i�
JO�UIF�DVSSFOU�DIBOOFM��5IJT�OPSNBUJWF�QSPGJU�TIBSF�NBZ�PS�NBZ�OPU�FRVBM�UIF�actual�
QSPGJU�TIBSF��8IFO�UIFTF�UXP�OVNCFST�BSF�OPU�FRVBM�XF�NVTU�BTL�XIZ��SFBTPOT�GPS�B�
EJWFSHFODF�CFUXFFO�OPSNBUJWF�BOE�BDUVBM�QSPGJU�TIBSFT�NJHIU�JODMVEF�UIF�GPMMPXJOH�

 1. 1SPGJUT�BSF�NJTBMMPDBUFE�JO�UIF�DIBOOFM�BOE�TIPVME�CF�SFBMMPDBUFE�
 2. $PNQFUJUJWF�DPOEJUJPOT�GPSDF�B�QBSUJDVMBS�DIBOOFM�NFNCFS�UP�UBLF�B�MPXFS�QSPGJU�

TIBSF�UIBO�JUT�OPSNBUJWF�GVODUJPO�QFSGPSNBODF�JOEJDBUFT��JUT�FDPOPNJD�SFOUT�IBWF�
FTTFOUJBMMZ�EJTBQQFBSFE�JO�UIF�NBSLFU�EVF�UP�DPNQFUJUJPO�

 3. &YUFSOBM�DPOTUSBJOUT�TVDI�BT�HPWFSONFOU�SFHVMBUJPOT�DPOGFS�FDPOPNJD�SFOUT�PO�
B�DIBOOFM�NFNCFS�CFZPOE�JUT�QFSGPSNBODF�PG�DIBOOFM�GVODUJPOT��5IJT�SFBTPO�DBO�
DSFBUF�QBSUJDVMBSMZ�UIPSOZ�JTTVFT�JO�JOUFSOBUJPOBM�DIBOOFM�NBOBHFNFOU�

'JOBMMZ�JU�JT�SFMFWBOU�UP�BTL�XIBU�UIFTF�QSPGJU�TIBSFT�BDUVBMMZ�BSF��$POTJEFS�UPUBM�
SFUBJM�TBMFT�PS�SFUBJM�QSJDF�UJNFT�UPUBM�VOJUT�TPME��/PX�TVCUSBDU�GSPN�UIJT�UPUBM�SFWFOVF�
UIF�total costs�PG�SVOOJOH�UIF�DIBOOFM�BOE�UIF�cost of goods sold�	UP�TFQBSBUF�PVU�UIF�
QBSU�PG�DPTUT�BDDSVFE�JO�UIF�NBOVGBDUVSJOH�QSPDFTT
��8IBU�SFNBJOT�BSF�total channel 
profits��5P�HFU�B�SFBMMZ�HPPE�IBOEMF�PO�UIF�BMMPDBUJPO�PG�QSPGJUT�BNPOH�DIBOOFM�NFN�
CFST� UIF� DIBOOFM�NBOBHFS� OFFET� UP� QFSGPSN� BO� BDUJWJUZ�CBTFE� DPTUJOH� BOBMZTJT� 	PS�
TPNF�TJNJMBS�BOBMZTJT
�PG�UIF�DIBOOFM�

$POTJEFS�TPNF�PG�UIF�DPOUSBTUT�CFUXFFO�B�UFNQMBUF�EFTDSJCJOH�UIF�current�DIBO�
OFM�BOE�POF�EFTDSJCJOH�B�zero-based�DIBOOFM�

 1. 5IFSF�JT�OP�SFBTPO�UIF�XFJHIUT�XPVME�OFDFTTBSJMZ�CF�UIF�TBNF�JO�UIF�UXP�UFN�
QMBUFT��5IF�DVSSFOU�DIBOOFM�NJHIU�VOEFSFNQIBTJ[F�UIF�JNQPSUBODF�PG�QSPNPUJPO�
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TVDI�UIBU�UIF�DIBOOFM�NBOBHFS�EFDJEFT�UP�JODSFBTF�UIF�QSPQPSUJPO�PG�UPUBM�DIBO�
OFM�DPTUT�TQFOU�PO�QSPNPUJPO��5IBU�DIBOHFT�UIF�XFJHIUT�BMMPDBUFE�UP�UIF�PUIFS�
GVODUJPOT�BDDPSEJOHMZ�

 2. 5IF�SBUJOHT�JO�UIF�UFNQMBUF�DBO�EJGGFS��*O�B�[FSP�CBTFE�DIBOOFM� JU�NJHIU�NBLF�
TFOTF� UP� BTTJHO� UIF�EJTUSJCVUPS� BMM� JOWFOUPSZ�IBOEMJOH� GVODUJPOT� TVDI� UIBU� UIF�
QIZTJDBM�QPTTFTTJPO� GVODUJPO�DPTUT� MBOE�NVDI�NPSF�IFBWJMZ�PO� UIF�EJTUSJCVUPS�
UIBO�JO�UIF�DVSSFOU�DIBOOFM��*O�UIJT�DBTF�UIF�iQIZTJDBM�QPTTFTTJPOw�SPX�TIPVME�
TIPX�EJGGFSFOU�QFSDFOUBHFT�JO�UIF�[FSP�CBTFE�WFSTVT�UIF�DVSSFOU�UFNQMBUF�

 3. 5IF�DPMVNO�IFBEJOHT�UIFNTFMWFT�NBZ�WBSZ��5IF�[FSP�CBTFE�DIBOOFM�NJHIU�CF�B�
WFSUJDBMMZ�JOUFHSBUFE�DIBOOFM�XJUIPVU�B�DPMVNO�IFBEJOH�GPS�UIF�DVSSFOUMZ�VTFE�
EJTUSJCVUPS�GPS�FYBNQMF�

.BOBHFST� JO�QBSUJDVMBS� GJSNT�BMTP�NJHIU� UIJOL�BCPVU� UIJT� MJTU�PG� GVODUJPOT� JO�B�
EJGGFSFOU�XBZ�UIBO�FOVNFSBUFE�IFSF��'PS�FYBNQMF�NBOBHFST�NBZ�DMVNQ�QIZTJDBM�QPT�
TFTTJPO�BOE�PXOFSTIJQ�UPHFUIFS�JOUP�BO�iJOWFOUPSZw�GVODUJPO�XIJDI�JT�GJOF�BT�MPOH�BT�
QIZTJDBM�QPTTFTTJPO�BOE�PXOFSTIJQ�always�HP�IBOE�JO�IBOE��#VU�JG�UIFZ�EP�OPU�	F�H��JG�
TPNF�TBMFT�BSF�DPOTJHONFOU�TBMFT
�UIF�GVODUJPOT�OFFE�UP�CF�TFQBSBUFE�

$POTJEFS� BO� FGGJDJFODZ� BOBMZTJT� QFSGPSNFE� GPS� B� &VSPQFBO� CVJMEJOH� NBUFSJBMT�
DPNQBOZ��%BUB�XFSF�DPMMFDUFE�GSPN�UPQ�NBOBHFST�PG�UIF�DPNQBOZ�XIP�IBE�FYQFSUJTF�
JO� UIF�XPSLJOHT� PG� UIFJS� DIBOOFMT��5BCMF� ���� TIPXT� UIF� FGGJDJFODZ� UFNQMBUF� GPS� UIF�

TABLE 3-4  Building materials company efficiency template for channel serving end-users 
through retailers: Undisguised data

Importance Weights for Functions
Proportional Function 

Performance of Channel Member

Costs

Benefit Potential 
(High, Medium, 

Low)
Final 

Weight Manufacturer Retailer
End-
User Total

Physical 
possession

30 High 35 30 30 40 100

Ownership 12 Medium 15 30 40 30 100

Promotion 10 Low 8 20 80 0 100

Negotiation 5 Low/Medium 4 20 60 20 100

Financing 22 Medium 29 30 30 40 100

Risk 5 Low 2 30 50 20 100

Ordering 6 Low 3 20 60 20 100

Payment � Low 4 20 60 20 100

Information 
sharing

3 Low 0 20 40 40 100

Total 100 N/A 100 N/A N/A N/A N/A

Normative 
profit share

N/A N/A N/A 28% 39% 33% 100



92� 1BSU�**� t� %FTJHOJOH�$IBOOFM�4USBUFHJFT

DIBOOFM�JU�VTFE�UP�TFSWF�TNBMM�BOE�NFEJVN�TJ[FE�FOE�VTFST�	TQFDJGJDBMMZ�DPOUSBDUPST
�
XIP�CVZ� UISPVHI� SFUBJMFST��#FDBVTF�CVJMEJOH�NBUFSJBMT� BSF� CVMLZ� BOE� FYQFOTJWF� UP�
USBOTQPSU�QIZTJDBM�QPTTFTTJPO�DPTUT�BSF�UIF�MBSHFTU�QSPQPSUJPO�PG�UPUBM�DIBOOFM�DPTUT�
BDDPVOUJOH� GPS� ��� QFSDFOU� PG� DIBOOFM� DPTUT� JO� UPUBM�� 'JOBODJOH� JT� BMTP� B� TJHOJGJDBOU�
DIBOOFM�DPTU�XJUI����QFSDFOU�PG�UIF�UPUBM��0UIFS�GVODUJPOT�IBWF�TNBMMFS�SFMBUJWF�DPTUT��
*O� UIF�i#FOFGJU�1PUFOUJBMw�DPMVNO�QIZTJDBM�QPTTFTTJPO�BQQFBST�BT� UIF�NBJO�CFOFGJU�
DPOGFSSJOH�DIBOOFM� GVODUJPO�CFDBVTF�FOE�VTFST� SFRVJSF�QSPEVDU�QSPWJTJPO� JO�B�TQB�
UJBMMZ�DPOWFOJFOU�XBZ�	UP�NJOJNJ[F�UIFJS�PXO�USBOTQPSUBUJPO�DPTUT
�BOE�XJUI�NJOJNBM�
UJNF�EFMBZT��5IVT�UIF�GJOBM�XFJHIU�BMMPDBUFE�UP�UIF�QIZTJDBM�QPTTFTTJPO�GVODUJPO�GPS�
UIJT�DPNQBOZ�JO�UIJT�DIBOOFM�XBT����QFSDFOU�BOE�PXOFSTIJQ�BOE�GJOBODJOH�JODSFBTFE�
JO�JNQPSUBODF�TPNFXIBU��5IF�PUIFS�GVODUJPOT��GJOBM�XFJHIUT�TIPVME�CF�SFEVDFE�GSPN�
UIFJS�QVSF�DPTU�CBTFE�MFWFMT�

5IF�DIBOOFM�DPOTJTUT�PG�UIF�NBOVGBDUVSFS�XIP�TFMMT�EJSFDUMZ�UP�SFUBJMFST�XIP�JO�
UVSO�TFMM�EJSFDUMZ�UP�FOE�VTFST��4NBMM�DPOUSBDUPST�BSF�B�NBKPS�DPOTUJUVFODZ�� UIFZ�CVZ�
QSPEVDU�JO�BEWBODF�BOE�IPME�TNBMM�JOWFOUPSJFT�UIFNTFMWFT�TVDI�UIBU�UIFZ�QBSUJDJQBUF�
JO����QFSDFOU�PG�UIF�QIZTJDBM�QPTTFTTJPO�GVODUJPO�BOE�UIF�NBOVGBDUVSFS�BOE�SFUBJMFS�
FBDI�UBLF�B����QFSDFOU�TIBSF��3FUBJMFST�BSF�WFSZ�BDUJWF�DIBOOFM�NFNCFST�QBSUJDVMBSMZ�
JO� UIFJS�QFSGPSNBODF�PG�QSPNPUJPOBM�OFHPUJBUJPO�PSEFSJOH�BOE�QBZNFOU� GVODUJPOT��
UIFZ�BMTP�CVGGFS�UIF�NBOVGBDUVSFS�CZ�EFBMJOH�XJUI�UIF�NBOZ�TNBMM�DVTUPNFS�PSEFST��
&OE�VTFST�QFSGPSN�OPOF�PG�UIF�QSPNPUJPOBM�GVODUJPO�CVU�QBSUJDJQBUF�JO�B�TNBMM�XBZ�
JO�PUIFS�GVODUJPOT��'PS�UIFJS�FGGPSUT�UIFTF�FOE�VTFST�EFTFSWF�POF�UIJSE�PG�UIF�DIBOOFM�
QSPGJUT�XIJDI�USBOTMBUFT�JOUP�B�QSJDF�DVU�DPNQBSFE�XJUI�UIF�MJTU�QSJDF�UIBU�XPVME�CF�
DIBSHFE�UP�BO�JOEJWJEVBM�CVZFS�	F�H��EP�JU�ZPVSTFMG�IPNFPXOFS
��5IF�SFUBJMFS�FBSOT�B�
OPSNBUJWF�DIBOOFM�QSPGJU�TIBSF�PG����QFSDFOU�BOE�UIF�NBOVGBDUVSFS�FBSOT�B�OPSNBUJWF�
DIBOOFM�QSPGJU�TIBSF�PG����QFSDFOU��4QFDJGJDBMMZ�UIF�NBOVGBDUVSFS�T�OPSNBUJWF�DIBOOFM�
QSPGJU�TIBSF�DBO�CF�DBMDVMBUFE�BT�GPMMPXT�

	���
�× 	��
�+ �	���
�× 	��
�+ �	���
�× 	��
�+ �	���
�× 	��
�+ �	���
�× 	��
�+ �	���
�× 	��
�+ �
	���
�× 	��
�+ �	���
�× 	��
�+ �	���
�× 	���
�

5IJT�BOBMZTJT�SFGMFDUT�B�DBSFGVM�FTUJNBUJPO�PG�UIF�UPUBM�DPTUT�PG�QFSGPSNJOH�BMM�UIF�
DIBOOFM�GVODUJPOT�JO�UIJT�DIBOOFM��#VU�TVQQPTF�UIBU�UIF�DPNQBOZ�EJE�OPU�IBWF�FYBDU�
QFSDFOUBHF�TIBSFT�GPS�BMM�UIF�GVODUJPOT�CVU�SBUIFS�IBE�BDDFTT�POMZ�UP�WFSZ�SPVHI�EBUB�
TVDI�BT�[FSP�MPX�NFEJVN�BOE�IJHI�SBUJOHT��-FU�T�BTTVNF�UIBU�JG�UIF�USVF�SBUJOH�XBT�
��UIF�DPNQBOZ�XPVME�SFQPSU�B�i;FSPw�	��
��B�USVF�SBUJOH�CFUXFFO���BOE����QFSDFOU�
XPVME�QSPEVDF�B�i-PXw�	��
�SFQPSU��USVF�SBUJOHT�CFUXFFO����BOE����QFSDFOU�MFBE�UP�
B�i.FEJVNw�	��
�SBUJOH�BOE�UIPTF�CFUXFFO����BOE�����QFSDFOU�QSPNQU�B�i)JHIw�	��
�
TDPSF��	5IJT�DPEJOH�TDIFNF�JT�MJOFBS�CVU�JG�UIFSF�XFSF�B�TUSPOH�SFBTPO�UP�CFMJFWF�UIBU�B�
OPOMJOFBS�TDIFNF�XPVME�CF�CFUUFS�JU�JT�QPTTJCMF�UP�VTF�POF�
�8F�XPVME�UIFO�HFOFSBUF�
UIF�FGGJDJFODZ�UFNQMBUF�JO�5BCMF�����

5P�USBOTMBUF�UIJT�JOGPSNBUJPO�JOUP�QFSDFOUBHFT�XF�MPPL�BU�UIF�SBOL�PSEFS�EBUB�GPS�
B�HJWFO�GVODUJPO�BOE�BTL��8IBU�QSPQPSUJPO�PG�UIF�DPTUT�PG�QFSGPSNJOH�UIJT�GVODUJPO�JT�
CPSOF�CZ�UIF�NBOVGBDUVSFS �#Z�UIF�SFUBJMFS �#Z�UIF�GJOBM�FOE�VTFS �'PS�QIZTJDBM�QPT�
TFTTJPO�GPS�FYBNQMF�FBDI�FOUSZ� JT���	.FEJVN
� UIF�QPJOU�DPVOU� UPUBM� JT���BOE�FBDI�
DIBOOFM�NFNCFS�IBT�POF�UIJSE�PG�UIF�QPJOUT��8F�UIFSFGPSF�DBO�BMMPDBUF����QFSDFOU�PG�
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UIF�DIBOOFM�GVODUJPO�DPTUT�UP�FBDI�DIBOOFM�NFNCFS��5IF�SBOL�PSEFS�EBUB�GPS�UIF�QSP�
NPUJPO�GVODUJPO�JOTUFBE�HJWF�UIF�NBOVGBDUVSFS�B�SBOLJOH�PG���	-PX
�UIF�SFUBJMFS�FBSOT�
B���	)JHI
�BOE�UIF�FOE�VTFS�HFUT�B�SBOLJOH�PG����5IVT�PG� UIF���UPUBM�QPJOUT� JO�UIF�
QSPNPUJPO�GVODUJPO����QFSDFOU�PG�UIFN�	J�F��BO�FTUJNBUFE����QFSDFOU�PG�UIF�DIBOOFM�
GVODUJPO�DPTUT�PG�QSPNPUJPO
�BSF�CPSOF�CZ�UIF�NBOVGBDUVSFS�BOE����QFSDFOU�BSF�CPSOF�
CZ�UIF�SFUBJMFS�XJUI�OPOF�PG�UIFN�MBJE�PO�UIF�FOE�VTFS�

5IFTF� USBOTGPSNFE�EBUB�QSPEVDF�QFSDFOUBHFT� TJNJMBS� UP� UIPTF� JO� UIF�PSJHJOBM�
�FGGJDJFODZ�UFNQMBUF�CVU�UIFZ�BSF�CBTFE�PO�SPVHIFS�EBUB�JOQVUT�	B���QPJOU�TDBMF�SBUIFS�
UIBO�B�����QPJOU� TDBMF� JO�FGGFDU
��5IF� USBOTGPSNFE�FGGJDJFODZ� UFNQMBUF� BQQFBST� BT�
5BCMF�����

'SPN�UIJT�BOBMZTJT�UIF�NBOVGBDUVSFS�T�OPSNBUJWF�DIBOOFM�QSPGJU�TIBSF�JT����QFS�
DFOU�UIF�SFUBJMFS�T�JT����QFSDFOU�BOE�FOE�VTFST�HFU����QFSDFOU��5IFTF�WBMVFT�DPNQBSF�
SBUIFS�XFMM�XJUI�UIF�������BOE����QFSDFOU�QSPGGFSFE�BDDPSEJOH�UP�UIF�iUSVFw�EBUB�JO�
5BCMF������'VMM�BDUJWJUZ�CBTFE�DPTUJOH�BOBMZTJT�PG�UIF�QFSGPSNBODF�PG�DIBOOFM�GVODUJPOT�
JT�OPU�BMXBZT�QPTTJCMF��UIF�SBOL�PSEFS�EBUB�JOQVUT�TVHHFTUFE�IFSF�NBZ�QSPWJEF�SFBTPO�
BCMF�FTUJNBUFT�JOTUFBE�

TABLE 3-5  Building materials company efficiency template for channel serving end-users 
through retailers: Rank-order data

Importance Weights for Functions
Proportional Function 

Performance of Channel Member

Costs

Benefit Potential 
(High, Medium, 

Low)
Final 

Weight Manufacturer Retailer
End-
User Total

Physical 
possession

30 High 35 2 2 2 100

Ownership 12 Medium 15 2 2 2 100

Promotion 10 Low 8 1 3 0 100

Negotiation 5 Low/Medium 4 1 2 1 100

Financing 22 Medium 29 2 2 2 100

Risk 5 Low 2 2 2 1 100

Ordering 6 Low 3 1 2 1 100

Payment � Low 4 1 2 1 100

Information 
sharing

3 Low 0 1 2 2 100

Total 100 N/A 100 N/A N/A N/A N/A

Normative 
profit share

N/A N/A N/A ? ? ? 100
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TABLE 3-6  Building materials company efficiency template for channel serving end-users 
through retailers: Transformed rank-order data

Importance Weights for Functions
Proportional Function 

Performance of Channel Member

Costs

Benefit Potential 
(High, Medium, 

Low)
Final 

Weight Manufacturer Retailer
End-
User Total

Physical 
possession

30 High 35 33 33 33 100

Ownership 12 Medium 15 33 33 33 100

Promotion 10 Low 8 25 �� 0 100

Negotiation 5 Low/Medium 4 25 50 25 100

Financing 22 Medium 29 33 33 33 100

Risk 5 Low 2 40 40 20 100

Ordering 6 Low 3 25 50 25 100

Payment � Low 4 25 50 25 100

Information 
sharing

3 Low 0 20 40 40 100

Total 100 N/A 100 N/A N/A N/A N/A

Normative 
profit share

N/A N/A N/A 32% 38% 29% 100
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C H A P T E R  4

Make-or-Buy 
Channel Analysis

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�6OEFSTUBOE�WFSUJDBM�JOUFHSBUJPO�BT�B�DPOUJOVVN�GSPN�NBLF�UP�CVZ�SBUIFS�UIBO�BT�B�
CJOBSZ�DIPJDF�

t�&YQMBJO�XIZ�DIBOOFM�QMBZFST�	NBOVGBDUVSFST�XIPMFTBMFST�SFUBJMFST
�PGUFO�JOUFHSBUF�
GPSXBSE�PS�CBDLXBSE�XJUI�HSFBU�FYQFDUBUJPOT�POMZ�UP�EJWFTU�UIFNTFMWFT�XJUIJO�B�
GFX�ZFBST�

t�'SBNF�WFSUJDBM�JOUFHSBUJPO�EFDJTJPOT�BDDPSEJOH�UP�XIFUIFS�PXOJOH�UIF�DIBOOFM�PS�
TPNF�PG�JUT�GVODUJPOT�JNQSPWFT�MPOH�UFSN�SFUVSOT�PO�JOWFTUNFOU�

t�3FDPHOJ[F�XIZ�PVUTPVSDJOH�TIPVME�CF�UIF�CBTF�DBTF�GPS�B�NBSLFU�DIBOOFM�SBUIFS�
UIBO�WFSUJDBM�JOUFHSBUJPO�

t�*EFOUJGZ�UISFF�TJUVBUJPOT�JO�XIJDI�WFSUJDBM�JOUFHSBUJPO�EPNJOBUFT�PVUTPVSDJOH�JO�
EJTUSJCVUJPO�

t�%FGJOF�TJY�DBUFHPSJFT�PG�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�

t�%JTUJOHVJTI�TQFDJGJDJUZ�GSPN�SBSJUZ�

t�%FUBJM�UIF�JNQBDU�PG�WPMBUJMF�FOWJSPONFOUT�PO�SFUVSOT�GSPN�GPSXBSE�JOUFHSBUJPO�

t�*EFOUJGZ�UIF�TPVSDFT�PG�QFSGPSNBODF�BNCJHVJUZ�BOE�UIFJS�SFMBUJPOT�UP�SFUVSOT�GSPN�
GPSXBSE�PS�CBDLXBSE�JOUFHSBUJPO�JO�EJTUSJCVUJPO�

t�3FDPHOJ[F�UIF�SPMF�PG�WFSUJDBM�JOUFHSBUJPO�GPS�MFBSOJOH�BOE�DSFBUJOH�TUSBUFHJD�
PQUJPOT�BOE�VOEFSTUBOE�XIFO�UIFTF�SBUJPOBMFT�EP�OPU�GJU�

*O�NBSLFUJOH�DIBOOFMT�NBLF�PS�CVZ�EFDJTJPOT�	J�F��WFSUJDBMMZ�JOUFHSBUF�PS��PVUTPVSDF
�
BSF�DSJUJDBM�TUSBUFHJD�DIPJDFT�CFDBVTF�UIF�GJSN�T�EFDJTJPO�UP�PXO�TPNF�PS�BMM�PG�JUT�
NBSLFUJOH� DIBOOFM� FYFSUT� BO� FOEVSJOH� JOGMVFODF�PO� JUT� BCJMJUZ� UP�EJTUSJCVUF� BOE�

QSPEVDF��5IVT�UIFSF�JT�B�GVOEBNFOUBM�RVFTUJPO�UP�BTL�XIFO�EFTJHOJOH�B�DIBOOFM�TUSBU�
FHZ��Should a firm vertically integrate by performing both upstream and downstream 
functions?�*O�PUIFS�XPSET�XIP�TIPVME�QFSGPSN�EJGGFSFOU�DIBOOFM�GVODUJPOT �4IPVME�JU�
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CF�B�TJOHMF�PSHBOJ[BUJPO�	NBOVGBDUVSFS�BHFOU�EJTUSJCVUPS�SFUBJMFS�BMM�SPMMFE�JOUP�POF
�
PS�TIPVME�EJTUSJCVUJPO�GVODUJPOT�CF�PVUTPVSDFE�	VQTUSFBN�MPPLJOH�EPXO
�PS�TIPVME�
QSPEVDUJPO�CF�PVUTPVSDFE�	EPXOTUSFBN�MPPLJOH�VQ
�PS�OFJUIFS�TVDI�UIBU�NBOVGBDUVS�
FST�BOE�EPXOTUSFBN�DIBOOFM�NFNCFST�SFNBJO�TFQBSBUF�FOUJUJFT 

5IF� WFSUJDBM� JOUFHSBUJPO� EFDJTJPO� JT� OPU� BO� BHHSFHBUF� EFUFSNJOBUJPO� UIPVHI��
3BUIFS�UIF�EFDJTJPO�TIPVME�QSPDFFE�DIBOOFM�GVODUJPO�CZ�DIBOOFM�GVODUJPO�TVDI�UIBU�
FBDI�DIBOOFM�NFNCFS�BTTVNJOH�JU�IBT�TVGGJDJFOU�QPXFS�BOE�SFTPVSDFT�DBO�EFDJEF�UP�
JOUFHSBUF�TPNF�TVCTFU�PG�DIBOOFM�GVODUJPOT�BOE�BDIJFWF�UIF�PQUJNBM�DPNCJOBUJPO�PG�
iNBLFw�BOE�iCVZw�PQUJPOT�GPS�JUT�VOJRVF�DIBOOFM�TUSVDUVSF��5P�integrate�JT�UP�DPNCJOF�
EJTQBSBUF�FMFNFOUT�JOUP�POF�TJOHVMBS�FOUJUZ��8IFO�UIF�NBOVGBDUVSFS�JOUFHSBUFT�B�EJTUSJ�
CVUJPO�GVODUJPO�	F�H��NBLJOH�TBMFT�GVMGJMMJOH�PSEFST�PGGFSJOH�DSFEJU
�JUT�FNQMPZFFT�EP�
UIF�XPSL�BOE�UIF�NBOVGBDUVSFS�IBT�JOUFHSBUFE�GPSXBSE�PS�EPXOTUSFBN�GSPN�UIF�QPJOU�
PG�QSPEVDUJPO��7FSUJDBM�JOUFHSBUJPO�BMTP�DBO�CFHJO�GSPN�B�EPXOTUSFBN�QPTJUJPO�TVDI�
UIBU�B�EJTUSJCVUPS�PS�SFUBJMFS�QSPEVDFT�JUT�PXO�CSBOEFE�TPVSDF�PG�QSPEVDU�BOE�UIFSFCZ�
JOUFHSBUFT�CBDLXBSE��8IFUIFS�UIF�NBOVGBDUVSFS�JOUFHSBUFT�GPSXBSE�PS�UIF�EPXOTUSFBN�
DIBOOFM�NFNCFS�JOUFHSBUFT�CBDLXBSE�UIF�SFTVMU�JT�UIBU�POF�PSHBOJ[BUJPO�EPFT�BMM�UIF�
XPSL�BOE�UIF�DIBOOFM�JT�vertically integrated�

8IFUIFS�JU�NBLFT�PS�CVZT�B�NBOVGBDUVSFS�BMTP�JT�DMPTFMZ�JEFOUJGJFE�XJUI�JUT�NBS�
LFUJOH�DIBOOFMT�XIJDI�JOGMVFODF�JUT�FOE�VTFS�CBTF�BOE�EFUFSNJOF�JUT�JNBHF��*O�BEEJ�
UJPO� UIF�NBOVGBDUVSFS�HBJOT�NBSLFU�BOE�DPNQFUJUJWF� JOUFMMJHFODF� GSPN�JUT�DIBOOFMT��
8IBU� UIF�NBOVGBDUVSFS�LOPXT�	PS�DBO� MFBSO
�BCPVU� JUT�NBSLFUT�EFQFOET�IFBWJMZ�PO�
IPX�JU�HPFT� UP�NBSLFU�1�5IVT� JUT�EFDJTJPO�UP�WFSUJDBMMZ� JOUFHSBUF� GPSXBSE� JOGMVFODFT�
XIBU�UIF�NBOVGBDUVSFS�does�BT�XFMM�BT�XIBU�JU�could learn to do��5IF�EFDJTJPO�BMTP�JT�
EJGGJDVMU�UP�SFWFSTF�CFDBVTF�JU�FOUBJMT�DPNNJUNFOUT�UIBU�BSF�OPU�FBTZ�UP�SFEFQMPZ��4VDI�
FOEVSJOH�JNQPSUBOU�TUSVDUVSBM�EFDJTJPOT�SFRVJSF�HSFBU�DPOTJEFSBUJPO�XJUI�BO�FNQIB�
TJT�PO�UIFJS�JOGMVFODF�PO�UIF�GJSN�T�GVUVSF�QFSGPSNBODF�

'PS�EPXOTUSFBN�DIBOOFM�NFNCFST�UIF�EFDJTJPO�UP�JOUFHSBUF�CBDLXBSE�NBZ�NFBO�
UIF�MPTT�PG�SFTPVSDFT�DPOGMJDUT�XJUI�PUIFS�TVQQMJFST�BOE�B�DIBMMFOHF�UP�UIFJS�BCJMJUZ�
UP�PGGFS�VOCJBTFE�BEWJDF�UP�DVTUPNFST��:FU�GPS�NBOZ�GJSNT�NPWJOH�VQ�UIF�WBMVF�DIBJO�
JT�UPP�BQQFBMJOH�UP�SFTJTU�FTQFDJBMMZ�XIFO�UIFZ�QFSDFJWF�VONFU�FOE�VTFS�OFFET�UIBU�
DVSSFOU�NBOVGBDUVSFST�KVTU�EPO�U�TFFN�UP�VOEFSTUBOE��8IZ�TIPVME�B�EJTUSJCVUPS�MFBWF�
NPSF�PG�UIF�NBSHJOT�UP�B�NBOVGBDUVSFS�JG�JU�JT�UIF�DIBOOFM�NFNCFS�UIBU�VOEFSTUBOET�
EFNBOE�CFUUFS 

"T�UIFTF�CSJFG�BOBMZTFT�TIPX�BMM�NBOBHFST�OFFE�B�TUSVDUVSFE�XBZ�UP�BOBMZ[F�UIFJS�
NBLF�PS�CVZ�JTTVFT�UIBU�QSPWJEFT�UIFN�XJUI�B�DPIFSFOU�DPNQSFIFOTJWF�FBTJMZ�DPN�
NVOJDBUFE�SBUJPOBMF�GPS� UIFJS�EFDJTJPOT��5IF�TUSVDUVSFE�GSBNFXPSL�QSFTFOUFE�JO�UIJT�
DIBQUFS�DFOUFST�PO� UIF�IFMQJOH�NBOVGBDUVSFST�EFUFSNJOF�XIFUIFS� UIFZ�TIPVME� JOUF�
HSBUF�B�HJWFO�GVODUJPO�PS�B�TVCTFU�PG�GVODUJPOT�JO�HPJOH�UP�NBSLFU�2�*O�UIF�CBTF�DBTF�
XF�TIPX�UIBU�B�NBOVGBDUVSFS�UZQJDBMMZ�TIPVME�not�WFSUJDBMMZ�JOUFHSBUF�CFDBVTF�EPJOH�
TP�UFOET�UP�CF�JOFGGJDJFOU��)PXFWFS�PXOJOH�GVODUJPOT�	VQ�UP�BOE�JODMVEJOH�UIF�FOUJSF�
DIBOOFM
�JT�BQQSPQSJBUF�JG�UIF�NBOVGBDUVSFS�IBT�TVGGJDJFOU�SFTPVSDFT�and�DBO�JODSFBTF�
JUT�MPOH�UFSN�SFUVSOT�PO�JOWFTUNFOU�CZ�EPJOH�TP��4JNJMBSMZ�UIF�TUSVDUVSFE�GSBNFXPSL�
SFWFBMT� UIBU� EPXOTUSFBN� DIBOOFM�NFNCFST� BSF� UZQJDBMMZ�XPSTF�PGG�XIFO� UIFZ� JOUF�
HSBUF�CBDLXBSE�VOMFTT�UIFZ�IBWF�TVGGJDJFOU�SFTPVSDFT�BOE�DBO�JODSFBTF�UIFJS�MPOH�SVO�
SFUVSOT�� *O� UVSO� UIF� GSBNFXPSL� JEFOUJGJFT�XIJDI�DPOEJUJPOT� JODSFBTF� UIPTF� MPOH�SVO�
SFUVSOT�PO�JOWFTUNFOU��'PS�DMBSJUZ�XF�TUBSU�XJUI�UIF�NBOVGBDUVSFS�BOE�UIFO�FYUFOE�UIF�
BSHVNFOUT�EPXOTUSFBN�



� $IBQUFS��� t� .BLF�PS�#VZ�$IBOOFMù"OBMZTJT� 97

TRADE-OFFS OF VERTICAL INTEGRATION

5P�BQQSFDJBUF�UIF�IJEEFO�DPTUT�BOE�CFOFGJUT�PG�WFSUJDBM�JOUFHSBUJPO�JNBHJOF�B�NBOV�
GBDUVSFS�MPPLJOH�EPXOTUSFBN�BU�UIF�TFU�PG�GVODUJPOT�UIBU�FOE�VTFST�BSF�XJMMJOH�UP�QBZ�
UP�IBWF�QFSGPSNFE��'PS�FBDI�GVODUJPO�UIF�NBOVGBDUVSFS�UIJOLT�i$BO�XF�NBLF�UIBU�PS�
JT�JU�CFUUFS�UP�CVZ�JU w�)PXFWFS�UIF�DIPJDF�JT�OPU�SFBMMZ�CJOBSZ��5IF�make-or-buy con-
tinuum� JOTUFBE�EFUBJMT�IPX�DPTUT�CFOFGJUT�BOE�SFTQPOTJCJMJUJFT�BTTPDJBUFE�XJUI�BOZ�
QBSUJDVMBS�GVODUJPO�DBO�CF�TQMJU�BNPOH�PSHBOJ[BUJPOT�BT�'JHVSF�����TIPXT�

Degrees of Vertical Integration

"U�UIF�buy�FOEQPJOU�PG�UIF�DPOUJOVVN�NBOVGBDUVSFSoEJTUSJCVUPS�BSSBOHFNFOUT�JOWPMWF�
OP� TIBSJOH� 	PG� SJTL� PG� FYQFSUJTF� PG� JNBHF
� OP�EJTUJODUJPO� BOE�OP� DPOUJOVJUZ��5IJT�
NPEFM�PVUTPVSDFT�FWFSZ�GVODUJPO�� JU�BMTP�PGGFST�B�VTFGVM�CBTFMJOF�GPS� UIJOLJOH�BCPVU�
EJTUSJCVUJPO�� *U� JT�OPU�QBSUJDVMBSMZ�QSFWBMFOU� JO� UIF�SFBM�XPSME� UIPVHI��.PTU�BSSBOHF�
NFOUT�XJUI�UIJSE�QBSUJFT�FYIJCJU�TPNF�EFHSFF�PG�relationalism�TVDI�UIBU�UIF�NBOVGBD�
UVSFS�UBLFT�B�HSFBUFS�TIBSF�PG�CPUI�DPTUT�BOE�CFOFGJUT�UIBO�JU�XPVME�JG�JU�JT�TUSJDUMZ�BOE�
DPNQMFUFMZ�EFMFHBUFE�UP�B�UIJSE�QBSUZ�	J�F��DMBTTJDBM�NBSLFU�DPOUSBDUJOH
�3�5IVT�GPS�PVS�
QVSQPTFT�XF�DPOTJEFS�UIF�CVZ�FOEQPJOU�BT�B�MBSHFS�[POF�PG�PVUTPVSDFE�SFMBUJPOTIJQT�
XJUI�UIJSE�QBSUJFT�TPNF�PG�XIJDI�PQFSBUF�JO�B�NBOOFS�UIBU�SFTFNCMFT�B�TJOHMF�GJSN��*O�
QSBDUJDF�DVTUPNFST�PGUFO�CFMJFWF�UIFZ�BSF�EFBMJOH�XJUI�UIF�NBOVGBDUVSFS�XIFO�UIFZ�
SFBMMZ�BSF�JOUFSBDUJOH�XJUI�B�DPNNJUUFE�UIJSE�QBSUZ�JO�UIF�NBSLFUJOH�DIBOOFM�

Relational governance� JNQMJFT� B� DPNQSPNJTF� JO� XIJDI� UIF� DIBOOFMT� IBWF�
TPNF�QSPQFSUJFT�PG�both�PXOFE�	NBLF
�BOE�JOEFQFOEFOU�	CVZ
�DIBOOFMT���3FMBUJPOBM�
HPWFSOBODF�BSJTFT�JO�TFWFSBM�XBZT�TVDI�BT�CVJMEJOH�BOE�NBJOUBJOJOH�DMPTF�DPNNJU�
UFE�SFMBUJPOTIJQT�	$IBQUFS���
�QFSIBQT�UISPVHI�TFMFDUJWF�EJTUSJCVUJPO�	$IBQUFS��
�PS�
GSBODIJTJOH�	J�F�� UXP�PSHBOJ[BUJPOT�BUUFNQU� UP�DPPSEJOBUF�BT� UIPVHI�UIFZ�XFSF�POF��

Classical Market
Contracting

Quasi-Vertical
Integration

(Relational Governance)

Vertical
Integration

Buy Make

How does
the work
get done

The benefits

The costs

You and third
party share costs

and benefits

Their people
Their money

Their risk
Their responsibility

Your people
Your money

Your risk
Your responsibility

Third Party Does it
(for a price) You do it

Their operation
(control)

Their gain or loss

Your operation
(control)

Your gain or loss

FIGURE 4-1 Continuum of the degrees of vertical integration
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$IBQUFS��
��'SBODIJTJOH�BOE�DMPTF�SFMBUJPOTIJQT�CPUI�TJNVMBUF�iRVBTJ�WFSUJDBMw�JOUFHSB�
UJPO�XIJDI�JT�BOPUIFS�UFSN�GPS�SFMBUJPOBM�HPWFSOBODF��

8IFO�UIF�BSHVNFOU�GPS�JOUFHSBUJPO�JT�TUSPOH�CVU�OPU�entirely�DPNQFMMJOH�SFMBUJPOBM�
HPWFSOBODF�	J�F��VTJOH�TUSPOH�SFMBUJPOTIJQT�BT�PQQPTFE�UP�DPOUSBDUT�PS�EJSFDU�PXOFSTIJQ�
UP�NBOBHF�BO�FYDIBOHF�USBOTBDUJPO
�PGGFST�B�NFBOT�UP�BUUBJO�TPNF�CFOFGJUT�PG�WFSUJDBM�
JOUFHSBUJPO�XJUIPVU�BTTVNJOH�BMM�JUT�CVSEFOT��'PS�FYBNQMF�JOGPSNBUJPO�TIBSJOH�JO�SFMB�
UJPOBM�QBSUOFSTIJQT�OFBSMZ�BMXBZT�CFOFGJUT�QFSGPSNBODF�FTQFDJBMMZ�JO�WPMBUJMF�NBSLFUT�
UIPVHI�DPOUSBDUVBM�BHSFFNFOUT�NBZ�CF�OFDFTTBSZ�JG�JOGPSNBUJPO�BTZNNFUSZ�JT�IJHI�6

*O�QSJODJQMF�FWFSZ�EJTUSJCVUJPO�BSSBOHFNFOU� JT�VOJRVF�BOE� MPDBUFT�TPNFXIFSF�
BMPOH� UIF� WFSUJDBM� JOUFHSBUJPO� DPOUJOVVN� BDDPSEJOH� UP� UIF� SFMBUJPOTIJQ�T� PQFSBUJOH�
NFUIPET�BOE�UIF�OBUVSF�PG�UIF�DPOUSBDU�	JG�BOZ
�CFUXFFO�QBSUJFT��*O�QSBDUJDF�DPNNPO�
JOTUJUVUJPOBM�BSSBOHFNFOUT�UFOE�UP�DPSSFTQPOE�UP�QPQVMBS�SFHJPOT�PO�UIF�DPOUJOVVN�
BT�'JHVSF�����TIPXT�

Costs and Benefits of Make-or-Buy Channels

#VU�XIBU�SFBMMZ�DIBOHFT�XIFO�B�DIBOOFM�NFNCFS�DIPPTFT�UIF�NBLF�SBUIFS�UIBO�UIF�
CVZ�PQUJPO �'PS�B�NBOVGBDUVSFS�UIF�PSHBOJ[BUJPO�BTTVNFT�BMM�EJTUSJCVUJPO�costs��QFS�
TPOOFM� USBOTQPSUBUJPO� XBSFIPVTJOH� BOE� TP� PO�� 5IFTF� TVCTUBOUJBM� DPTUT� PGUFO� HFU�
VOEFSFTUJNBUFE�CZ�B�NBOVGBDUVSFS�CFGPSF� JU� UBLFT� UIFN�PO�BT�EPFT� UIF�risk�PG� UIF�
EJTUSJCVUJPO�PQFSBUJPO�BOE�UIF�responsibility�GPS�BMM�BDUJPOT�JO�UIF�DIBOOFM��"�GSFRVFOU�
SFTVMU�PG�WFSUJDBM� JOUFHSBUJPO� GPSXBSE� UIVT� JT� UIBU� UIF�NBOVGBDUVSFS�OPU�POMZ� GBJMT� UP�
JNQSPWF�JUT�NBSLFU�TIBSF�CVU�BDUVBMMZ�SFEVDFT�JUT�SFUVSO�PO�JOWFTUNFOU�	30*
�7

1FSIBQT� UIF�IFBWJFTU� DPTU� JT� UIF�PQQPSUVOJUZ� DPTU�PG�QFSTPOOFM��.BOVGBDUVSFST�
SBSFMZ�IBWF�TUBGG�BWBJMBCMF�UP�EJWFSU�GSPN�UIFJS�DPSF�BDUJWJUZ��XJUIPVU�FYQFSUJTF�JO�EJT�
USJCVUJPO� UIFZ�BMTP�GJOE�JU�EJGGJDVMU� UP�GJOE�UIF�SJHIU�QFSTPOOFM� UP�NFFU� UIFJS�TFSWJDF�
PVUQVU� EFNBOET��5IF� FYJTUJOH� UPQ�NBOBHFNFOU� PG� B� WFSUJDBMMZ� JOUFHSBUFE� GJSN� BMTP�
UFOET�UP�GJOE�UIBU�JU�MBDLT�TVGGJDJFOU�NBOBHFSJBM�SFTPVSDFT�UP�BUUFOE�UP�JUT�EJTUSJCVUJPO�
SFTQPOTJCJMJUZ�TVGGJDJFOUMZ�

:FU�GJSNT�LFFQ�WFSUJDBMMZ� JOUFHSBUJOH�BOE�UIF�SFBTPO�JT�UIF�TVCTUBOUJBM�CFOFGJUT�
UIBU� DBO� DPNF� BMPOH�XJUI� UIFTF� DPTUT��"MUIPVHI�NBOZ� GJSNT� FYQMBJO� UIFJS� GPSXBSE�
JOUFHSBUJPO� CZ� UIFJS� EFTJSF� UP� DPOUSPM� UIF� PQFSBUJPO� GSPN� BO� FDPOPNJD� TUBOEQPJOU, 
control has no value per se��Control�JT�CFOFGJDJBM�POMZ�JG�UIF�GJSN�T�NBOBHFST�FYQMPJU�

FIGURE 4-2 Examples of institutions performing channel functions

Function
Classical Market 

Contracting
Quasi-vertical 

Integration Vertical Integration

1) Selling (only) Manufacturers’ 
Representatives

“Captive” or Exclusive 
Sales Agency*

Producer Sales Force 
(direct sales force)

2)  Wholesale 
Distribution

Independent Wholesaler Distribution Joint  
Venture

Distribution Arm of 
Producer

3)  Retail Distribution Independent (3rd party) Franchise Store Company Store

*Operationally, a sales agency deriving more than 50 percent of its revenues from one principal.
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JU�UP�JNQSPWF�UIFJS�FDPOPNJD�QSPGJUT��8IFSFBT�DPOUSPM�NBZ�CF�QTZDIPMPHJDBMMZ�BQQFBM�
JOH�UP�NBOBHFST�	XIP�HBJO�UIF�TUBUVT�PG�EJSFDUJOH�B�MBSHFS�FOUFSQSJTF
�JU�DPOGMJDUT�XJUI�
TIBSFIPMEFST��JOUFSFTUT�VOMFTT�JU�BMTP�JNQSPWFT�QSPGJUT��XIJDI�NJHIU�SFTVMU�TJNQMZ�CZ�
BQQSPQSJBUJOH�UIF�SFUVSOT�GSPN�QFSGPSNJOH�OFX�NBSLFUJOH�DIBOOFM�GVODUJPOT��*O�UIJT�
TFOTF�WFSUJDBM�JOUFHSBUJPO�JT�B�business opportunity�MJLF�BOZ�PUIFS��"�GJSN�TFFLJOH�UP�
HSPX�NJHIU�DPOTJEFS�UBLJOH�PO�NPSF�PG�JUT�DVSSFOU�WBMVF�DIBJO�JG�UIFTF�PUIFS�FMFNFOUT�
BSF�BUUSBDUJWF�BT�CVTJOFTT�QSPQPTJUJPOT�JO�BOE�PG�UIFNTFMWFT�

$POTJEFS�UIF�DIPJDFT�PG�TPNF�XFMM�LOPXO�DBQJUBM�FRVJQNFOU�NBOVGBDUVSFST�TVDI�
BT� *#.�BOE�(FOFSBM� &MFDUSJD��#PUI�IBWF�NPWFE� JOUP� EPXOTUSFBN�PQFSBUJPOT� GBDFE�
XJUI�UIF�EJNJOJTIJOH�BQQFBM�PG�NBOVGBDUVSJOH�BT�B�CVTJOFTT�QSPQPTJUJPO��5PVHI�DPN�
QFUJUJPO�EFNBOET�FWFS�JODSFBTJOH�QSPEVDUJPO�FGGJDJFODZ�BOE�NPSF�FGGFDUJWF�NBSLFUJOH��
UIF�OFYU�MPHJDBM�QMBDF�UP�GJOE�SFWFOVFT�BOE�DVU�DPTUT�JT�JO�UIF�DIBOOFM�OPU�UIF�GBDUPSZ��
.PSFPWFS�DBQJUBM�FRVJQNFOU�FBSOT�NPTU�QSPGJUT�OPU�UISPVHI�TBMFT�CVU�JO�NBJOUFOBODF��
#Z�JOUFHSBUJOH�EPXOTUSFBN�QSPEVDFST�UBQ�JOUP�B�TUFBEZ�TUSFBN�PG�NBJOUFOBODF�DPO�
USBDUT�GPS�UIF�QSPEVDUT�UIFZ�NBOVGBDUVSF�NBOZ�PG�XIJDI�IBWF�MPOH�MJGF�DZDMFT�9

'SPN�UIJT�BDDPVOU� JU�NBZ�TFFN�TVSQSJTJOH�UIBU�WFSUJDBM� JOUFHSBUJPO�JT�OPU�FWFO�
NPSF� DPNNPO��5IF� JEFB� PG� BQQMZJOH� LOPX�IPX� GSPN�POF� QBSU� PG� UIF� WBMVF� DIBJO�
VQTUSFBN�PS�EPXOTUSFBN�JT�VOEFOJBCMZ�BQQFBMJOH��:FU�FYDJUFNFOU�BCPVU�UIF�QPUFOUJBM�
GPS�BNPSUJ[BUJPO�NJHIU�DMPVE�B�CBTJD�GBDU�PG�CVTJOFTT��%PXOTUSFBN�BOE�VQTUSFBN�BDUJW�
JUJFT�BSF�WFSZ�EJGGFSFOU�BOE�DPOGPSN�UP�EJTUJODU�GJOBODJBM�NPEFMT��5IFTF�GVOEBNFOUBM�
EJGGFSFODFT�NBZ�ESJWF�GJSNT�UP�HSPX�BOE�EJWFSTJGZ�JOUP�PUIFS�	QFSIBQT�SFMBUFE
�CVTJ�
OFTTFT�at the same level of the value chain�	F�H��QSPEVDUJPO�or�XIPMFTBMJOH�or�MPHJTUJDT�
or�SFUBJMJOH
�CVU�OPU�BMM�PG�UIFN�SFHBSEMFTT�PG�UIFJS�FYQFSUJTF�BOE�FYQFDUBUJPOT�

5P� BQQSPQSJBUF� SFUVSOT� GSPN� DIBOOFM� GVODUJPOT� UIF� JOUFHSBUPS� OFFET� UP� EJSFDU�
DIBOOFM� GVODUJPO� QFSGPSNBODF�XJUI� B� TJOHVMBS� QVSQPTF�� to improve sales and mar-
gins obtained at the integrator’s channel level��"�SFUBJMFS�JOUFHSBUJOH�VQTUSFBN�JT�NPSF�
JOUFSFTUFE�JO�JNQSPWJOH�SFUVSOT�GSPN�SFUBJMJOH�UIBO�JO�SVOOJOH�B�QSPGJUBCMF�QSPEVDUJPO�
PQFSBUJPO��UIF�NBOVGBDUVSFS�JOUFHSBUJOH�EPXOTUSFBN�JT�NPSF�JOUFSFTUFE�JO�VTJOH�UIF�
DIBOOFM�UP�JNQSPWF�QSPEVDUJPO�SFTVMUT�UIBO�JO�SVOOJOH�B�QSPGJUBCMF�NBSLFUJOH�DIBOOFM�
PQFSBUJPO��*O�PUIFS�XPSET�UIF�JOUFHSBUPS�NVTU�CF�QSFQBSFE�UP�TBDSJGJDF�SFUVSOT�BU�POF�
MFWFM�PG�UIF�WBMVF�DIBJO�UP�JNQSPWF�SFUVSOT�BU�BOPUIFS��*O�UIFPSZ�UIF�JOUFHSBUFE�FOUJUZ�
CFOFGJUT�GJOBODJBMMZ�XIFO�JU�XFJHIT�UPUBM�SFUVSOT�BHBJOTU�UPUBM�BTTFUT�FNQMPZFE�BEKVTU�
JOH�GPS�UIF�SJTL�BTTVNFE��*O�QSBDUJDF�UIJT�TDFOBSJP�JT�EJTUSFTTJOHMZ�SBSF��*OUFHSBUPST�BMM�
UPP�PGUFO�VOEFSFTUJNBUF�UIF�EJGGJDVMUZ�PG�BTTVNJOH�OFX�GVODUJPOT�BOE�PWFSFTUJNBUF�UIF�
CFOFGJUT�PG�DPOUSPM�BT�4JEFCBS�����EFUBJMT�

Payment Options for Buying Marketing Channels

"�NBOVGBDUVSFS�UIBU�QSFGFST�UP�GPDVT�TPMFMZ�PO�QSPEVDUJPO�NVTU�UVSO�UP�UIF�NBSLFU�
QMBDF�UP�PCUBJO�EJTUSJCVUJPO�TFSWJDFT��*O�DPOUSBDUJOH�XJUI�B�UIJSE�QBSUZ�JU�BTTJHOT�DFSUBJO�
DIBOOFM�GVODUJPOT�UP�UIJT�PVUTJEF�PSHBOJ[BUJPO�JO�SFUVSO�GPS�TPNF�FDPOPNJD�DPOTJEFS�
BUJPO�VTVBMMZ�B�QSJDF��5IJT�price�NJHIU�CF�FYQSFTTFE�BT�B�margin�	J�F��UIF�EJGGFSFODF�
CFUXFFO�UIF�QSJDF�VMUJNBUFMZ�QBJE�BOE�UIF�SFTFMMFS�T�iDPTU�PG�HPPET�TPMEw
�B�commis-
sion�	GSBDUJPO�PG�UIF�SFTBMF�QSJDF
�PS�B�royalty�	QFSDFOUBHF�PG�UIF�SFTFMMFS�T�CVTJOFTT
�

"MUIPVHI�UIFTF�BSF�UIF�NPTU�DPNNPO�XBZT�UP�EFUFSNJOF�UIF�QSJDF�PG�QFSGPSNJOH�
DIBOOFM� GVODUJPOT�NBOZ�WBSJBUJPOT�BSF�QPTTJCMF��5IF� UIJSE�QBSUZ�NJHIU� SFDFJWF�B� GMBU�
GFF�PS�lump sum�PS�FMTF�HFU�SFJNCVSTFE�GPS�JUT�expenses�TVDI�BT�UISPVHI�B�functional 
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Sidebar 4-1
Vertical integration forward: Harder than it looks

Allianz, a much admired German insurance giant, 
paid what in retrospect was a high price to acquire 
Dresdner, a prominent investment bank. Allianz 
saw the move as a way to obtain a lucrative distri-
bution channel to sell its insurance products. But 
the acquisition has proven financially disastrous. 
Banking is a highly competitive industry, man-
aged differently than insurance, and it appears 
that Allianz might not have known enough about 
investment banking to judge whether Dresdner 
was well run. Furthermore, an investment bank 
fundamentally might not fit with an insurance 
company. Rather than enhance Allianz’s core busi-
ness (i.e., insurance), Dresdner has cost the inte-
grated firm heavily.10

Manoukian, a French manufacturer of knit-
wear for women, also discovered that running a 
downstream channel is harder than it looks. Highly 
successful when it sold knitwear through fran-
chisees, the firm developed an ambitious growth 
strategy to transform itself into a full-line clothing 
maker, with a men’s collection as well as several 
women’s collections at different price points and 
levels of style. Simultaneously, Manoukian became 
a clothing retailer, replacing its franchisees with 
company-owned stores. The idea was to benefit 
from control, because rather than having to con-
vince its franchisees to accept the new product 
strategy, it could simply tell its own stores to do so.

The results were catastrophic. As a manu-
facturer venturing outside women’s knits, the firm 
has been unable to differentiate its clothes. But the 
real ineptitude arises in distribution. Its stock man-
agement and logistics capabilities were anarchic. 

Stores were too large to be profitable. And special 
derision was saved for the assortment arrange-
ment. Unlike most clothing retailers, Manoukian 
presented all its collections, from top to bottom 
of the price line, in a way that made them easy 
to compare within the same store. Management 
believe that the collections, which varied consider-
ably in their price points, would be sufficiently dif-
ferentiated that each would find its own clientele. 
But customers failed to appreciate the distinctions 
and just went for the least expensive line across 
the board!

These examples reflect a common failing, in 
which manufacturers focus only on their own per-
spectives, not those of end-users. Manufacturers 
tend to be sensitive to the differences in the vari-
ous items they offer, such that they generate too 
many product variations, in the belief that end-
users must be equally sensitive to fine distinctions. 
Independent downstream channel members can 
correct this error by selecting only those variations 
that their market research tells them will be of 
interest to end-users. When Manoukian vertically 
integrated, to ensure its stores would carry the full 
line (and no other brand),11 it failed to recognize 
the expertise power of independent retailers.

Both examples show that vertical integration 
can fail not only because the vertical integrator 
misestimates the costs of replicating key channel 
functions but also because it fails to recognize the 
unique sources of power that its independent 
channel partners possess—which get lost dur-
ing vertical integration if the integrator does not 
explicitly seek to replicate them.

discount��5IF�UIJSE�QBSUZ�NBZ�BMTP�BHSFF�UP�XPSL�GPS�TPNF�future consideration�TVDI�
BT� UIF� SJHIUT� UP� GVUVSF�CVTJOFTT�PS�B�QFSDFOUBHF�PG�FRVJUZ� JO� UIF�NBOVGBDUVSFS�� 4VDI�
BSSBOHFNFOUT� BSF�NPSF� DPNNPO� BNPOH� FOUSFQSFOFVSJBM� TUBSU�VQT�XIJDI� UFOE� UP� CF�
QPPSMZ�DBQJUBMJ[FE�BOE�UIVT�DBOOPU�NBLF�USBEJUJPOBM�NPOFUBSZ�QBZNFOUT��*NBHJOF�B�OFX�
NBJM�PSEFS�GJSN��*U�NJHIU�PGGFS�B�GVMGJMMNFOU�IPVTF�	XIJDI�UBLF�PSEFST�DSFBUFT�B�QBDLBHF�
GSPN�XBSFIPVTFE�HPPET�BOE�TIJQT�UIF�QBDLBHF
�SJHIUT�UP�JUT�QBZJOH�CVTJOFTT�BGUFS�JU�
CFDPNFT�FTUBCMJTIFE�JG�UIF�GVMGJMMNFOU�IPVTF�XJMM�BHSFF�UP�QSPDFTT�PSEFST�BU�OP�DIBSHF�
GPS�B� MJNJUFE� UJNF��5IF� GVMGJMMNFOU�IPVTF� UIVT�DPOEVDUT� UIF�PSEFSJOH� GVODUJPO� GPS� UIF�
NBOVGBDUVSFS�BMPOH�XJUI�SJTL�BOE�GJOBODJOH�GVODUJPOT�GPS�B�HSFBUFS�GVUVSF�DPOTJEFSBUJPO�
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5IFTF� TQFDJBM� BSSBOHFNFOUT� 	J�F�� BOZUIJOH� PUIFS� UIBO� B� DPNNJTTJPO� PS� HSPTT�
NBSHJO�QBJE�BU�UIF�UJNF�PG�TFSWJDF
�BSF�OPU�VOVTVBM�CVU�OFJUIFS�BSF�UIFZ�UIF�OPSN�
CFDBVTF�PG�UIFJS�HSFBUFS�SJTL��1BZJOH�B�SFTFMMFS�B�GFF�PS�SFJNCVSTJOH�FYQFOTFT�DSFBUFT�
moral hazard�SJTLT�GPS�UIF�NBOVGBDUVSFS�CFDBVTF�JU�JT�EJGGJDVMU�UP�WFSJGZ�UIBU�QBJE�GPS�
BDUJWJUJFT�IBWF�CFFO�QFSGPSNFE�PS� UIBU� FYQFOTFT� MJTUFE�BSF� BDDVSBUF� TP� JU� JT� UFNQU�
JOHMZ�FBTZ�GPS�UIF�SFTFMMFS�UP�DIFBU�BGUFS�UIF�BSSBOHFNFOU�IBT�CFFO�QVU�JOUP�QMBDF��*O�
DPOUSBTU�QBZNFOUT� JO� UIF� GPSN�PG� GVUVSF�CVTJOFTT�PS�FRVJUZ� TUBLFT� TIJGU� UIF� SJTL� UP�
UIF�EPXOTUSFBN�DIBOOFM�NFNCFS��5IF�GVUVSF�CVTJOFTT�NBZ�OFWFS�NBUFSJBMJ[F�PS�UIF�
FRVJUZ�TUBLFT�NBZ�UVSO�PVU� UP�CF�XPSUIMFTT�PS�FWFO�B� MJBCJMJUZ� JG� UIF�NBOVGBDUVSFS�
DBOOPU�DPWFS�JUT�PCMJHBUJPOT��'PS�FWFSZ�TVDDFTT�TUPSZ�JO�XIJDI�TPNF�FOUJUZ�HFUT�JO�iPO�
UIF�HSPVOE�GMPPSw�BOE�UIFO�FOKPZT�NBTTJWF�SFUVSOT�UIFSF�BSF�QMFOUZ�PG�GBJMVSFT��:FU�UIF�
TUPSJFT�XF�UFMM�BSF�NPSF�PGUFO�BCPVU�TUVOOJOH�TVDDFTTFT�BOE�XF�QSFGFS� UP�IJEF�PVS�
GBJMVSFT�DSFBUJOH�UIF�XJEFTQSFBE�CVU�GBMTF�JNQSFTTJPO�UIBU�B�EFGFSSFE�QBZNFOU�TUSBUFHZ�
JTO�U�BMM�UIBU�SJTLZ��*U�JT�

4UJMM�DIBOOFM�NFNCFST�DPOUJOVF�UP�PQFSBUF�XJUI�EFGFSSFE�QBZNFOUT�BMM�UIF�UJNF��
'PS� FYBNQMF� 'SFODI�boulangers� 	BSUJTBO� CBLFST
� IBWJOH� GJOJTIFE� UIFJS� BQQSFOUJDF�
TIJQT�PGUFO�TUBSU�OFX�PQFSBUJPOT�JO�B�TNBMM� UPXO��5IFJS�QSJNBSZ�BOE�PGUFO�POMZ�
SFTPVSDF�JT�UIFJS�TLJMM�BOE�TUBSU�VQ�DBQJUBM�JT�MJNJUFE�JO�&VSPQF�TP�UIFTF�UJOZ�BSUJTBO�
CBLFSJFT� GSFRVFOUMZ� BSF� GJOBODFE� CZ� GMPVS� QSPEVDFST�� 5IF� NJMMFST� TVQQMZ� GMPVS� PO�
FYUSFNFMZ�HFOFSPVT�DSFEJU� UFSNT�XJUI�UIF�VOEFSTUBOEJOH�UIBU� UIFZ�XJMM� SFNBJO�QSF�
GFSSFE�TVQQMJFST� JG�BOE�XIFO� UIF�boulangerie�CVJMET� JUT�DMJFOUFMF��5IFSF� JT�OP� MFHBM�
PCMJHBUJPO�UP�EP�TP��UIF�VOEFSTUBOEJOH�JT�CBTFE�PO�B�OPSN�PG�SFDJQSPDJUZ�12

'JOBMMZ� UIF�PQUJPO� UP�PVUTPVSDF� TIJGUT�BMM� DPTUT� 	BDDPVOUJOH�QFSTPOOFM� SJTL�PG�
GBJMVSF�SFTQPOTJCJMJUZ
� UP�B�UIJSE�QBSUZ��*O�SFUVSO� UIF�UIJSE�QBSUZ�HFUT� UP�DPOUSPM� UIF�
PQFSBUJPO��3FDBMM�UIPVHI�UIBU�DPOUSPM�JT�OPU�B�CFOFGJU�JO�FDPOPNJD�UFSNT�VOMFTT�UIF�
UIJSE�QBSUZ�DBO�VTF�JU�UP�HFOFSBUF�QSPGJUT�UIBU�FYDFFE�UIF�DPTUT�PG�EJTUSJCVUJPO�	XIJDI�
JODMVEF�CPUI�BDDPVOUJOH�BOE�PQQPSUVOJUZ�DPTUT
�

MAKE-OR-BUY CHANNEL OPTIONS: THE BUYING PERSPECTIVE

&WFO�JG�UIF�EFDJTJPO�UP�WFSUJDBMMZ�JOUFHSBUF�JT�SFNBSLBCMZ�DPNQMFY�UIFSF�NVTU�CF�TPNF�
XBZ� UP� SFBDI� JU��5IFTF�OFYU� TFDUJPOT�QSFTFOU�B�EFDJTJPO� GSBNFXPSL� GPS�EFUFSNJOJOH�
XIFO�B�HSFBUFS�EFHSFF�PG�GPSXBSE�WFSUJDBM�JOUFHSBUJPO�JT�economically�	OPU�KVTU�QTZDIP�
MPHJDBMMZ�PS�QPMJUJDBMMZ
�justifiable�BT�B�GVODUJPO�PG�UIF�DIBSBDUFSJTUJDT�PG�UIF�EFDJTJPO�
NBLFS�BOE�JUT�DIPJDFT��5IF�HPBM�XJUI�UIJT�GSBNFXPSL�JT�UP�DVU�UISPVHI�UIF�DPOGVTJPO�
JO�TZTUFNBUJD�GBTIJPO�CZ�QSJPSJUJ[JOH�JTTVFT��4VCTFRVFOU�TFDUJPOT�PG�UIJT�DIBQUFS�BMTP�
DPWFS� TPNF� SBUJPOBMFT� UIBU� BSF� EJGGJDVMU� UP� KVTUJGZ� FDPOPNJDBMMZ� CVU�NBZ� CF� FRVBMMZ�
MFHJUJNBUF�

'PS� OPX� UIPVHI�XF� BTTVNF� UIF� EFDJTJPO�NBLFS� CFHJOT�XJUI� UIF� QSFMJNJOBSZ�
EFDJTJPO�not�UP�WFSUJDBMMZ�JOUFHSBUF�XIJDI�DPOTUJUVUFT�UIF�CBTF�DBTF��#Z�NBSTIBMJOH�WBS�
JPVT�TVQQPSUJOH�BSHVNFOUT�XF�UIFO�JOWFTUJHBUF�JG�UIJT�QSFMJNJOBSZ�CVZ�	J�F��PVUTPVSDF
�
EFDJTJPO�IPMET�VQ�BDDPSEJOH� UP� UIF� GJSN�T�TQFDJGJD�DJSDVNTUBODFT�PS� JG� JU� TIPVME�CF�
PWFSUVSOFE�BOE�SFQMBDFE�XJUI�B�NBLF�	J�F��WFSUJDBM�JOUFHSBUJPO
�EFDJTJPO��5IF�EFDJTJPO�
NBLFS�UIVT�TFSWFT�GJSTU�BT�BO�BEWPDBUF�PG�UIF�TVQFSJPSJUZ�PG�PVUTPVSDJOH�UIFO�BT�UIF�
DSJUJD�PG�UIF�PVUTPVSDJOH�BSHVNFOU�BOE�GJOBMMZ�BT�BO�BSCJUSBUPS�XIP�EFUFSNJOFT�XIJDI�
BSHVNFOU�BEWPDBUF�PS�DSJUJD�JT�NPSF�DPNQFMMJOH�
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Return on Investment: The Primary Criterion

5IF� PSHBOJ[BUJPO�T� HPBM� JT� to maximize the firm’s overall return on investment in 
the long run��0WFSBMM�30*�HPFT�CFZPOE�BOZ�TJOHMF� GVODUJPO�PS�QSPEVDU�� *O�EFDJEJOH�
XIFUIFS� UP� JOUFHSBUF� GPSXBSE� JOUP�EJTUSJCVUJPO� 	NBOVGBDUVSFS�T� DIPJDF
�PS�CBDLXBSE�
JOUP�QSPEVDUJPO�	EPXOTUSFBN�DIBOOFM�NFNCFS�T�DIPJDF
�UIF�BQQSPQSJBUF�RVFTUJPO�JT�
XIFUIFS� UIF� SBUJP�PG� SFTVMUT�PCUBJOFE� 	SPVHIMZ�PQFSBUJOH�QFSGPSNBODF�PS� SFWFOVFT�
NJOVT�EJSFDU�DPTUT
�UP�UIF�SFTPVSDFT�VTFE�UP�PCUBJO�UIFN�	SPVHIMZ�PWFSIFBE�SFGMFDU�
JOH�UIF�BNPSUJ[BUJPO�PG�GJYFE�JOWFTUNFOUT
�JT�TVTUBJOBCMF��*O�UIF�TIPSU�UFSN�UIF�GJSN�
DPVME�TVTUBJO�MPTTFT�PS�UPMFSBUF�NFEJPDSF�SFTVMUT�	UIF�OVNFSBUPS
��*U�BMTP�NJHIU�CF�BCMF�
UP�KVTUJGZ�EFEJDBUJOH�JOPSEJOBUF�SFTPVSDFT�	UIF�EFOPNJOBUPS
�GPS�UIF�SFTVMUT�BDIJFWFE��
#VU�UIF�QSPWJEFST�PG�UIF�SFTPVSDFT�	JOWFTUPST�DPSQPSBUF�IFBERVBSUFST
�XJMM�OPU�BDDFQU�
UIJT�TJUVBUJPO�JOEFGJOJUFMZ��"U�TPNF�QPJOU�UIF�SFTPVSDFT�JOWFTUFE�NVTU�QSPEVDF�SFUVSOT�

'PS�PVS�QVSQPTFT� UISFF�SFMBUJWF�UFSNT�BSF�SFMFWBOU��SFWFOVFT�EJSFDU�DPTUT�BOE�
PWFSIFBE�JODVSSFE�GPS�WFSUJDBM� JOUFHSBUJPO�	NBLF
�WFSTVT�PVUTPVSDJOH�	CVZ
��8F�VTF�
UIFTF�UFSNT�JO�B�conceptual sense�CFDBVTF�EFDJTJPO�NBLFST�SBSFMZ�DBO�DSFBUF�QSFDJTF�
BDDPVOUJOH� FTUJNBUFT� PG� UIFTF� WBMVFT� JO� BEWBODF�� 'PSUVOBUFMZ� GPS� DIBOOFM� EFDJTJPO�
NBLJOH�it is enough to focus on situational factors that drive revenue up and costs or 
overhead down��5IVT�DPODFQUVBMMZ

3FWFOVFT�−�%JSFDU�$PTUT�=�/FU�&GGFDUJWFOFTT�=�&GGJDJFODZ
�������������������������������0WFSIFBE���������������������0WFSIFBE�

Return on investment� JT� UIF� SBUJP� PG� OFU� FGGFDUJWFOFTT� UP� PWFSIFBE� 	PS� SFTVMUT� UP�
SFTPVSDFT
��Net effectiveness� JT� UIF� SFWFOVFT� UIBU�BDDSVF�VOEFS�WFSUJDBM� JOUFHSBUJPO�
NJOVT� UIF�direct� 	WBSJBCMF
�costs� JODVSSFE�BGUFS� JOUFHSBUJOH��'PS�WFSUJDBM� JOUFHSBUJPO�
UP�CF�FGGJDJFOU� JU�NVTU� JODSFBTF�SFWFOVFT�NPSF� UIBO� JU� JODSFBTFT�DPTUT��#VU� JU� JT�OPU�
FOPVHI�UP�JNQSPWF�OFU�FGGFDUJWFOFTT�CFDBVTF�WFSUJDBM�JOUFHSBUJPO�BMTP�FODVNCFST�SF�
TPVSDFT�XIJDI�JODSFBTF�overhead��5IF�VTF�PG�TVDI�SFTPVSDFT�BMTP�NVTU�CF�KVTUJGJFE�CZ�
HSFBUFS�OFU�FGGFDUJWFOFTT�

5XP�DJSDVNTUBODFT�NJHIU�CBS�WFSUJDBM�JOUFHSBUJPO�GPSXBSE�SFHBSEMFTT�PG�JUT�30*�
FGGFDUT�� 	�
�5IF� GJSN� MBDLT�BOE�DBOOPU�PCUBJO� UIF� SFTPVSDFT� UP� JOUFHSBUF� GPSXBSE�PS�
	�
�UIF�GJSN�IBT�PUIFS�QSJPSJUJFT�UIBU�DPOUSJCVUF�FWFO�NPSF�UP�30*�BOE�FYIBVTU�BMM�JUT�
DBQBDJUJFT��*O�UIF�MBUUFS�DBTF�UIF�NBOVGBDUVSFS�TIPVME�QVSTVF�UIFTF�PUIFS�BDUJPOT�FWFO�
JG�WFSUJDBM�JOUFHSBUJPO�IBT�B�QPTJUJWF�QBZPGG�

Buying or Outsourcing Channels as the Base Case

4VCTUBOUJBM�SFTFBSDI�BSHVFT�UIBU�any�NBOVGBDUVSFS�TIPVME�TUBSU�GSPN�UIF�EFDJTJPO�UP�
PVUTPVSDF�EJTUSJCVUJPO�13�8IZ�TIPVME�CVZJOH�CF�UIF�EFGBVMU�PQUJPO �5IF�GVOEBNFOUBM�
SBUJPOBMF�IPMET�UIBU�VOEFS�OPSNBM�DJSDVNTUBODFT�in developed economies�NBSLFUT�GPS�
EJTUSJCVUJPO�TFSWJDFT�BSF�FGGJDJFOU��/PUF�UIBU�XF�XPVME�OFWFS�DMBJN�UIBU�NBSLFUT�GPS�EJT�
USJCVUJPO�TFSWJDFT�GVODUJPO�QFSGFDUMZ�PS�FWFO�XFMM�OFDFTTBSJMZ��3BUIFS�HJWFO�DVSSFOU�
FOWJSPONFOUBM�DPOEJUJPOT� UFDIOPMPHZ�BOE�LOPX�IPX� JU� JT�EJGGJDVMU� GPS�NBOVGBDUVS�
FST�UP�BDIJFWF�better�PQFSBUJOH�SFTVMUT�UIBO�DBO�CF�EFMJWFSFE�CZ�B�UIJSE�QBSUZ�TFSWJDF�
QSPWJEFS��5IJT�BSHVNFOU�JT�TUSJDUMZ�DPNQBSBUJWF�OPU�BCTPMVUF�BOE�JU�TIPVME�OFWFS�CF�
UBLFO�UP�NFBO�UIBU�UIFSF�JT�OP�SPPN�GPS�JNQSPWFNFOU��#VU�JO�UIF�DVSSFOU�FOWJSPONFOU�
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JNQSPWFNFOU� MJLFMZ�SFRVJSFT�B�NBOVGBDUVSFS� UP� JOUSPEVDF�OFX�UFDIOPMPHZ�PS�LOPX�
IPX�BOE�DIBMMFOHF�QSFWBJMJOH�NFUIPET�XIJDI�JNQMJFT�UBLJOH�PO�TVCTUBOUJBM�SJTL�

*O�$IJOB�EFDBEFT�PG�HPWFSONFOU�EPNJOBODF�PG�UIF�EJTUSJCVUJPO�TFDUPS�IBWF�MFGU�JU�
SFMBUJWFMZ�JOFGGJDJFOU��#VU�DIBOHF�JT�IBQQFOJOH�GBTU�BT�FYFNQMJGJFE�CZ�UIF�BVUP�JOEVT�
USZ�XIFSF�MFBEJOH�$IJOFTF�	F�H��-FHFOE
�BOE�GPSFJHO�	F�H��)POEB
�BVUPNBLFST�QBSU�
OFS�XJUI�$IJOFTF�EJTUSJCVUPST�UP�DSFBUF�OFX�FOUJUJFT�XIPTF�QVSQPTF�JT�UP�JOUSPEVDF�UIF�
CFTU�QSBDUJDFT� UFDIOPMPHZ�BOE�NFUIPET�JO�DIBOOFM�NBOBHFNFOU�CVU�BEBQU�UIFN�UP�
$IJOB�T�VOJRVF�NBSLFU�DPOEJUJPOT��8JUIJO�B�GFX�ZFBST�$IJOFTF�EJTUSJCVUJPO�JT�MJLFMZ�UP�
BEWBODF�ESBNBUJDBMMZ�CVU�JO�UIF�NFBOUJNF�UIF�NBOVGBDUVSFST�DPOUJOVF�UP�CFBS�TVC�
TUBOUJBM�SJTL��5IFZ�DBOOPU�TIJGU�UIJT�SJTL�CFDBVTF�UIF�iOPSNBM�DJSDVNTUBODFT�PG�B�EFWFM�
PQFE�FDPOPNZw�BSF�OPU�JO�QMBDF����*O�7JFUOBN�BT�XFMM�NBOZ�GPSFJHO�GJSNT�BSF�UBLJOH�
UIF�SFTQPOTJCJMJUZ�GPS�EJTUSJCVUJPO�XIJDI�NBZ�HJWF�UIFN�B�GJSTU�NPWFS�BEWBOUBHF�BOE�
NBSLFU�TIBSF�JO�UIJT�HSPXJOH�FDPOPNZ���

5IF�FGGJDJFOU�NBSLFUT�BSHVNFOU�BMTP�EPFT�OPU�NFBO�UIBU�BMM�NBOVGBDUVSFST�SFDFJWF�
UIF�TBNF�EPXOTUSFBN�TFSWJDFT��4VQFSJPS�NBOVGBDUVSFST�PGGFSJOH�TVQFSJPS�SFXBSET�BUUSBDU�
CFUUFS�QSPWJEFST�PG�NBSLFUJOH� DIBOOFM� GVODUJPOT�BOE� UIVT� UIF�CFTU� MFWFM�PG� TFSWJDF� B�
HJWFO�QSPWJEFS�DBO�PGGFS��UIF�PUIFST�HBUIFS�XIBU�JT�MFGU��*O�TVNNBSZ�FGGJDJFOU�NBSLFUT�GPS�
UIJSE�QBSUZ�NBSLFUJOH�DIBOOFM�TFSWJDFT�NFBO�UIF�NBOVGBDUVSFS�XPVME�CF�IBSE�QSFTTFE�
UP�JNQSPWF�PO�UIF�SFTVMUT�JU�DBO�CVZ�JO�UIF�NBSLFUQMBDF�

8IZ�TIPVME�UIJT�CF�TP 

Six Reasons to Outsource Distribution

"�GJSN�IBT�TJY�SFBTPOT�UP�PVUTPVSDF�DIBOOFM�GVODUJPO�QFSGPSNBODF�UP�B�UIJSE�QBSUZ�

 1. .PUJWBUJPO
 2. 4QFDJBMJ[BUJPO
 3. 4VSWJWBM�PG�UIF�FDPOPNJDBMMZ�GJUUFTU
 4. &DPOPNJFT�PG�TDBMF
 5. )FBWJFS�NBSLFU�DPWFSBHF
 6. *OEFQFOEFODF�GSPN�BOZ�TJOHMF�NBOVGBDUVSFS

-FU�T�FYBNJOF�FBDI�POF�CZ�POF�

MOTIVATION� &YUFSOBM�QBSUJFT�IBWF�QPXFSGVM�JODFOUJWFT�UP�EP�UIFJS�KPCT�XFMM�CFDBVTF�
UIFZ�BSF�JOEFQFOEFOU�DPNQBOJFT�UIBU�BDDFQU�SJTL�JO�SFUVSO�GPS�UIF�QSPTQFDU�PG�SFXBSET��
#PUI�QPTJUJWF�	QSPGJU
�BOE�OFHBUJWF�	GFBS�PG�MPTT
�NPUJWBUJPO�TQVS�UIJSE�QBSUJFT�UP�QFS�
GPSN�� *O� B�XFMM�LOPXO� FYBNQMF� TBMFT� BHFOUT� UFOE� UP� CF�NPSF�XJMMJOH� UP� QSPTQFDU�
GPS�DVTUPNFST�NPSF�QFSTJTUFOU�BOE�NPSF�JODMJOFE�UP�iBTL�GPS�UIF�TBMFw�	J�F��BUUFNQU�
UP�DMPTF�B�OFHPUJBUJPO�TVDDFTTGVMMZ
�UIBO�BSF�DPNQBOZ�TBMFTQFPQMF�XIJDI�JT�B�MBSHF�
SFBTPO�UIBU�GJOBODJBM�TFSWJDFT�TVDI�BT�JOTVSBODF�HFOFSBMMZ�BSF�TPME�CZ�UIJSE�QBSUJFT�16�
"O�PVUTJEFS�JT�BUUSBDUFE�CZ�FOUSFQSFOFVSJBM�SFXBSET�BOE�ESJWFO�CZ�GFBS�PG�MPTTFT��5IJT�
NPUJWBUJPO�BMTP�SFMBUFT�UP�UIF�XJMMJOHOFTT�UP�PQFSBUF�BDDPSEJOH�UP�B�DFSUBJO�GJOBODJBM�
NPEFM��5IF�EFUBJM�PSJFOUFE�EPXOTUSFBN�PQFSBUJPOT�GSFRVFOUMZ�PQFSBUF�PO�OBSSPX�NBS�
HJOT�BOE�GPDVT�PO�JOWFOUPSZ�UVSOPWFS�BOE�DPTU�NBOBHFNFOU��'PS�B�NBOVGBDUVSFS�TVDI�
B�GPDVT�JT�BMJFO�BOE�UIF�SJTL�BEKVTUFE�SFUVSOT�NBZ�OPU�BQQFBM�

5IF�NPUJWBUJPO�SBUJPOBMF�BMTP�EFQFOET�PO�UIF�SFDPHOJUJPO�UIBU�PVUTJEF�QBSUJFT�BSF�
SFQMBDFBCMF�BOE�UIVT�TVCKFDU�UP�market discipline��*G�B�EJTUSJCVUPS�VOEFSQFSGPSNT�UIF�
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NBOVGBDUVSFS�TXJUDIFT�UP�BOPUIFS��5IF�NFSF�UISFBU�PG�TVDI�B�NPWF�JT�DSFEJCMF�XIJDI�
HJWFT�UIF�EJTUSJCVUPS�BO�JODFOUJWF�UP�NFFU�UIF�NBOVGBDUVSFS�T�EFNBOET�PS�BU�MFBTU�GJOE�
BO�BDDFQUBCMF�DPNQSPNJTF��$PNNPO�EFNBOET�JODMVEF�TIBSJOH�EJTUSJCVUJPO�DPTU�TBW�
JOHT�XJUI�UIF�NBOVGBDUVSFS�BQQMZJOH�TBMFT�FGGPSUT�UP�QBSUJDVMBS�QSPEVDUT�QSFTFOUJOH�
QSPEVDUT�JO�B�QBSUJDVMBS�XBZ�BEWFSUJTJOH�DBSSZJOH�NPSF�JOWFOUPSZ�CVU�JO�USVUI�UIFSF�
JT�OP�MJNJU�PO�UIF�QPTTJCMF�SFRVFTUT�UP�NBLF�PG�B�UIJSE�QBSUZ�

%JTUSJCVUPST�UIVT�BMTP�GBDF�DPOTUBOU�QSFTTVSF�UP�JNQSPWF�UIFJS�PQFSBUJOH�SFTVMUT�
CZ�CPUI�JODSFBTJOH�TBMFT�BOE�EFDSFBTJOH�DPTUT��*O�DPOUSBTU�B�NBOVGBDUVSFS�T�EJTUSJCV�
UJPO�EJWJTJPO�DBOOPU�CF�SFBEJMZ�UFSNJOBUFE�PS�SFTUSVDUVSFE�BOE�UIF�TUSFOHUI�PG�QSFD�
FEFOU�NBLFT�TVCTUBOUJBM�DIBOHFT�UP�JODFOUJWF�TZTUFNT�EJGGJDVMU��*OUFSOBM�QPMJUJDT�TIJFME�
FNQMPZFFT�TVDI�UIBU�BO�JOUFHSBUFE�EJTUSJCVUJPO�PQFSBUJPO�DBO�RVJDLMZ�EFWPMWF�JOUP�BO�
VOSFTQPOTJWF� JOFGGJDJFOU�CVSFBVDSBDZ�QBSUJDVMBSMZ� JG� MBCPS� MBXT�NBLF� JU�EJGGJDVMU� UP�
UFSNJOBUF�FNQMPZFFT�BT�JO�NVDI�PG�&VSPQF��)PXFWFS�FWFO�JG�FNQMPZNFOU�JT�BU�UIF�
XJMM�PG�UIF�FNQMPZFS�GJSJOH�B�TJOHMF�FNQMPZFF�MFU�BMPOF�BO�FOUJSF�EJWJTJPO�JT�BENJOJT�
USBUJWFMZ�EJGGJDVMU��5IVT�replaceability is key to making the buy option work.

SPECIALIZATION� 'PS�XIPMFTBMFST�EJTUSJCVUJPO� JT�BMM� UIFZ�EP�UIFZ�IBWF�OP�EJTUSBD�
UJPOT��5IF� SFWFSTF� JT� USVF� GPS�NBOVGBDUVSFST�� 4QFDJBMJ[BUJPO� FOHFOEFST� BOE�EFFQFOT�
DPNQFUFODF��$POTJEFS�8IJSMQPPM�MPOH�B�QJPOFFS�JO�UFSNT�PG�PVUTPVSDJOH�BMM�JUT�MPHJT�
UJDT�BOE�,FODP�B� MBSHF� MPHJTUJDT�QSPWJEFS� UIBU� JT�EFFQMZ�WFSTFE�JO�UIF� JOUSJDBDJFT�PG�
TUPSBHF� TIJQQJOH� BOE� EFMJWFSZ�� 0VUTPVSDJOH� BMMPXT� FBDI� QBSUZ� UP� TUJDL� UP� JUT� TQF�
DJBMUJFT�BOE�JODSFBTJOH�DPNQFUJUJPO�IBT�IFMQFE�8IJSMQPPM�BOE�,FODP�BQQSFDJBUF�UIF�
SFTVMUJOH�BEWBOUBHFT�FWFO�NPSF�PWFS�UJNF��4JNJMBS�HFOFSBMJ[FE�FGGPSUT�UP�JEFOUJGZ�BOE�
TUSJQ�EPXO�UP�DPSF�DPNQFUFODFT�BOE�POMZ�DPSF�DPNQFUFODFT�BSF�CFIJOE�NBOZ�EFDJ�
TJPOT�UP�PVUTPVSDF�DIBOOFM�GVODUJPOT�

SURVIVAL OF THE ECONOMIC FITTEST� *G�TQFDJBMJTUT�GBJM�UP�QFSGPSN�UIFJS�GVODUJPOT�CFU�
UFS�UIBO�UIFJS�DPNQFUJUPST�UIFZ�EP�OPU�TVSWJWF�	XIJDI�BMTP�IFMQT�SFJOGPSDF�UIF�NPUJWB�
UJPO�GBDUPS
��%JTUSJCVUJPO�JO�NPTU�TFDUPST�FOKPZT�MPX�NPCJMJUZ�CBSSJFST�JO�UIF�TFOTF�UIBU�
UIF�CVTJOFTT�JT�FBTZ�UP�FOUFS�BOE�FBTZ�UP�FYJU��5IFSFGPSF�UIJT�GVODUJPO�BUUSBDUT�NBOZ�
FOUSBOUT�BOE�MFTTFS�QFSGPSNFST�HFU�SFBEJMZ�FMJNJOBUFE�XIP�FYJU�TXJGUMZ��5IJT�BSHVNFOU�
BMTP� SFMBUFT� UP� TQFDJBMJ[BUJPO� JO� UIF� TFOTF� UIBU� BO� JODPNQFUFOU� NBSLFUJOH� DIBOOFM�
NFNCFS�DBOOPU�QFSTJTU�TJNQMZ�CZ�TVCTJEJ[JOH�JUT�EJTUSJCVUJPO�MPTTFT�XJUI�HBJOT�JO�PUIFS�
TFDUPST�TVDI�BT�QSPEVDUJPO��8IJSMQPPM�FOUSVTUT�BMM�JUT�MPHJTUJDT�UP�,FODP�B�QSPGJUBCMF�
TVSWJWPS�JO�B�CSVUBMMZ�DPNQFUJUJWF�JOEVTUSZ�UIBU�DPVME�OPU�PGGTFU�JUT�MPHJTUJDT�MPTTFT�XJUI�
HBJOT�FMTFXIFSF�

ECONOMIES OF SCALE� #Z�QPPMJOH�EFNBOET�GSPN�NVMUJQMF�NBOVGBDUVSFST�UP�QSPWJEF�
NBSLFUJOH�DIBOOFM�GVODUJPOT�UIF�TQFDJBMJ[FE�UIJSE�QBSUZ�QSPWJEFST�BDIJFWF�economies 
of scale��5IBU�JT�UIFZ�EP�B�MPU�PG�POF�UIJOH�	B�TFU�PG�EJTUSJCVUJPO�GVODUJPOT
�GPS�NVMUJQMF�
QBSUJFT�BOE�UIFSFCZ�FBSO�WPMVNF�EJTDPVOUT��5IF�FDPOPNJFT�PG�TDBMF�BMTP�FOBCMF�PVUTJE�
FST�UP�QFSGPSN�GVODUJPOT�UIBU�XPVME�PUIFSXJTF�CF�VOFDPOPNJDBM��#Z�PGGFSJOH�B�CSPBE�
SBOHF�PG�CSBOET�JO�B�QSPEVDU�DBUFHPSZ�UIF�EJTUSJCVUPS�DBO�BNPSUJ[F�JUT�GJYFE�DPTUT�GPS�
EJTUSJCVUJPO�GBDJMJUJFT� MPHJTUJDT�TPGUXBSF�BOE� UIF� MJLF��"�SFUBJMFS� UIBU�TQFDJBMJ[FT� JO�B�
TJOHMF�DBUFHPSZ�PG�NFSDIBOEJTF�	F�H��BQQMJBODFT
�NFFUT�UIF�EFNBOET�JTTVFE�CZ�NBOZ�
NBOVGBDUVSFST�GPS�SFUBJMJOH�TFSWJDFT�BT�XFMM�BT�UIF�EFNBOET�PG�DVTUPNFST�GPS�B�EFFQ�
CSBOE�BTTPSUNFOU�JO�JUT�OBSSPX�QSPEVDU�DBUFHPSZ�
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HEAVIER MARKET COVERAGE� *O�BEEJUJPO� UP�BUUSBDUJOH� DVTUPNFST� BO�FYUFSOBM� UIJSE�
QBSUZ�DBO�DBMM�PO�NBOZ�TNBMMFS�DVTUPNFST�NPSF�GSFRVFOUMZ�CFDBVTF�JU�PGGFST�B�HSFBUFS�
BTTPSUNFOU�UP�FOE�VTFST��'PS�FYBNQMF�NBOVGBDUVSFST��SFQSFTFOUBUJWFT�	PS�SFQT�PS�JOEF�
QFOEFOU�TBMFT�BHFOUT
�DSFBUF�QSPEVDU�BOE�TFSWJDF�QPSUGPMJPT�UP�NFFU�UIFJS�DVTUPNFST��
SFMBUFE�OFFET��5IJT�QPSUGPMJP�KVTUJGJFT�UIF�SFQ�T�BDUJPOT�JODMVEJOH�QFSTPOBMJ[FE�DBMMT�PO�
TNBMM�BDDPVOUT�UP�TFMM�BOZ�TJOHMF�CSBOE�PG�BOZ�TJOHMF�QSPEVDU�XJUIJO�UIF�CSPBEFS�QPSU�
GPMJP��#Z�NFFUJOH�NVMUJQMF�OFFET�GPS�UIBU�DVTUPNFS�UIF�SFQ�TFMMT�NVMUJQMF�CSBOET�BOE�
QSPEVDUT�BOE�DPOWFSUT�B�TNBMM�QSPTQFDU�	GPS�UIF�CSBOE
�JOUP�B�MBSHF�QSPTQFDU�	GPS�UIF�
TBMFTQFSTPO
��5IF�QPSUGPMJP�BMTP�TVQQPSUT�POF�TUPQ�TIPQQJOH�TVDI�UIBU�UJNF�QSFTTFE�
QVSDIBTFST�BSF�XJMMJOH�UP�TQFOE�B�MJUUMF�NPSF�UJNF�XJUI�UIF�JOEJWJEVBM�TBMFTQFSTPO�17�
5IF� SFTVMUJOH�deep customer knowledge� HJWFT� UIF� SFQ� B�NFBOT� UP� EFWFMPQ�NPSF�
DPNQFMMJOH�TBMFT�QSFTFOUBUJPOT�PG�B�HSFBUFS�SBOHF�PG�PGGFSJOHT�TVDI�UIBU�TBMFT�PG�POF�
JUFN�NJHIU�MFBET�JOUP�PUIFS�TBMFT��5IBU�JT�UIF�SFQ�DSFBUFT�TFMMJOH�TZOFSHZ�XJUIJO�B�QPSU�
GPMJP�PG�PGGFSJOHT���

%JTUSJCVUPST�BMTP�DBO�ESBX�DVTUPNFST�UP�UIFJS�MPDBUJPOT�XFCTJUFT�PS�DBUBMPHVFT�
BMM�PG�XIJDI�PGGFS�TVCTUBOUJBM�DPWFSBHF�PG�UIF�NBSLFU��"�QVSDIBTFS�PG�TUBOEBSE�XIJUF�
QBQFS� GPS� UIF� PGGJDF�NJHIU� SFNFNCFS�XIJMF� CSPXTJOH� BO� PGGJDF� TVQQMZ� EJTUSJCVUPS�T�
XFCTJUF�UP�PSEFS�UPOFS�BOE�UIFO�SFDBMM�B�QBSUJDVMBS�OFFE�GPS�OPOTUBOEBSE�QBQFS�PS�DPM�
PST�BOE�TP�GPSUI��"TUVUF�EJTUSJCVUPST�BOE�UIFJS�TBMFTQFPQMF�VTF�TVDI�FYDIBOHFT�UP�MFBSO�
BCPVU�UIF�DVTUPNFS�JODMVEJOH�JOGPSNBUJPO�BCPVU�XIFO�JU�NJHIU�CF�UJNF�UP�SFQMBDF�UIF�
QSJOUFS�JUTFMG�

*U� JT� EJGGJDVMU� GPS�NBOVGBDUVSFST� UP�EVQMJDBUF� UIF� UIPSPVHI� DPWFSBHF� BGGPSEFE�
CZ�UIFTF�UIJSE�QBSUJFT� GPS�TFWFSBM�SFBTPOT��'JSTU� GFX�NBOVGBDUVSFST�DBO�NBUDI�UIF�
CSFBEUI�PG� SFMBUFE�QSPEVDUT� BOE� TFSWJDFT� UIBU� B� UIJSE�QBSUZ� DBO� BTTFNCMF��&WFO� JG�
NBOVGBDUVSFST�IBWF�SFBMMZ�CSPBE�QSPEVDU� MJOFT�B�EJTUSJCVUPS�TUJMM�FOKPZT�BO�BEWBO�
UBHF� JO� UIBU� JU� JT� GSFF� UP� TFMFDU� POMZ� UIF� best� QSPEVDUT� QSPWJEFE� CZ� B� WBSJFUZ� PG�
NBOVGBDUVSFST�CZQBTTJOH�BOZ�iXFBL�MJOLT�w�'FX�CSPBE�MJOF�NBOVGBDUVSFST�BSF�VOJ�
GPSNMZ� TUSPOH� JO�BMM� FMFNFOUT�PG� UIFJS�QSPEVDU� MJOF��4FDPOE� JOEFQFOEFOU�EJTUSJCV�
UPST�DBO�SFBMJ[F�QPUFOUJBM�TZOFSHJFT�UIBU�B�WFSUJDBMMZ�JOUFHSBUFE�NBOVGBDUVSFS�DBOOPU�
SFQSPEVDF�CFDBVTF�FWFO�JG�UIF�NBOVGBDUVSFS�XFSF�UP�PGGFS�UP�DBSSZ�QSPEVDUT�GSPN�
JUT�DPNQFUJUPST�	BOE�UIVT�EVQMJDBUF�UIF�JOEFQFOEFOU�EJTUSJCVUPS�T�BTTPSUNFOU
�UIFTF�
DPNQFUJUPST�BOE�TFMMFST�PG�DPNQMFNFOUBSZ�HPPET�MJLFMZ�IFTJUBUF�PVU�PG�GFBS�UIBU�UIF�
NBOVGBDUVSFS�T�TBMFT�GPSDF�XJMM�GBWPS�JUT�PXO�QSPEVDUT�BU�UIFJS�FYQFOTF��"�NBOVGBD�
UVSFS�T�BDRVJTJUJPO�PG�B�EJTUSJCVUPS�PGUFO�QSPWPLFT�PUIFS�QSJODJQBMT�UP�UFSNJOBUF�UIFJS�
DPOUSBDUT� BOE� TFFL� BOPUIFS� UIJSE� QBSUZ� GPS� UIFJS� EJTUSJCVUJPO�� 	5IJT� UFOEFODZ� BMTP�
FYQMBJOT�XIZ�EPXOTUSFBN�DIBOOFM�NFNCFST�NJHIU�OPU�JOUFHSBUF�CBDLXBSE�JOUP�QSP�
EVDUJPO�
�5IJSE�UIF�EFHSFF�PG�TVCTUJUVUBCJMJUZ�JO�NBOVGBDUVSFST��QSPEVDUT�JOGMVFODFT�
UIF�FRVJMJCSJVN�EJTUSJCVUJPO�TUSVDUVSF��"U�MPX�EFHSFFT�PG�TVCTUJUVUBCJMJUZ�FBDI�NBOV�
GBDUVSFS�QSFGFST�UP�EJTUSJCVUF�JUT�QSPEVDU�UISPVHI�B�DPNQBOZ�TUPSF��GPS�NPSF�IJHIMZ�
DPNQFUJUJWF�HPPET�NBOVGBDUVSFST�BSF�NPSF�MJLFMZ�UP�VTF�B�EFDFOUSBMJ[FE�EJTUSJCVUJPO�
TZTUFN�19

6MUJNBUFMZ�B�UIJSE�QBSUZ�T�BCJMJUZ�UP�BNPSUJ[F�UIF�DPTU�PG�B�TBMF�BMMPXT�JU�UP�DPWFS�B�
NBSLFU�NVDI�NPSF�UIPSPVHIMZ�	NBLF�DBMMT�NPSF�PGUFO�UP�NPSF�JOGMVFODFST�JO�TNBMMFS�
BDDPVOUT�FWFO�JO�QVSTVJU�PG�B�MPX�QSPCBCJMJUZ�TBMF
�UIBO�DBO�NPTU�WFSUJDBMMZ�JOUFHSBUFE�
NBOVGBDUVSFST�XIJDI�SFQSFTFOUT�B�TVCTUBOUJBM�BEWBOUBHF��5IF�JNQPSUBODF�PG�UIJT�GVO�
EBNFOUBM�QPJOU�JT�PGUFO�VOEFSTUBUFE�CVU�VOBWPJEBCMF�FTQFDJBMMZ�XIFO�SFBTPOBCMF�FTUJ�
NBUFT�BQQFBS�JO�B�TQSFBETIFFU�BOBMZTJT�PG�NBLF�PS�CVZ�EFDJTJPOT�
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INDEPENDENCE FROM A SINGLE MANUFACTURER� %JWFSTJGJFE� PVUTJEF� QSPWJEFST� PG�
DIBOOFM�GVODUJPOT�DBO�TFSWF�BT�B�TPSU�PG�JOEFQFOEFOU�DPVOTFM�PS�JNQBSUJBM�TPVSDF�PG�
BEWJDF��.BOZ�PVUTJEF�TQFDJBMJTUT�BMTP�BSF�MPDBM�TUBCMF�FOUJUJFT�XIPTF�QFSTPOOFM�TFSWF�
UIF�TBNF�DVTUPNFST�ZFBS�BGUFS�ZFBS��5IFZ�UIVT�HBJO�PQQPSUVOJUJFT�UP�MFBSO�BCPVU�UIFJS�
DVTUPNFST�BOE� GPSHF�TUSPOH�DVTUPNFS� MPZBMUZ�20�/PU�BMM�QSPWJEFST�BSF�RVJUF� TP� JOEF�
QFOEFOU�UIPVHI��JO�UIF�*OUFSOFU�USBWFM�JOEVTUSZ�GPS�FYBNQMF�5SBWFMPDJUZ�JT�PXOFE�CZ�
BJSMJOFT�BOE�IPUFMT�BOE�0SCJU[� JT�PXOFE�CZ�B�HSPVQ�PG�BJSMJOFT��5IFTF�TFSWJDFT�CJMM�
UIFNTFMWFT�BT�UIF�CFTU�TPVSDFT�GPS�EJTDPVOUFE�UJDLFUT�CVU�TFBTPOFE�USBWFMFST�SFDPHOJ[F�
B�DPOGMJDU�PG�JOUFSFTU�BOE�EP�OPU�BTTVNF�UIFZ�XJMM�HFU�UIF�CFTU�PGGFS�GSPN�UIFTF�TPVSDFT��
"OBMZTUT�BMTP�XFSF�RVJDL�UP�OPUF�IPX�UIF�QVSDIBTF�PG�0SCJU[�CZ�$FOEBOU�UIF�PXOFS�
PG�TFWFSBM�IPUFM�DIBJO�BOE�DBS�SFOUBM�BHFODJFT�XIJDI�JT�NPUJWBUFE�UP�TUFFS�USBWFMFST�UP�
JUT�PXO�CSBOET�NBZ�IBWF�NBHOJGJFE�UIJT�MBDL�PG�JOEFQFOEFODF�

.PSFPWFS�TPNF�NBOVGBDUVSFST�EJTBHSFF�UIBU�JOEFQFOEFODF�JT�FWFO�BO�BEWBOUBHF��
5IFZ�SFHBSE�JU�BT�PCTUJOBDZ�PS�B�DPOGMJDU�PG�JOUFSFTU�TVDI�UIBU�JU�SFQSFTFOUT�POF�PG�UIF�
CJHHFTU�ESBXCBDLT�PG�PVUTPVSDJOH��7FSUJDBM� JOUFHSBUJPO�NJUJHBUFT�EJGGFSFODFT�PG�PQJO�
JPO�CFDBVTF�UIF�JOUFHSBUPS�TJNQMZ�HJWF�PSEFST�UP�TVCPSEJOBUFT�UIPVHI�UIJT�NBZ�PGGFS�
B�QPTTJCMZ�PQUJNJTUJD�WJFX�PG�IPX�UIJOHT�HFU�EPOF�JOTJEF�WFSUJDBMMZ�JOUFHSBUFE�GJSNT��
#PUI�EJTUSJCVUJPO�EJWJTJPOT�BOE�UIJSE�QBSUJFT�TFFL�UP�BWPJE�DBSSZJOH�PVU�PSEFST� UIFZ�
DPOTJEFS�NJTHVJEFE�CVU�JO�BO�PVUTPVSDJOH�DBTF�JU�CFDPNFT�DSJUJDBM�UP�VOEFSTUBOE�why�
UIFZ�NJHIU�SFTJTU��"O�JOEFQFOEFOU�QSPWJEFS�BDRVJSFT�TVCTUBOUJBM�JOGPSNBUJPO�BCPVU�UIF�
NBSLFUQMBDF�TP�JG�JU�IBT�SFTFSWBUJPOT�BCPVU�UIF�NBOVGBDUVSFS�T�JEFBT�UIF�NBOVGBDUVSFS�
NJHIU�XBOU�UP�MJTUFO�BOE�FOHBHF�XJUI�UIJT�DIBOOFM�NFNCFS�	SFDBMM�4JEFCBS����
��5IF�
EPXOTUSFBN�DIBOOFM�NFNCFS�DBO�CF�BOBMPHPVT�UP�B�UFTU�NBSLFU�GPS�B�OFX�QSPEVDU��*G�
UIF�UFTU�NBSLFU�SFTVMUT�BSF�QPPS�UIF�BQQSPQSJBUF�SFBDUJPO�JT�OPU�UP�HFU�BOHSZ�BCPVU�UIF�
NBSLFU�T�PCTUJOBUF�SFGVTBM�UP�BDDFQU�UIF�JOOPWBUJPO�CVU�SBUIFS�UP�NBLF�NPEJGJDBUJPOT�
BOE�UFTU�JU�BHBJO�

MAKE-OR-BUY CHANNEL OPTIONS: THE MAKING PERSPECTIVE

8F�IBWF�OPUFE�IPX�NBOVGBDUVSFST�NJHIU�CF� UPP�PQUJNJTUJD� BCPVU� UIFJS� DIBODFT�� JT�
PVS�QSFDFEJOH�TLFUDI�PG�PVUTPVSDJOH�TJNJMBSMZ� JEFBMJ[FE �0G�DPVSTF� JU� JT�JU�XBT� UIF�
BEWPDBUF�T�QFSTQFDUJWF��)FSF�XF�TXJUDI�HFBST�BOE�UBLF�UIF�DSJUJD�T�QFSTQFDUJWF�PO�UIF�
CBTF�DBTF�XJUI�UIF�QSFMJNJOBSZ�EFDJTJPO�UP�PVUTPVSDF��*U�JT�OPU�TVGGJDJFOU�UP�DSJUJDJ[F�
UIJSE�QBSUZ�EJTUSJCVUJPO��B�DPNQFMMJOH�DSJUJRVF�BMTP�NVTU�NBLF�UIF�DBTF�UIBU�B�WFSUJDBMMZ�
JOUFHSBUFE� GJSN�DBO�EP� UIF� KPC�better� 	J�F�� DPOUSJCVUF�FOPVHI� UP� SFWFOVF�PS� SFEVDF�
EJSFDU� DPTUT�FOPVHI� UP�PGGTFU�PUIFS� DPTU� JODSFBTFT�BOE� KVTUJGZ� UIF�IJHIFS�PWFSIFBE
��
3FDBMM�B�GPVOEBUJPOBM�QSFNJTF�GPS�NBSLFUJOH�DIBOOFMT��:PV�DBO�FMJNJOBUF�UIF�DIBOOFM�
JOUFSNFEJBSZ�CVU�ZPV�DBOOPU�FMJNJOBUF�UIF�GVODUJPOT�JU�QFSGPSNT�

5XP� DBWFBUT� PQFO� UIJT� EJTDVTTJPO�� 'JSTU� WFSUJDBM� JOUFHSBUJPO� BMXBZT� FOUBJMT�
TVCTUBOUJBM� TFU�VQ�DPTUT�BOE�PWFSIFBE��5IFSFGPSF� JU� JT�POMZ�XPSUI�DPOTJEFSJOH� JG�B�
�TVCTUBOUJBM� BNPVOU�PG�CVTJOFTT�QPUFOUJBMMZ� JT� BU� TUBLF��4FDPOE�WFSUJDBM� JOUFHSBUJPO�
JT� POMZ�XPSUI� DPOTJEFSJOH� JG� UIF� GJSN� JT� QSPTQFSPVT� FOPVHI� UP�NVTUFS� UIF� OFDFT�
TBSZ� SFTPVSDFT�BOE�EPFT� OPU� IBWF� B� CFUUFS� VTF� GPS� UIFN�� *O� UIJT� TFOTF� UIF� FDP�
OPNJD� BEWBOUBHFT� PG� PVUTPVSDJOH� EJTUSJCVUJPO� BSF� WBSJBUJPOT� PO� B� GBNJMJBS� UIFNF��
$PNQFUJUJWF�NBSLFUT�BSF�FGGJDJFOU�NBSLFUT��'JOEJOH�TJUVBUJPOT�UIBU�SFKFDU�PVUTPVSDJOH�
EJTUSJCVUJPO�UIVT�NFBOT�GJOEJOH�TJUVBUJPOT�JO�XIJDI�NBSLFUT�GPS�EJTUSJCVUJPO�TFSWJDFT�
BSF�not�DPNQFUJUJWF�
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The Role of Company-Specific Capabilities

"�GSFRVFOU�OPODPNQFUJUJWF�TDFOBSJP�BSJTFT�XIFO�TNBMM�OVNCFST�CBSHBJOJOH�BSJTFT�GSPN�
DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT��-FU�T�FYQMBJO�UIFTF�UFSNT�XJUI�B�IZQPUIFUJDBM�QSPUPUZQJ�
DBM�FYBNQMF�

"UMBT�&MFDUSPOJDT�EJTUSJCVUFT�FMFDUSPOJD�DPNQPOFOUT�� JU� JT�POF�PG�NBOZ�EJTUSJCV�
UPST�JO�JUT�NBSLFU�BSFB�CFDBVTF�FMFDUSPOJD�DPNQPOFOUT�SFQSFTFOU�B�GJFSDFMZ�DPN�
QFUJUJWF�JOEVTUSZ��"T�TBMFTQFPQMF�JU�IJSFT�FMFDUSJDBM�FOHJOFFST�XFMM�WFSTFE�JO�UIFJS�
JOEVTUSZ�QSPEVDUT�DVTUPNFST�BOE�UIF�BQQMJDBUJPOT�GPS�XIJDI�DVTUPNFST�VTF�UIF�
QSPEVDUT�� +VQJUFS� 4FNJDPOEVDUPST� B� EJGGFSFOUJBUFE� NBOVGBDUVSFS� XJUI� VOJRVF�
QSPEVDUT�JT�POF�PG�UIF�NBOZ�NBOVGBDUVSFST�"UMBT�SFQSFTFOUT�

0WFS� UIF�ZFBST�"UMBT� TBMFTQFPQMF�IBWF� MFBSOFE� UIF�NZSJBE� JEJPTZODSBTJFT�
PG�UIF�+VQJUFS�QSPEVDU�MJOF�JODMVEJOH�IPX�JU�GVODUJPOT�JO�DPOKVODUJPO�XJUI�PUIFS�
DPNQPOFOU�CSBOET��5IFZ�LOPX�IPX�DVTUPNFST� BQQMZ� +VQJUFS�T�QSPEVDUT��"UMBT�
NBOBHFNFOU�FTUJNBUFT�UIBU�FWFO�XJUI�+VQJUFS�T�USBJOJOH�TBMFTQFPQMF�TUJMM�SFRVJSF�
UXP�ZFBST�PG�PO�UIF�KPC�FYQFSJFODF�XJUI�TFMMJOH�+VQJUFS�QSPEVDUT�UP�NBTUFS�UIJT�
LOPXMFEHF�FWFO�UIPVHI�UIF�TBMFTQFPQMF�BSF�IJHIMZ�TLJMMFE�BOE�LOPXMFEHFBCMF�
BCPVU�UIF�JOEVTUSZ�JO�HFOFSBM�

5IF�LFZ�IFSF� JT� UIF� JEJPTZODSBTJFT��#FDBVTF�+VQJUFS�QSPEVDUT�EJGGFS� GSPN�DPNQFUJOH�
TFNJDPOEVDUPST� FWFO� B� TBMFTQFSTPO� XIP� LOPXT� UIF� JOEVTUSZ� SFRVJSFT� TVCTUBOUJBM�
USBJOJOH�BOE�PO�UIF�KPC�FYQFSJFODF�UP�NBTUFS�UIFJS�TBMF��5IBU�NBTUFSZ�JT�BO�BTTFU�XJUI�
DPOTJEFSBCMF�WBMVF�GPS�TFMMJOH�+VQJUFS�QSPEVDUT�CVU�only�GPS�TFMMJOH�+VQJUFS�QSPEVDUT��
5IVT�JU�JT�B�company-specific capability�JO�UIJT�DBTF�TQFDJGJD�UP�+VQJUFS�

The greater the value of company-specific capabilities, the greater the economic 
rationale for the manufacturer to vertically integrate forward into distribution.

5IF� IPMEFST� PG� UIF� DBQBCJMJUJFT� 	IFSF� TBMFTQFPQMF� BOE� CZ� FYUFOTJPO� "UMBT
�
CFDPNF�TP�WBMVBCMF�UIBU�UIFZ�BSF�JSSFQMBDFBCMF��*G�JU�UBLFT�UXP�ZFBST�UP�EFWFMPQ�TVG�
GJDJFOU�NBTUFSZ� TBMFTQFPQMF�XJUI� BU� MFBTU� UXP� ZFBST� PG� +VQJUFS� FYQFSJFODF� BSF� WFSZ�
FYQFOTJWF�UP�SFQMBDF��5IF�SFQMBDFNFOU�OFFET�UP�CF�USBJOFE�PG�DPVSTF�CVU�XF�BMTP�OFFE�
UP�DPOTJEFS� UIF�NBTTJWF�PQQPSUVOJUZ�DPTUT�PG� UIF� MFTT�FGGFDUJWF�TBMFT�FGGPSUT� UIBU�BSF�
BWBJMBCMF�EVSJOH�UIF�SFDSVJUNFOU�BOE�USBJOJOH�QFSJPET�

5IVT�+VQJUFS�FOHBHFT�JO�small-numbers bargaining�XJUI�"UMBT�CFDBVTF�JU�DBO�
OPU�SFQMBDF�JUT�TBMFT�RVJDLMZ�FWFO�JG�JU�QSPWJEFT�"UMBT�XJUI�UIF�SFTPVSDFT�UP�IJSF�WFSZ�
DPNQFUFOU� TBMFTQFPQMF� XJUI� HFOFSBMJ[FE� JOEVTUSZ� FYQFSJFODF�� Such� small-numbers 
bargaining destroys the fundamental premise of competitive markets, namely, market 
discipline.�'FX�QFPQMF�QPTTFTT�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�TP�FWFO�GFXFS�PSHBOJ�
[BUJPOT�BSF�USVMZ�RVBMJGJFE�UP�QFSGPSN�UIF�GVODUJPO�	JO�UIJT�DBTF�TFMMJOH
��*G� UIF�GJSN�
DBOOPU�GJOE�PUIFS�RVBMJGJFE�QSPWJEFST�JU�DBOOPU�DSFEJCMZ�UISFBUFO�UP�NPWF�JUT�CVTJOFTT�
	F�H�� UFSNJOBUF� UIF� DPOUSBDU�XJUI�"UMBT
� FWFO� JG� JU� JT� EJTTBUJTGJFE��/PUF� UIBU� +VQJUFS�
EPFT� OPU� TUBSU� PVU� 	ex ante
� FOHBHJOH� JO� TNBMM�OVNCFST� CBSHBJOJOH�� TNBMM�OVNCFST�
CBSHBJOJOH�FNFSHFT�ex post��5IBU�JT�UIF�EJTUSJCVUJPO�SFMBUJPOTIJQ�GPVOEFE�JOJUJBMMZ�PO�B�
CBTJT�PG�MBSHF�OVNCFST�CBSHBJOJOH�	DIPPTJOH�GSPN�NBOZ�BWBJMBCMF�EJTUSJCVUPST
�HSBEV�
BMMZ� TIJGUT�EVF� UP� UIF�BDDVNVMBUJPO�PG�EJTUSJCVUJPO� SFMBUJPOTIJQ�TQFDJGJD� JOWFTUNFOUT��
#FDBVTF�+VQJUFS�DBOOPU�DPVOU�PO�ex ante�DPNQFUJUJWF�NBSLFUT�UP�FOTVSF�FGGJDJFOU�PVU�
DPNFT�ex post�"UMBT�TBMFTQFPQMF�IBWF�PQQPSUVOJUJFT�UP�TIJSL�UIFJS�EVUJFT�NJTSFQSFTFOU�
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UIF�QSPEVDU�FYIJCJU�VOFUIJDBM�CFIBWJPST� GBMTJGZ�FYQFOTF�BDDPVOUT�PS�EFNBOE�NPSF�
DPNQFOTBUJPO�GPS�UIF�TBNF�XPSL��4VDI�opportunism�SFTVMUT�GSPN�TFMG�JOUFSFTU�TFFLJOH�
JO�B�EFDFJUGVM�PS�EJTIPOFTU�NBOOFS�21

JUPITER INTERVENES� *O� UIFTF� DJSDVNTUBODFT� +VQJUFS� MJLFMZ� OFFET� UP� TUFQ� JO� BOE�
SFQMBDF�UIF�NBSLFU�NFDIBOJTN�UP�QSFWFOU�PQQPSUVOJTN�22�5IBU�JT�UIF�JOWJTJCMF�IBOE�
PG� UIF�NBSLFU� TIPVME�CF� SFQMBDFE�CZ� UIF�WJTJCMF�IBOE�PG� +VQJUFS�T�NBOBHFNFOU��#Z�
WFSUJDBMMZ�JOUFHSBUJOH�GPSXBSE�UIF�NBOVGBDUVSFS�DSFBUFT�BO�BENJOJTUSBUJWF�NFDIBOJTN�
	XIJDI� JODSFBTFT�PWFSIFBE
� UIBU� JU� DBO�VTF� UP�EJSFDU� BDUJWJUJFT� for which the market 
would not otherwise provide the correct incentives�

5IJT�TUFQ�BMPOF�EPFT�OPU�RVJUF�TPMWF�UIF�QSPCMFN��"GUFS�BMM�JU�JT�UIF�TBMFTQFPQMF�
XIP�BSF�JSSFQMBDFBCMF�XIFUIFS�UIFZ�BSF�FNQMPZFE�CZ�"UMBT�	PVUTPVSDJOH
�PS�+VQJUFS�
	WFSUJDBM�JOUFHSBUJPO
��5IVT�BGUFS�JU�WFSUJDBMMZ�JOUFHSBUFT�+VQJUFS�BMTP�NVTU�FYFSU�NPSF�
EJSFDU� DPOUSPM�PWFS� TBMFTQFPQMF��"T� +VQJUFS�FNQMPZFFT� UIFZ�IBWF�POMZ� +VQJUFS�QSPE�
VDUT�UP�TFMM��5IFZ�ESBX�UIFJS�JODPNF�GSPN�B�TJOHMF�QSJODJQBM�SBUIFS�UIBO�GSPN�B�UIJSE�
QBSUZ�UIBU�IBT�HBUIFSFE�SFWFOVF�GSPN�NVMUJQMF�QSJODJQBMT�BOE�UIFZ�SFQPSU�UP�B�+VQJUFS�
NBOBHFS�XIPTF�TPMF�DPODFSO�JT�UIFJS�QFSGPSNBODF�PO�CFIBMG�PG�+VQJUFS�and no other 
principal and no other organization��'JOBMMZ�BT�+VQJUFS�FNQMPZFFT�TBMFTQFPQMF�NBLF�
JEJPTZODSBUJD�JOWFTUNFOUT�XIJDI�MJNJUT�UIF�UISFBU�UP�UIF�DPNQBOZ�CFDBVTF�UIFJS�DPN�
QBOZ�TQFDJGJD�TLJMMT�BOE�BTTFUT�IBWF�SFMBUJWFMZ�MJUUMF�PVUTJEF�NBSLFU�WBMVF�

#FZPOE�UIFTF�TUSVDUVSBM�DPOUSPMT�+VQJUFS�IBT�UIF�BCJMJUZ�UP�FNQMPZ�OFHBUJWF�TBOD�
UJPOT� BOE�PGGFS�QPTJUJWF� JODFOUJWFT�� 	5IJT� BCJMJUZ� BMTP� FYQMBJOT�XIZ� JOGPSNBUJPO� DPM�
MFDUFE�CZ�NZTUFSZ�TIPQQFST�<TFF�$IBQUFS��>�UFOET�UP�CF�PG�NPSF�VTF�UP�FNQMPZFST�UIBO�
UP�GSBODIJTPST�PS�UIJSE�QBSUJFT�OBNFMZ�CFDBVTF�FNQMPZFST�DBO�EP�NPSF�XJUI�UIF�EBUB�
JODMVEJOH�UZJOH�JU�UP�CPOVTFT�PS�QFOBMUJFT�BOE�QFSGPSNBODF�FWBMVBUJPOT�
23�5IF�JODFO�
UJWFT�NJHIU�CF�NPOFUBSZ�	F�H��CPOVTFT�DPNQFOTBUJPO
�BOE�OPONPOFUBSZ��5P�BTTFTT�
QFSGPSNBODF�+VQJUFS�GVSUIFS�IBT�UIF�SJHIU�UP�EFNBOE�EFUBJMFE�JOGPSNBUJPO�BCPVU�XIBU�
UIF�TBMFTQFPQMF�EP�JO�UIF�GPSN�PG�BVEJUT�PS�NPOJUPSJOH�

*O�TIPSU�+VQJUFS�HBJOT�QPXFS�PWFS�UIF�TBMFTQFPQMF�CZ�FMJNJOBUJOH�B�UIJSE�QBSUZ�
BOE� FNQMPZJOH� UIFTF� IPMEFST� PG� DSJUJDBM� SFTPVSDFT� EJSFDUMZ�� *U� EPFT� OPU� OFDFTTBSJMZ�
FMJNJOBUF�UISFBUT�UIPVHI��5IFTF�WBMVBCMF�TBMFTQFPQMF�TUJMM�NBZ�QSBDUJDF�PQQPSUVOJTN�
BHBJOTU�+VQJUFS��WFSUJDBM�JOUFHSBUJPO�DBOOPU�FMJNJOBUF�TIJSLJOH�PS�EJTIPOFTUZ�GPS�FYBN�
QMF��)PXFWFS�JO�DPNQBSBUJWF�30*�UFSNT�UIF�NBOVGBDUVSFS�JT�CFUUFS�PGG�CFDBVTF�UIF�
WFSUJDBM�JOUFHSBUJPO�SFEVDFT�TPNF�GPSNT�PG�PQQPSUVOJTN�XIJDI�TIPVME�FOIBODF�SFW�
FOVFT�	J�F��TBMFTQFPQMF�BSF�XPSLJOH�NPSF�BOE�NPSF�FGGFDUJWFMZ
�BOE�NJOJNJ[F�EJSFDU�
DPTUT�	F�H��MPXFS�FYQFOTF�BDDPVOU�DMBJNT
�BOE�UIFSFCZ�JODSFBTF�OFU�FGGFDUJWFOFTT�

5IJT�PVUDPNF�BTTVNFT�WFSZ�WBMVBCMF�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�JO�UIBU�POMZ�
WBMVBCMF� JEJPTZODSBUJD� BTTFUT�PGGFS�NVDI� SPPN� GPS�PQQPSUVOJTN��#Z� JOUFHSBUJOH� UIF�
GJSN�HSFBUMZ�JODSFBTFT�JUT�PWFSIFBE�BOE�HJWFT�VQ�TPNF�PG�UIF�DPWFSBHF�BOE�FDPOPNJFT�
PG�TDBMF�QSPWJEFE�CZ�UIJSE�QBSUJFT�XIJDI�TJNVMUBOFPVTMZ�EFDSFBTFT�OFU�FGGFDUJWFOFTT��
5IBU�JT�GJSNT�DIPPTJOH�UP�JOUFHSBUF�WFSUJDBMMZ�SVO�UIF�SJTL�PG�B�MPXFS�30*�VOMFTT�UIF�
QPUFOUJBM�GPS�PQQPSUVOJTN�JT�TP�TVCTUBOUJBM�UIBU�JU�DPOTUJUVUFT�B�HSFBUFS�UISFBU�UIBO�UIF�
DPTU�PG�PWFSIFBE�BOE�UIF�MPTU�CFOFGJUT�PG�EFBMJOH�XJUI�PVUTJEFST�

ATLAS INTERVENES INSTEAD?� *G� UIF� QSPCMFN� JT� PQQPSUVOJTN� CZ� TBMFTQFPQMF� XIZ�
OPU�TIJGU�UIF�SFTQPOTJCJMJUZ�GPS�DPOUSPMMJOH�PQQPSUVOJTN�UP�"UMBT�SBUIFS�UIBO�TFFLJOH�
UP�FNQMPZ�"UMBT�T�TBMFTQFPQMF�EJSFDUMZ �"MUIPVHI�+VQJUFS�DBOOPU�DSFEJCMZ� UISFBUFO� UP�
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UFSNJOBUF�"UMBT�"UMBT�TFFNJOHMZ�TIPVME�IBWF�BO�JOUFSFTU�JO�TBUJTGZJOH�+VQJUFS�CZ�DPO�
USPMMJOH�TBMFTQFSTPO�PQQPSUVOJTN�JUTFMG��"GUFS�BMM�JG�+VQJUFS�WFSUJDBMMZ�JOUFHSBUFT�"UMBT�
XPVME� MPTF� JUT� PXO� JOWFTUNFOU� JO� BDRVJSJOH�LOPX�IPX�BCPVU� +VQJUFS�QSPEVDUT� BOE�
DVTUPNFS�BQQMJDBUJPOT�XIJDI� DBOOPU�CF� SFEFQMPZFE� UP� TFSWF�BOPUIFS�NBOVGBDUVSFS��
5IBU�JT�JUT�+VQJUFS�TQFDJGJD�LOPX�IPX�IBT�zero salvage value�	UIFSF�JT�OP�BMUFSOBUJWF�
VTF�GPS�JU
��"UMBT�BMTP�XPVME�MPTF�DVTUPNFS�SFMBUJPOTIJQT�JU�IBT�CVJMU�VQ�TFSWJOH�+VQJUFS�
DVTUPNFST��#FDBVTF�+VQJUFS�QSPEVDUT�BSF�VOJRVF�"UMBT�DBOOPU�KVTU�DPOWJODF�FOE�VTFST�
UP�TXJUDI�UP�BOPUIFS�QSJODJQBM�T�QSPEVDUT�

5IVT� JO� SBUJPOBM� UFSNT� UIF�NFSF� threat�PG�WFSUJDBM� JOUFHSBUJPO�TFFNT� MJLFMZ� UP�
QSFTTVSF�"UMBT� UP� TJNVMBUF� UIF� PVUDPNF� PG�NBSLFU� GPSDFT� BOE� DPOUSPM� PQQPSUVOJTN�
BNPOH� JUT�TBMFTQFPQMF��5IFSF�BSF� UXP�DPVOUFSBSHVNFOUT� UP� UIJT�DMBJN� UIPVHI��'JSTU�
JU� JT� OPU� KVTU� TBMFTQFPQMF�XIP�QSBDUJDF�PQQPSUVOJTN�CVU�"UMBT� JUTFMG��5IF� JSSFQMBDF�
BCMF�OBUVSF�PG� JUT�TBMFTQFPQMF�GPSDFT�+VQJUFS� UP�FOUFS� JOUP�TNBMM�OVNCFST�CBSHBJOJOH�
XJUI�"UMBT� BGUFS� UIF�POTFU�PG� UIF�EJTUSJCVUJPO� SFMBUJPOTIJQ��5IVT� UIF�EJTUSJCVUPS� DBO�
VTF�+VQJUFS�T�WVMOFSBCJMJUZ�UP�EFNBOE�NPSF�	F�H��CFUUFS�NBSHJOT
�XIJMF�EPJOH�MFTT�UP�
FBSO�JU�	F�H��IPMEJOH�MPXFS�JOWFOUPSJFT
��4FDPOE�+VQJUFS�DBOOPU�KVTUJGZ�WFSUJDBM�JOUFHSB�
UJPO�VOUJM�"UMBT�T�PQQPSUVOJTN�JT�TVCTUBOUJBM��*G�"UMBT�TUBZT�XJUIJO�B�DFSUBJO�MBUJUVEF�PG�
BCVTF�+VQJUFS�XJMM�GJOE�JU�DIFBQFS�UP�SFNBJO�B�WJDUJN�PG�PQQPSUVOJTN�UIBO�UP�WFSUJDBMMZ�
JOUFHSBUF��5IF�TBNF�SBUJPOBMF�FYQMBJOT�XIZ�JOTVSBODF�DPNQBOJFT�UPMFSBUF�TPNF�EFHSFF�
PG�DMBJNT�GSBVE��5P�B�QPJOU�JU�JT�DIFBQFS�UP�QBZ�GBMTF�DMBJNT�UIBO�UP�QBZ�UIF�DPTUT�PG�
EFUFDUJOH�BOE�GJHIUJOH�UIFN���

A REVISED SCENARIO� +VNQ�CBDL�JO�UJNF�B�MJUUMF�UP�JNBHJOF�UIBU�+VQJUFS�JT�KVTU�TUBSUJOH�UP�
DPOUFNQMBUF�TFMMJOH�JO�"UMBT�T�UFSSJUPSZ�BOE�JU�IBT�OP�SFQSFTFOUBUJPO��4IPVME�JU�PVUTPVSDF�
JUT�EJTUSJCVUJPO�UP�"UMBT�PS�TIPVME�JU�WFSUJDBMMZ�JOUFHSBUF�TFUUJOH�VQ�B�EJTUSJCVUJPO�CSBODI�UP�
TFSWF�UIF�NBSLFU �,OPXJOH�UIBU�JUT�QSPEVDUT�BSF�JEJPTZODSBUJD�+VQJUFS�NBZ�GPSFTFF�UIBU�JU�
XJMM�VMUJNBUFMZ�FOUFS�JOUP�TNBMM�OVNCFST�CBSHBJOJOH�XJUI�"UMBT�PS�BOZ�PUIFS�EJTUSJCVUPS�
UIBU�TFMMT�JUT�QSPEVDUT�GPS�UIBU�NBUUFS��*G�UIF�JEJPTZODSBUJD�BTTFUT�JOWPMWFE�BSF�TVGGJDJFOUMZ�
WBMVBCMF�+VQJUFS�XPVME�CF�CFUUFS�PGG�JO�30*�UFSNT�UP�TUBSU�XJUI�WFSUJDBM�JOUFHSBUJPO��'JFME�
SFTFBSDI�JOEJDBUFT�UIF�MJLFMJIPPE�UIBU�UIJT�JT�FYBDUMZ�XIBU�+VQJUFS�XPVME�EP�

7FSUJDBMMZ� JOUFHSBUJOH� JO� SFTQPOTF� UP� UIF� SFDPHOJUJPO� PG� UIF�NFSF� QSPTQFDU� PG�
DPNQBOZ�TQFDJGJD�BTTFUT�IBT�UXP�NBKPS�BEWBOUBHFT��'JSTU�UIF�NBOVGBDUVSFS�DBO�DPO�
GJSN�UIBU�JUT�FNQMPZFFT�NBLF�UIF�OFDFTTBSZ�JOWFTUNFOUT�UP�BDRVJSF�UIF�OFFEFE�DBQB�
CJMJUJFT��4FDPOE�JU�DBO�EFNPOTUSBUF�JUT�EFEJDBUJPO�UP�UIF�NBSLFU�UP�QPUFOUJBM�DVTUPNFST�
BOE�PUIFS�DPOTUJUVFOUT�	F�H��JOWFTUPST
��7FSUJDBM�JOUFHSBUJPO�FTUBCMJTIFT�DSFEJCJMJUZ��#Z�
JOWFTUJOH�JO�JUT�PXO�PQFSBUJPOT�UIF�GJSN�NBLFT�B�WJTJCMF�DSFEJCMF�DPNNJUNFOU�XIJDI�
DBO�CF�QBSUJDVMBSMZ�JNQPSUBOU�XIFO�DVTUPNFST�SFHBSE�UIF�QVSDIBTF�BT�SJTLZ�BOE�GFBS�
UIF�QSPEVDFS�XJMM�BCBOEPO�UIF�NBSLFU�JG�QSPCMFNT�BSJTF���

"HBJO�XF�DBVUJPO��'JOEJOH� USFOET�EPFT�OPU� JNQMZ� UIBU� B�NBOVGBDUVSFS� DBOOPU�
XPSL�FGGJDJFOUMZ�XJUI�B�UIJSE�QBSUZ�XIFO�JEJPTZODSBUJD�BTTFUT�BSF�BU�TUBLF��3BUIFS�UIFTF�
BSHVNFOUT�TIPX�UIBU�EPJOH�TP�JT�WFSZ�EJGGJDVMU�BOE�SFRVJSFT�DBSFGVM�BSSBOHFNFOUT�UP�
BDIJFWF�B�DIBOOFM�UIBU�MJNJUT�PQQPSUVOJTN�

*O�TIPSU�UIF�QSPTQFDU�PG�BDDVNVMBUJOH�DPNQBOZ�TQFDJGJD�BTTFUT�DSFBUFT�BO�FDP�
OPNJD�SBUJPOBMF�UP�WFSUJDBMMZ�JOUFHSBUF��5IFTF�BTTFUT�HP�CZ�NBOZ�MBCFMT��&DPOPNJTUT�DBMM�
UIFN�iJEJPTZODSBUJDw�PS�iUSBOTBDUJPO�TQFDJGJDw�BTTFUT�PS�JOWFTUNFOUT��5IFZ�BSF�DVTUPN�
J[FE�	TQFDJGJD
�UP�B�CVTJOFTT�SFMBUJPOTIJQ�	USBOTBDUJPO
�BOE�UIFZ�EFNBOE�JOWFTUNFOUT�
PG�FGGPSU�UJNF�LOPX�IPX�BOE�PUIFS�SFTPVSDFT�UP�DSFBUF�
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Six Company-Specific Distribution Capabilities

5IF�DSJUJDBM�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�GPS�EJTUSJCVUJPO�UFOE�UP�CF�JOUBOHJCMF�	VOMJLF�
WFSUJDBM�JOUFHSBUJPO�VQTUSFBN�XIJDI�SFRVJSFT�QIZTJDBM�BTTFUT�TVDI�BT�DVTUPNJ[FE�QBSUT�
BOE�BTTFNCMJFT
��5IFSF�BSF�TJY�NBKPS�GPSNT�

 1. *EJPTZODSBUJD�LOPXMFEHF
 2. 3FMBUJPOTIJQT
 3. #SBOE�FRVJUZ�EFSJWFE�GSPN�UIF�DIBOOFM�QBSUOFS�T�BDUJWJUJFT
 4. $VTUPNJ[FE�QIZTJDBM�GBDJMJUJFT
 5. %FEJDBUFE�DBQBDJUZ
 6. 4JUF�TQFDJGJDJUZ

-FU�T�FYBNJOF�FBDI�JO�UVSO�

IDIOSYNCRATIC KNOWLEDGE� .PSF�UIBO�LOPXMFEHF�PG�UIF�NBOVGBDUVSFS�JUT�QSPEVDUT�
JUT� PQFSBUJOH� NFUIPET� PS� DVTUPNFS� BQQMJDBUJPOT� idiosyncratic knowledge� DPOTUJ�
UVUFT� UIBU�QBSU�PG� UIF�PWFSBMM�LOPXMFEHF�CBTF� UIBU� DBOOPU�CF� SFBEJMZ� SFEFQMPZFE� UP�
BOPUIFS�QSJODJQBM��&WFO�B�DPNQBOZ�UIBU�NBLFT�TUBOEBSE�QSPEVDUT�VTFT�HFOFSJD�PQFSBU�
JOH�QSPDFEVSFT�GPS�JUT�JOEVTUSZ�BOE�QSPWJEFT�QSPEVDUT�UIBU�DVTUPNFST�VTF�KVTU�BT�UIFZ�
XPVME�VTF�QSPEVDUT�GSPN�BOPUIFS�DPNQBOZ�JO�UIF�TBNF�JOEVTUSZ�QSFTFOUT�GFBUVSFT�UIBU�
EFNBOE�GJSN�LOPXMFEHF��%PXOTUSFBN�DIBOOFM�NFNCFST�NBLF�JOWFTUNFOUT�UP�BDRVJSF�
UIJT�LOPXMFEHF�XIJDI�CFDPNFT�BO�BTTFU�UIPVHI�OPU�BO�JEJPTZODSBUJD�POF��3BUIFS�JU�JT�
B�general-purpose asset�TVDI�UIBU�JU�DBO�CF�SFEFQMPZFE�UP�CFOFGJU�BOPUIFS�QSJODJQBM�
XJUIPVU�MPTT�PG�QSPEVDUJWF�WBMVF��5IF�PSEJOBSZ�QSJODJQBMT�JO�UIJT�TJUVBUJPO�EP�OPU�OFFE�
UP� WFSUJDBMMZ� JOUFHSBUF� EPXOTUSFBN�CFDBVTF� UIFZ� DBO�HFOFSBUF� FGGJDJFOU� EJTUSJCVUJPO�
PVUDPNFT�VTJOH�UIF�NBSLFU�GPS�EJTUSJCVUJPO�TFSWJDFT�BT� MPOH�BT�UIBU�NBSLFU� JT�DPN�
QFUJUJWF��#VU�JG�UIBU�NBOVGBDUVSFS�NBLFT�VOVTVBM�QSPEVDUT�BEPQUT�VOJRVF�NFUIPET�PG�
PQFSBUJPO�PS�BUUSBDUT�DVTUPNFST�XIP�XBOU�UP�NBLF�DVTUPNJ[FE�VTFT�PG�JUT�QSPEVDUT�
UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�BDRVJSFT�JOGPSNBUJPO�UIBU�JT�JEJPTZODSBUJD�BOE�DPN�
QBOZ�TQFDJGJD�26

RELATIONSHIPS� $POOFDUJPOT�CFUXFFO�EJTUSJCVUPS�QFSTPOOFM�BOE�UIF�QFSTPOOFM�PG�UIF�
NBOVGBDUVSFS� PS� UIF� NBOVGBDUVSFS�T� DVTUPNFST� JNQMZ� BO� BCJMJUZ� UP� HFU� UIJOHT� EPOF�
RVJDLMZ�BOE�DPSSFDUMZ�BOE�UP�DPNNVOJDBUF�FGGFDUJWFMZ��'PS�TPNF�USBOTBDUJPOT�SFMBUJPO�
TIJQT�BSF�FTTFOUJBM��'PS�FYBNQMF� KVTU�JO�UJNF�TVQQMZ�BSSBOHFNFOUT� JOWPMWF�FYRVJTJUF�
DPPSEJOBUJPO��'PS�B�NBOVGBDUVSFS�UP�SFQMFOJTI�B�EPXOTUSFBN�DIBOOFM�NFNCFS�T�TVQ�
QMJFT� BU� KVTU� UIF� UJNF� JU� CFDPNFT� OFDFTTBSZ� UIFSF� NVTU� CF� WFSZ� DMPTF� DPPQFSBUJPO�
CFUXFFO�UIF�NBOVGBDUVSFS�BOE�UIF�DIBOOFM�NFNCFS��$PPQFSBUJPO�EFNBOET�SFMBUJPO�
TIJQT�BOE�UIF�DPTUT�	BDDPVOUJOH�BOE�PQQPSUVOJUZ
�PG�GBJMFE�TVQQMZ�BSSBOHFNFOUT�NBLF�
TVDI�DMPTF�SFMBUJPOTIJQT�FTTFOUJBM�

BRAND EQUITY� 5IJT� DSJUJDBM� JEJPTZODSBUJD� JOWFTUNFOU� BQQMJFT� UP� UIF� NBOVGBDUVSFS�T�
CSBOE�OBNF��8F�EJTUJOHVJTI� UXP� DBTFT�� 'JSTU� UIF� CSBOE�OBNF�NJHIU� FOKPZ� TVCTUBO�
UJBM�CSBOE�FRVJUZ�XJUI�DPOTVNFST�independent of the downstream channel member’s 
actions�� *O� UIJT� TFUUJOH�WFSUJDBM� JOUFHSBUJPO�EPXOTUSFBN� JT�OPU�POMZ�VOOFDFTTBSZ�CVU�
XBTUFGVM��5IF�NBOVGBDUVSFS�TJNQMZ�VTFT�JUT�CSBOE�FRVJUZ�BT�B�TPVSDF�PG�QPXFS�PWFS�DIBO�
OFM�NFNCFST��4FDPOE�CSBOE�FRVJUZ�NBZ�FYJTU�CFDBVTF�downstream channel members 
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have exerted influences on it.�5IBU�JT�CSBOE�FRVJUZ�EPFT�OPU�BSJTF�JOEFQFOEFOU�PG�UIF�
DIBOOFM�NFNCFST��BDUJPOT�QFSIBQT�CFDBVTF�PG�UIF�GPMMPXJOH�

t�"�TBMFT�GPSDF�JT�SFRVJSFE�UP�DSFBUF�B�DSFEJCMF�JNBHF�GPS�UIF�CSBOE�BT�JT�PGUFO�UIF�
DBTF�GPS�JOEVTUSJBM�QSPEVDUT�

t�5IF�CSBOE�T�TUSBUFHZ�EFNBOET�UIBU�QSPEVDUT�CF�TUPDLFE�EJTQMBZFE�BOE�QSFTFOUFE�
JO�B�QBSUJDVMBS�NBOOFS�CVU�QSPWJEFT�JOTVGGJDJFOU�EPXOTUSFBN�NBSHJOT�UP�BQQFBM�
UP�DIBOOFM�NFNCFST� UP�QSPWJEF� UIJT�TVQQPSU��1FSGVNF�NBLFST� UIVT�TPNFUJNFT�
SFOU�EFEJDBUFE�TQBDF�GSPN�EFQBSUNFOU�TUPSFT�BOE�QBZ�TBMFTQFPQMF�UP�TFMM� UIFJS�
QSPEVDU�

t�5IF� CSBOE� TUSBUFHZ� EFNBOET� B� MFWFM� PG� DPPQFSBUJPO� UIBU� XPVME� PWFSSJEF� BOZ�
EFDJTJPO�NBLJOH�EJTDSFUJPO�CZ�B�UIJSE�QBSUZ�

t�#SBOE�TQFDJGJD�TVQQPSU�TFSWJDF�TVDI�BT�CFGPSF�PS�BGUFS�TBMFT�JT�SFRVJSFE�UP�FOTVSF�
UIF�CSBOEFE�QSPEVDU�JT�QSPQFSMZ�JOTUBMMFE�BOE�VTFE�UP�TBUJTGZ�UIF�DVTUPNFS�BOE�
DSFBUF�QPTJUJWF�XPSE�PG�NPVUI�

*O�BMM�UIFTF�DBTFT�CSBOE�FRVJUZ�TUFNT�GSPN�DVTUPNFS�FYQFSJFODFT�ESJWFO�CZ�NBS�
LFUJOH�DIBOOFM�BDUJWJUJFT��*G�UIF�CSBOE�OBNF�DBO�CF�NBEF�USVMZ�WBMVBCMF�JU�CFDPNFT�B�
TVCTUBOUJBM�BTTFU�TQFDJGJD�UP�UIF�NBOVGBDUVSFS�PG�DPVSTF��5IF�NPSF�WBMVBCMF�UIJT�BTTFU�
UIF�NPSF�UIF�GJSN�CFOFGJUT�GSPN�WFSUJDBM�JOUFHSBUJPO��*G�JUT�BTTFUT�BSF�TPNFXIBU�WBMVBCMF�
CVU�OPU�FOPVHI�UP� KVTUJGZ�WFSUJDBM� JOUFHSBUJPO�UIF�GJSN�DPVME�QSPUFDU� JUT� JOWFTUNFOUT�
CZ�GPSHJOH�DMPTF�SFMBUJPOTIJQT�EPXOTUSFBN�GSBODIJTJOH�BEPQUJOH�WFSUJDBM�SFTUSBJOUT�PS�
TFFLJOH�PUIFS�NFBOT�UP�JOGMVFODF�DIBOOFM�NFNCFST�

&GGFDUJWF�CSBOE�FRVJUZ�FYQMBJOT�NVDI�PG�UIF�JODSFBTF�JO�QSJWBUF�MBCFM�BDUJWJUZ�CZ�
/PSUI�"NFSJDBO�BOE�&VSPQFBO�TVQFSNBSLFUT��3BUIFS�UIBO�QVUUJOH�UIF�SFUBJMFS�T�OBNF�
PO� QSPEVDUT� B� NBOVGBDUVSFS� NBLFT� UIF� MBUFTU� TUSBUFHZ� FODPVSBHFT� SFUBJMFST� UP� VTF�
UIFJS�WBTU�LOPXMFEHF�PG�UIF�QSPEVDU�DBUFHPSZ�UP�EFTJHO�OFX�QSPEVDUT�UIFO�XPSL�XJUI�
NBOVGBDUVSFST� UP� EFUFSNJOF� IPX� UP�NBLF� JU��5IF� $BOBEJBO� HSPDFSZ� DIBJO� -PCMBXT�
FWFO�NBJOUBJOT�BO�3�%�GBDJMJUZ�FYQSFTTMZ�GPS�UIJT�QVSQPTF��-PCMBXT�T�NBSLFU�SFTFBSDI�
JEFOUJGJFE�B�EFNBOE�GPS�B�NVDI�SJDIFS�DPPLJF�UIBO�XBT�BWBJMBCMF�TP�JU�XPSLFE�XJUI�B�
NBOVGBDUVSFS�UP�EFWJTF�TPMVUJPOT�UP�TPNF�UFDIOJDBM�PCTUBDMFT��5IFO�-PCMBXT�CSBOEFE�
UIF�QSPEVDU�	%FDBEFOU�DPPLJFT
�BOE�JOWFTUFE�IFBWJMZ�JO�QSPNPUJOH�JU��5IF�CSBOE�XBT�
TP�TVDDFTTGVM�UIBU�FWFO�UIPVHI�-PCMBXT�IPMET�B�TNBMM�QPSUJPO�PG�UIF�$BOBEJBO�HSPDFSZ�
NBSLFU�%FDBEFOU�CFDBNF�UIF�NBSLFU�TIBSF�MFBEFS�JO�UIF�DPPLJF�DBUFHPSZ��-PCMBXT�T�
CBDLXBSE� JOUFHSBUJPO� 	JOUP�QSPEVDU�EFTJHO�BOE�EFWFMPQNFOU
�QBJE�PGG�IBOETPNFMZ�
BOE�UIF�DIBJO�IBT�SFQFBUFE�JUT�QSBDUJDFT�JO�WBSJPVT�DBUFHPSJFT�TJODF�UIFO�

4JNJMBSMZ�XIFO�UIF�WBMVF�JT�HSFBU�FOPVHI�UIF�NBOVGBDUVSFS�JT�KVTUJGJFE�JO�USBEJOH�
JOGMVFODF� GPS�NPSF�DPOUSPM� UISPVHI� GPSXBSE�WFSUJDBM� JOUFHSBUJPO�BT� UIF�NVMUJEFDBEF�
SJWBMSZ�CFUXFFO�$PDB�$PMB�BOE�1FQTJ�$PMB�EFUBJMFE�JO�4JEFCBS�����SFWFBMT��,OPX�IPX�
SFMBUJPOTIJQT�BOE�CSBOE�FRVJUZ�	ESJWFO�CZ�EPXOTUSFBN�BDUJWJUJFT
�UIVT�BSF�NBKPS�DBU�
FHPSJFT�PG�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�UIBU�KVTUJGZ�WFSUJDBM�JOUFHSBUJPO��5IFZ�BMTP�BSF�
BMM�JOUBOHJCMF�XIFSFBT�TFWFSBM�DBUFHPSJFT�PG�UBOHJCMF�BTTFUT�BMTP�QMBZ�SPMFT�

CUSTOMIZED PHYSICAL FACILITIES� "O�JNQPSUBOU�USBOTBDUJPO�TQFDJGJD�BTTFU�DBO�CF�UIF�
BDUVBM�QIZTJDBM�GBDJMJUJFT��"NB[PO�IBT�PVUTPVSDFE�JUT�XBSFIPVTJOH�BOE�TIJQQJOH�GVOD�
UJPOT�GPS�ZFBST�XIFSFBT�NPTU�CPPL�XIPMFTBMFST�TFOE�NBOZ�CPPLT�BU�B� UJNF�UP�POF�
FBTZ�UP�GJOE�MPDBUJPO�	CPPLTUPSF
�CFDBVTF�TFOEJOH�B�TJOHMF�BQQSPQSJBUF�CPPL�UP�JOEJ�
WJEVBM� TJUFT� XPVME� CF� SVJOPVTMZ� DPTUMZ��"NB[PO� EJE� OPU� CFDPNF� QSPGJUBCMF� VOUJM� JU�
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Sidebar 4-2
Decades of rivalry between Coke and Pepsi

Both cola giants began their U.S. operations in the 
early twentieth century by outsourcing distribu-
tion to third parties, one per market area. Coca-
Cola and PepsiCo also outsourced the assembly of 
the product to channel members, namely, bottlers 
that formulated the product from ingredients sup-
plied by the producers, according to the producer’s 
instructions, and packaged the output (called “bot-
tling,” regardless of the containers actually used). 
Initially, this decision was justified, because trans-
portation costs dominated the economics of the 
soft drink business when cola only arrived in glass 
bottles. Weight was the main driver: The product 
was heavy, and the empty glass bottles had to be 
returned to the store, where the bottler could pick 
them up and transport them back to the plant to 
be cleaned and refilled. By producing and distrib-
uting locally, the independent bottler held down 
transportation costs. The brand building was left 
mainly to the producers, and this outsourcing chan-
nel with completely independent bottlers remained 
stable, simple, and small—for a time.

By the 1960s, the business had changed dra-
matically. Coke and Pepsi were so well diffused in 
the United States that they had displaced conven-
tional drinks on many purchase occasions (even for 
breakfast!). Transportation became a lesser cost, in 
part because disposable containers replaced return-
able glass bottles. Producers ran enormous national 
advertising campaigns, requiring complex promo-
tional tie-ins by all of their many regional bottlers, 
simultaneously. The products and their packaging 
became more complex and volatile; the product line 
expanded greatly. Building brand equity replaced 
holding down transportation costs as the most 
important aspect of the business. But bottlers were 
necessary for these functions too. Brand equity 
rested on their cooperation with the producer on 
the terms of trade, delivery, promotions, advertise-
ments, new products and packages, new product 
testing, custom promotions for key accounts, sell-
ing methods, and so forth. These activities were 
all tightly synchronized with the producer, which 
in turn ensured that brand equity building efforts 
were consistent across market areas. The result 
was incessant, fruitless negotiation (haggling) by 

each producer with its bottlers. Transaction costs 
between producers and their completely indepen-
dent bottlers spiraled out of control.

Coca-Cola was the first to vertically integrate 
forward into distribution, market by market; it now 
owns most of its U.S. channels and is repeating this 
strategy in Europe. Pepsi has also jumped on this 
bandwagon. Both producers have purchased most 
of their bottlers through an acquisition strategy 
(versus a greenfield strategy, which would create 
new operations). The economic value is relatively 
clear, as illustrated by a difference between the 
producers. That is, in the fountain sales business 
segment, institutions (e.g., restaurants) perform 
the final mixing step to create the product and dis-
pense it in single servings without bottling it. Coke 
has vertically integrated this segment also, leading 
to substantially lower transaction costs (e.g., no 
haggling, no coordination costs).

Even in this case of successful vertical inte-
gration into distribution, leading to coordination 
between upstream and downstream channel mem-
bers, it is notable that both Coke and Pepsi had 
difficulty reconciling the differences, financial and 
operating, between their manufacturing and dis-
tribution. In response, Coke has preferred quasi-
vertical integration in its effort to stay coordinated 
but avoid assuming the responsibilities of full own-
ership. In 1986, it divested itself of its distribution 
arm and sold it as a separate company. This struc-
tural shift separated bottling (which requires sub-
stantial cash and operates on high volumes at low 
margins) from the production of the concentrate 
(with opposite properties), in an attempt to attract 
investors and enhance the company’s stock price.

The attempt was not initially successful. 
With the newly independent bottler, Coca-Cola 
Enterprises (CCE), Coca-Cola still owned a large 
equity stake (49 percent), such that it may have 
tried to retain and exert too much control. But 
management had lost touch with the considerable 
differences across markets, which is more evident 
at the field level. After five years of disappointing 
results, Coca-Cola turned CCE over to managers 
recruited from an acquired bottler, then granted 
autonomy to CCE to enable it to respond locally 
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JOWFOUFE�B�SBEJDBMMZ�OFX�XBZ�UP�TUPDL�BOE�TFMFDU�CPPLT�BOE�CVJMU�JUT�PXO�IJHIMZ�JEJP�
TZODSBUJD�XBSFIPVTJOH�BOE�JOGPSNBUJPO�TZTUFN�27

"�TJNJMBS�TDFOBSJP�NBSLT�NBSJUJNF�TIJQQJOH��8IFO�B�TIJQQJOH�WFTTFM�JT�TQFDJGJD�
UP�B�OBSSPX�VTF�XJUI�WFSZ�GFX�VTFST�	F�H��TIJQQJOH�MJRVFGJFE�OJUSPHFO
�PS�FWFO�B�TJO�
HMF�VTFS�	F�H��TPNF�WFTTFMT�BSF�GJUUFE�UP�IBOEMF�B�QBSUJDVMBS�CSBOE�PG�DBS
�SFEFQMPZJOH�
UIF�TIJQT�UP�TFSWF�B�CSPBEFS�HSPVQ�PG�VTFST�JG�JU�JT�FWFO�QPTTJCMF�SFRVJSFT�FYUFOTJWF�
SFUSPGJUUJOH��#FDBVTF�UIF�BTTFUT�	TIJQT
�BSF�EJGGJDVMU�UP�SFEFQMPZ�UP�BMUFSOBUJWF�VTFT�DPO�
USBDUJOH�IB[BSET�BSJTF��5IF�DBSSJFS�IFTJUBUFT�UP�JOWPLF�UIF�NBOVGBDUVSFS�T�PQQPSUVOJTN�
XIJMF�UIF�NBOVGBDUVSFS�XPSSJFT�BCPVU�UIF�DBSSJFS�T�PQQPSUVOJTN��*U�NBZ�BQQFBS�UIBU�
UIJT�iCBMBODF�PG�GFBSw�TIPVME�NBLF�BMM�QBSUJFT�BDU�SFBTPOBCMZ�CVU�JO�SFBMJUZ�OFJUIFS�TJEF�
XBOUT�UP�FOUFS�JOUP�TNBMM�OVNCFST�CBSHBJOJOH�XJUI�UIF�PUIFS��7FSUJDBM�JOUFHSBUJPO�UIVT�
JT�B�WJBCMF�TPMVUJPO�

DEDICATED CAPACITY� 8IFO� EJTUSJCVUJPO� DBQBCJMJUZ� 	F�H�� XBSFIPVTJOH� USBOTQPSUB�
UJPO�TFMMJOH�CJMMJOH
�JT�OPU�KVTU�DVTUPNJ[FE�CVU�FWFO�IBT�CFFO�DSFBUFE�UP�TFSWF�B�QBS�
UJDVMBS�NBOVGBDUVSFS� JU� SFQSFTFOUT�overcapacity�� *G� UIF�NBOVGBDUVSFS� UFSNJOBUFT� UIF�
CVTJOFTT� UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�TVGGFST�FYDFTT�DBQBDJUZ�XIJDI� JU�DBOOPU�
SFEFQMPZ�XJUIPVU�TBDSJGJDJOH�QSPEVDUJWF�WBMVF�	J�F��MPTTFT
��6OMJLF�DVTUPNJ[FE�QIZTJDBM�
GBDJMJUJFT�EFEJDBUFE�EJTUSJCVUJPO�DBQBDJUZ�DBOOPU�CF�QVU�UP�VTF�UP�TFSWF�BOPUIFS�NBOV�
GBDUVSFS�FWFO�JG�UIFSF�XFSF�EFNBOE�GPS�JU�XIJDI�UIFSF�JT�OPU�

"�GPSXBSE�MPPLJOH�DIBOOFM�NFNCFS�IFTJUBUFT�UP�JODVS�UIFTF�PCMJHBUJPOT�GFBSJOH�
PQQPSUVOJTN�CZ�UIF�NBOVGBDUVSFS�PODF�UIF�DBQBDJUZ�FYJTUT��4PNF�DIBOOFM�NFNCFST�
SFGVTF�UP�BEE�TVDI�DBQBDJUZ��PUIFST�SFRVJSF�WFSZ�IJHI�DPNQFOTBUJPO�UP�EP�TP��5IVT�JU�
NBZ�CF�XPSUIXIJMF�JO�30*�UFSNT�GPS�UIF�NBOVGBDUVSFS�UP�JOUFHSBUF�GPSXBSE��)PXFWFS�
PODF�UIF�DBQBDJUZ�JT�JO�QMBDF�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�JT�WVMOFSBCMF�BOE�NBZ�
CF�FDPOPNJDBMMZ� KVTUJGJFE�JO�QSPUFDUJOH�JUT� JOWFTUNFOU�CZ�WFSUJDBMMZ� JOUFHSBUJOH�CBDL�
XBSE�	J�F��BDRVJSJOH�UIF�NBOVGBDUVSFS
�

SITE SPECIFICITY� "� NBOVGBDUVSFS� NBZ� OFFE� JUT� NBSLFUJOH� DIBOOFM� GVODUJPOT� QFS�
GPSNFE� JO�B� TQFDJGJD� MPDBUJPO�XIJDI�NBZ�CF� MFTT�XFMM� TVJUFE� UP� UIF�OFFET�PG�PUIFS�

Continued

to each unique marketplace and focus on the myr-
iad details critical to distribution. This granting of 
autonomy also reassured independent bottlers of 
Coca-Cola’s sincerity when it told them it respected 
their acumen and independence. The strategy was 
effective in terms of growth and profits. Noting 
the change, Pepsi imitated Coke’s strategy of spin-
ning off bottling as a separate company.

The history of cola thus also tells the story 
of how producers change their vertical integration 
strategy to follow changes in the market. Starting 
with fully independent bottlers was appropriate, 

until brand building became a critical value driver. 
Then vertical integration successfully created coor-
dination, allowing Pepsi and Coke to build their 
brands. Once brand equity was firmly established, 
they realized that they no longer needed to con-
trol the fundamentally different businesses. Coke 
granted its bottlers operating autonomy in two 
steps, greatly improving its long-run return on 
investment. Today, Pepsi and Coke can use refer-
ent power to influence their bottlers and no lon-
ger need to own downstream channel members to 
achieve coordinated results.
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NBOVGBDUVSFST��"�DIBOOFM�NFNCFS�UIBU�DSFBUFT�B�XBSFIPVTF�GBDJMJUZ�OFBS� UIF�NBOV�
GBDUVSFS�GPS�FYBNQMF�PXOT�B�HFOFSBM�QVSQPTF�BTTFU�JG�UIF�NBOVGBDUVSFS�JT�OFBS�PUIFS�
NBOVGBDUVSFST�CVU�BO�JEJPTZODSBUJD�BTTFU�JG�UIF�NBOVGBDUVSFS�BQQFBST�JO�B�SFNPUF�MPDB�
UJPO��5IF�WBMVF�PG� UIJT�TJUF� UIVT� JT�TQFDJGJD� UP� UIF�NBOVGBDUVSFS� 	BOE�XPSUI� MJUUMF�PS�
OPUIJOH�UP�PUIFS�NBOVGBDUVSFST
��"T�BO�FYBNQMF�XF�UVSO�UP�NBSJUJNF�TIJQQJOH����3BX�
NBUFSJBMT�PGUFO�BSF�NJOFE�JO�SFNPUF�QBSUT�PG�UIF�XPSME�BOE�UIFO�TIJQQFE�GSPN�POF�
SFMBUJWFMZ�PCTDVSF�QPSU�UP�BOPUIFS�GPS�QSPDFTTJOH�JO�B�SFGJOFSZ�UIBU�IBT�CFFO�CVJMU�TQF�
DJGJDBMMZ�UP�IBOEMF�UIF�NJOF�T�PVUQVU��$BSHP�DBSSJFST�NBZ�SFGVTF�UP�PGGFS�TFSWJDF�PO�TVDI�
SPVUFT�CFDBVTF�GFX�PUIFS�DVTUPNFST�OFFE�UP�TIJQ�JO�FJUIFS�EJSFDUJPO��5IVT�NBOVGBD�
UVSFST�NBZ�CF�PCMJHFE�UP�JOUFHSBUF�GPSXBSE�JOUP�TIJQQJOH�PS�FMTF�GPSN�BMMJBODFT�XJUI�
TIJQQFST�

5IF�DPNNPO�UISFBE�VOJUJOH�BMM�TJY�GBDUPST�JEJPTZODSBUJD�LOPXMFEHF�SFMBUJPOTIJQT�
CSBOE�FRVJUZ�DVTUPNJ[FE�QIZTJDBM�GBDJMJUJFT�EFEJDBUFE�DBQBDJUZ�BOE�TJUF��TQFDJGJDJUZ�JT�
UIF�QSPEVDUJPO�PG�GJSN�TQFDJGJD�BTTFUT�UIBU�IBWF�WFSZ�MPX�WBMVF�GPS�BOZ�BMUFSOBUJWF�VTF��
5IF�EJGGJDVMUJFT� 	BOE�DPTUT
� B�NBOVGBDUVSFS�NBZ� GBDF�CFGPSF� JU� DBO� DPOWJODF�B�IJHI�
RVBMJUZ�DIBOOFM�QBSUOFS�UP�UBLF�PO�TVDI�JOWFTUNFOUT�PGUFO�BSF�TUFFQ�FOPVHI�UIBU�UIF�
NBOVGBDUVSFS�OFFET�UP�WFSUJDBMMZ�JOUFHSBUF�BOE�QFSGPSN�UIF�GVODUJPOT�JUTFMG�

5IF�GPMMPXJOH�UPQJDT�PVUMJOF�GVSUIFS�SBUJPOBMFT�GPS�WFSUJDBM�JOUFHSBUJPO�UIBU�SFMZ�MFTT�
PO�PS�DPNQMFNFOU�GJOBODJBM�BSHVNFOUT�UIPVHI�UIFZ�NBZ�CF�DPNQFMMJOH�BMM�UIF�TBNF�

Vertically Integrating to Deal with Thin Markets

5IF�LFZ�UP�BTTFU�TQFDJGJDJUZ�JT�UIBU�B�SFTPVSDF�UBOHJCMF�PS�JOUBOHJCMF�OPU�POMZ�DSFBUFT�
TVCTUBOUJBM�WBMVF�CVU�BMTP�MPTFT�WBMVF�JG�SFEFQMPZFE�UP�B�EJGGFSFOU�VTBHF�PS�VTFS��4VDI�
BTTFUT�BSF�DVTUPNJ[FE��*O�DPOUSBTU�PUIFS�BTTFUT�BSF�rare�	JO�TIPSU�TVQQMZ
�CVU�not spe-
cific�� 'PS�FYBNQMF� UIF�DPNCJOBUJPO�PG� TFMMJOH�BCJMJUZ� BOE� UFDIOJDBM�LOPXMFEHF� UIBU�
NBLFT�B�HPPE�TFNJDPOEVDUPS�TBMFTQFSTPO� JT�VODPNNPO�BOE�EFNBOE� GPS�TVDI�TFS�
WJDFT�JT�FOPSNPVT�TP�UIFTF�TBMFTQFPQMF�BSF�SBSF�BOE�FYQFOTJWF��"�TFNJDPOEVDUPS�NBO�
VGBDUVSFS�NBZ�CF�UFNQUFE�UP�SFEVDF�TFMMJOH�DPTUT�CZ�FNQMPZJOH�TBMFTQFPQMF�EJSFDUMZ�
SBUIFS�UIBO�HPJOH�UISPVHI�B�SFQSFTFOUBUJWF�CVU�VOMFTT�UIF�NBOVGBDUVSFS�T�QSPEVDUT�BSF�
VOMJLF�PUIFS�TFNJDPOEVDUPST�PS�JUT�NFUIPET�BSF�IJHIMZ�VOVTVBM�UIF�TUSBUFHZ�QSPCBCMZ�
XJMM�OPU�XPSL��5IF�NBOVGBDUVSFS�XJMM�EJTDPWFS�UIBU�JO�MJFV�PG�QBZJOH�IJHI�DPNNJTTJPOT�
UP�UIF�SFQT�JU�JT�NFFUJOH�B�IJHI�QBZSPMM�TVDI�UIBU�JUT�DPTUT�JODSFBTF�CFDBVTF�JU�MPTFT�UIF�
SFQ�T�FDPOPNJFT�PG�TDBMF�

"OPUIFS�DBTF�PG�SBSJUZ�UIPVHI�OPU�EVF�UP�TQFDJGJDJUZ�PDDVST�CFDBVTF�PG�JOEVTUSZ�
DPOTPMJEBUJPO��$POTPMJEBUJPO�BNPOH�NBOVGBDUVSFST�UISPVHI�NFSHFST�BOE�BDRVJTJUJPOT�
DPNNBOE�CJH�IFBEMJOFT�CVU�DPOTPMJEBUJPO�JT�BMTP�B�TVCTUBOUJBM�QIFOPNFOPO�EPXO�
TUSFBN��5IF� FGGFDU� PG� consolidation� 	J�F�� UIF� DPODFOUSBUJPO�PG�NBSLFU� TIBSF� JO� UIF�
IBOET�PG�B�GFX�QMBZFST
�JT�UP�QSVOF�NBSLFUT�TP�NVDI�UIBU�UIFZ�UIJO�PVU�MFBWJOH�TVQQMJ�
FST�IBSE�QSFTTFE�UP�GJOE�SFTFMMFST�PS�BHFOUT�BOE�EPXOTUSFBN�DIBOOFM�NFNCFST�VOBCMF�
UP�GJOE�TVQQMJFST��5IF�GFBS�PG�IBWJOH�MJUUMF�SFBM�DIPJDF�QVTIFT�PSHBOJ[BUJPOT�UP�TDSBNCMF�
UP�GPSN�BMMJBODFT�XJUI�QMBZFST�UIFZ�FTUJNBUF�XJMM�CF�MFGU�TUBOEJOH�BT�UIF�JOEVTUSZ�DPO�
UJOVFT�UP�DPOTPMJEBUF��#FDBVTF�BMMJBODFT�PGUFO�FYDMVEF�PUIFS�QBSUJFT�UIPVHI�UIJT�NPWF�
UIJOT�UIF�NBSLFU�FWFO�GVSUIFS��'BDFE�XJUI�UIF�QSPTQFDU�PG�EFBMJOH�XJUI�B�NPOPQPMJTU�
NBOZ�GJSNT�FMFDU�UP�JOUFHSBUF�JO�SFTQPOTF�UP�DPOTPMJEBUJPO��)PXFWFS�UIJT�DIPJDF�JT�OP�
QBOBDFB�XIFO� UIF� JOUFHSBUJOH� GJSN� MBDLT� DPNQFUJUJWF� DPNQFUFODF� UP�QFSGPSN�PUIFS�
DIBOOFM�GVODUJPOT�
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Vertically Integrating to Cope with Environmental Uncertainty

"O�uncertain environment�JT�EJGGJDVMU�UP�GPSFDBTU�XIFUIFS�CFDBVTF�JU�JT�WFSZ�EZOBNJD�
	GBTU�DIBOHJOH
�PS�WFSZ�DPNQMFY��7PMBUJMF�FOWJSPONFOUT�QPTF�TQFDJBM�DIBMMFOHFT�XIJDI�
NBOVGBDUVSFST�NJHIU�JOUFHSBUF�GPSXBSE�UP�NFFU��4IPVME�UIFZ �1SPQPOFOUT�BOE�DSJUJDT�
HP�CBDL�BOE�GPSUI�FBDI�PGGFSJOH�NJYFE�FWJEFODF�UP�TVQQPSU�UIFJS�QPTJUJPOT�

5P�CFHJO�POF�TDIPPM�PG�UIPVHIU�IPMET�UIBU�B�NBOVGBDUVSFS�TIPVME�UBLF�DPOUSPM�
TVDI�UIBU�JU�DBO�MFBSO�NPSF�BCPVU�UIF�FOWJSPONFOU�BOE�DBSSZ�PVU�B�DPIFSFOU�TUSBUFHZ�
GPS�EFBMJOH�XJUI�JU��#VU�UIF�PQQPTJOH�TDIPPM�PG�UIPVHIU�MJLFOT�NBOBHJOH�VOEFS�VODFS�
UBJOUZ�UP�CFUUJOH�PO�UIF�XJOOFS�PG�BO�FWFOMZ�NBUDIFE�IPSTF�SBDF��0OF�CFU�JT�BT�HPPE�
BT�BOPUIFS�BOE�NPTU�CFUT�MPTF��5IFSFGPSF�GJSNT�TIPVME�TFFL�UP�IPME�UIFJS�CFUT�VOUJM�
UIF�SBDF�JT�GBS�FOPVHI�BMPOH�UIBU�JU�DBO�QSFEJDU�XIP�XJMM�XJO�	PS�BU�MFBTU�BWPJE�UIPTF�
UIBU�IBWF�BMSFBEZ�HPOF�PGG�USBDL
��5IBU�JT�UIF�NBOVGBDUVSFS�TIPVME�not�UP�DPNNJU�UP�
any�EJTUSJCVUJPO�TZTUFN�JODMVEJOH�JUT�PXO�VOMFTT�BOE�VOUJM�UIF�VODFSUBJOUZ�EFDMJOFT�
FOPVHI�UIBU�JU�DBO�BTDFSUBJO�UIF�CFTU�XBZ�UP�EJTUSJCVUF��JO�UIF�NFBOUJNF�JU�PVUTPVSDFT��
5IVT� VODFSUBJOUZ� EFNBOET� USBOTBDUJPO�CBTFE� UIJSE�QBSUZ� EJTUSJCVUJPO� TVDI� UIBU� UIF�
EJTUSJCVUJPO�EFDJTJPO�DBO�DIBOHF�FBTJMZ�BT�UIF�TJUVBUJPO�EFNBOET�

1SPQPOFOUT�PG�WFSUJDBM�JOUFHSBUJPO�SFTQPOE�XJUI�B�DIBSHF�PG�EFGFBUJTN��#Z�JOUF�
HSBUJOH�UIF�GJSN�DBO�BMUFS�UIF�DPVSTF�PG�UIF�SBDF�SBUIFS�UIBO�TJNQMZ�XBJUJOH�UP�TFF�
XIBU�IBQQFOT��$SJUJDT�QBSSZ�UIBU�JU�XPVME�CF�BSSPHBOU�PG�B�NBOVGBDUVSFS�UP�JNBHJOF�JU�
QPTTFTTFT�TVGGJDJFOU�XJTEPN�BOE�QPXFS�UP�EFGJOF�UIF�DIBOOFM��#FUUFS�UP�TXJUDI�GSPN�
POF�UIJSE�QBSUZ�UP�BOPUIFS�BOE�VMUJNBUFMZ�TFUUMF�PO�UIF�CFTU�PQUJPO�	XIFUIFS�UIF�CFTU�
UIJSE�QBSUZ�PS�POF�T�PXO�EJTUSJCVUJPO
�XIFO�JU�SFBMMZ�JT�QPTTJCMF�UP�BTDFSUBJO�UIF�CFTU�
PQUJPO�

'JOBMMZ�UIF�QSPQPOFOUT�SFUPSU�UIBU�UIF�CFTU�PQUJPO�NBZ�CF�VOBWBJMBCMF�CZ�UIF�UJNF�
UIF�NBOVGBDUVSFS� JT� SFBEZ� UP� TFUUMF�PO� JU��$SJUJDT�IJHIMJHIU� UIF� GSFRVFOU�FBTF�BTTPDJ�
BUFE�XJUI�DIBOHJOH�UIF�NBSLFUJOH�DIBOOFM�BT�UIF�FOWJSPONFOU�DIBOHFT��1SPQPOFOUT�
PG�WFSUJDBM�JOUFHSBUJPO�PGUFO�VOEFSFTUJNBUF�UIF�EJGGJDVMUZ�PG�NBLJOH�SFBM�PSHBOJ[BUJPOBM�
DIBOHFT�PODF�JO�IPVTF�EJTUSJCVUJPO�JT�JO�QMBDF�

#PUI�TJEFT�PG� UIF�EFCBUF� UIVT�IBWF�WBMJE�BSHVNFOUT��)PX�DBO�XF� JODPSQPSBUF�
UIFN�JOUP�POF�BQQSPBDI �4FFNJOHMZ�DPVOUFSJOUVJUJWFMZ�XF�QSPQPTF�DPNQMJDBUJOH�UIF�
JTTVF�TMJHIUMZ�	TFF�'JHVSF����
�

8JUI�UIJT�QSPQPTFE�GSBNFXPSL�XF�TUBSU�CZ�BTLJOH�XIFUIFS�UIFSF�BSF�	PS�XJMM�CF
�
TVCTUBOUJBM�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�JOWPMWFE�JO�EJTUSJCVUJPO��*G�OPU�UIF�GJSN�DBO�
FBTJMZ�DIBOHF�PS� GJOE�OFX�UIJSE�QBSUJFT��4VDI�GMFYJCJMJUZ� JT�PG�HSFBU�WBMVF� JO�WPMBUJMF�
FOWJSPONFOUT��Absent significant specificity, uncertainty favors outsourcing.

#VU�JG�TQFDJGJDJUJFT�BSF�TVCTUBOUJBM�GMFYJCJMJUZ�BMSFBEZ�IBT�CFFO�MPTU��5IF�GJSN�HFUT�
MPDLFE�JO�UP�B�DIBOOFM�BOE�UIFSF�DBO�CF�OP�DIBOHJOH�UIF�CFU��*U�UIVT�GBDFT�UIF�XPSTU�PG�
BMM�XPSMET��TNBMM�OVNCFST�CBSHBJOJOH�JO�BO�FOWJSPONFOU�UIBU�SFRVJSFT�DPOTUBOU�BEBQ�
UBUJPO��5IF� SFTVMU�XJMM�CF�FOEMFTT�CBSHBJOJOH�IJHI� MFWFMT�PG�PQQPSUVOJTN�BOE�IJHI�
USBOTBDUJPO�DPTUT��In the presence of significant specificity, uncertainty favors vertical 
integration forward�

5IFSF�JT�PG�DPVSTF�B�UIJSE�BSHVNFOU��*O�UIF�QSFTFODF�PG�TJHOJGJDBOU�TQFDJGJDJUJFT�
KVTU�EPO�U�FOUFS�UIF�NBSLFU��5P�KVTUJGZ�UIF�PWFSIFBE�PG�WFSUJDBM�JOUFHSBUJPO�UIF�CVTJOFTT�
NVTU�CF�WFSZ�QSPNJTJOH�ZFU�UIF�WFSZ�OBUVSF�PG�VODFSUBJOUZ�NBLFT�JU�JOIFSFOUMZ�EJGGJDVMU�
UP�EFUFSNJOF�B�CVTJOFTT�T�USVF�QSPNJTF��5IJT�DPOVOESVN�DBO�CF�TPMWFE�CZ�BWPJEJOH�JU�B�
QSFUUZ�DPNNPO�SFTQPOTF�UP�VODFSUBJO�FOWJSPONFOUT�XJUI�IJHI�TQFDJGJDJUJFT��8F�DBOOPU�



116� 1BSU�**� t� %FTJHOJOH�$IBOOFM�4USBUFHJFT

JEFOUJGZ�XIJDI� GJSNT�EFDJEF�not� UP� FOUFS� TP�XF�DBOOPU�RVBOUJGZ�IPX�PGUFO�CVTJOFTT�
BDUJWJUJFT�EP�OPU�UBLF�QMBDF��:FU�EFTQJUF�UIF�EJGGJDVMUZ�PG�NFBTVSJOH�JU�OPOoNBSLFU�FOUSZ�
JT�BMXBZT�QSFTFOU�	UIPVHI�GSFRVFOUMZ�BUUSJCVUFE�UP�PUIFS�GBDUPST
�

$POTJEFS�UIF�FYBNQMF�PG�TVC�4BIBSBO�"GSJDB�XIFSF�NVMUJOBUJPOBM�CVTJOFTT�BDUJW�
JUZ�JT�NJOJNBM�EFTQJUF�UIF�SJDI�QPUFOUJBM�NBSLFUT�BWBJMBCMF�JO�B�SFHJPO�PG�NPSF�UIBO�
����NJMMJPO�QFPQMF��&YQMBOBUJPOT�PGUFO�GPDVT�PO�QPMJUJDBM�SJTL�PS�UIF�MBDL�PG�FDPOPNJD�
EFWFMPQNFOU�CVU�NPEFSO�NVMUJOBUJPOBMT�PQFSBUF�JO�PUIFS�FRVBMMZ�SJTLZ�KVTU�BT�VOEFS�
EFWFMPQFE�NBSLFUT��4P�XIZ�DPOUJOVF�UP�PWFSMPPL�"GSJDB �8F�QSPQPTF�UIBU�OPU�POMZ�BSF�
NBOZ�"GSJDBO�NBSLFUT�MBSHFMZ�VOLOPXO�BOE�QPUFOUJBMMZ�WPMBUJMF�CVU�UIBU�UIF�MBDL�PG�
BO�FYJTUJOH�EJTUSJCVUJPO�JOGSBTUSVDUVSF�BMTP�JNQMJFT�UIBU�UIF�NBOVGBDUVSFS�T�EJTUSJCVUJPO�
EFDJTJPOT�BOE�BDUJPOT�XJMM�CF�JEJPTZODSBUJD�UP�UIF�NBSLFU��5IJT�DPNCJOBUJPO�PG�VODFS�
UBJOUZ�BOE�TQFDJGJDJUZ�NBZ�CFUUFS�FYQMBJO�UIF�MPX�JOWFTUNFOUT�JO�"GSJDB�FTQFDJBMMZ�JG�XF�
VOEFSUBLF�B�DPNQBSJTPO�XJUI�TPNF�QPMJUJDBMMZ�SJTLZ�"TJBO�DPVOUSJFT�UIBU�FOKPZ�CFUUFS�
EJTUSJCVUJPO� JOGSBTUSVDUVSFT� TVDI� UIBU�NVMUJOBUJPOBMT� DBO� GJOE�RVBMJGJFE� UIJSE�QBSUJFT�
BMSFBEZ�PQFSBUJOH�JO�UIF�NBSLFU��8JUI�TQFDJGJDJUZ�SFNPWFE�VODFSUBJOUZ�DBO�CF�IBOEMFE�
CZ�PVUTPVSDJOH�XIJDI�FODPVSBHFT�NPSF�NBSLFU�FOUSZ�

*U�JT�BMTP�OPUFXPSUIZ�UIBU�NBSLFU�FOUSZ�CZ�TPNF�GJSNT�FODPVSBHFT�NPSF�FOUSZ�
CFDBVTF�JU�SFEVDFT�TQFDJGJDJUZ��8IFO�TFWFSBM�NVMUJOBUJPOBM�DPSQPSBUJPOT�	./$T
�IBWF�
FOUFSFE� B� NBSLFU� UIFZ� DSFBUF� B� QPPM� PG� MPDBM� QFSTPOOFM� GBNJMJBS� XJUI� ./$� QSP�
DFEVSFT�� 5IVT� JU� CFDPNFT� FBTJFS� UP� GJOE� RVBMJGJFE� UIJSE� QBSUJFT� UIBU� DBO� GVODUJPO�
JO�B�NBOOFS� UIBU�NBZ�CF�OPOTUBOEBSE� UP� UIF�NBSLFU�CVU�TUBOEBSE� GPS�./$T��"GUFS�
EFDBEFT�PG�JOWFTUNFOUT�CZ�NVMUJOBUJPOBMT�	BOE�QSPHSFTTJWF�PQFOJOH�PG�JUT�NBSLFU�CZ�
UIF�OBUJPOBM�HPWFSONFOU
�*OEJB�JT�FYQFSJFODJOH�XJEFTQSFBE�HSPXUI�JO�UIF�OVNCFS�PG�
RVBMJGJFE�KPJOU�WFOUVSF�QBSUOFST�BOE�EJTUSJCVUPST��"�TJNJMBS�QSPDFTT�JT�XFMM�VOEFSXBZ�
JO�$IJOB�29

Low Specificity High Specificity

Highly Volatile Market

Outsource Distribution
to Retain Flexibility
Until Uncertainty is

Reduced

Highly Promising
Market

Less Promising
Market

Vertically Integrate
to Gain Control Over
Employees and Avoid

Small-Numbers Bargaining
in Changing Circumstances

Do Not Enter

FIGURE 4-3 How environmental uncertainty affects vertical integration
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Vertically Integrating to Reduce Performance Ambiguity

*O�BMM�UIFTF�TDFOBSJPT�	TQFDJGJDJUZ�SBSJUZ�TQFDJGJDJUZ�+�VODFSUBJOUZ
�JO�XIJDI�DPNQFUJ�
UJPO�JO�UIF�NBSLFU�GPS�EJTUSJCVUJPO�TFSWJDFT�GBJMT�UP�ZJFME�FGGJDJFOU�PVUDPNFT�XF�IBWF�
NBEF�POF�CSPBE�BTTVNQUJPO��UIBU�GFX�CJEEFST�BSF�BWBJMBCMF�UP�SFQMBDF�B�QFSGPSNJOH�
QPPSMZ�GJSN�BOE�UIBU�UIF�NBOVGBDUVSFS�DBO�UFMM�XIFO�PVUTPVSDJOH�JT�OPU�XPSLJOH��#VU�
BOPUIFS�TDFOBSJP�UIBU�GBWPST�WFSUJDBM�JOUFHSBUJPO�SFMBUFT�OPU�UP�UIF�GBJMVSF�PG�UIF�NBSLFU�
UP�QSPWJEF�CJEEFST��3BUIFS�JU�FOUBJMT�UIF�GBJMVSF�PG�JOGPSNBUJPO�

*O�B�OPSNBM�NBSLFU� UIF�DPOUSBDUJOH� GJSN�	QSJODJQBM�XIJDI� JO� UIJT�DIBQUFS�IBT�
CFFO�UIF�NBOVGBDUVSFS�JO�NPTU�DBTFT
�PGGFST�UP�QBZ�BO�PSHBOJ[BUJPO�	BHFOU
�UP�QSPWJEF�
EJTUSJCVUJPO�TFSWJDFT�� *G� UIFTF�TFSWJDFT�BSF�OPU�QFSGPSNFE�TBUJTGBDUPSJMZ� UIF�QSJODJQBM�
OFHPUJBUFT�GPS�CFUUFS�PVUDPNFT�PS�GJOET�BOPUIFS�BHFOU��*O�OPSNBM�NBSLFUT�NBOZ�PUIFS�
BHFOUT�BSF�RVBMJGJFE�BOE�UIFJS�CJEEJOH�GPS�CVTJOFTT�VMUJNBUFMZ�JNQSPWFT�UIF�30*�GPS�
UIF�QSJODJQBM��5IJT�QSPDFTT�	CJE�NPOJUPS�SFTVMUT�SFDPOTJEFS�UIF�BSSBOHFNFOU�SFCJE
�
XPSLT�XFMM�assuming the principal can tell what it is getting.�)FSFJO�MJFT�UIF�GVOEB�
NFOUBM�QSPCMFN�XJUI�NBSLFU�DPOUSBDUJOH��8IFO�performance ambiguity�FYJTUT�UIF�
NBOVGBDUVSFS�DBOOPU�EJTDFSO�UIF�MFWFM�PG�QFSGPSNBODF�JU� JT�SFDFJWJOH��5IFSFGPSF�UIF�
QSPDFTT�CZ�XIJDI�NBSLFU�DPOUSBDUJOH�JNQSPWFT�PVUDPNFT�DPNFT�UP�B�IBMU�30

-FU�T� UBLF� UIF�TFMMJOH�GVODUJPO�XIJDI�DPNCJOFT�QSPNPUJPO�BOE�OFHPUJBUJPO�GVOD�
UJPOT��*U�DBO�CF�PVUTPVSDFE�UP�B�NBOVGBDUVSFS�T�SFQSFTFOUBUJWF��5IF�NBOVGBDUVSFS�LOPXT�
UIF�SFQ�T�QFSGPSNBODF�JO�UFSNT�PG�TBMFT�TP�JG�TBMFT�MFWFMT�BSF�B�HPPE�JOEJDBUPS�PG�QFSGPS�
NBODF�UIF�NBOVGBDUVSFS�TVGGFST�MJUUMF�QFSGPSNBODF�BNCJHVJUZ��*O�NBOZ�DBTFT�UIJT�TZTUFN�
XPSLT�CFDBVTF�TBMFT�GPSDFT�BSF�DIBSHFE�QSJNBSJMZ�XJUI�TFMMJOH�BOE�NPTU�NBOVGBDUVSFST�
IBWF�TPNF�JEFB�PG�XIBU�MFWFM�PG�TBMFT�JT�SFBTPOBCMF�UP�FYQFDU�

#VU�JG�UIF�QSPEVDU�JT�SBEJDBMMZ�OFX�TVDI�BT�B�EJTDPOUJOVPVT�JOOPWBUJPO�	VOMJLF�
BOZUIJOH�UIBU�DVSSFOUMZ�FYJTUT
�DVSSFOU�TBMFT�NBZ�OPU�CF�B�HPPE�JOEJDBUPS�PG�QFSGPS�
NBODF��3BEJDBMMZ�OFX�QSPEVDUT�VTVBMMZ�EJGGVTF�TMPXMZ�BOE�OP�POF�LOPXT�XIBU� UIF�
SFBTPOBCMF�TBMFT�MFWFM�TIPVME�CF�GPS�TVDI�B�QSPEVDU��*G�UIF�NBOVGBDUVSFS�T�SFQ�HPFT�GPS�
MPOH�QFSJPET�XJUI�GFX�PS�OP�TBMFT�UIF�NBOVGBDUVSFS�EPFT�OPU�LOPX�XIFUIFS�JU�TIPVME�
CF�EJTTBUJTGJFE�BOE�TFBSDI�GPS�B�OFX�SFQ��'VOEBNFOUBMMZ�JU�JT�JNQPTTJCMF�UP�UFMM�IPX�
XFMM�UIF�SFQ�JT�EPJOH��5IFSF�BSF�OP�CBTFMJOFT�CVU�UIFSF�BSF�NBOZ�FYDVTFT�GPS�GBJMVSF�
CPUI�MFHJUJNBUF�BOE�OPU��4VDI�IJHI�QFSGPSNBODF�BNCJHVJUZ�NBLFT�UIF�BTTFTTNFOU�QSP�
DFTT�GBS�NPSF�DPNQMJDBUFE�

*O�HFOFSBM�QFSGPSNBODF�BNCJHVJUZ�PDDVST�XIFO�BQQSPQSJBUF�NFBTVSFT�PG�QFSGPS�
NBODF�BSF�VOLOPXO�BT�JO�UIF�DBTF�PG�EJTDPOUJOVPVT�JOOPWBUJPO��5IFSFGPSF�UIF�QSJODJQBM�
NBZ�WFSUJDBMMZ�JOUFHSBUF�GPSXBSE�OPU�UP�DJSDVNWFOU�TNBMM�OVNCFST�CBSHBJOJOH�CVU�SBUIFS�
UP�HBJO�JOGPSNBUJPO�BOE�DPOUSPM��#Z�NPOJUPSJOH�XIBU�TBMFTQFPQMF�EP�UIF�QSJODJQBM�DBO�
EJTUJOHVJTI�FYDVTFT�GSPN�HFOVJOF�SFBTPOT�GPS�MPX�TBMFT��'SPN�UIFTF�BHFOUT�JU�BMTP�DBO�
BDRVJSF�NBSLFU�SFTFBSDI�UP�FTUBCMJTI�B�QFSGPSNBODF�CBTFMJOF��'JOBMMZ�JO�QFSIBQT�UIF�NPTU�
QPXFSGVM�BEWBOUBHF�PG�WFSUJDBM�JOUFHSBUJPO�GPS�UIJT�TFUUJOH�UIF�QSJODJQBM�DBO�DPOUSPM�TBMFT�
QFPQMF�T�CFIBWJPS��8JUIPVU�HPPE�JOEJDBUPST�PG�BDIJFWFNFOU�UIF�QSJODJQBM�DBO�GBMM�CBDL�PO�
EJSFDUJOH�BHFOUT�UP�EP�XIBU�JU�DPOTJEFST�CFTU�UP�EFWFMPQ�UIF�NBSLFU��*OTUFBE�PG�SFXBSEJOH�
GPS�VOLOPXBCMF�VOQSFEJDUBCMF�PVUQVUT�	BDIJFWFNFOUT
�JU�NJHIU�SFXBSE�GPS�JOQVUT�	BDUJWJ�
UJFT
��5IBU�JT�NBSLFU�DPOUSBDUJOH�VTVBMMZ�ZJFMET�JOEJDBUPST�PG�DVSSFOU�SFTVMUT�CVU�JG�DVSSFOU�
SFTVMUT�BSF�OPU�HPPE�JOEJDBUPST�PG�QFSGPSNBODF�QFSGPSNBODF�BNCJHVJUZ�FYJTUT��5P�EFBM�
XJUI�UIJT�BNCJHVJUZ�UIF�QSJODJQBM�NBZ�TFFL�UP�JODSFBTF�JUT�MPOH�UFSN�30*�CZ�WFSUJDBMMZ�
JOUFHSBUJOH�GPSXBSE�UP�HBJO�CPUI�JOGPSNBUJPO�BOE�BO�BCJMJUZ�UP�EJSFDU�CFIBWJPS�
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Vertically Integrating to Learn from Customers

"DDPSEJOH�UP�UIJT�SBUJPOBMF�UIF�DIBOOFM�JT�BO�PCTFSWBUPSZ��0QFSBUJPOT�JO�BOPUIFS�QBSU�
PG�UIF�WBMVF�DIBJO�QSPWJEF�B�XJOEPX�POUP�UIF�NBSLFU�UIFSFGPSF�B�XBZ�GPS�UIF�NBOV�
GBDUVSFS�UP�MFBSO��5P�FYQMBJO�UIJT�SFBTPOJOH�XF�SFMZ�PO�UIF�FYBNQMF�PG�-VYPUUJDB�BO�
FZFHMBTT�NBLFS�

5IF�GJSN�T�NBKPSJUZ�PXOFS�-FPOBSEP�%FM�7FDDIJP�PGGFST�BO�JOTQJSJOH�SBHT�UP�SJDIFT�
TUPSZ�PG�TFFLJOH�XPSL�JO�BO�FZFHMBTT�GBDUPSZ�UP�GJOE�BO�FTDBQF�GSPN�BO�PSQIBOBHF�
BOE�VMUJNBUFMZ�CFDPNJOH�B�IJHIMZ� TLJMMFE�BSUJTBO��%FM�7FDDIJP� GPVOEFE�-VYPUUJDB� JO�
�����CVU�IJT�TFMG�EFTDSJQUJPO�DPOUJOVFT�UP�SFGMFDU�IJT�QSPEVDUJPO�SPPUT��i*�BN�B�UFDIOJ�
DJBO�B�QSPEVDFS��*U�JT�UIBOLT�UP�PVS�QSPEVDUT�PVS�RVBMJUZ�BOE�PVS�QSPEVDUJWJUZ�UIBU�XF�
IBWF�NBEF�PVS�XBZ�w�-VYPUUJDB�T�*UBMJBO�GBDUPSZ�T�GBNPVT�QSPEVDUJWJUZ�FOBCMFT�UIF�GJSN�
UP�DPNQFUF�XJUI�MPXFS�DPTU�"TJBO�QSPEVDUJPO�

8IFO� -VYPUUJDB� QVSDIBTFE� -FOT�$SBGUFST� UIF� HJBOU�6�4�� SFUBJMFS� UIBU� PGGFST� BO�
FOPSNPVT�TFMFDUJPO�PG�GSBNFT�FZF�FYBNJOBUJPOT�BOE�QSFTDSJQUJPO�HMBTTFT�PO�QSFNJTFT�
JO�BO�IPVS�%FM�7FDDIJP�KVTUJGJFE�UIF�QVSDIBTF�CZ�DBMMJOH�UIF�SFUBJMFS�iBO�JEFBM�PCTFS�
WBUPSZ�UP�LOPX�XIBU�UIF�NBSLFU�XBOUT�w�)F�NBJOUBJOT�PUIFS�iPCTFSWBUPSJFTw�BT�XFMM�
JODMVEJOH�B�XFC�PG�FYDMVTJWF�XIPMFTBMFST�UIBU�TFSWF�&VSPQFBO�DIBOOFMT�PG�JOEJWJEVBM�
PQUJDJBOT��5IVT�-VYPUUJDB�SFMJFT�PO�CPUI�JOUFSNFEJBUF�BOE�FYUSFNF�MFWFMT�PG�WFSUJDBM�
JOUFHSBUJPO�UP�HBJO�JOGPSNBUJPO�BCPVU�FOE�VTFS�EFNBOE�GPS�FZFHMBTTFT�

*O�UVSO�-VYPUUJDB�BQQMJFT�UIJT�NBSLFU�LOPXMFEHF�UP�JUT�EFBMJOHT�XJUI�EFTJHOFST��
&WFO�QPXFSGVM�OBNFT�NVTU�TVCNJU�UIFJS�EFTJHOT�GPS�DPOTJEFSBUJPO�NPEJGJDBUJPO�BOE�
BQQSPWBM��UIF�EFTJHOFST�UPMFSBUF�UIJT�DPOUSPM�CFDBVTF�-VYPUUJDB�JT�B�QSPWFO�QFSGPSNFS�
BOE�UIF�XPSME�T�MBSHFTU�FZFHMBTT�QSPEVDFS��'VSUIFSNPSF�JU�VTFT�JUT�NBSLFU�LOPXMFEHF�
UP�GPSFDBTU�FZFXFBS�GBTIJPOT����NPOUIT�JO�BEWBODF�BOE�JU�NBLFT�����OFX�NPEFMT�B�
ZFBS��*O�TIPSU�JUT�WFSUJDBM�JOUFHSBUJPO�HJWFT�-VYPUUJDB�HSFBU�QPXFS�VQTUSFBN�

"OPUIFS� FYBNQMF� BMTP�IJHIMJHIUT� UIF�OFFE� GPS� DPOTUBOU� SFDPOTJEFSBUJPO�PG� UIF�
DIBOOFM�BOE�UIF�QPUFOUJBM�EFNBOE�UP�TIJGU�UIF�TUSVDUVSF��"GUFS�NPSF�UIBO����ZFBST�PG�
TFMMJOH�LOJWFT� BOE�LJUDIFO� UPPMT� VTJOH� B� OFUXPSL�PG� TBMFT� SFQSFTFOUBUJWF�XIP� SBOH�
EPPSCFMMT�BU� JOEJWJEVBM�IPNFT�$VUDP�$VUMFSZ�IBT�TUBSUFE�BEEJOH�SFUBJM�TUPSFT�UP�EJT�
USJCVUF�JUT�HPPET��.BOZ�PG�JUT�TBMFT�SFQT�XFSF�DPMMFHF�TUVEFOUT�TVDI�UIBU�XIFO�UIFZ�
HSBEVBUFE�UIFZ�PGUFO�MFGU�UIF�GJSN�UBLJOH�UIFJS�BDDVNVMBUFE�LOPXMFEHF�XJUI�UIFN��#Z�
BEEJOH�BO�PXOFE�EJTUSJCVUJPO�BSN�$VUDP�HBJOT�NPSF�DPOUSPM�BOE�SFNBJOT�CFUUFS�DPO�
OFDUFE�XJUI�JUT�FOE�VTFST�31

"T�CPUI�FYBNQMFT�TIPX�JOUFHSBUJPO�DBO�CF�KVTUJGJFE�BT�B�XBZ�UP�MFBSO�TVDI�UIBU�
UIF�EFDJTJPO�UP�JOUFHSBUF�SFTUT�OPU�KVTU�PO�TUBOE�BMPOF�30*�DPOTJEFSBUJPOT��3BUIFS�UIF�
EFDJTJPO�JT�NBEF�PO�UIF�HSPVOET�UIBU�JOUFHSBUJPO�JODSFBTFT�FGGFDUJWFOFTT�	QSPGJUT
�GPS�
UIF�PQFSBUJPO�BT�B�XIPMF��*T�UIJT�B�TFOTJCMF�FDPOPNJD�SBUJPOBMF�PS�B�SBUJPOBMJ[BUJPO �
6OGPSUVOBUFMZ�IFSF�BHBJO�UIF�BOTXFS�JT�UIBU�JU�EFQFOET��$FSUBJOMZ�MFBSOJOH�JT�B�MPGUZ�
PCKFDUJWF� FBTZ� UP� JOWPLF� UP� FYQMBJO� BOZ� BDU� PG� WFSUJDBM� JOUFHSBUJPO� OP�NBUUFS� IPX�
PQFSBUJPOBMMZ�JMM�BEWJTFE��6MUJNBUFMZ�UIPVHI�BDDPVOUBOUT�NVTU�BTTJHO�UIF�JOFGGJDJFODJFT�
UIBU�BDDSVF�TPNFXIFSF�TVDI�BT�CVEHFUT�GPS�3�%�PS�NBSLFU�SFTFBSDI�XIJDI�JT�MJLFMZ�
UP�TQBSL�OFX�EFCBUF�BCPVU�UIF�NFSJUT�PG�UIF�DIPJDF�

5IJT�JT�OPU�UP�TBZ�UIBU�MFBSOJOH�JT�OPU�B�XPSUIXIJMF�JOWFTUNFOU��*U�JT�OP�BDDJEFOU�
UIBU� UIF�NPTU� MBSHF�TDBMF� JOUFHSBUJPO�BNPOH�BMM�PVS�FYBNQMFT�-VYPUUJDB�QFSUBJOT� UP�
B�GBTIJPO�TFOTJUJWF�JOEVTUSZ�JO�XIJDI�NBTTJWF�BOE�GSFRVFOU�DIBOHF�JT�DFSUBJO�CVU�UIF�
EJSFDUJPO�JT�VOLOPXO��*O�UIJT�TFUUJOH� MFBSOJOH�TFFNT�JOWBMVBCMF��#VU� JO�NBOZ�PUIFS�
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DBTFT� JU� JT�EJGGJDVMU� UP�EFUFSNJOF�JG� MFBSOJOH�JT�B�TVGGJDJFOUMZ�FDPOPNJDBMMZ� KVTUJGJBCMF�
SFBTPO�UP�WFSUJDBMMZ�JOUFHSBUF�

Channel Members Integrating Upstream

'PS�UIF�QVSQPTFT�PG�FYQPTJUJPO�XF�IBWF�QSFTFOUFE�UIF�QSJODJQMFT�JO�UIJT�DIBQUFS�GSPN�
UIF�TUBOEQPJOU�PG�B�NBOVGBDUVSFS�MPPLJOH�EPXOTUSFBN��:FU�FBDI�PG�UIFTF�QSJODJQMFT�JT�
HFOFSBM�BOE�DBO�CF�BQQMJFE�UP�EPXOTUSFBN�DIBOOFM�NFNCFST�DPOUFNQMBUJOH�CBDLXBSE�
JOUFHSBUJPO�JOUP�QSPEVDUJPO��"T�XF�OPUFE�CSJFGMZ�GPS�FYBNQMF�B�NBOVGBDUVSFS�BU�SJTL�PG�
CFJOH�IFME�VQ�CZ�B�DIBOOFM�NFNCFS�UIBU�PXOT�B�VOJRVF�BTTFU�JOUFSBDUT�XJUI�B�DIBOOFM�
NFNCFS�UIBU�JT�BMTP�BU�SJTL�PG�CFJOH�IFME�VQ�CZ�UIF�NBOVGBDUVSFS��"�NBOVGBDUVSFS�XJMMJOH�
UP�BCBOEPO�UIF�DIBOOFM�NFNCFS�JOGMJDUT�B�MPTT�PO�JU�CFDBVTF�UIF�DIBOOFM�NFNCFS�JT�MFGU�
XJUI�BO�BTTFU�UIBU�JT�TVEEFOMZ�XPSUIMFTT��5IJT�QSPTQFDU�MJLFMZ�UFNQUT�UIF�DIBOOFM�NFNCFS�
UP�JOUFHSBUF�CBDLXBSE�KVTU�BT�NVDI�BT�JU�UFNQUT�UIF�NBOVGBDUVSFS�UP�JOUFHSBUF�GPSXBSE�

5IF�TZNNFUSZ�PG�UIJT�TJUVBUJPO�PGUFO�HFUT�PWFSMPPLFE�UIPVHI��*U�NBZ�GFFM�NPSF�
iOBUVSBMw�UP�JNBHJOF�B�NBOVGBDUVSFS�JOUFHSBUJOH�GPSXBSE�FWFO�UIPVHI�CBDLXBSE�JOUF�
HSBUJPO�JT�GBS�GSPN�VOVTVBM��*U�FWFO�NBZ�CF�JOWJUFE�CZ�UIF�NBOVGBDUVSFST�XIJDI�XFM�
DPNF�UIF�JOGVTJPO�PG�DBQJUBM�LOPX�IPX�BOE�NBSLFU�LOPXMFEHF�

'PSUVOBUFMZ�UIF�JTTVFT�GPS�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�DPOTJEFSJOH�WFSUJDBM�
JOUFHSBUJPO�QBSBMMFM�UIPTF�XF�IBWF�BMSFBEZ�EJTDVTTFE�GPS�GPSXBSE�JOUFHSBUJPO��*O�HFO�
FSBM�WFSUJDBM�JOUFHSBUJPO�JT�B�QPPS�JEFB��PVUTPVSDJOH�TIPVME�CF�UIF�CBTF�DBTF��5P�NBLF�

Sidebar 4-3
A retailer loses focus by integrating backward

Intermarché is a large French grocery retailer, orga-
nized as an association of independent grocery store 
owners. It also was among the first French grocers 
to integrate backward into food production, and 
aggressively at that. Although the members (“adher-
ents” under French law) are technically indepen-
dent businesses, Intermarché is tightly managed. 
Adherents are obliged to follow central initiatives 
and face restrictive contracts that make it difficult to 
exit the network. The chain is wrought by internal 
frictions though, largely because many adherents 
believe that management sacrifices their interests as 
retailers to a higher priority: production.

One-third of the average store’s sales are of 
house brands, a fraction that has grown steadily. 
Some observers (and adherents) question whether 
consumers abandon Intermarché stores when they 
cannot find their preferred brands. Perhaps some 
of the resources devoted to production should be 
going to matters more immediately relevant to a 
store owner, such as marketing, merchandising, 
and store renovation.

As an example, Intermarché owns the larg-
est fishing fleet in Europe and proudly trumpets 
that distinction—though such tactics are precisely 
what many adherents resent. As one commented, 
about backward integration into fishing, it

gave us a real independence vis-à-vis the 
multinationals. It also permits us to have our 
own brands that are comparable to national 
brands. It’s a fabulous tool; we don’t want 
to break it, but rather to put it at the service 
of stores. We want to move from a situation 
where the points of sale are outlets for the 
factories to a situation where they are really 
at our service. Who cares if we are the #1 
European fish producer? What we want to 
be is the #1 European fish market.

Intermarché’s vertical integration backwards con-
sumed management attention at a time when the 
core business—retailing—clamored for a return to 
the basics.
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BO�FYDFQUJPO�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�NVTU�EFUFSNJOF�XIFUIFS�UIF�POHPJOH�
USBOTBDUJPO�JOWPMWFT�BTTFU�TQFDJGJDJUJFT�XJUI�HSFBU�WBMVF�TVDI�BT�LOPX�IPX�SFMBUJPO�
TIJQT�CSBOE�FRVJUZ�EFEJDBUFE�DBQBDJUZ�TJUF�TQFDJGJDJUZ�PS�QIZTJDBM�GBDJMJUJFT��*G�UIFTF�
TQFDJGJDJUJFT�IBWF�WBMVF�B�DPOUSBDUJOH�IB[BSE�FYJTUT��5IF�IJHIFS�UIF�WBMVF�UIF�NPSF�
BQQSPQSJBUF�JU�JT�UP�TFFL�QSPUFDUJPO�QFSIBQT�JO�UIF�GPSN�PG�SFMBUJPOBM�DPOUSBDUJOH�CVU�
VMUJNBUFMZ�JO�UIF�GPSN�PG�WFSUJDBM�JOUFHSBUJPO�

*O�4JEFCBS�����XF�DPOTJEFS�IPX�EPXOTUSFBN�DIBOOFM�NFNCFST�NJHIU�GBMUFS�XIFO�
UIFZ�WFSUJDBMMZ�JOUFHSBUF�XJUI�UIF�HPBM�PG�FOTVSJOH�UIFNTFMWFT�TPVSDFT�PG�TVQQMZ�PS�UP�
MPDL�JO�PVUMFUT��"CTFOU�TQFDJGJDJUJFT�EPXOTUSFBN�GJSNT�XJMM�GPVOEFS�JO�B�CVTJOFTT�UIFZ�
EP�OPU�LOPX�PS�UIBU�NJHIU�FWFO�DPOGMJDU�XJUI�UIFJS�DPSF�CVTJOFTT�

SUMMARY: MAKE-OR-BUY DECISION FRAMEWORK

"T�UIF�QSFDFEJOH�TFDUJPOT�EFUBJM�UIF�WFSUJDBM�JOUFHSBUJPO�EFDJTJPO�CFHJOT�XJUI�UIF�CBTF�
DBTF� UIBU� PVUTPVSDJOH� JT�NPSF� BUUSBDUJWF� 	IJHIFS�30*
� UIBO� WFSUJDBM� JOUFHSBUJPO� BOE�
XJUI� UIF�BTTVNQUJPO� UIBU� UIF�NBSLFU�IBT�NBOZ�QBSUJDJQBOUT� 	J�F��OPU� UIJO�NBSLFUT
��
5IFO�UIF�GJSTU�RVFTUJPO�UP�BTL�JT�*T�UIF�TFHNFOU�PG�CVTJOFTT�CFJOH�FWBMVBUFE�GPS�WFSUJ�
DBM�JOUFHSBUJPO�TVCTUBOUJBM �*G�OPU�UIFO�PVUTPVSDJOH�JT�QSFGFSBCMF��*G�TP�WFSUJDBM�JOUFHSB�
UJPO�QPUFOUJBMMZ�JT�QSFGFSBCMF�JG�either�PG�UXP�DJSDVNTUBODFT�QSFWBJM�

 1. $PNQBOZ�TQFDJGJD�DBQBCJMJUJFT�BSF�MJLFMZ�UP�BDDSVF�BOE�CFDPNF�TVCTUBOUJBM��5IFZ�
NBZ�CF�JOUBOHJCMF�	LOPX�IPX�SFMBUJPOTIJQT�EPXOTUSFBN�BDUJWJUJFT�CSBOE�FRVJUZ
�
PS� UBOHJCMF� 	EFEJDBUFE� DBQBDJUZ� TJUF� TQFDJGJDJUZ� QIZTJDBM� DVTUPNJ[BUJPO
�� 5IF�
FGGFDUT�PG�JEJPTZODSBUJD�BTTFUT�JODSFBTF�XJUI�FOWJSPONFOUBM�VODFSUBJOUZ�TP�GJSNT�
TIPVME� MFBSO�TPNF� JNQPSUBOU�DBQBCJMJUJFT� UISPVHI�WFSUJDBM� JOUFHSBUJOH� UIBU�XJMM�
QBZ�PGG�PWFS�UJNF�

 2. 1FSGPSNBODF� BNCJHVJUZ� GPSDFT� UIF� GJSN� UP�NPOJUPS� BOE�EJSFDU� BDUJWJUJFT� SBUIFS�
UIBO�UBMMZ�VQ�BOE�QBZ�GPS�QFSGPSNBODF��*U�JT�UPP�IBSE�UP�XBUDI�BOE�USBDL�DIBOOFM�
QBSUOFST�

*G�NBSLFUT�XPSL�QPPSMZ�CVU�WFSUJDBM�JOUFHSBUJPO�JT�PWFSMZ�ESBTUJD�SFMBUJPOBM�DPO�
USBDUJOH� PGGFST� BO� FGGJDJFOU� TPMVUJPO�� 7FSUJDBM� JOUFHSBUJPO� JO� EJTUSJCVUJPO� JT� OFWFS� BO�
iBMM�PS�OPUIJOHw�EFDJTJPO��JU�FOUBJMT�EFDJTJPOT�XIFUIFS�UP�NBLF�PS�CVZ�any�JOEJWJEVBM�
DIBOOFM�GVODUJPO�PS�TFU�PG�GVODUJPOT��5IVT�B�NBOVGBDUVSFS�DBO�WFSUJDBMMZ�JOUFHSBUF�B�
TVCTFU�PG�DIBOOFM�GVODUJPOT�CVU�TUJMM�VTF�JOEFQFOEFOU�JOUFSNFEJBSJFT�UP�QFSGPSN�PUIFS�
GVODUJPOT�

%VSJOH�UIJT�BOBMZTJT�FBDI�DIBOOFM�NFNCFS�NVTU�SFTQFDU�UIBU�UIF�GVODUJPOT�QFS�
GPSNFE�CZ�FWFSZ�PUIFS�DIBOOFM�NFNCFS�SFRVJSF�DFSUBJO�DPNQFUFODFT��/P�QBSUZ�TIPVME�
NFSFMZ�BTTVNF�UIBU�JU�DBO�UBLF�PWFS�BOPUIFS�QBSUZ�T�GVODUJPOT�BOE�QFSGPSN�UIFN�CFUUFS�
BOE�PS�NPSF�DIFBQMZ��"SSPHBODF�IBT�OP�QMBDF�JO�B�WFSUJDBM�JOUFHSBUJPO�EFDJTJPO�XIJDI�
NVTU�CF�VOEFSUBLFO�XJUI�SFTQFDU�GPS�UIF�DPNQFUFODF�PG�PUIFS�UZQFT�PG�PSHBOJ[BUJPO�

6OGPSUVOBUFMZ� UIF� EFDJTJPO� BMTP�NVTU� DPOTJEFS� PQQPSUVOJTN�� 4VDI� TFMG�JOUFSFTU�
TFFLJOH� PGUFO� QSPNQUT� OFHBUJWF� SFTQPOTFT� 	F�H�� iJU� SFQSFTFOUT� UIF� XPSTU� PG� IVNBO�
OBUVSFw
��#VU�JU�JT�JNQPSUBOU�OPU�UP�QFSTPOBMJ[F�UIF�EJTDVTTJPO��0QQPSUVOJTUJD�CFIBWJPS�
JT�B�DIBSBDUFSJTUJD�PG�entities� UIBU� JOUFSBDU�UP�DPOEVDU�CVTJOFTT��*U� JT�OPU�OFDFTTBSJMZ�B�
DIBSBDUFSJTUJD�PG�JOUFSQFSTPOBM�JOUFSBDUJPOT�JO�QSJWBUF�MJWFT�OPS�EPFT�JU�PDDVS�CFUXFFO�
PSHBOJ[BUJPOT�BU�BMM�UJNFT��#VU�CVTJOFTT�SFMBUJPOT�PGUFO�MFBWF�SPPN�GPS�PQQPSUVOJTN�BOE�
JU�JT�EJGGJDVMU�UP�GPSFDBTU�JO�BEWBODF�XIJDI�QBSUOFST�XJMM�CF�NPSF�PS�MFTT�PQQPSUVOJTUJD��
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5IF�NBLF�PS�CVZ�EFDJTJPO�SFTUT�PO�BOUJDJQBUJOH�BOE�GPSFTUBMMJOH�PQQPSUVOJTN�JO�B�QSBH�
NBUJD�XBZ�

#FJOH�DPNNJUUFE�UP�B�system�	F�H��PVUTPVSDJOH
�JT�OPU�UIF�TBNF�BT�CFJOH�DPNNJU�
UFE�UP�B�HJWFO�member�PG�UIF�TZTUFN��*G�UIF�POMZ�SBUJPOBMF�GPS�WFSUJDBM�JOUFHSBUJPO�JT�UP�
BWPJE�VOTBUJTGBDUPSZ�SFTVMUT�PS�SFMBUJPOTIJQT�XJUI�BOPUIFS�PSHBOJ[BUJPO�UIF�GJSN�OFFET�
UP�UBLF�B�TUFQ�CBDL�BOE�TFFL�XBZT�UP�JNQSPWF�UIF�XPSLJOHT�PG�UIF�DVSSFOU�SFMBUJPOTIJQ��
/FYU�JU�TIPVME�DPOTJEFS�TXJUDIJOH�UP�BOPUIFS�UIJSE�QBSUZ�QSPWJEFS��5IF�ESBTUJD�TUFQ�PG�
WFSUJDBM�JOUFHSBUJPO�BOE�JUT�IJHI�PWFSIFBE�TIPVME�CF�JOWPLFE�POMZ�XIFO�PUIFS�PQUJPOT�
IBWF�CFFO�FYQMPSFE�GVMMZ�

5IF�BTTFSUJPO�SVOOJOH�UISPVHIPVU�UIJT�DIBQUFS�UIBU�NBSLFUT�GPS�EJTUSJCVUJPO�TFS�
WJDFT�BSF�GSFRVFOUMZ�FGGJDJFOU�NBZ�TFFN�TVSQSJTJOH��#VU�JU�BMTP�TIPVME�OPU�CF�UBLFO�UP�
JNQMZ�UIBU�B�GJSN�DBO�OFWFS�EP�CFUUFS�CZ�WFSUJDBMMZ�JOUFHSBUJOH��3BUIFS�JU�JOEJDBUFT�UIBU�UP�
BDIJFWF�CFUUFS�SFTVMUT�UIF�GJSN�NVTU�CF�QSFQBSFE�UP�NBLF�B�TVCTUBOUJBM�DPNNJUNFOU�BOE�
PQFSBUF�JO�B�NBOOFS�UIBU�JT�VOVTVBM�GPS�JUT�JOEVTUSZ�PS�NBSLFU��'PS�WFSUJDBM�JOUFHSBUJPO�
UP�PVUQBDF�PVUTPVSDJOH�UIF�GJSN�NVTU�BDDFQU�NPSF�SJTLT�BOE�TVCTUBOUJBM�DPNNJUNFOUT�

"MUIPVHI� FTUJNBUJOH� USBOTBDUJPO� DPTUT� QSPEVDUJPO� DPTUT� BOE� 30*� QSFDJTFMZ� JT�
JNQPTTJCMF�JO�BOZ�TDFOBSJP�WFSUJDBMMZ�JOUFHSBUFE�PS�PUIFSXJTF�UIF�GSBNFXPSL�JO�UIJT�
DIBQUFS� TVHHFTUT� IPX�EFDJTJPO�NBLFST� DBO� GPSFDBTU� UIF� EJSFDUJPO� PG� UIFTF� DPTUT� UP�
BSSJWF�BU�B�SPVHI�BQQSPYJNBUJPO�PG�XIJDI�TZTUFN�XJMM�XPSL�CFTU�JO�UIF�MPOH�UFSN��8F�
QSFTFOU� UIF�EFDJTJPO�QBUI�JO�TUFQT�CFHJOOJOH�XJUI�UIF�BTTVNQUJPO�UIBU�PVUTPVSDJOH�
EJTUSJCVUJPO�JT�TVQFSJPS�BOE�POMZ�UIFO�RVFTUJPOJOH�UIJT�BTTVNQUJPO�JO�TQFDJGJD�DJSDVN�
TUBODFT�� *G� UIF� TFDPOE� TUFQ�PGGFST� TVGGJDJFOUMZ� DPNQFMMJOH� BSHVNFOUT� TVDI� BT�XIFO�
WFSUJDBM�JOUFHSBUJPO�XPVME�MFBE�UP�DSJUJDBM�NBSLFU�JOTJHIUT�PS�DSFBUF�OFX�PQUJPOT�GPS�UIF�
GVUVSF�GJSNT�BSF�KVTUJGJFE�UP�JOUFHSBUF�OPU�OFDFTTBSJMZ�CFDBVTF�UIFZ�DBO�EP�B�CFUUFS�
KPC�PO�UIF�OFX�GVODUJPO�CVU�CFDBVTF�UIFZ�DBO�CFUUFS�MFBSO�PS�PQFO�UIF�EPPS�UP�B�GVUVSF�
JOWFTUNFOU��*OUFHSBUJPO�GPSXBSE�PS�CBDLXBSE�JO�UIJT�DBTF�TIPVME�JNQSPWF�PWFSBMM�QFS�
GPSNBODF�OPU�QFSGPSNBODF�per se.

TA K E - A W AYS

t� 5IF�WFSUJDBM�JOUFHSBUJPO�EFDJTJPO�BMTP�LOPXO�BT�NBLF�PS�CVZ�BQQMJFT�UP�FBDI�GVODUJPO�
PS�TFU�PG�GVODUJPOT�JOWPMWFE�JO�EJTUSJCVUJOH�B�QSPEVDU�PS�TFSWJDF��%FTQJUF�JUT�OBNF�UIF�
DIPJDF�JT�OPU�SFBMMZ�CJOBSZ��.BLF�PS�CVZ�EFDJTJPOT�FOUBJM�B�DPOUJOVVN�UIBU�EFTDSJCFT�
IPX�UIF�DPTUT�CFOFGJUT�BOE�SFTQPOTJCJMJUJFT�PG�EPJOH�UIF�XPSL�HFU�TQMJU�CFUXFFO�
PSHBOJ[BUJPOT�

t� $SFBUJOH�B�SFMBUJPOTIJQ�JT�B�XBZ�UP�DPNQSPNJTF�CFUXFFO�NBLJOH�BOE�CVZJOH��5IF�
DMPTFS�UIBU�SFMBUJPOTIJQ�UIF�NPSF�JU�BQQSPYJNBUFT�WFSUJDBM�JOUFHSBUJPO��5IF�NPSF�
�EJTUBOUùUIF�SFMBUJPOTIJQ�UIF�NPSF�JU�BQQSPYJNBUFT�PVUTPVSDJOH�

t� *OUFHSBUJOH�GPSXBSE�PS�CBDLXBSE�JT�IBSEFS�UIBO�JU�MPPLT��5IF�GJSN�TIPVME�OPU�TJNQMZ�
BTTVNF�JU�DBO�PVUQFSGPSN�B�TQFDJBMJTU�CZ�UBLJOH�DPOUSPM�PG�JUT�GVODUJPOT��3BUIFS�JU�
NVTU�BTL�B�LFZ�RVFTUJPO��8JMM�JOUFHSBUJOH�B�GVODUJPO�JNQSPWF�NZ�MPOH�SVO�FDPOPNJD�
SFUVSO�PO�JOWFTUNFOU �$BO�*�JNQSPWF�NZ�SFWFOVFT�PS�SFEVDF�NZ�DPTUT�BOE�XJMM�UIFTF�
HBJOT�KVTUJGZ�UIF�SFTPVSDFT�*�XJMM�OFFE�UP�DPNNJU�UP�WFSUJDBM�JOUFHSBUJPO 

t� 5IF�GJSN�TIPVME�PVUTPVSDF�JG
t� -JUUMF�NPOFZ�JT�BU�TUBLF�	F�H��JU�JT�B�NJOPS�GVODUJPO
�
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t� 5IF�GJSN�DBOOPU�BGGPSE�UIF�SFTPVSDFT�OFFEFE�UP�DSFBUF�BO�JOUFSOBM�
PQFSBUJPO�

t� 5IF�GJSN�IBT�CFUUFS�VTFT�GPS�UIFTF�SFTPVSDFT�
t� *G�UIF�NBSLFU�GPS�EJTUSJCVUJPO�TFSWJDFT�BMTP�JT�DPNQFUJUJWF�PVUTPVSDJOH�JT�UIF�

SJHIU�TUBSUJOH�QPJOU�UP�CFOFGJU�GSPN�UIF�TJY�GVOEBNFOUBM�BEWBOUBHFT�PG�BO�
PVUTJEFùTQFDJBMJTU�
t� 4VQFSJPS�NPUJWBUJPO
t� 4QFDJBMJ[BUJPO
t� 4VSWJWBM�PG�UIF�FDPOPNJDBMMZ�GJUUFTU
t� &DPOPNJFT�PG�TDBMF
t� )FBWJFS�NBSLFU�DPWFSBHF
t� *OEFQFOEFODF�GSPN�BOZ�TJOHMF�TVQQMJFS

t� *G�DPOEJUJPOT�FYJTU�UIBU�QSFWFOU�UIF�GJSN�GSPN�CFOFGJUJOH�GSPN�UIFTF�TJY�
�BEWBOUBHFT�WFSUJDBM�JOUFHSBUJPO�	PS�B�DMPTF�SFMBUJPOTIJQ
�JT�DBMMFE�GPS�BT�MPOH�
BT�UIFSF�BSF�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�	FTQFDJBMMZ�JG�UIF�FOWJSPONFOU�JT�
WPMBUJMF
�QFSGPSNBODF�BNCJHVJUZ�BOE�UIJO�NBSLFUT�

t� 5IF�QPUFOUJBM�GPS�TVCTUBOUJBM�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�QVUT�UIF�GJSN�BU�SJTL�PG�
FOUFSJOH�JOUP�TNBMM�OVNCFST�CBSHBJOJOH�XJUI�B�UIJSE�QBSUZ�XIJDI�USBQT�JU��6OBCMF�
UP�TXJUDI�UP�B�CFUUFS�TVQQMJFS�UIF�GJSN�SJTLT�CFJOH�UIF�WJDUJN�PG�PQQPSUVOJTN�

t� 5IF�TJY�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�DSJUJDBM�GPS�EJTUSJCVUJPO�DBO�CF�TQMJU�JOUP�
UXP�DBUFHPSJFT�
t� *OUBOHJCMF�DBQBCJMJUJFT

t�*EJPTZODSBUJD�	DPNQBOZ�TQFDJGJD
�LOPXMFEHF
t�3FMBUJPOTIJQT�BNPOH�QFSTPOOFM
t�#SBOE�FRVJUZ�UIBU�SFTUT�PO�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�T�BDUJPOT

t� 5BOHJCMF�DBQBCJMJUJFT
t�$VTUPNJ[FE�QIZTJDBM�GBDJMJUJFT
t�%FEJDBUFE�DBQBDJUZ
t�4JUF�TQFDJGJDJUZ

t� 5IF�HSFBUFS�UIF�QPUFOUJBM�GPS�DPNQBOZ�TQFDJGJD�DBQBCJMJUJFT�UP�HSPX�BOE�
CFDPNF�WBMVBCMF�UIF�NPSF�MJLFMZ�WFSUJDBM�JOUFHSBUJPO�JT�UP�CF�NPSF��FGGJDJFOU�
UIBO�PVUTPVSDJOH�QBSUJDVMBSMZ�JO�WPMBUJMF�VODFSUBJO�FOWJSPONFOUT��5IF�
�DPNCJOBUJPO�PG�VODFSUBJOUZ�BOE�TQFDJGJD�DBQBCJMJUJFT�JT�TP�EJGGJDVMU�UP�NBOBHF�
UIBU�GJSNT�TIPVME�EFNBOE�WFSZ�IJHI�SFUVSOT�UP�FOUFS�TVDI�CVTJOFTTFT�

t� 0WFS�UJNF�TQFDJGJD�BTTFUT�NBZ�CFDPNF�HFOFSBM�QVSQPTF�BTTFUT�TVDI�UIBU�
�WFSUJDBM�JOUFHSBUJPO�JT�OP�MPOHFS�FGGJDJFOU��*ODVNCFOUT�NBZ�CF�USBQQFE�CZ�IJHI�
TXJUDIJOH�DPTUT�UIPVHI�VOBCMF�UP�TXJUDI�UP�PVUTPVSDJOH�

t� /FDFTTBSZ�DBQBCJMJUJFT�GPS�WFSUJDBM�JOUFHSBUJPO�NBZ�CF�SBSF�	MPX�TVQQMZ�SFMBUJWF�
UP�EFNBOE
�CVU�OPU�TQFDJGJD�	DVTUPNJ[FE
��4FDVSJOH�TVDI�DBQBCJMJUJFT�JT�BMXBZT�
DPTUMZ�FWFO�JG�UIF�GJSN�WFSUJDBMMZ�JOUFHSBUFT��"T�UIF�NBSLFU�HSPXT�UIJO�UIF�GJSN�
NBZ�WFSUJDBMMZ�JOUFHSBUF�TJNQMZ�UP�FOTVSF�B�TPVSDF�CVU�TIPVME�TUJMM�FYQFDU�UIF�
GVODUJPO�UP�CF�FYQFOTJWF�UP�QFSGPSN�

t� 1FSGPSNBODF�BNCJHVJUZ�PDDVST�XIFO�JU�JT�WFSZ�EJGGJDVMU�UP�BTDFSUBJO�XIFUIFS�B�
UIJSE�QBSUZ�JT�EPJOH�B�KPC�XFMM��*U�BSJTFT�JO�UXP�NBJO�DJSDVNTUBODFT�
t� �5IF�NBSLFU�JT�TP�VOGBNJMJBS�UIBU�UIF�GJSN�IBT�OP�CBTFMJOF�UP�KVEHF�XIFUIFS�

SFTVMUT�BSF�HPPE�PS�CBE�
t� *U�JT�EJGGJDVMU�PS�JNQPTTJCMF�UP�HBUIFS�SFMFWBOU�UJNFMZ�BDDVSBUF�SFTVMU�JOEJDBUPST�
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t� (SFBUFS�QFSGPSNBODF�BNCJHVJUZ�JODSFBTFT�UIF�DIBODFT�UIBU�WFSUJDBM�JOUFHSBUJPO�JT�
NPSF�FGGJDJFOU�UIBO�PVUTPVSDJOH�

t� 7FSUJDBM�JOUFHSBUJPO�NBZ�SFGMFDU�B�TUSBUFHJD�EFDJTJPO�VOEFSUBLFO�UP�FOIBODF�
�FGGFDUJWFOFTT�TQFDVMBUJWFMZ�BDDPSEJOH�UP�UXP�NBJO�SBUJPOBMFT�
t� �5IF�GVODUJPO�TFSWFT�BT�B�NBSLFU�UFTUJOH�BOE�GFFECBDL�NFDIBOJTN�	PCTFSWBUPSZ�

DMBTTSPPN
�
t� 5IF�GVODUJPO�JT�BO�PQUJPO�UIBU�UIF�GJSN�QMBOT�UP�FYFSDJTF�MBUFS�UP�FOUFS�EJTUSJCVUJPO�

GBTUFS�BOE�CFUUFS�JG�JU�UVSOT�PVU�UP�CF�B�HPPE�JEFB�
t� "MM�UIFTF�BSHVNFOUT�BQQMZ�UP�B�QSPEVDFS�DPOTJEFSJOH�JOUFHSBUJOH�GPSXBSE�BT�XFMM�BT�

UP�B�EPXOTUSFBN�DIBOOFM�NFNCFS�DPOTJEFSJOH�JOUFHSBUJOH�CBDLXBSE�
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C H A P T E R  5

Designing Channel 
Structures and 

Strategies
LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FGJOF�TFMFDUJWJUZ�BT�UIF�OFHPUJBUFE�BOE�PGUFO�SFDJQSPDBM�MJNJUBUJPOT�PO�UIF�OVNCFS�
PG�USBEJOH�QBSUOFST�JO�B�NBSLFU�BSFB�

t�&YQMBJO�XIZ�NBOVGBDUVSFST�QSFGFS�NPSF�DPWFSBHF�FTQFDJBMMZ�JO�GBTU�NPWJOH�DPO�
TVNFS�HPPET�JOEVTUSJFT�DPNCJOFE�XJUI�B�EPXOTUSFBN�DIBOOFM�NFNCFS�UIBU�MJNJUT�
JUT�BTTPSUNFOU�JO�UIFJS�QSPEVDU�DBUFHPSZ�

t�&YQMBJO�XIZ�EPXOTUSFBN�DIBOOFM�NFNCFST�QSFGFS�MFTT�DPWFSBHF�DPNCJOFE�XJUI�B�
HSFBUFS�BTTPSUNFOU�JO�FBDI�NBOVGBDUVSFS�T�QSPEVDU�DBUFHPSZ�

t�3FDPHOJ[F�XIZ�MJNJUFE�EJTUSJCVUJPO�JT�QSFGFSBCMF�UP�CSBOET�XJUI�B�IJHI�FOE�QPTJ�
UJPOJOH�PS�B�OBSSPX�UBSHFU�NBSLFU�

t�%FTDSJCF�UIF�NFDIBOJTN�CZ�XIJDI�MJNJUJOH�UIF�OVNCFS�PG�USBEJOH�QBSUOFST�
JODSFBTFT�CPUI�NPUJWBUJPO�BOE�QPXFS�

t�&YQMBJO�IPX�TFMFDUJWJUZ�SFBTTVSFT�USBEJOH�QBSUOFST�BHBJOTU�UIF�UISFBU�PG�
PQQPSUVOJTN�

t�'PSFDBTU�XIFO�FJUIFS�TJEF�	VQTUSFBN�EPXOTUSFBN
�XJMM�DPODFEF�UP�B�MJNJUBUJPO�PG�
UIF�OVNCFS�PG�JUT�USBEJOH�QBSUOFST�

t�0VUMJOF�XBZT�UP�NBJOUBJO�JOUFOTJWF�DPWFSBHF�XIJMF�MJNJUJOH�JUT�EFTUSVDUJWF�FGGFDUT�JO�
UIF�DIBOOFM�

t�%FTDSJCF�UIF�TQFDJBM�DIBMMFOHFT�PG�NVMUJQMF�GPSNBUT�BOE�EVBM�EJTUSJCVUJPO�

t�4VNNBSJ[F�IPX�DIBOOFM�NBOBHFST�DBO�DMPTF�TFSWJDF�BOE�DPTU�HBQT�VTJOH�EBUB�DPM�
MFDUFE�JO�DIBOOFM�BVEJUT�
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BFGPSF� designing� BO� FGGFDUJWF� NBSLFUJOH� DIBOOFM� TUSBUFHZ� NBOBHFST� NVTU�
�segment� FOE�VTFST� BDDPSEJOH� UP� UIFJS� TFSWJDF� OFFET� 	CVML� CSFBLJOH� TQBUJBM�
DPOWFOJFODF� EFMJWFSZ� SFRVJSFNFOUT
� BT� XFMM� BT� EFUFSNJOF� XIJDI� FOE�VTFS�

�TFHNFOUT� UP� �target� 	$IBQUFS� �
��5IFTF� TFHNFOUBUJPO� BOE� UBSHFUJOH� TUFQT� QSPWJEF� B�
DMFBSFS�QJDUVSF�PG�XIBU�EJGGFSFOU�HSPVQT�PG�FOE�VTFST�XBOU�GSPN�UIFJS�DIBOOFMT�BT�XFMM�
BT�XIJDI�HSPVQT�UIF�NBOBHFS�TIPVME�CF�NPTU�JOUFSFTUFE�JO�SFBDIJOH�

"T�XF�OPUFE�JO�$IBQUFS���UIF�OFYU�TUFQ�GPS�DIBOOFM�NBOBHFST�JT�UP�audit�UIFJS�
FYJTUJOH�NBSLFUJOH�DIBOOFMT��8JUI� UIF�FGGJDJFODZ� UFNQMBUF� UIFZ�DBO�DPEJGZ� JOGPSNB�
UJPO�BCPVU� UIF� JNQPSUBODF�PG�FBDI�DIBOOFM� GVODUJPO� JO�CPUI�DPTU�BOE�WBMVF� UFSNT�
BOE�TQFDJGZ�UIF�QSPQPSUJPO�PG�FBDI�GVODUJPO�QFSGPSNFE�CZ�FBDI�DIBOOFM�NFNCFS��5IF�
FGGJDJFODZ� UFNQMBUF� BMTP�QSPEVDFT� UIF�OPSNBUJWF�QSPGJU� TIBSF�NFUSJD� GPS� FBDI� DIBO�
OFM�NFNCFS�XIJDI�measures�UIF�QSPQPSUJPOBUF�WBMVF�BEEFE�UP�UIF�DIBOOFM�CZ�FBDI�
DIBOOFM�NFNCFS��8JUIPVU�BOZ�JOUFSWFOJOH�BEWFSTF�DPNQFUJUJWF�DPOEJUJPOT�OPSNBUJWF�
QSPGJU�TIBSFT�TIPVME�BQQSPYJNBUF�UIF�BDUVBM�TIBSFT�PG�UPUBM�DIBOOFM�QSPGJUT�FOKPZFE�CZ�
FBDI�DIBOOFM�NFNCFS�GPMMPXJOH�UIF�FRVJUZ�QSJODJQMF�

6TJOH�UIF�HBQ�BOBMZTJT�UFNQMBUF�NBOBHFST�OFYU�DBO�identify gaps�JO�CPUI�TFSWJDF�
	J�F��TFSWJDF�QSPWJEFE�JT�EJGGFSFOU�UIBO�EFTJSFE�CZ�FOE�VTFST
�BOE�DPTU�	J�F��QSJDF�QSP�
WJEFE�JT�NPSF�UIBO�EFTJSFE�CZ�FOE�VTFST
��.BUDIJOH�VQ�UIF�TFSWJDF�PVUQVUT�EFNBOEFE�
CZ�UBSHFUFE�FOE�VTFST�XJUI�UIF�PGGFSJOHT�	TFSWJDF�BOE�QSJDF
�QSPWJEFE�CZ�FYJTUJOH�DIBO�
OFMT�HJWFT�UIF�NBOBHFS�B�HPPE�JEFB�PG�UIF�EJGGFSFODFT�CFUXFFO�UIF�BDUVBM�BOE�UIF�JEFBM�
DIBOOFM�TUSVDUVSF�XIJDI�JT�SFRVJSFE�UP�NFFU�UBSHFU�TFHNFOUT��OFFET�NPTU�FGGFDUJWFMZ�

'JOBMMZ� QSJPS� UP� UIF� BDUVBM� EFTJHO� PG� B� DIBOOFM� TUSVDUVSF� BOE� TUSBUFHZ� DIBO�
OFM�NBOBHFST�DPOEVDU�B�NBLF�PS�CVZ�DIBOOFM�BOBMZTJT�BT�PVUMJOFE� JO�$IBQUFS��� UP�
determine�XIJDI�DIBOOFM�GVODUJPOT�TIPVME�CF�QFSGPSNFE�JO�IPVTF�PS�PVUTPVSDFE�UP�
DIBOOFM�QBSUOFST��5IJT�WFSUJDBM�JOUFHSBUJPO�BOBMZTJT�JT�DSJUJDBM�XJUI�MPOH�UFSN�DPTU�BOE�
TUSBUFHJD�JNQMJDBUJPOT�JODMVEJOH�UIF�UISFBUT�BTTPDJBUFE�XJUI�DPOWFSUJOH�DIBOOFM�QBSU�
OFST�JOUP�DPNQFUJUPST�

'SPN�UIF�UISFF�UZQFT�PG�BOBMZTFT�FOE�VTFS�DIBOOFM�BOE�NBLF�PS�CVZ��NBOBHFST�
HBJO�JOTJHIUT�UIBU�FOBCMF�UIFN�UP�NBLF�UISFF�TUSBUFHJD�DIBOOFM�EFDJTJPOT�QFSUBJOJOH�UP�
	�
�DIBOOFM�JOUFOTJUZ�	�
�DIBOOFM�UZQFT�BOE�	�
�EVBM�EJTUSJCVUJPO�FBDI�PG�XIJDI�NVTU�
BMJHO�XJUI�UIF�GJSN�T�PWFSBMM�TUSBUFHZ�BOE�DPNQFUJUJWF�QPTJUJPOJOH�QMBOT�EFNBOE�WBSJ�
PVT�EFTJHO�USBEF�PGGT�BOE�FYFSU�TJHOJGJDBOU�JOGMVFODF�PO�UIF�JNQMFNFOUBUJPO�BOE�NBO�
BHFNFOU�PG�DIBOOFM�TUSBUFHJFT��'PMMPXJOH�UIFTF�TUSBUFHJD�DIBOOFM�EFDJTJPOT�UIF�DIBOOFM�
NBOBHFS�JT�SFTQPOTJCMF�GPS�DMPTJOH�BOZ�HBQT�JEFOUJGJFE�EVSJOH�UIF�DIBOOFM�BVEJU�TP�UIBU�
UIF�VMUJNBUF�DIBOOFM�NFFUT�TFSWJDF�PVUQVU�EFNBOET�BU�UIF�NJOJNVN�DPTU�UIBU�JT�SFQ�
SFTFOUT�B�zero-based�DIBOOFM�

$POTJEFS�FBDI�PG�UIFTF�TUSBUFHJD�DIBOOFM�EFDJTJPOT��'JSTU�UIF�channel�intensity�
RVFTUJPO�FOUBJMT�IPX�NVDI�DPWFSBHF�UIF�TVQQMJFS�TIPVME�IBWF�JO�WBSJPVT�GPSNT��5IBU�
JT�IPX�FBTZ�TIPVME�JU�CF�GPS�B�QPUFOUJBM�DVTUPNFS�UP�GJOE�BOE�CVZ�UIF�CSBOE�PS�QSPE�
VDU�PGGFSJOH �.PTU�PG�UIJT�DIBQUFS�GPDVTFT�PO�UIJT�QJWPUBM� JTTVF�BOE�JUT�DSJUJDBM� JOGMV�
FODF�PO�B�NVMUJUVEF�PG�DIBOOFM�TUSBUFHZ�JTTVFT��)BWJOH�EFUFSNJOFE�UIF�JOUFOTJUZ�MFWFM�
UIF�GJSN�NVTU�DIPPTF�UIF�channel types� JU�XJMM�VTF�UP�HP�UP�NBSLFU�BOE�GJOE�XBZT�
UP�DPNCJOF�UIFTF�GPSNBUT�	F�H��TUPSFT�LJPTLT�XFCTJUFT
��'JOBMMZ�TIPVME�UIF�TVQQMJFS�
TJNVMUBOFPVTMZ�HP�UP�NBSLFU�UISPVHI�JUT�PXO�DIBOOFMT�BOE�UIJSE�QBSUJFT�UIF�dual dis-
tribution�EFDJTJPO�XIJDI�XPVME�JOWPMWF�DPNQFUJOH�XJUI�JUT�PXO�DIBOOFM�NFNCFST �
5IFTF�UISFF�EFDJTJPOT�NBZ�TFFN�iNBOVGBDUVSFS�DFOUSJDw�CVU�UIFZ�FYUFOE�GBS�CFZPOE�
UIBU� TUBHF� JO� UIF� DIBOOFM�CFDBVTF� UIFJS� SBNJGJDBUJPOT�EFQFOE� GVMMZ�PO�EPXOTUSFBN�
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DIBOOFM�NFNCFST��QFSTQFDUJWFT�BOE�TUSBUFHJFT��*O�QBSUJDVMBS�JO�UIJT�DIBQUFS�XF�DPO�
TJEFS�XIFO�EPXOTUSFBN�DIBOOFM�NFNCFST�TIPVME�EFNBOE�UIBU�TVQQMJFST� MJNJU� UIFJS�
EFHSFF�BOE�WBSJFUZ�PG�NBSLFU�DPWFSBHF�BOE�XIFO�UIFZ�TIPVME�CF�XJMMJOH�UP�MJNJU�UIFJS�
PXO�CSBOE�BTTPSUNFOU�

CHANNEL INTENSITY DECISIONS

Intensive distribution�NFBOT� UIBU� B� CSBOE� DBO� CF� QVSDIBTFE� GSPN�NBOZ�QPTTJCMF�
PVUMFUT� JO�B� USBEJOH�BSFB��"O�FYUSFNF�WFSTJPO�JT�saturation�XIJDI�JNQMJFT� UIBU� JU� JT�
BWBJMBCMF�JO�every�QPTTJCMF�PVUMFU��Exclusive distribution�NFBOT�JO�DPOUSBTU�UIBU�UIF�
CSBOE�DBO�CF�QVSDIBTFE�POMZ�UISPVHI�POF�WFOEPS�JO�B�USBEJOH�BSFB�HJWJOH�UIBU�WFOEPS�
B�local monopoly�PO�UIF�CSBOE��#PUI�UPUBM�TBUVSBUJPO�BOE�NPOPQPMZ�DPOEJUJPOT�BSF�
VOVTVBM��UZQJDBMMZ�CSBOE�EJTUSJCVUJPO�JOUFOTJUZ�PGGFST�QBSUJBM�DPWFSBHF�JO�BWBJMBCMF�PVU�
MFUT�JO�B�NBSLFU�BSFB��5IF�TQFDJGJD�EFHSFF�JO�UVSO�MBSHFMZ�EFUFSNJOFT�UIF�NBOVGBDUVSFS�T�
DIBOOFM�QSPHSBNT���"T�B�HFOFSBM�SVMF�

5IF�NPSF�JOUFOTJWFMZ�B�NBOVGBDUVSFS�EJTUSJCVUFT�JUT�CSBOE�JO�B�NBSLFU�UIF�MFTT�
UIF�NBOVGBDUVSFS�DBO�JOGMVFODF�IPX�DIBOOFM�NFNCFST�QFSGPSN�NBSLFUJOH�DIBO�
OFM�GVODUJPOT�

5IBU�JT�UP�DPOUSPM�DIBOOFM�GVODUJPOT�BOE�UIFJS�QFSGPSNBODF�UIF�NBOVGBDUVSFS�OFFET�
UP�SFGSBJO�GSPN�CMBOLFUJOH�PS�TBUVSBUJOH�EJTUSJCVUJPO�PVUMFUT��#VU�MJNJUJOH�DPWFSBHF�NBZ�
NFBO�UIF�NBOVGBDUVSFS�HJWFT�VQ�TPNF�TBMFT�BOE�QSPGJUT�UP�JUT�DPNQFUJUPST��/BUVSBMMZ�
NBOVGBDUVSFST�QSFGFS�UP�NBYJNJ[F�DPWFSBHF�BOE�BDUJWFMZ�SFTJTU�BOZ�EFMJCFSBUF�SFTUSJD�
UJPOT�PO�UIFJS�CSBOE�BWBJMBCJMJUZ��4P�when and why should a manufacturer limit cover-
age as part of its channel strategy?

5IF�BOTXFS�TUFNT�GSPN�UIF�SFGMFDUJWF�TUSVDUVSF�PG�UIF�DIBOOFM��&WFO�BT�UIF�VQTUSFBN�
GJSN�	NBOVGBDUVSFS
�DPOTJEFST�IPX�NBOZ�PVUMFUT�UP�QVSTVF�	EFHSFF�PG�TFMFDUJWJUZ
�UIF�
EPXOTUSFBN�GJSN�	F�H��SFTFMMFS
�DPOTJEFST�UIF�GMJQ�TJEF�OBNFMZ�IPX�NBOZ�DPNQFUJOH�
CSBOET�UP�DBSSZ�JO�B�QSPEVDU�DBUFHPSZ�	DBUFHPSZ�TFMFDUJWJUZ
��#PUI�TJEFT�DPOGSPOU�USBEF�
PGGT�BTTPDJBUFE�XJUI�MJNJUJOH�UIF�OVNCFS�PG�DIBOOFM�QBSUOFST�UIFZ�BEPQU��"MUIPVHI�B�
DPOWFOUJPOBM�WJFX�PG�DIBOOFM�JOUFOTJUZ�EFDJTJPOT�VTFT�B�CVMMZ�USPQF�JO�XIJDI�B�TJOHMF�
TUSPOH�QMBZFS�JNQPTFT�SFTUSJDUJPOT�PO�B�XFBLFS�DIBOOFM�QBSUOFS�UIBU�WJFX�JT�MJNJUFE�
BOE�PGUFO�NJTMFBEJOH��"�CFUUFS�GSBNJOH�SFDPHOJ[FT�UIF�EFDJTJPO�BT�B�OFHPUJBUJPO�PVU�
DPNF�SFGMFDUJOH�USBEF�PGGT�SFDJQSPDJUZ�BOE�FBDI�GJSN�T�PWFSBMM�QPTJUJPOJOH�

Downstream Channel Members’ Perspective on Intensive Distribution

'PS�EPXOTUSFBN�DIBOOFM�NFNCFST�NPSF�JOUFOTF�CSBOE�DPWFSBHF�DBO�TQFMM� UIF�SVJO�
PG� UIFJS�DIBOOFM�BEWBOUBHF�CFDBVTF� JU�FMJNJOBUFT� UIFJS�BCJMJUZ� UP�EJGGFSFOUJBUF� UIFN�
TFMWFT�CZ�PGGFSJOH�VOJRVF�BTTPSUNFOUT��8IFO�EJTUSJCVUJPO�JT�JOUFOTJWF�BMM�DPNQFUJUPST�
IBWF�UIF�TBNF�CSBOE�XIJDI�CFOFGJUT�NBJOMZ�UIF�NBOVGBDUVSFS��5IVT�each downstream 
channel member prefers exclusivity��5IF�SFTVMUJOH�DMBTI�PG�JOUFSFTUT�CFUXFFO�NBOVGBD�
UVSFST�BOE�EPXOTUSFBN�QMBZFST�CVJMET�B�QFSNBOFOU�TPVSDF�PG�DPOGMJDU�JOUP�BOZ�NBSLFU�
DIBOOFM�

*O�B�TBUVSBUFE�NBSLFU�JO�QBSUJDVMBS�UIF�CSBOE�BMPOF�DBOOPU�BUUSBDU�FOE�VTFST�UP�UIF�
TUPSF�	UIPVHI�GBJMJOH�UP�TUPDL�UIF�CSBOE�DPVME�ESJWF�UIFN�BXBZ
�BOE�FWFO�XIFO�CVZFST�
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DIPPTF�UP�WJTJU�UIF�EPXOTUSFBN�NFNCFS�TUJMM�IBT�UP�GJOE�TPNF�XBZ�UP�HFU�UIF�CVZFS�UP�
QVSDIBTF�PO�UIF�TQPU��*O�NBOZ�DBTFT�JOFSUJB�JT�UIF�CFTU�SFBTPO��"O�FOE�VTFS�CVZT�UP�
BWPJE�UIF�OVJTBODF�PG�TIPQQJOH�FMTFXIFSF�QBSUJDVMBSMZ�GPS�B�NJOPS�QVSDIBTF�MJLF�UPPUI�
QBTUF�PS�UPNBUP�TBVDF��#VU�GPS�B�NPSF�JNQPSUBOU�JOWPMWFE�QVSDIBTF�TVDI�BT�B�EJHJUBM�
DBNFSB�CVZFST�PGUFO�EFMBZ�UIFJS�EFDJTJPOT�BOE�DPOUJOVF�UP�TIPQ�VOMFTT�UIF�DIBOOFM�
NFNCFS�DBO�QSFTFOU�TPNF�SFBTPO�TVDI�BT�B�QSJDF�DVU�GPS�UIFN�UP�CVZ�JNNFEJBUFMZ��
*O�NBOZ�NBSLFUT�UIF�EJSFDU�DPOGMJDUT�BDSPTT�DIBOOFM�NFNCFST�MFBE�UP�GFSPDJPVT�intra-
brand price competition��5IJT� QSJDF� DPNQFUJUJPO� UBLFT� QMBDF� BNPOH� TFMMFST� PG� UIF�
TBNF�CSBOE�VOMJLF�UIF�NPSF�TUBOEBSE�GPSN�PG�inter-brand price competition�BNPOH�
EJGGFSFOU�CSBOET�JO�B�QSPEVDU�DBUFHPSZ�

'SPN�UIF�NBOVGBDUVSFS�T�QFSTQFDUJWF�JOUSB�CSBOE�QSJDF�DPNQFUJUJPO�BU�UIF�SFUBJM�
MFWFM� JT�EFTJSBCMF�BU� MFBTU� JO�UIF�TIPSU� UFSN��$IBOOFM�NFNCFST�TFMM�NPSF�CZ�DIBSH�
JOH�MPXFS�QSJDFT�QSPCBCMZ�BU�B�DPTU�NBJOMZ�UP�UIFJS�PXO�NBSHJOT�	FTQFDJBMMZ�JG� UIFZ�
BMSFBEZ�IBWF�QBJE� UIF�NBOVGBDUVSFS� GPS� UIFJS� JOWFOUPSZ
��5IF�NBOVGBDUVSFS� SFBMJ[FT�
IJHIFS�WPMVNF�BU�UIF�TBNF�XIPMFTBMF�QSJDF��$PDB�$PMB�NBZ�PGGFS�B�GFX�QSPNPUJPOBM�
DPOTJEFSBUJPOT�UP�JUT�SFUBJMFST�CVU�NBOZ�TFMMFST�PG�TPGU�ESJOLT�TVDI�BT�MBSHF�TVQFSNBS�
LFUT�BOE�IZQFSNBSLFUT�DBSSZ�B�NBTTJWF�WBSJFUZ�BOE�JOWFOUPSZ�PG�FBDI�CSBOE�UIBU�UIFZ�
OFFE�UP�UVSO�PWFS�UP�NBOBHF�UIFJS�TIFMG�TQBDF�FGGFDUJWFMZ��5P�JOEVDF�TIPQQFST�UP�CVZ�
DPOTUBOUMZ�UIF�TUPSFT�UIFNTFMWFT�PGGFS�MPX�QSPNPUJPOBM�QSJDFT�UIPVHI�EPJOH�TP�NBZ�
NFBO�B�MPTT�PG�JNNFEJBUF�QSPGJUT�PO�UIBU�QSPEVDU�

#VU�TVDI�B�TJUVBUJPO�DBOOPU�HP�PO�JOEFGJOJUFMZ��*G�UIF�CSBOE�JT�OFWFS�QSPGJUBCMF�GPS�
EPXOTUSFBN�DIBOOFM�NFNCFST�UIFZ�MJLFMZ�EFNBOE�SFMJFG�JO�UIF�GPSN�PG�MPXFS�XIPMF�
TBMF�QSJDFT�GSPN�UIF�NBOVGBDUVSFS��&WFO�XFSF�UIF�NBOVGBDUVSFS�UP�QSPWJEF�UIPTF�MPXFS�
QSJDFT�UIF�QSPGJUBCJMJUZ�QSPCMFN�NBZ�QFSTJTU�CFDBVTF�POHPJOH�DPNQFUJUJPO�EFNBOET�
UIBU� UIF� EPXOTUSFBN�NFNCFST� HJWF� VQ� UIFJS� OFXMZ� JODSFBTFE�NBSHJOT� UP� SF�BUUSBDU�
FOE�VTFST��$POUJOVJOH�PVS�FYBNQMF�PG�$PDB�$PMB�QSPEVDUT�XF�GJOE�UIF�DIBOOFM�JO�BO�
JOUFSFTUJOH�CJOE��4UPSFT�DBOOPU�WFSZ�XFMM�TUPQ�TFMMJOH�$PLF�OPS�DBO�UIFZ�PWFSDPNF�UIF�
BDDPVOUJOH�MPTTFT�UIFZ�MJLFMZ�TVGGFS��5P�BWPJE�BOZ�GVSUIFS�MPTTFT�UIFZ�NBZ�DIPPTF�UP�
BWPJE�TJHOJGJDBOU�BEEJUJPOBM�DPTUT�UP�CVJME�FOE�PG�BJTMF�EJTQMBZT�PS�BEWFSUJTF�UIF�CSBOE�
UIPVHI�BO�PQUJPO�UIBU�NBZ�SFTVMU�JO�MPXFS�TBMFT�UIBU�FDIP�CBDL�VQ�UIF�DIBOOFM�

$PDB�$PMB�BMTP�JT�B�SFNBSLBCMZ�QPXFSGVM�CSBOE��'PS�PUIFST�UIF�MJLFMZ�PVUDPNF�
JT�UIBU�TPNF�DIBOOFM�NFNCFST�DIPPTF�UP�ESPQ�B�SFMBUJWFMZ�XFBL�CSBOE�UISPVHI�UISFF�
SPVUFT�

 1. 0WFSU�EJTDPOUJOVBUJPO�BOE�TVCTUJUVUJPO�JO�XIJDI�UIF�EPXOTUSFBN�NFNCFS�TVC�
TUJUVUFT�BOPUIFS�MFTT�JOUFOTJWFMZ�EJTUSJCVUFE�CSBOE�GPS�UIF�TBUVSBUFE�CSBOE��5IJT�
TVCTUJUVUJPO�JT�NPSF�MJLFMZ�GPS�XFBL�UIBO�GPS�TUSPOH�CSBOET�

 2. %JTDPOUJOVBUJPO�PG�UIF�FOUJSF�QSPEVDU�DBUFHPSZ�JG�OP�TBUJTGBDUPSZ�TVCTUJUVUF�CSBOE�
JT�BWBJMBCMF�BOE�UIF�DBUFHPSZ�JT�OPU�FTTFOUJBM�

 3. $PWFSU�DPOWFSTJPO�TVDI�UIBU�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�BQQFBST�UP�DBSSZ�B�
CSBOE�BOE�PGGFST�OPNJOBM�TUPDL�BOE�EJTQMBZ�CVU�BMTP�USJFT�UP�DPOWFSU�QSPTQFDUJWF�
DVTUPNFST�UP�B�EJGGFSFOU�CSBOE�PO�TJUF�

*G�FOPVHI�EPXOTUSFBN�DIBOOFM�NFNCFST�ESPQ�UIF�CSBOE�JU�TVGGFST�TVDI�B�MPX�EFHSFF�
PG� EJTUSJCVUJPO� JOUFOTJUZ� UIBU� UIF� JOUSB�CSBOE� DPNQFUJUJPO� HFUT� SFTPMWFE� JG� QFSIBQT�
OPU� RVJUF� UP� UIF� CSBOE�T� MJLJOH�� 5IVT� JU� JT� UIF� DIBOOFM� NFNCFST� JO� DPNCJOBUJPO�
OPU�KVTU�UIF�NBOVGBDUVSFS�UIBU�EFUFSNJOF�UIF�NBSLFUJOH�DIBOOFM�TUSVDUVSF��*O�TPNF�
DBTFT� �SFHBSEMFTT�PG� JUT�FGGPSUT� UIF�NBOVGBDUVSFS�NBZ� MPTF� JUT�QSFGFSSFE�PVUMFUT�BOE�
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CF�GPSDFE�UP�SFMZ�PO�JOGFSJPS�PVUMFUT�CFDBVTF�UIF�CFTU�PVUMFUT�OFBSMZ�BMXBZT�IBWF�UIF�
NPTU�BMUFSOBUJWFT�

5IFTF�DIBOOFM�TDFOBSJPT�BOE�EFDJTJPOT�BMTP�DBO�DSFBUF�FUIJDBM�BOE�NPSBM�JTTVFT�
GPS�UIF�DIBOOFM��'PS�FYBNQMF�B�GMBHSBOU�GPSN�PG�TVCTUJUVUJPO�CFIBWJPS� JT�DPNNPOMZ�
LOPXO�BT�UIF�bait-and-switch��5IBU�JT�B�EPXOTUSFBN�DIBOOFM�NFNCFS�BEWFSUJTFT�POF�
CSBOE�UP�HFU�DVTUPNFST�UP�WJTJU�JUT�TJUF�	CBJU
�BOE�UIFO�QFSTVBEFT�UIPTF�FOE�VTFST�UP�
CVZ�BOPUIFS�CSBOE�	TXJUDI
�PO�XIJDI�UIF�TFMMFS�FBSOT�B�IJHIFS�QSPGJU��#BJU�BOE�TXJUDI�
DPODFSOT� BSF�NPTU� DPNNPO� GPS� CSBOET�XJUI�NPSF� CVZFS� SFDPHOJUJPO� UIBU� TFSWF� BT�
BUUSBDUJWF�CBJU��5IVT�BO�FMFDUSPOJDT�TUPSF�NJHIU�SVO�BEWFSUJTFNFOUT�QSPNPUJOH�B�4POZ�
UFMFWJTJPO�BOE�UIFO�USBJO�JUT�TBMFT�QFSTPOOFM�UP�HVJEF�DPOTVNFST�UP�EJGGFSFOU�QFSIBQT�
MFTTFS�LOPXO�CSBOET�PO�XIJDI�UIF�TUPSF�FBSOT�IJHIFS�NBSHJOT�

"OPUIFS�USPVCMJOH�GBDUPS�JT�UIF�QSPCMFN�PG�free riding��5P�VOEFSTUBOE�UIJT�DIBO�
OFM�JTTVF�JNBHJOF�UIBU�ZPV�NBOBHF�B�SFUBJMFS�UIBU�TFMMT�EVSBCMF�DPOTVNFS�FOUFSUBJO�
NFOU�QSPEVDUT�BOE�QVSTVFT�B�IJHI�RVBMJUZ�QPTJUJPOJOH�TUSBUFHZ��5IVT�ZPV�JOWFTU�IFBWJMZ�
JO�ZPVS�DIBOOFM��:PVS�TUPSF�JT�XFMM�MPDBUFE�BOE�BQQFBMJOH�BOE�ZPV�TUPDL�GVMM�QSPEVDU�
MJOFT��'PS�B�	IZQPUIFUJDBM
�IJHI�FOE�TQFBLFS�CSBOE�DBMMFE�+PIBOTPO�ZPV�NBJOUBJO�TVC�
TUBOUJBM� JOWFOUPSZ� 	FWFO�PG� TMPX�NPWJOH� JUFNT
�EFWPUF�TVCTUBOUJBM� TIPXSPPN�TQBDF�
UP�EJTQMBZJOH�UIF�TQFBLFST�BEWFSUJTF�PO�CFIBMG�PG�+PIBOTPO�NBJOUBJO�B�XFMM�TUPDLFE�
SFQBJS�GBDJMJUZ�PGGFS�FYUFOEFE�XBSSBOUJFT�BOE�TP�GPSUI��:PVS�MBSHF�XFMM�USBJOFE�TBMFT�
TUBGG�DBO�FYQMBJO�FBDI�DBUFHPSZ�PG�QSPEVDU�	TQFBLFST�IPNF�DJOFNB�TZTUFNT
�OPUF�UIF�
NZSJBE�GFBUVSFT�PG�FBDI�CSBOE�BOE�NPEFM�FYQMBJO�IPX�GFBUVSFT�USBOTMBUF�JOUP�CFOFGJUT�
IFMQ�FOE�VTFST�EJTDPWFS�UIFJS�PXO�USBEF�PGG�QSFGFSFODFT�BOE�UIFO�IFMQ�UIFN�NBUDI�
UIFJS�QSFGFSFODFT�UP�UIFJS�PQUJPOT�

:PVS�TUSBUFHZ�BMTP�NFBOT�UIBU�ZPV�OFFE�UP�BUUSBDU�BO�BQQSFDJBUJWF�DMJFOUFMF�XIP�
XJMM�DPNQFOTBUF�ZPV�GPS�ZPVS�IJHI�DPTUT�CZ�QBZJOH�IJHIFS�QSJDFT�BOE�CFDPNJOH�MPZBM�
DMJFOUT��5IJT�TUSBUFHZ�IBT�XPSLFE�XFMM�GPS�ZPV��:PVS�TUPSF�IBT�B�SFQVUBUJPO�XIJDI�JU�
iMFOETw�UP�FBDI�CSBOE�ZPV�TFMM��BOE�ZPVS�DMJFOUFMF�USVTUT�ZPV�BT�B�QVSDIBTJOH�BHFOU�
UP�TDSFFO�QSPEVDUT�GPS�UIFN�

3FDFOUMZ�UIPVHI�+PIBOTPO�IJSFE�B�OFX�EJTUSJCVUJPO�NBOBHFS�XIP�IBT�BHHSFT�
TJWFMZ�QVSTVFE�EJTUSJCVUJPO�UISPVHI�DPNQFUJOH�PVUMFUT�UP�JODSFBTF�UIF�CSBOE�T�DPWFS�
BHF��*O�UIF�QBTU�GFX�XFFLT�ZPVS�TBMFTQFPQMF�IBWF�CFFO�DPNQMBJOJOH�UIBU�BMM�UIFZ�EP�
JT� JOUFSBDU�XJUI�iCSPXTFSTw�XIP� TQFOE�IPVST� UBMLJOH� BOE� MFBSOJOH� BCPVU� +PIBOTPO�
TQFBLFST�CVU� UIFO�FOE�FBDI� JOUFSBDUJPO�XJUI�BO�i*�N�HPJOH� UP� UIJOL�BCPVU� JU�w�5IF�
TBMFTQFPQMF�LOPX�XIBU�UIBU�NFBOT��5IFZ�XJMM�UIJOL�BCPVU�HPJOH�FMTFXIFSF�UP�CVZ�GPS�
B�MPXFS�QSJDF��4PNF�DVTUPNFST�FWFO�HFU�PO�UIFJS�TNBSU�QIPOFT�CFGPSF�UIFZ�MFBWF�UIF�
TUPSF�UP�BQQMZ�UIF�LOPXMFEHF�UIFZ�IBWF�HBJOFE�BOE�CVZ�UIFJS�QSFGFSSFE�TQFBLFST�PO�
BOPUIFS�SFUBJMFS�T�XFCTJUF��5IFTF�MPXFS�QSJDFT�BSF�BWBJMBCMF�GSPN�PUIFS�TFMMFST�CFDBVTF�
UIFZ�IBWF�OPU�JOWFTUFE�JO�PGGFSJOH�UIF�TBNF�MFWFM�PG�TVQQPSU�ZPV�QSPWJEF��/PS�EP�UIFZ�
OFFE� UP� CFDBVTF� ZPV� BSF� BMSFBEZ�QSPWJEJOH� BMM� UIF� BTTJTUBODF� FOE�VTFST� OFFE��5IF�
PUIFS�TUPSFT�BSF�GSFF�SJEJOH�PO�ZPV��:PV�CFBS�UIF�DPTUT�BOE�UIFZ�HBJO�UIF�CFOFGJUT�

"T�UIFTF�FYBNQMFT�TIPX�NBOVGBDUVSFST�PGUFO�GBJM�UP�BTL�UIFNTFMWFT�XIFUIFS�UIFJS�
FGGPSUT�UP�CFOFGJU�UIFJS�CSBOE�BSF�SFBMMZ�JO�UIF�DIBOOFM�T�CFTU�JOUFSFTU�PWFSBMM��'SFRVFOUMZ�
UIFZ�BSF�OPU��4JEFCBS�����DPWFST�IPX�3PZBM�$BOJO�NBLFT�JUTFMG�BQQFBMJOH�UP�SFUBJMFST�CZ�
MJNJUJOH�BWBJMBCJMJUZ�	BOE�UBSHFUJOH�B�EFTJSBCMF�MPZBM�CVZFS�TFHNFOU�XJUI�MPX�QSJDF�TFO�
TJUJWJUZ
�FWFO�UIPVHI�JUT�QSPEVDU�QFU�GPPE�JT�XJEFMZ�DPOTJEFSFE�B�DPOWFOJFODF�HPPE�

(FUUJOH�CBDL�UP�PVS�+PIBOTPO�TQFBLFS�FYBNQMF�UIPVHI�ZPVS�GJSTU�JODMJOBUJPO�BT�
UIF�TUPSF�NBOBHFS�NBZ�CF�UP�EJTDPOUJOVF�UIF�CSBOE��:PV�OFFE�UP�UIJOL�CFGPSF�ZPV�BDU�
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CFDBVTF�TVDI�B�DIPJDF�DPVME�CF�WFSZ�DPTUMZ��5IF�QBSUT�BOE�NFSDIBOEJTF�JOWFOUPSZ�ZPV�
IBWF�PO�IBOE�BMSFBEZ�NBZ�OPU�CF�SFUVSOBCMF�GPS�GVMM�DSFEJU��5IF�LOPXMFEHF�PG�+PIBOTPO�
ZPVS�QFSTPOOFM�IBWF�TQFOU�UJNF�BOE�FGGPSU�UP�HBJO�XJMM�CF�SFOEFSFE�XPSUIMFTT��:PVS�
BEWFSUJTJOH�PO�CFIBMG�PG�+PIBOTPO�BMTP�XJMM�CF�XBTUFE�XIJMF�BMTP�SBJTJOH�FNCBSSBTTJOH�
RVFTUJPOT�BCPVU�XIZ�ZPV�OP�MPOHFS�DBSSZ�UIF�CSBOE��5IBU�JT�ZPVS�+PIBOTPO�TQFDJGJD�
JOWFTUNFOUT�BSF�OPU�SFBEJMZ�SFEFQMPZBCMF�UP�BOPUIFS�CSBOE�

4P�ZPV�DPOUJOVF�UP�TFMM�+PIBOTPO�QSPEVDUT�CVU�ZPVS�SFMBUJPOTIJQ�XJUI�UIF�NBOV�
GBDUVSFS� JT�OPX�QSFUUZ� BDSJNPOJPVT��:PV�BSF� BO�FUIJDBM�NBOBHFS�CVU� SFBMMZ� JT� JU� BMM�
UIBU�EJTIPOPSBCMF�UP�HJWF�BT�HPPE�BT�ZPV�IBWF�HPUUFO�BOE�FOHBHF�JO�B�MJUUMF�CBJU�BOE�
TXJUDI�BT�MPOH�BT�ZPV�DBO�TXJUDI�DVTUPNFST�UP�B�CSBOE�ZPV�GFFM�DPNGPSUBCMF�FOEPST�
JOH �5IFSF�BSF�NBOZ�CSBOET�PG�BVEJP�TQFBLFST�BWBJMBCMF��:PV�NJHIU�FWFO�TUBSU�XPSLJOH�
NPSF�DMPTFMZ�XJUI�UIFTF�CSBOET��TBMFT�SFQT�MFBWJOH�+PIBOTPO�PVU�JO�UIF�DPME�

Sidebar 5-1
Royal Canin

In Europe, Royal Canin enjoys a leading position 
in the dog and cat food market, with a significant 
market share—more than the multinational brands, 
such as Nestlé (Friskies, Fido), Mars (Pal, Whiskas), 
and Colgate (Hills). Its promise, from the start, 
has been based in quality: When Henri Lagarde, a 
French veterinarian, noticed that many of his canine 
patients had dull fur and eczema, he decided the 
cause was poor nutrition. He began making Royal 
Canin in 1966, cooking the food biscuits in an oven 
in his garage. When his patients recovered their 
glossy coats and healthy skin, Lagarde decided he 
should close his practice and go into the pet food 
business.

His first customers were dog breeders and 
other veterinarians. His first salespeople were the 
owners of dogs he had cured. But Lagarde con-
tinued to build his strong business by cultivating 
breeders, who started their puppies out on the 
brand and convinced new owners to keep the 
dogs on the same diet. Over the years, Royal Canin 
invested more heavily in R&D and built up a sophis-
ticated, complete product line with an enormous 
product range that offers food for every type and 
age of dog or cat, engaged in any level of activity. 
A color-coding system and strict store planogram 
(outlining how the shelf should be filled) help own-
ers find the right product quickly. Once they do, 
they remain remarkably loyal, such that owners 
begin with puppy or kitten food, and then proceed 
to follow the Royal Canin color-coded line through 
all the stages of their pet’s life.

But the brand’s excellent results (including 
above-average margins) also depend on its time-
tested distribution. Initially, the brand sold only to 
breeders. When Lagarde switched to hypermarkets, 
he found the brand ineffectively displayed among 
inexpensive competitors, so in the early 1990s he 
moved the products into specialty outlets, such as 
garden stores with pet departments and pet stores. 
These types of outlets account for the bulk of the 
brand’s sales today. The specialists, as opposed to 
(people’s) food stores, are also more welcoming to 
Royal Canin’s salespeople, taking the time to talk 
with Royal Canin’s “counselors” (generally, student 
veterinarians), who explain the line and offer advice 
about animal health. These stores also send their 
floor salespeople to Royal Canin seminars. And 
they stock the full line, displayed as suggested by 
the supplier. In return, they appeal to buyers who 
are willing to pay a substantial premium, compared 
with what they would pay for ordinary pet food, 
because as Lagarde explains: “People feel guilty if 
they don’t give the best to their animals.”

The result for Royal Canin is high market 
share, high margins, fast growth, and a high stock 
valuation. Limiting distribution has proven to be a 
key element. The realization that pet owners are 
willing to visit pet and garden stores specifically to 
buy Royal Canin (rather than buying another brand, 
in the same place they buy their own food) offers a 
strong indication that even for this seeming conve-
nience good, the right presentation and sales assis-
tance make all the difference.3
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5IF�MFTTPO�GSPN�UIJT�IZQPUIFUJDBM�NBSLFU�DIBOOFM�JT�DMFBS��A retailer will not tol-
erate free riding indefinitely.

5IF�EFHSFF�UP�XIJDI�UIF�CSBOE�BTTPSUNFOU�HFUT�MJNJUFE�PS�UIF�EFHSFF�PG�TFMFD�
UJWJUZ�PGGFST�B�CBSHBJOJOH�DIJQ� GPS�EPXOTUSFBN�DIBOOFM�NFNCFST��5IJT� SPMF�NFBOT�
UIBU�NBOBHFST�NVTU�BDDPVOU�GPS�NBOZ�GBDUPST�XIFO�NBLJOH�TFMFDUJWJUZ�EFDJTJPOT�BT�
'JHVSF�����TVNNBSJ[FT�

Upstream Channel Members’ Perspective on Intensive Distribution

'PS� VQTUSFBN� TVQQMJFST� PG� QSPEVDUT� BOE� TFSWJDFT� DIBOOFM� EFTJHO� EFDJTJPOT� NJHIU�
TFFN� FBTJFS��(FU�NPSF� PVUMFUT� UP� DBSSZ� UIFJS� PGGFSJOHT� CFDBVTF�XIFO�NPSF� PVUMFUT�
DBSSZ�B�CSBOE�JU�TFMMT�NPSF��8JEF�DPWFSBHF�NBLFT�JU�FBTJFS�GPS�CVZFST�UP�GJOE�CSBOET��
'VSUIFSNPSF�JG�QSPTQFDUJWF�CVZFST�FODPVOUFS�WJHPSPVT�TBMFT�FGGPSUT�GPS�UIF�TBNF�CSBOE�
JO�FWFSZ�PVUMFU�UIFZ�WJTJU�UIFZ�FWFOUVBMMZ�NVTU�TVSSFOEFS�UP�UIF�DPNCJOFE�QFSTVBTJPO�
SJHIU �6OGPSUVOBUFMZ�EPXOTUSFBN�DIBOOFM�QBSUOFST�PGUFO�MPTF�JOUFSFTU�JO�DBSSZJOH�PS�
QVTIJOH�B�TVQQMJFS�T�PGGFSJOH�JG�EPJOH�TP�QVUT�UIFN�JO�DPNQFUJUJPO�XJUI�NBOZ�PUIFS�
DIBOOFMT��*OUFOTJWF�EJTUSJCVUJPO�UIVT�DBO�MFBE�UP�MBDLMVTUFS�TBMFT�TVQQPSU�EFGFDUJPO�CZ�
EPXOTUSFBN�DIBOOFM�NFNCFST�BOE�FWFO�CBJU�BOE�TXJUDI�UBDUJDT��8IBU�JT�B�NBOVGBD�
UVSFS�UP�EP 

0OF� PQUJPO� JT� DPOUSBDUVBM��5IF� DPOUSBDU� CFUXFFO� UIF�NBOVGBDUVSFS� BOE� EPXO�
TUSFBN�DIBOOFM�NFNCFS�NJHIU�EFNBOE�DFSUBJO�TUBOEBSET�PG�DPOEVDU�	F�H��CBSSJOH�CBJU�
BOE�TXJUDI
�BOE�UISFBUFO�MFHBM�BDUJPO�BHBJOTU�PGGFOEFST��5IJT�SPVUF�JT�FYQFOTJWF�UIPVHI�
SFRVJSJOH�EPDVNFOUBUJPO�PG�CPUI�UIF�BHSFFNFOU�BOE�BOZ�QPTTJCMF�WJPMBUJPOT�BT�XFMM�BT�

FIGURE 5-1 Category selectivity: The downstream channel member’s perspective

For the Downstream Channel Member 
Limiting brand assortment is currency
Fever brand = more money
Exclusive dealing = 

Downstream Channel Members use the money to “pay” the supplier for: 

– limiting the number of competitors who can carry the brand in the Channel Member’s trading area
– providing desired brands that fit the Channel Member’s strategy
– wording closely to help the Channel Member achieve competitive advantage
– making Channel-Member-specific investments

t� OFX�QSPEVDUT
t� OFX�NBSLFUT
t� EJGGFSFOUJBUFE�$IBOOFM�.FNCFS�TUSBUFHZ�SFRVJSJOH�TVQQMJFS�DPPQFSBUJPO

– accepting the risk of becoming dependent on a strong Channel Member

Downstream Channel Members need to “pay more” when:

– the trading area is important to the supplier
– the trading area is intensely competitive

$

$
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UIF�MFHBM�SFTPVSDFT�OFFEFE�UP�EFTJHO�BOE�FOGPSDF�UIF�DPOUSBDU��5IJT�UPVHI�JNQMFNFOUB�
UJPO�BQQSPBDI�BMTP�NBZ�BMJFOBUF�PUIFS�DIBOOFM�NFNCFST�PS�HFOFSBUF�VOGBWPSBCMF�QVC�
MJDJUZ�GPS�UIF�CSBOE��

"OPUIFS�TPMVUJPO�JT�UP�JOWFTU�JO�B�pull strategy�UIBU�JODSFBTFT�CSBOE�FRVJUZ��8JUI�
HSFBUFS� CSBOE� FRVJUZ� DPOTVNFST� EFNBOE� UIBU� EPXOTUSFBN� DIBOOFM�NFNCFST� DBSSZ�
UIF�CSBOE�FWFO� JG� UIFZ�NVTU�QBZ�B�IJHI�XIPMFTBMF�QSJDF�DIBSHF�B� MPX�SFUBJM�QSJDF�
BOE�TVGGFS�MPX�HSPTT�NBSHJOT��3FNFNCFS�PVS�EJTDVTTJPO�PG�$PDB�$PMB �5IJT�FGGFDUJWF�
TUSBUFHZ�JT�QFSIBQT�NPTU�DPNNPO�JO�GBTU�NPWJOH�DPOTVNFS�HPPET�	'.$(
�DIBOOFMT���
4JNJMBSMZ�JO�UIF�DPOTVNFS�FOUFSUBJONFOU�TFDUPS�4POZ�T�TUSPOH�CSBOE�FRVJUZ�BMMPXT�JU�UP�
PGGFS�JUT�HPPET�JO�NBOZ�DIBOOFMT�CFDBVTF�DPOTVNFST�XPVME�RVFTUJPO�UIF�MFHJUJNBDZ�PG�
BO�FMFDUSPOJDT�PVUMFU�UIBU�GBJMFE�UP�DBSSZ�4POZ�QSPEVDUT��*O�HFOFSBM�DIBOOFM�NFNCFST�
IBWF�MJUUMF�DIPJDF�CVU�UP�DBSSZ�JOUFOTJWFMZ�EJTUSJCVUFE�CSBOET�XJUI�IJHI�CSBOE�FRVJUZ�

0G�DPVSTF�UIJT�TUSBUFHZ�BMTP�JT�FYUSFNFMZ�DPTUMZ�JO�UIBU�UIF�NBOVGBDUVSFS�NVTU�
JOWFTU�DPOUJOVBMMZ�BOE�TVCTUBOUJBMMZ�JO�BEWFSUJTJOH�BOE�QSPNPUJPO��*U�BMTP�TVGGFST�TFW�
FSBM�MJNJUBUJPOT��.BOVGBDUVSFST�XJUI�TPVHIU�BGUFS�CSBOET�PGUFO�FYQFSJFODF�BO�VOBWPJE�
BCMF�UFNQUBUJPO�UP�PWFSQSPEVDF�BOE�UIFO�TFOE�EPXOTUSFBN�DIBOOFM�NFNCFST�NPSF�
QSPEVDU�UIBO�UIFZ�DBO�TFMM�	iDIBOOFM�TUVGGJOHw
��"T�UIFTF�EPXOTUSFBN�NFNCFST�TMBTI�
QSJDFT�UP�NPWF�TUPDL�UIF�QSPEVDU�EJTQFSTFT�JOUP�UPP�NBOZ�QMBDFT�	JODMVEJOH�HSFZ�PS�
JMMFHBM�DIBOOFMT
�NBLJOH�UIF�CSBOE�T�QPTJUJPOJOH�VODMFBS��6MUJNBUFMZ�UIF�EJMVUJPO�PG�
UIF�CSBOE�T�FRVJUZ�IBT�TIBUUFSJOH�FGGFDUT�JODMVEJOH�JO�TPNF�GBNPVT�DBTFT�UIF�FOE�PG�
UIF�DBSFFST�PG�UIF�IFBET�PG�DPNQBOJFT�

t�5IF�#BSCJF�EPMM�T�QIFOPNFOBM�CSBOE�FRVJUZ�QSPNQUFE�JUT�NBLFS�UP�FYQBOE�JUT����
#BSCJF�NPEFMT�UP�����JO�KVTU����ZFBST�BOE�JODSFBTF�QSPEVDUJPO�DBQBDJUZ��5IJT�BWB�
MBODIF�PG�QSPEVDU�QSPWPLFE�NBSLFU�TBUVSBUJPO�JO�UFSNT�PG�CPUI�UIF�OVNCFS�BOE�
UIF�WBSJFUZ�PG�PVUMFUT��0WFSMPBEFE�SFUBJMFST�TFFJOH�UIBU�#BSCJF�XBT�BWBJMBCMF�FWFO�
JO�TVQFSNBSLFUT�BOE�PO�DBCMF�UFMFWJTJPO�EVNQFE�UIFJS�TUPDLT�DVUUJOH�QSJDFT�CZ�
BT�NVDI�BT����QFSDFOU��"T�UIF�CSBOE�T�QSJDF�UVNCMFE�TP�EJE�.BUUFM�T�TUPDL�QSJDF�
BOE�UIF�DPNQBOZ�T�QSFTJEFOU�UIF�BSDIJUFDU�PG�UIF�QPMJDZ�XBT�GPSDFE�UP�SFTJHO�6

t�5IF�$&0�PG�8BSOBDP�B�MJDFOTPS�PG�GBNPVT�DMPUIJOH�CSBOET�TVDI�BT�$BMWJO�,MFJO�
BOE�3BMQI�-BVSFO�XBT�GJSFE�BGUFS�UIF�BQQBSFM�DPNQBOZ�QSPEVDFE�TP�NVDI�QSPE�
VDU�UIBU�JU�CFDBNF�BWBJMBCMF�BMNPTU�BOZXIFSF�BOE�OFBSMZ�BMXBZT�QSJDFE�UP�NPWF��
4FFLJOH�UP�NBYJNJ[F�JUT�DPWFSBHF�8BSOBDP�TPME�UISPVHI�NBOZ�UZQFT�PG�SFUBJMFST�
JODMVEJOH�EJTDPVOU�HFOFSBMJTU�TUPSFT�	F�H��8BM�.BSU
�XIJDI�RVJDLMZ�BMJFOBUFE�JUT�
USBEJUJPOBM�EFQBSUNFOU� TUPSF� DIBOOFM�QBSUOFST��"U� UIF� TBNF� UJNF� UIF� MJDFOTPST�
HSFX�BOHSZ�XIFO�UIFZ�PCTFSWFE�UIF�DIFBQFOJOH�PG�UIFJS�CSBOE�JNBHFT��

*O�TPNF�DPVOUSJFT�B�UIJSE�TPMVUJPO�JT�QPTTJCMF��resale price maintenance (RPM)��5IJT�
QPMJDZ�BMMPXT�UIF�NBOVGBDUVSFS�UP�TFU�B�QSJDF�GMPPS�CFMPX�XIJDI�OP�DIBOOFM�NFNCFST�
NBZ�TFMM�UIF�QSPEVDU��#FDBVTF�31.�QFSNJUT�UIF�NBOVGBDUVSFS�UP�MJNJU�UIF�OPSNBM�QSJD�
JOH�CFIBWJPS�PG�JUT�SFTFMMFST8�JUT�MFHBMJUZ�WBSJFT�XJEFMZ��'PS�ZFBST�JU�XBT�JMMFHBM�JO�UIF�
6OJUFE�4UBUFT�CVU�OPX�UIF�QPMJDZ�JT�HPWFSOFE�VOEFS�B�SVMF�PG�SFBTPO�	TFF�$IBQUFS���
�

8IFSF�31.� JT� BMMPXFE�NBOVGBDUVSFST� DBO�VTF� JU� UP� TFU� UIFJS�NJOJNVN� SFTBMF�
QSJDFT� IJHI� FOPVHI� UP� HJWF� BMM� DIBOOFM�NFNCFST� BO� BDDFQUBCMF�NBSHJO� FWFO�XJUI�
HSFBUFS�EJTUSJCVUJPO�JOUFOTJUZ��5IBU�JT�31.�FOBCMFT�BSUJGJDJBMMZ�IJHI�MFWFMT�PG�DPWFSBHF��
'PS�UIF�QVSDIBTFS�UIF�HPPE�OFXT�JT�UIBU�UIF�CSBOE�JT�FBTZ�UP�GJOE�BOE�TFMMFST�DPNQFUF�
PO�B�OPOQSJDF�CBTJT�	F�H��TFSWJDFT�BNFOJUJFT
��5IF�CBE�OFXT�JT�UIBU�JU�JT�EJGGJDVMU�UP�HFU�
B�EJTDPVOU�CFDBVTF�TFMMFST�IBWF�OP�DIPJDF�CVU�UP�BWPJE�PS�EJTHVJTF�UIFN�BOE�NBZ�CF�
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TVCKFDU�UP�MFHBM�BDUJPO�GPS�PGGFSJOH�UIFN�FWFO�JG�UIFZ�MBDL�BOZ�GPSNBM�DPOUSBDU�XJUI�UIF�
NBOVGBDUVSFS�

'JOBMMZ�B� GPVSUI�XJEFMZ�HFOFSBMMZ�BQQMJDBCMF�TPMVUJPO� GPS�B�NBOVGBDUVSFS�XJUI�
MPX� TBMFT� TVQQPSU� JT� TJNQMZ� UP� MJNJU� JUT� NBSLFU� DPWFSBHF� CZ� DBSFGVMMZ� FTUBCMJTIJOH�
TPNF�EFHSFF�PG�EJTUSJCVUJPO�TFMFDUJWJUZ��8JUI�UIJT�BQQSPBDI�UIF�NBOVGBDUVSFS�IBT�BO�
PQQPSUVOJUZ�UP�UBSHFU�EFTJSFE�DIBOOFM�NFNCFST�SBUIFS�UIBO�NFSFMZ�TFUUMJOH�GPS�UIPTF�
UIBU�EP�OPU�FMJNJOBUF�UIFNTFMWFT�UISPVHI�JOUSB�CSBOE�DPNQFUJUJPO��*U�BMTP�JNQMJFT�UIF�
DIBODF�GPS�CFUUFS�XPSLJOH�SFMBUJPOTIJQT��*O�UIJT�DBTF�UIF�NBOVGBDUVSFS�GBDFT�UXP�DSJUJ�
DBM�RVFTUJPOT�

 1. )PX�NVDI�DPWFSBHF�TIPVME�XF�BJN�UP�BDIJFWF 
 2. *O�B�HJWFO�QSPEVDU�DBUFHPSZ�IPX�NBOZ�CSBOET�TIPVME�PVS�EPXOTUSFBN�DIBOOFM�

NFNCFS�DBSSZ 

5P� TFF�IPX� UIFTF� UXP�TFFNJOHMZ� TFQBSBUF�RVFTUJPOT�BDUVBMMZ�BEIFSF� DPOTJEFS�B�
EJTUSJCVUPS� TBZ� BO� JOEVTUSJBM� TVQQMZ�IPVTF�� *U� TFMMT� DPOTVNBCMFT� 	BOE� TPNF�EVSBCMFT
�
UP�NBOVGBDUVSJOH�QMBOUT�PG�BMM�LJOET�BT�XFMM�BT�UP�B�GFX�PGGJDFT�JO�JUT�USBEJOH�BSFB��5IF�
HFOFSBMJUZ�PG�EFNBOE�JO�UIJT�NBSLFU�SFRVJSFT�UIF�EJTUSJCVUPS�UP�DBSSZ�UIPVTBOET�PG�TUPDL�
LFFQJOH�VOJUT�JO�IVOESFET�PG�QSPEVDU�DBUFHPSJFT��'PS�BOZ�HJWFO�QSPEVDU�DBUFHPSZ�TVDI�BT�
NFUBMXPSLJOH�GMVJET�UIF�JOEVTUSJBM�TVQQMZ�IPVTF�NVTU�EFDJEF�IPX�NBOZ�CSBOET�UPùDBSSZ�

*U� DPVME�TFFL�TJNQMJDJUZ�BOE�QSFGFS� UP�DBSSZ� KVTU�POF�CSBOE�CVU� UIBU� DIPJDF� JT�
VOMJLFMZ�� *U� OPU� POMZ� XBOUT� UP� CFOFGJU� GSPN� 	FWFO� MJNJUFE
� DPNQFUJUJPO� CVU� JU� BMTP�
OFFET�UP�NFFU�UIF�BTTPSUNFOU�EFNBOET�PG�JUT�DVTUPNFS�CBTF��"T�BO�JOEVTUSJBM�TVQQMZ�
IPVTF�JU�QSPNJTFT�UIBU�XIBUFWFS�UIF�CVZFS�NJHIU�XBOU�XJMM�CF�BWBJMBCMF�TP�LFFQJOH�
B�CSPBE�BTTPSUNFOU� JT� SFRVJSFE� UP�TBUJTGZ�DVTUPNFST� 	UIPVHI� JU�ESJWFT�VQ� JOWFOUPSZ�
SFMBUFE�DPTUT
�

*O�FBDI�QSPEVDU�DBUFHPSZ� UIF�EJTUSJCVUPS�BMTP�NVTU�EFDJEF�IPX�MBSHF� JUT�CSBOE�
BTTPSUNFOU�XJMM�CF��WFSZ�CSPBE�	BMM�CSBOET
�PS�OBSSPXFS�	EPXO�UP�B�TJOHMF�CSBOE�XIJDI�
UIVT�BUUBJOT�category exclusivity�PS�FYDMVTJWF�EFBMJOH
��"�QSJPSJ�UIF�EJTUSJCVUPS�SFDPH�
OJ[FT�UIF�JNQPSUBODF�PG�BTTPSUNFOU�BOE�UIVT�SFTJTUT�DBUFHPSZ�FYDMVTJWJUZ�GPS�BOZ�TJOHMF�
NBOVGBDUVSFS��0G� DPVSTF� FBDI�NBOVGBDUVSFS� BMTP�XPVME� QSFGFS�not� UP� CF� QSFTFOUFE�
BMPOHTJEF�JUT�DPNQFUJUPST�BOPUIFS�CVJMU�JO�TPVSDF�PG�QFSNBOFOU�DIBOOFM�DPOGMJDU�

5IJT�EJTDVTTJPO� JNQMJFT� UXP�DPOGMJDUT��.BOVGBDUVSFST�XJTI�UP�CMBOLFU�B� USBEJOH�
BSFB�XJUI�PVUMFUT��UIF�PVUMFUT�QSFGFS�UIF�SFWFSTF��%PXOTUSFBN�DIBOOFM�NFNCFST�QSFGFS�
UP�IBWF�NVMUJQMF�CSBOET�UP�PGGFS�JO�B�DBUFHPSZ�CVU�NBOVGBDUVSFST�QSFGFS�UIF�SFWFSTF��
#VU�XF�BMTP�OFFE�UP�DPOTJEFS�ZFU�BOPUIFS�DPOGMJDU��.BOVGBDUVSFST�QSFGFS�EPXOTUSFBN�
DIBOOFM�NFNCFST�UP�TVQQPSU�UIFJS�CSBOET�WJHPSPVTMZ�BOE�UBLF�MPX�NBSHJOT�XIFSFBT�
DIBOOFM�NFNCFST�QSFGFS�MPXFS�DPTUT�BOE�IJHIFS�NBSHJOT��*O�BMM�UIFTF�DBTFT�UIF�DIBO�
OFM�NFNCFST�NVTU�OFHPUJBUF�UIFJS�XBZ�UP�B�NVUVBMMZ�TBUJTGBDUPSZ�BSSBOHFNFOU�XIJDI�
PGUFO�SFRVJSFT�B�IJHI�MFWFM�PG�DPPQFSBUJPO�

4PNF�EFHSFF�PG�TFMFDUJWJUZ�JT�B�CBSHBJOJOH�DIJQ�GPS�UIF�NBOVGBDUVSFS�UP�VTF�UP�
BDIJFWF� TQFDJGJD� HPBMT� CBTFE�PO� JUT� BTTFTTNFOU� PG�NVMUJQMF� GBDUPST� UIBU� JU� OFFET� UP�
DPOTJEFS�XIFO�NBLJOH�JUT�DIBOOFM�JOUFOTJUZ�EFDJTJPOT��8F�TVNNBSJ[F�UIFTF�GBDUPST�JO�
'JHVSF�����UIJT�UJNF�GSPN�UIF�NBOVGBDUVSFS�T�QFSTQFDUJWF�

*O�UIF�GPMMPXJOH�TVCTFDUJPOT�XF�BMTP�EJTDVTT�JO�NPSF�EFUBJM�FJHIU�TQFDJGJD�GBDUPST�
UIBU� TIPVME� CF� DPOTJEFSFE�XIFO�NBLJOH� UIF� DIBOOFM� JOUFOTJUZ�TFMFDUJWJUZ� EFDJTJPO��
5IFùJNQPSUBODF�PG�FBDI�GBDUPS�UP�UIF�PWFSBMM�EFDJTJPO�WBSJFT�ESBNBUJDBMMZ�XJUI�UIF�DJS�
DVNTUBODFT�GBDJOH�UIF�NBOVGBDUVSFS�BOE�JUT�DIBOOFM�QBSUOFST��
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Channel Competition to Prevent Complacency (Factor 1)

0VS�QSFDFEJOH�EJTDVTTJPO�NBZ�IBWF� TFFNFE� UP� JNQMZ� UIBU� UIFSF�XBT�POMZ�POF� SFBM�
SFBTPO� UP�DPWFS�B�NBSLFU� JOUFOTJWFMZ�OBNFMZ� UP�NBLF� JU�FBTZ� GPS�FOE�VTFST� UP� GJOE�
UIF�CSBOE��#VU�BOPUIFS� SFBTPO�FYJTUT�BT�XFMM�BUUSJCVUBCMF�OPU� UP�DVTUPNFS�CFIBWJPS�
CVU� SBUIFS� UP� UIF� DIBOOFM�NFNCFST�� *G� DPWFSBHF�PG� B� CSBOE� JT� IJHIMZ� TFMFDUJWF� UIF�
NBOVGBDUVSFS�GBDFT�B�EJGGJDVMU�TJUVBUJPO��5IBU�JT�JG�POMZ�B�TNBMM�TFU�PG�DIBOOFM�NFNCFST�
DBSSJFT�UIF�CSBOE�JOUSB�CSBOE�DPNQFUJUJPO�JT�MPX�XIJDI�DBO�HSBOU�UIPTF�TFMFDUFE�DIBO�
OFM�NFNCFST� TVCTUBOUJBM�QPXFS��4PNF�NBOVGBDUVSFST� TFFL� UP� JNQSPWF� UIFJS� SFMBUJWF�
CBSHBJOJOH�QPXFS�XJUI�TUSPOH�SFUBJMFST�CZ�TFMMJOH�UP�BOE�IFMQJOH�XFBLFS�BMUFSOBUJWF�
NFNCFST�TVDI� UIBU� UIFZ�NJHIU�FOUFS� JOUP� KPJOU�BEWFSUJTJOH�BHSFFNFOUT�XJUI�B� MPDBM�
DIBJO�CVU�OPU�XJUI�8BM�.BSU��4VDI�NPWFT�BUUFNQU�UP�SBJTF�UIF�FMBTUJDJUZ�PG�EFNBOE�GPS�
UIF�NBOVGBDUVSFS�T�QSPEVDUT�BOE�QSFWFOU�DPNQMBDFODZ�CZ�UIF�TUSPOH�SFUBJMFS�UIPVHI�
UIF�OPUJPO�PG�JODVSSJOH�8BM�.BSU�T�XSBUI�JT�B�SJTLZ�QSPQPTJUJPO�UPP���

*OTVGGJDJFOU�DPNQFUJUJPO�JT�QSPCMFNBUJD�FWFO�GPS�DIBOOFM�NFNCFST�XJUI�UIF�WFSZ�
CFTU�JOUFOUJPOT��"�RVBTJ�NPOPQPMZ�JO�EJTUSJCVUJPO�	BT�JO�BOZ�PUIFS�BDUJWJUZ
�NBZ�TJN�
QMZ�FODPVSBHF�DPNQMBDFODZ�BOE�UIVT�JOBEFRVBUF�QFSGPSNBODF��4PNF�EFHSFF�PG�JOUSB�
CSBOE�DPNQFUJUJPO�UIVT�CFOFGJUT�UIF�DIBOOFM�CZ�FODPVSBHJOH�FBDI�DIBOOFM�NFNCFS�T�
CFTU�FGGPSUT�XJUIPVU�QVUUJOH�JU�JOUP�BO�JNQPTTJCMF�TJUVBUJPO�

FIGURE 5-2 Channel intensity: The manufacturer’s perspective

For the Manufacturer
Limited coverage is currency
More selectivity = more money
Exclusive distribution = 

Manufacturers use the money to “pay” the Channel Members for :

–  limiting its own coverage of brand in product category
(gaining exclusive dealing is very expensive)

– supporting premium positioning of the brand
– finding a narrow target market
– coordinating more closely with the manufacturer
– making supplier-specific investments

t� OFX�QSPEVDUT
t� OFX�NBSLFUT
t� EJGGFSFOUJBUFE�NBSLFUJOH�TUSBUFHZ�SFRVJSJOH�EPXOTUSFBN�JNQMFNFOUBUJPO

– accepting limited direct selling by manufacturer
– accepting the risk of becoming dependent on a strong brand

Manufacturers need to “pay more” when :

– the product category is important to the Channel Member
– the product category is intensely competitive 

$

$
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*O� UIJT� DBTF�XF� MPPL�BU� B�QPTJUJWF�FYBNQMF��#FTU�#VZ�BDRVJSFE�'VUVSF�4IPQ�
B� $BOBEJBO� DPNQFUJUPS� CVU� SBUIFS� UIBO� TJNQMZ� TIVUUJOH� EPXO� 'VUVSF� 4IPQ� TUPSFT�
PS�DPOWFSUJOH�UIFN�JOUP�#FTU�#VZ�PVUMFUT�UIF�QBSFOU�DPNQBOZ�MFGU�CPUI�OBNFT�BOE�
CPUI� TUPSFT� JO� QMBDF�FWFO� XIFO� TUPSFT� BQQFBSFE� MJUFSBMMZ� BDSPTT� UIF� TUSFFU� GSPN�
FBDI�PUIFS�� *O�TP�EPJOH� UIF� UXP�DIBJOT�DPVME�OPU�POMZ�DPPQFSBUF� UP�CMPDL�B� UIJSE�
FOUSBOU�CVU�BMTP�DPNQFUF�DPOTUSVDUJWFMZ�UP�TUJNVMBUF�FBDI�DIBJO�UP�QFSGPSN�CFUUFS����
$PNQFUJOH�IFBE�UP�IFBE�XJUI�POFTFMG�JT�FWFO�NPSF�DPNNPO�BU�B�CSBOE�QSPEVDU�MFWFM�
JO�MJOF�XJUI�UIF�UIFPSZ�UIBU�JU�JT�CFUUFS�UP�CF�DBOOJCBMJ[FE�CZ�B�TJCMJOH�EJWJTJPO�UIBO�UP�
CF�CBOLSVQUFE�CZ�BOPUIFS�DPNQBOZ��#FTU�#VZ�KVTU�FMFWBUFE�UIJT�FGGFDUJWF�MPHJD�UP�UIF��
DIBOOFM�MFWFM�

Product Category (Factor 2)

*O�EFDJEJOH�IPX�NVDI� TFMFDUJWJUZ� UP� HSBOU� DIBOOFM�NFNCFST� JO� B�NBSLFU� BSFB� UIF�
NBOVGBDUVSFS�OFFET� UP� SFDPHOJ[F� UIF� TFSWJDF�PVUQVU�EFNBOET�DPNNPO� JO� JUT�QSPE�
VDU�DMBTT��'PS�SPVUJOF�MPX�JOWPMWFNFOU�QVSDIBTF�DBUFHPSJFT�CVZFST�HFOFSBMMZ�QFSDFJWF�
NJOPS�PS�MPX�SJTL�	J�F��NBLJOH�B�TJHOJGJDBOU�FSSPS�JT�VOMJLFMZ
��'BTU�NPWJOH�DPOTVNFS�
HPPET�	'.$(
�GBMM�JOUP�UIJT�DBUFHPSZ�BT�EP�NBOZ�QSPEVDUT�	F�H��PGGJDF�TVQQMJFT
�QVS�
DIBTFE�CZ�CVTJOFTTFT��5IFTF�convenience goods���BSF�UIF�TUVGG�PG�FWFSZEBZ�MJGF��(JWFO�
BO�BDDFQUBCMF�CSBOE�DIPJDF�CVZFST�UBLF�XIBU�JT�PO�PGGFS�SBUIFS�UIBO�TFBSDI�GPS�UIFJS�
GBWPSJUF�CSBOE�

"DDPSEJOHMZ� '.$(�CSBOE�NBSLFU� TIBSF� JT� EJTQSPQPSUJPOBUFMZ� SFMBUFE� UP�EJTUSJ�
CVUJPO�DPWFSBHF�	TFF�'JHVSF����
��"GUFS�B�DFSUBJO� UISFTIPME�PG�EJTUSJCVUJPO�DPWFSBHF�
TFDVSJOH�B�GFX�NPSF�QPJOUT�DBO�QSPNQU�B�TIBSQ�VQUVSO�JO�NBSLFU�TIBSF�CFDBVTF�GPS�
TVDI�NVOEBOF�QSPEVDUT�DPOTVNFST�TJNQMZ�XJMM�OPU�MFBWF�B�TUPSF�UP�WJTJU�BOPUIFS�POF�
BT�MPOH�BT�UIFZ�GJOE�BU�MFBTU�TPNF�CSBOET�UIBU�BSF�BDDFQUBCMF�UP�UIFN��4NBMM�SFUBJMFST�
XJUI�UIFJS�TQBDF�DPOTUSBJOUT�UIVT�DBO�TUPDL�KVTU�UIF�UPQ�POF�PS�UXP�CSBOET�LOPXJOH�
UIBU� UIFZ�XJMM� TVGGJDF� GPS�NPTU� DVTUPNFST�PO�NPTU�QVSDIBTF�PDDBTJPOT��$PMMFDUJWFMZ�
TNBMM� SFUBJMFST�NPWF� MBSHF� BNPVOUT� PG�NFSDIBOEJTF� ZFU� UIFZ� PGGFS� DPOTVNFST� WFSZ�
MJUUMF�CSBOE�DIPJDF��5IJT�TJUVBUJPO�JNQMJFT�UIBU�DPWFSBHF�PWFS�B�UISFTIPME�MFWFM�NFBOT�B�
CPPTU�JO�DPWFSBHF�JO�TNBMM�PVUMFUT�XIJDI�SBQJEMZ�BOE�EJTQSPQPSUJPOBUFMZ�JODSFBTF�UIF�
CSBOE�T�NBSLFU�TIBSF��"ùQPTJUJWF�TQJSBM�SFTVMUT��5IF�IJHIFS�UIF�CSBOE�T�NBSLFU�TIBSF�
UIF�HSFBUFS�UIF�MJLFMJIPPE�UIBU�PUIFS�TNBMM�TUPSFT�BEPQU�UIBU�CSBOE�XIJDI�JODSFBTFT�
TIBSF�BOE�TP�PO�	J�F��iUIF�SJDI�HFU�SJDIFSw
���

$POTVNFST� PG� DPOWFOJFODF� HPPET� TVDI� BT� NJML� PS� DPQJFS�QSJOUFS� QBQFS� BMTP�
EFNBOE�IJHI�TQBUJBM�DPOWFOJFODF�BOE�RVJDL�EFMJWFSZ�	J�F�� MJUUMF� UPMFSBODF�GPS�TUPDL�
PVUT
��5IFSFGPSF�UP�FOTVSF�B�GJU�JO�UIF�DIBOOFM�CFUXFFO�EJTUSJCVUJPO�TUSBUFHZ�BOE�CVZFS�
CFIBWJPS�convenience goods should be distributed as intensively as possible�

*O�DPOUSBTU�shopping goods�	F�H��TNBMM�BQQMJBODFT
�HFOFSBMMZ�QSPNQU�TPNF�
DPNQBSJTPOT� PG� CSBOET� BOE� QSJDFT� BDSPTT� PVUMFUT� TP� BO� JOUFSNFEJBUF� EFHSFF� PG�
�TFMFDUJWJUZ� JT� MJLFMZ�NPSF�EFTJSBCMF��#FGPSF� UIFZ�CVZ�specialty goods� 	F�H��IPNF�
�DJOFNB� TZTUFN� QSPEVDUJPO� NBDIJOFSZ
� CVZFST� FYQFOE� DPOTJEFSBCMF� FGGPSU� UP�
NBLFùUIF�CFTU�DIPJDF�TVDI�UIBU�UIFZ�MJLFMZ�TFFL�PVU�PVUMFUT�UIFZ�DBO�USVTU��*O�UIJT�
DBTF�IJHIMZ�TFMFDUJWF�FWFO�FYDMVTJWF�EJTUSJCVUJPO�TIPVME�CF�BDDFQUBCMF�BOE�EFTJS�
BCMF� UP� UIF�CVZFS�XIFUIFS� UIBU�CVZFS�TFFLT� JOEVTUSJBM�PS�DPOTVNFS�QSPEVDUT�BOE�
TFSWJDFT�
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5IFTF�JEFBT�TPVOE�HSFBU�CVU�UIFZ�BSF�PGUFO�EJGGJDVMU�UP�PQFSBUJPOBMJ[F�FTQFDJBMMZ�
XIFO�JU�JT�MFTT�UIBO�FWJEFOU�XIFUIFS�BOE�IPX�NVDI�CVZFST�BSF�XJMMJOH�UP�TFBSDI��4PNF�
HFOFSBM�SVMFT�BQQMZ��B�OFX�QSPEVDU�DBUFHPSZ�PGUFO�DPOTUJUVUFT�TFBSDI�HPPET�CFDBVTF�
FOE�VTFST�OFFE�TVCTUBOUJBM�TVQQPSU�CFGPSF�UIFZ�DBO�CF�DPOWJODFE�UP�BEPQU�CSBOE�OFX�
JOEVTUSJBM�PS�DPOTVNFS�QSPEVDUT����/FX�UP�UIF�XPSME�DBUFHPSJFT�NJHIU�CF�DBMMFE�QSF�
TFBSDI�HPPET�CFDBVTF�OP�POF�FWFO�LOPXT�UP�TFBSDI�GPS�UIFN�ZFU�

5IF�EJTUSJCVUJPO�PG�TQFDJBMUZ�HPPET�BOE� UP�TPNF�FYUFOU�TIPQQJOH�HPPET�QVUT�
TPNFXIBU�MFTT�FNQIBTJT�PO�UIF�OVNCFS�PG�PVUMFUT�UIBO�PO�GJOEJOH�UIF�SJHIU�PVUMFUT��
8IFO�NBOVGBDUVSFST�DBSFGVMMZ�TFMFDU�DVMUJWBUF�BOE�TVQQPSU�BQQSPQSJBUF�PVUMFUT�JO�B�
USBEJOH�BSFB�XF�DBMM�JU�B�QPMJDZ�PG�selective distribution��#VU�XF�BMTP�DBVUJPO�BHBJOTU�
DPOGVTJOH�TFMFDUJWF�EJTUSJCVUJPO�XJUI�QPPS�DPWFSBHF��"�CSBOE�IBT�QPPS�DPWFSBHF�JG�GFX�
PVUMFUT�BHSFF�UP�TUPDL�JU�PS�UIPTF�UIBU�EP�BSF�OPU�UIF�CFTU�PVUMFUT��.FSFMZ�FYBNJOJOH�
UIF�QFSDFOUBHF�PG�PVUMFUT�DBSSZJOH�B�CSBOE�JO�B�USBEJOH�BSFB�DBOOPU�JOEJDBUF�XIFUIFS�B�
NBOVGBDUVSFS�T�DPWFSBHF�JT�TFMFDUJWF�PS�NFSFMZ�QPPS�

Function A is an example of the type of relationship that would ordinarily be expected
between distribution coverage and market share.

Functions B, C, and D are convex and are examples of approximate relationships often
found in FMCG markets.

A brand can achieve 100% market share at less than 100% coverage because not every
possible outlet will carry the product category. For example, convenience stores sell
food but not every category of food.
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FIGURE 5-3 Sample representations of the coverage–market share relationship  
for fast-moving consumer goods
Source: Based on Reibstein, David J., and Paul W. Farris (1995), “Market Share and 
Distribution: A Generalization, A Speculation, and Some Implications,” Marketing Science, 
Vol. 14, no. 3, pp. G190-G202.
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Brand Strategy: Premium and Niche Positioning (Factor 3)

5IF�GJSTU�UXP�GBDUPST�SFGFSSFE�CSPBEMZ�UP�QSPEVDU�DMBTTFT�BOE�DPTUT�BQQMJDBCMF�UP�UIF�
EJTUSJCVUJPO�PG�BOZ�HPPE�PS�TFSWJDF��"OPUIFS�DMBTT�PG�GBDUPST�BQQMJFT�JOTUFBE�UP�FBDI�
CSBOE�BOE�JUT�VOJRVF�NBSLFUJOH�TUSBUFHZ�BT�XF�PVUMJOF�IFSF�

PREMIUM POSITIONING BRAND STRATEGY� *O� BOZ� QSPEVDU� DBUFHPSZ� TPNF� CSBOET�
TFFL�UP�QPTJUJPO�UIFNTFMWFT�BT�IJHI�RVBMJUZ�PQUJPOT�	F�H��.FSDFEFT�#FO[�BVUPNPCJMFT�
$BCBTTF�BVEJP�TQFBLFST
��0QFSBUJPOBMMZ�UIFZ�TFFL�UP�TJHOBM�UIFJS�TVQFSJPS�BCJMJUJFT�UP�
QFSGPSN� DFSUBJO� GVODUJPOT�XIJDI� UIFSFGPSF� KVTUJGZ� B� QSFNJVN�QSJDF��5IJT�premium 
positioning�BQQSPBDI�SFNBJOT�EJGGJDVMU�UP�BDIJFWF�FTQFDJBMMZ�CFDBVTF�JU�SFRVJSFT�UIF�
NBOVGBDUVSFS�UP�BUUFOE�UP�UIF�JNBHF�PS�SFQVUBUJPO�PG�FBDI�DIBOOFM�NFNCFS�SFQSFTFOU�
JOH�JUT�CSBOE��*O�UIJT�DBTF�UIF�NBOVGBDUVSFS�MJLFMZ�QSFGFST�DIBOOFM�NFNCFST�UIBU�FYDFM�
JO�IBOEMJOH�IJHI�FOE�CSBOET�

#Z�EFGJOJUJPO�FYDFMMFODF�JT�TDBSDF��'JOEJOH�DIBOOFM�NFNCFST�UIBU�NBUDI�UIF�CSBOE�T�
JEFBM� JNBHF� EFNBOET� TFMFDUJWF� EJTUSJCVUJPO� BNPOH� B� TQFDJGJD� TVCTFU� PG� �EPXOTUSFBN�
NFNCFST�UIBU�DBO�TVQQPSU�B�IJHI�RVBMJUZ�QPTJUJPOJOH��5IJT�EFNBOE�JT�QBSUJDVMBSMZ�BDVUF�
XIFO� QSFNJVN� QSJDJOH� JT� QBSU� PG� UIF� QPTJUJPOJOH�� 5IVT� IJHIFS�QSJDFE� QSPEVDUT� BSF�
�VTVBMMZ�MJNJUFE�JO�UIFJS�EJTUSJCVUJPO�BWBJMBCJMJUZ���BOE�CSPBEFOJOH�DPWFSBHF�UP�PUIFS�PVU�
MFUT�PGUFO�EJMVUFT�UIF�CSBOE�T�TVQFSJPS�RVBMJUZ�QPTJUJPOJOH��4JEFCBS�����EFTDSJCFT�MVYVSZ�
HPPET�NBLFS�-7.)�T�FYQFSJFODF�XJUI�B�QSFTUJHJPVT�CSBOE�PG�DMPUIJOH�%POOB�,BSBO�
UIBU�WJPMBUFE�UIJT�HFOFSBM�SVMF�

0G� DPVSTF� UIJT� TVCTFU� PG� RVBMJUZ� JNBHF� DIBOOFM� NFNCFST� BMTP� BSF� JO� HSFBU�
EFNBOE�XJUI�UIFJS�DIPJDF�PG�CSBOET�UP�SFQSFTFOU��*U�DBO�CF�EJGGJDVMU�UP�JOEVDF�UIFN�
UP�DBSSZ�BOZ�HJWFO�CSBOE�FWFO�POF�QPTJUJPOFE�BT�QSFNJVN��&WFO�B�NBOVGBDUVSFS�UIBU�
BWPJET�JOUFOTJWF�DPWFSBHF�OFFET�TPNF�DBQBCMF�TBMFT�GPSDF�UP�DPOWJODF�UBSHFU�DIBOOFM�
NFNCFST�UP�DBSSZ�BOE�TVQQPSU�JUT�CSBOE��#FDBVTF�UIF�DIBOOFM�EPFT�OPU�FOE�UIFSF�JU�
BMTP�OFFET�B�TFHNFOU�PG�CVZFST�JOUFSFTUFE�JO�IJHI�RVBMJUZ�DPOWJODFE�UIF�CSBOE�JT�IJHI�
RVBMJUZ�BOE�XJMMJOH�UP�FYFSU�FGGPSU�UP�NBLF�B�IJHI�RVBMJUZ�QVSDIBTF�

/POF�PG� UIJT�EJTDVTTJPO� TIPVME� JNQMZ� UIBU�CSBOET� UIBU�EP�OPU� DIPPTF� B�IJHI�
RVBMJUZ�QPTJUJPOJOH� JOTUFBE�QSFTFOU� UIFNTFMWFT� BT� MPX�RVBMJUZ��3BUIFS� UIFZ�QSPNJTF�
BEFRVBUF�	OPU�TVQFSJPS
�RVBMJUZ��0GUFO�UIFTF�CSBOE�GPDVT�PO�PUIFS�BUUSJCVUFT�TVDI�BT�
DPOWFOJFODF�PS�MPX�QSJDF�XIJDI�UFOET�UP�CF�DPOTJTUFOU�XJUI�B�NPSF�JOUFOTJWF�EJTUSJCV�
UJPO�QPMJDZ�

"�TQFDJGJD�WFSTJPO�PG�B�IJHI�RVBMJUZ�QPTJUJPOJOH�SFMJFT�PO�scarcity��8IFO�NBOV�
GBDUVSFST�EFMJCFSBUFMZ�DSFBUF�QSPEVDU�TIPSUBHFT� UIFZ�SFDPHOJ[F� UIBU�TDBSDJUZ�DBO�CF�
BQQFBMJOH�� *G� OPU� FWFSZPOF� DBO� HFU� UIF� QSPEVDU� UIF� QSPEVDU� GFFMT� psychologically�
NPSF�EFTJSBCMF�� 4VDI� TDBSDJUZ�NBZ�CF�OBUVSBM� GPS� DFSUBJO� MVYVSZ�QSPEVDUT� TVDI� BT�
IBOEDSBGUFE� JUFNT�PS�PSJHJOBM�BSUXPSL��#VU�BO�BSUJGJDJBM� TDBSDJUZ�NBSLFUJOH�TUSBUFHZ�
DPVQMFE�XJUI�TFMFDUJWF�EJTUSJCVUJPO�BMTP�JODSFBTFT�UIF�JMMVTJWFOFTT�BOE�BMMVSF�PG�UIF�
QSPEVDU���� 5IVT� )BSMFZ�%BWJETPO� VOEFSQSPEVDFT� JUT� NPUPSDZDMFT� EPFT� OPU� RVJUF�
NBUDI�TVQQMZ�UP�EFNBOE�BOE�MJNJUT�EJTUSJCVUJPO�UP�B�GFX�PVUMFUT�	NPTUMZ�DPNQBOZ�
PXOFE
��5IF�MPOH�XBJUJOH�MJTUT�GPS�IPHT�JO�UVSO�FOIBODF�)BSMFZ�T�NZTUJRVF�	BOE�UIF�
NPUPSDZDMFT��SFTBMF�WBMVF
��5PZ�NBOVGBDUVSFST�PGUFO�VTF�UIJT�TUSBUFHZ�EVSJOH�UIF�IPMJ�
EBZ�TFBTPO�

/PX�JNBHJOF��:PV�NBOBHF�B�CSBOE�UIBU�IBT�NBOBHFE�UP�QPTJUJPO� JUTFMG�BT� UIF�
IJHI�RVBMJUZ�PGGFSJOH��:PV�IBWF�SFTUSJDUFE�ZPVS�EJTUSJCVUJPO�DPWFSBHF�BOE�JOUSB�CSBOE�
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DPNQFUJUJPO� JT� MPX��"T�ZPV�NJHIU�QSFEJDU�ZPV�BSF�OPX� MJLFMZ� UP� GBDF�B�OFX� UISFBU�
OBNFMZ�DIBOOFM�DPNQMBDFODZ����#VU�ZPV�DBOOPU�BEE�DPWFSBHF�JO�XFBLFS�RVBMJUZ�DIBO�
OFMT�UP�NPUJWBUF�ZPVS�CFTU�DIBOOFM�NFNCFST�CFDBVTF�EPJOH�TP�XPVME�DSFBUF�B�DPOGMJDU�
XJUI�ZPVS�IBSE�FBSOFE�RVBMJUZ�QPTJUJPOJOH�	BOE�CSBOE�FRVJUZ
��8F�UIVT�OFFE�UP�BTL�
PODF�BHBJO�8IBU� DBO�B�NBOVGBDUVSFS�EP �)FSF� UIF�RVFTUJPO� SFGFST� UP� UIF�OFFE� UP�
CBMBODF�TFMFDUJWJUZ�JO�EJTUSJCVUJPO�XJUI�UIF�SFRVJSFNFOU�GPS�DIBOOFM�NFNCFST�UP�FYFSU�
FYUSB�FGGPSU�UP�TVQQPSU�UIF�CSBOE�

*O�UIJT�DBTF�B�DPOUSBDU�NJHIU�CF�B�NPSF�BQQFBMJOH�PQUJPO�UIBO�JU�TFFNFE�JO�UIF�NPSF�
HFOFSBM�DBTF��*G�DIBOOFM�NFNCFST�TJHO�EFNBOEJOH�DPOUSBDUT�BOE�QSPNJTF�UP�SFQSFTFOU�

Sidebar 5-2
LVMH acquires Donna Karan

Louis Vuitton Moet Hennessy (LVMH) is a French 
luxury goods maker that owns various brand names 
in many product categories. When it sought to 
enter the luxury clothing business, the conglomerate 
moved swiftly upon learning that Donna Karan (the 
maker of DKNY and other prestigious labels) was 
available for sale. LVHM paid a considerable price for 
the acquisition—only to learn later that the brand 
was suffering the ill effects of overly intensive distri-
bution. Management had boosted production to the 
point that it was obliged to liquidate merchandise at 
very high discounts and enter channels that did not 
fit its upscale image. Once it was lumped in with the 
line, the flagship DKNY brand suffered too. The pres-
tigious department store Neiman Marcus refused to 
take any DKNY products, because similar items, piled 
high on tables under fluorescent lights, appeared at 
the discount chain TJ Maxx. Bloomingdale’s, another 
prestigious department store, simultaneously cut 
the line from most stores and revised the terms of 
trade, promising only to sell on consignment (such 
that Donna Karan got stuck with the cost of unsold 
merchandise).

LVMH apparently learned the seriousness of 
the situation only after its acquisition, but custom-
ers probably could have given it a good indication. 
Donna Karan’s management had been planning 
to accelerate its volume push for the coming year, 
yet according to one executive, after reviewing the 
audited books,

Unless you are inside a company, you don’t 
know how much inventory they bought 
for the next season. The strategy was to 

push the sales figures, to push the sales, no 
 matter what. Any company is at risk when 
it orders two times more than was sold.

Giuseppe Brusone, the newly installed head 
of Donna Karan, vowed, “We have to suffer in the 
beginning” to rectify the situation. LVMH decided 
to close company-owned stores, cut back produc-
tion, restructure the business, and dramatically 
reduce coverage. Such changes also meant wean-
ing management off the strategies it had been 
using to stuff the channels, such as “markdown 
money,” share costs of unsold goods, special dis-
counts, consignments, and so on. Managers were 
told to encourage department stores (the targeted 
channel) only to buy merchandise they could sell at 
full price. As a visible gesture, Donna Karan imme-
diately gave up $18 million in annual profits by cut-
ting its business with TJ Maxx. The new outlook, 
according to Brusone, was, “Don’t worry about the 
volume. I prefer they sell less with a good healthy 
margin. They can make more money without any 
agreement on special discounts, consignments, and 
things like that.”

But LVMH still faces a major challenge if it 
hopes to rebuild the confidence of department 
stores and the brand equity of Donna Karan among 
consumers. Without such confidence, stores have 
little incentive to rearrange their floors and their 
purchasing routines to re-welcome the line—espe-
cially considering that plenty of competitors were 
happy to step in to fill the floor space that Donna 
Karan vacated when it moved to the discounters’ 
racks.17
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UIF�CSBOE�FGGFDUJWFMZ�UIFZ�NJHIU�SFDFJWF�DPNQFUJUJWF�QSPUFDUJPOT�GSPN�UIF�NBOVGBDUVSFS�
XIJDI� QSPNJTFT� UP� MJNJU� JUT� EJTUSJCVUJPO�� 4VDI� SFTUSJDUJWF� DPOUSBDUT� DVSUBJM� UIF� DIBOOFM�
NFNCFS�T�GSFFEPN�UP�NBOBHF�UIF�CSBOE�TVDI�BT�XJUI�DMBVTFT�EFUBJMJOH�JUT�PCMJHBUJPOT�
GPS�CVJMEJOH�EJTQMBZT�PGGFSJOH�QSPNPUJPOT�BOE�NFFUJOH�TBMFT�HPBMT��0UIFS�DPOUSBDUVBM�
GPSNT�TQFDJGZ�DPOEJUJPOT�JO�XIJDI�B�NBOVGBDUVSFS�NBZ�UFSNJOBUF�UIF�BSSBOHFNFOU�XJUI�
PVU�GVSUIFS�PCMJHBUJPO��5IF�'SFODI�BVEJP�TQFBLFS�NBLFS�$BCBTTF�LOPXO�GPS�JUT�VMUSBIJHI�
TPVOE�SFQSPEVDUJPO�QFSGPSNBODF�EFNBOET� UIBU� SFTFMMFST�DPNQMFUF�B�DFSUJGJDBUJPO�QSP�
HSBN�PCMJHFT�TUPSF�QFSTPOOFM�UP�VOEFSUBLF�QSPEVDU�USBJOJOH�SFRVJSFT�TUPSFT�UP�NBJOUBJO�
B�DVTUPNJ[FE�BVEJUPSJVN�BOE�JOTJTUT�UIBU�TFMMFST�QBTT�DPOTVNFS�PQJOJPO�CBDL�UP�$BCBTTF�
NBOBHFNFOU��*O�SFUVSO�$BCBTTF�NBJOUBJOT�POMZ�����QPJOUT�PG�TBMF�UISPVHIPVU�UIF�FOUJSF�
'SFODI�NBSLFU���

"OPUIFS�SFTUSJDUJWF�DPOUSBDU�NJHIU�GPDVT�PO�EFNBOEJOH�HPBMT��'PS�FYBNQMF�XIFO�
+�&��&LPSOFT�B�/PSXFHJBO�NBOVGBDUVSFS�PG�IPNF�GVSOJUVSF� GJSTU�FOUFSFE�UIF�'SFODI�
NBSLFU�JU�QVSTVFE�TBUVSBUJPO�TVDI�UIBU�OPOF�PG�JUT�EFBMFST�DPVME�FBSO�TVGGJDJFOU�QSPG�
JUT�PO� UIF�CSBOE��3FDPHOJ[JOH� JUT�FSSPS�&LPSOFT�DPNQMFUFMZ� SFEFTJHOFE� JUT� DIBOOFM�
SFEVDFE�UIF�OVNCFS�PG�EFBMFST�JU�TVQQMJFE�CZ�UXP�UIJSET�BOE�BTLFE�GPS�UIF�SFNBJOJOH�
EFBMFST��IFMQ� JO�SFESBXJOH�UFSSJUPSJFT� UP�HVBSBOUFF�FYDMVTJWF�EJTUSJCVUJPO�UP�FBDI��*O�
SFUVSO� UIF� SFNBJOJOH�EFBMFST� TJHOFE� DPOUSBDUT� DPNNJUUJOH� UIFN� UP� BNCJUJPVT� TBMFT�
HPBMT��6MUJNBUFMZ�UIJT�ESBTUJDBMMZ�SFEVDFE�TBMFT�GPSDF�PG�KVTU�����EFBMFST�TJHOJGJDBOUMZ�
JNQSPWFE�UIF�SFTVMUT�BDIJFWFE�CZ�UIF�PSJHJOBM�HMVU�PG�EFBMFST�BOE�XJUIJO�UISFF�ZFBST�
&LPSOFT�T�TBMFT�IBE�USJQMFE���

8IZ�BSF�SFTUSJDUJWF�DPOUSBDUT�FGGFDUJWF�JO�UIJT�TFUUJOH �)JHI�RVBMJUZ�NBOVGBDUVSFST�
VTF�SFTUSJDUJWF�DPOUSBDUT� UP�TDSFFO�PVU�SFTFMMFST� UIBU�BQQFBS�SFMVDUBOU� UP�TVQQPSU� UIF�
CSBOE�XIJDI�LOPX�UIFZ�BSF�VOMJLFMZ�UP�NFFU�UIF�DPOEJUJPOT�PG�B�SFTUSJDUJWF�DPOUSBDU��
5IVT�IJHI�FOE�CSBOET�PGUFO�DPNCJOF�B�TFMFDUJWF�EJTUSJCVUJPO�QPMJDZ�XJUI�BO�JOTJTUFODF�
PO� SFTUSJDUJWF� DPOUSBDUT�� *O� TP� EPJOH� UIFZ� DBO� CSPBEFO� UIFJS� EJTUSJCVUJPO� DPWFSBHF�
TMJHIUMZ�CFZPOE�UIF�MFWFM�BWBJMBCMF�JG�UIFZ�FNQMPZFE�MFOJFOU�PS�OP�DPOUSBDUT�DPOGJEFOU�
UIBU�UIF�BEEJUJPOBM�SFTFMMFST�XJMM�DPOUJOVF�UP�FOTVSF�UIF�CSBOE�T�RVBMJUZ�JNBHF�

8JUIPVU�DPOUSBDUT�&LPSOFT�NJHIU�IBWF�SFEVDFE�JUT�JOUFOTJUZ�UP�FWFO�GFXFS�EFBM�
FST�UIBU�JU�LOFX�	PS�DPVME�DMPTFMZ�NPOJUPS
�XPVME�UP�VQIPME�JUT�CSBOE�JNBHF��*O�UIJT�
DBTF�JU�XPVME�IBWF�IBE�UP�DIPPTF�UIPTF�EFBMFST�PO�JUT�PXO��JOTUFBE�UIF�����EFBMFST�
XJMMJOH�UP�DPNNJU�UP�B�SFTUSJDUJWF�DPOUSBDU�GJMMFE�XJUI�BNCJUJPVT�TBMFT�HPBMT�TFMG�TFMFDUFE�
JOUP�UIF�DIBOOFM��&BDI�PG�UIFN�PGGFSFE�B�DSFEJCMF�TJHOBM�UIBU�JU�XBT�B�EFBMFS�JO�XIJDI�
UP�JOWFTU��5IBU�JT�UIF�DPOUSBDU�QSPWJEFE�B�XBZ�GPS�EFBMFST�UP�DPNNVOJDBUF�B�TJHOBM�UP�
&LPSOFT�BOE�JU�HBWF�&LPSOFT�BO�FGGFDUJWF�XBZ�UP�TDSFFO�UIFN�

NICHE POSITIONING BRAND STRATEGY� "�niche market positioning strategy�UBSHFUT�
B�OBSSPX�TQFDJBMJ[FE�HSPVQ�PG�CVZFST��*U�NBZ�TFFN�BT�JG�NBOVGBDUVSFST�XPVME�TFFL�
CSPBE�DPWFSBHF�UP�NBYJNJ[F�UIF�QSPCBCJMJUZ�PG�GJOEJOH�UIFTF�TQFDJBMJ[FE�DVTUPNFST�
CVU� JOTUFBE�CSBOET�UBSHFUJOH�B�OBSSPX�TQFDUSVN�PG�UIF�NBSLFU�BMTP�UBSHFU�B�OBSSPX�
TQFDUSVN� PG� PVUMFUT��5IF�NPSF� SFTUSJDUFE� UIF� UBSHFU�NBSLFU� UIF�NPSF� TFMFDUJWF� UIF�
EJTUSJCVUJPO.

5P� TPNF� FYUFOU� UIJT� QPMJDZ� JT� OPU� CZ� DIPJDF��0UIFS� DIBOOFM�NFNCFST� BSF� MFTT�
JOUFSFTUFE�JO�OJDIF�CSBOET�UIBO�JO�CSBOET�XJUI�CSPBE�BQQFBM��5IFZ�BMTP�SFDPHOJ[F�UIF�
EJGGJDVMUZ� PG� BTTFTTJOH� OJDIF� NBSLFUT�� #FDBVTF� UIFTF� UBSHFU� CVZFST� UFOE� UP� SFGMFDU� B�
IPNPHFOPVT� HSPVQ�XJUI� DPNNPO� TIPQQJOH� QBUUFSOT� KVTU� B� GFX� SFTFMMFST� DBO� MJLFMZ�
SFBDI�BMM�PG�UIFN�
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"�QSJNF�FYBNQMF�PG�TVDI�B�TQFDJBMUZ�HSPVQ�JT�QSFHOBOU�XPNFO�TFFLJOH�NBUFS�
OJUZ�DMPUIJOH��5IFZ�QSFGFS�UP�NBLF�SFMBUJWFMZ�NJOJNBM�JOWFTUNFOUT�JO�B�XBSESPCF�UIBU�
UIFZ�XJMM�XFBS�GPS�POMZ�B�MJNJUFE�UJNF��#FDBVTF�PG�UIFJS�QSJDF�TFOTJUJWJUZ� UIFZ�MJLFMZ�
TBDSJGJDF�RVBMJUZ�	F�H��GBCSJDT�TUZMFT�EFTJHOFS�MBCFMT
�FWFO�JG�UIFZ�UZQJDBMMZ�QSJPSJUJ[F�
TVDI�GVODUJPOT�JO�UIFJS�DMPUIJOH�QVSDIBTFT��5IFSFGPSF�NBOVGBDUVSFST�DBO�QSPWJEF�MJN�
JUFE�DPWFSBHF�BOE�PGGFS�XPNFO�B�TFMFDUJPO�PG�CBTJD�RVBMJUZ�DMPUIJOH�BU�SFBTPOBCMF�PS�
FWFO�MPX�QSJDFT�IPVTFE�JO�TNBMMFS�QFSIBQT�MFTT�DPOWFOJFOU�PVUMFUT�UIBU�XPNFO�XJMM�
TFFL�PVU�XIFO�UIFZ�OFFE�UIFN�

&WFO�XJUIJO�B�OJDIF�TUSBUFHZ�TPNF�CSBOET�QVSTVF�B�DPODPNJUBOU�QSFNJVN�QPTJ�
UJPO�BT�XFMM��"�1FB�JO�UIF�1PE�	IUUQ���QFBJOUIFQPE�DPN
�NBJOUBJOT�CPVUJRVFT�UISPVHI�
PVU�UIF�6OJUFE�4UBUFT�UP�TFMM�QSFNJVN�QSJDFE�NBUFSOJUZ�DMPUIFT�UP�QSPGFTTJPOBM�XPNFO�
XIP�OFFE�IJHI�RVBMJUZ�CVTJOFTT�BUUJSF�BT�XFMM�BT�GBTIJPO�DPOTDJPVT�XPNFO�XIP�XBOU�
NBUFSOJUZ�DMPUIFT�UIBU�SFGMFDU�DVSSFOU�GBTIJPO�USFOET��:FU�XF�DBO�TUJMM�SFDPHOJ[F�UIBU�B�
SFTUSJDUFE�UBSHFU�JNQMJFT�TFMFDUJWF�EJTUSJCVUJPO�CZ�OJDIF�CSBOET�SFHBSEMFTT�PG�UIFJS�RVBM�
JUZ�QPTJUJPOJOH�

Channel Influence (Factor 4)

.BOZ�NBOVGBDUVSFST�TFFL�JOPSEJOBUF�JOGMVFODFT�PWFS�UIFJS�EPXOTUSFBN�DIBOOFM�NFN�
CFST��3BUIFS�UIBO�BDDFQUJOH�UIBU�NBSLFU�PVUDPNFT�BSF�FGGJDJFOU�BOE�DIBOOFM�NFNCFST�
LOPX�CFTU� UIFZ�EFWFMPQ�TUSPOH�WJFXT�BCPVU�IPX�DIBOOFM�NFNCFST� TIPVME�IBOEMF�
UIFJS�CSBOET�QFSIBQT�PVU�PG� GFBS� UIBU�NBSLFU� JODFOUJWFT�XJMM� GBJM� UP� JOEVDF�DIBOOFM�
NFNCFST�UP�QFSGPSN�DIBOOFM�GVODUJPOT�BQQSPQSJBUFMZ�GPS�UIFJS�CSBOET��5IFTF�JOUFSWFO�
UJPOJTU�NBOVGBDUVSFST�XBOU�UP�NBOBHF�UIFJS�DIBOOFMT�BT�UIFZ�NBOBHF�UIFJS�TVCTJEJBSJFT�

4VDI� B�NBOVGBDUVSFS�NJHIU�iQVSDIBTFw� B� DFSUBJO� BNPVOU� PG� DPPQFSBUJPO� PS� BU�
MFBTU�BDRVJFTDFODF�UISPVHI�JUT�TLJMMGVM�FYQMPJUBUJPO�PG�TFMFDUJWF�EJTUSJCVUJPO�JO�TVDI�B�
XBZ�UIBU�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�FBSOT�IJHIFS�NBSHJOT�BOE�IJHIFS�WPMVNF�
PO�JUT�CSBOE��4FMFDUJWJUZ�IFMQT�UIJT�DIBOOFM�NFNCFS�EJGGFSFOUJBUF�JUT�BTTPSUNFOU�DSFBU�
JOH�B�TUSBUFHJD�BEWBOUBHF�BOE�BMTP�MJNJUT�UIF�MFWFM�PG�JOUSB�CSBOE�DPNQFUJUJPO�JU�GBDFT�
PGGFSJOH�B�DPTU�BEWBOUBHF��.BOVGBDUVSFST�UIBU�HSBOU�FYDMVTJWJUZ�BMTP�UFOE�UP�FYFSU�NPSF�
FGGPSU�UP�JOGMVFODF�UIFJS�DIBOOFM�NFNCFST��CFIBWJPS���XIJDI�NBZ�JODMVEF�TPNF�GPSNT�
PG�BTTJTUBODF��5IFTF�JOGMVFODF�BUUFNQUT�BSF�OPU�JOFYQFOTJWF�GPS�UIF�NBOVGBDUVSFS�FTQF�
DJBMMZ�DPOTJEFSJOH�UIF�DPOTJEFSBCMF�PQQPSUVOJUZ�DPTU�BTTPDJBUFE�XJUI�MPX�DPWFSBHF�

#VU� UIFTF� JOWFTUNFOU�DPTUT� UFOE� UP�CF�NPTU�XPSUIXIJMF�XIFO� UIF�CSBOE�IBT�B�
QSFNJVN�RVBMJUZ�QPTJUJPOJOH��5P�NBJOUBJO�JU�NBOVGBDUVSFST�NVTU�CF�TVSF�UIF�CSBOE�JT�
QSFTFOUFE�BOE�TVQQPSUFE�JO�BO�BQQSPQSJBUF�GBTIJPO�XIJDI�MJNJUT�UIF�TFU�PG�BWBJMBCMF�
EPXOTUSFBN�DIBOOFM�NFNCFST��5IF�NPSF�EJSFDUJPO�UIF�NBOVGBDUVSFS�OFFET�UP�FYFSU�UIF�
NPSF�JU�MJLFMZ�SFTUSJDUT�JUT�EJTUSJCVUJPO�UP�FOTVSF�UIF�DIBOOFM�NFNCFS�T�BDRVJFTDFODF�

CREATING REWARD POWER� *G�NBOVGBDUVSFST� TFFL� UPP�NVDI� JOGMVFODF� PWFS� EPXO�
TUSFBN� EFDJTJPOT� BOE� BDUJWJUJFT� DPOGMJDU� JT� MJLFMZ� CFUXFFO� UIFTF� DIBOOFM� QBSUOFST�
CFDBVTF�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�GFFMT�QSFTTVSF�UP�BDU�JO�XBZT�JU�NJHIU�OPU�
IBWF�EPOF�PUIFSXJTF��'PS�FYBNQMF�B�NBOVGBDUVSFS�UIBU�EJDUBUFT�QSJDFT�QSPNPUJPOBM�
BDUJWJUJFT� EJTQMBZT� TBMFTQFSTPO�QSFTFOUBUJPOT� TUPDLJOH� MFWFMT� BOE� UBSHFU�NBSLFUT� JT�
FOHBHJOH� JO�PVUSJHIU� JOUFSGFSFODF� JO� UIF� SFTFMMFS�T�CVTJOFTT��5IF� SFTFMMFS� JT� MJLFMZ� UP�
SFTJTU�BOE� UIF�NBOVGBDUVSFS�OFFET�QPXFS� UP�PWFSDPNF�UIBU� SFTJTUBODF��5IF�PGGFS�PG�
QSPUFDUJPO� GSPN� JOUSB�CSBOE� DPNQFUJUJPO� SFQSFTFOUT� B� GPSN� PG� SFXBSE� QPXFS� TP� JO�
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HFOFSBM�B�NBOVGBDUVSFS�UIBU�XJTIFT�UP�EJSFDU�BOPUIFS�DIBOOFM�NFNCFS�T�BDUJWJUJFT�UP�
BMJHO�UIFN�XJUI�UIF�NBOVGBDUVSFS�T�QSFGFSFODFT�TIPVME�TFFL�NPSF�TFMFDUJWF�EJTUSJCV�
UJPO��$POTJEFS�UIF�GPMMPXJOH�FMBCPSBUFE�BSHVNFOUT�GPS�UIJT�TUSBUFHJD�DIPJDF�

t�#FDBVTF�FYDMVTJWF�PS�MJNJUFE�NBSLFU�DPWFSBHF�JODSFBTFT�SFTFMMFS�NBSHJOT�PO�BWFS�
BHF� UIF�NBOVGBDUVSFS� TIPVME�CF�BCMF� UP� BUUSBDU�CFUUFS� SFTFMMFST�XIFSFBT�XJUI�
JOUFOTJWF�DPWFSBHF�FBDI�SFTFMMFS�MJLFMZ�BOUJDJQBUFT�NBSHJOT�UIBU�BSF�UPP�MPX�UP�CF�
XPSUIXIJMF�

t�'SPN�UIJT�TNBMM�EFEJDBUFE�HSPVQ�PG�SFTFMMFST�UIF�NBOVGBDUVSFS�FOKPZT�NPSF�WJH�
PSPVT�PWFSBMM�NBSLFU�FGGPSUT�BMCFJU�GSPN�B�TNBMMFS�HSPVQ�PG�DIBOOFM�QBSUOFST�

t�*G�FBDI�SFTFMMFS� JO� UIJT�TNBMMFS�HSPVQ�DPNQFUFT�WJHPSPVTMZ� UIF�NBOVGBDUVSFS�
NBZ�SFBDI�B�HSFBUFS�SBOHF�PG�DVTUPNFST�BOE�SFBDI�UIFN�NPSF�FGGFDUJWFMZ�

t�5IJT�BCJMJUZ�JT�QBSUJDVMBSMZ�JNQPSUBOU�GPS�B�NBOVGBDUVSFS�UIBU�SFRVJSFT�B�NPSF�
NPUJWBUFE�TFMMJOH�FGGPSU�TVDI�BT�JO�B�OFX�NBSLFU�PS�GPS�B�OFX�QSPEVDU���

t�.PUJWBUFE�SFTFMMFST�BMTP�NBZ�UBLF�PO�NPSF�SJTL�PO�CFIBMG�PG�UIF�NBOVGBDUVSFS�
TVDI�BT�CZ�DBSSZJOH�NPSF�TUPDL�PS�JOWFTUJOH�JO�CVJMEJOH�UIF�CSBOE�OBNF���

t�5IJT�NPUJWBUJPO�JO�UVSO�FODPVSBHFT�NBSLFU�FOUSZ�
t�*U�BMTP�SBJTFT�UIF�PWFSBMM�MFWFM�PG�DPNQFUJUJPO�BDSPTT�CSBOET�BU�UIF�QSPEVDU�

DBUFHPSZ�MFWFM�

6MUJNBUFMZ�UIJT�SFBTPOJOH�NBZ�TFFN�QFSWFSTF��JU�SFEVDFT�UP�UIF�EVCJPVT�BSHVNFOU�UIBU�
MPDBM�NPOPQPMJFT�BSF�EFTJSBCMF��$MFBSMZ�PQQPSUVOJUZ�DPTUT�PGGTFU�UIFTF�QVSQPSUFE�CFO�
FGJUT�JO�UIF�SFBM�XPSME��#VU�XF�TIPVME�OPUF�UIBU�B�MPDBM�NPOPQPMZ�DBO�CF�EFTJSBCMF�JO�
TQFDJGJD�DJSDVNTUBODFT�

5IJT�SBUJPOBMF�GPS�TFMFDUJWF�EJTUSJCVUJPO�BMTP�BDLOPXMFEHFT�UIBU�JU�OPU�POMZ�JODSFBTFT�
UIF�NBOVGBDUVSFS�T�SFXBSE�QPXFS�PWFS�B�TJOHMF�DIBOOFM�NFNCFS�CVU�BMTP�SFEVDFT�UIF�
OVNCFS�BOE�WBSJFUZ�PG�QBSUOFST��"�MBSHF�IFUFSPHFOFPVT�DIBOOFM�NBLFT�JU�EJGGJDVMU�GPS�
UIF�NBOVGBDUVSFS�UP�FYFSU�UPUBM�JOGMVFODF�XJUI�JUT�JOIFSFOUMZ�MJNJUFE�SFTPVSDFT�JODMVEJOH�
UJNF�BUUFOUJPO�BOE�TVQQPSU��'PS�FYBNQMF�UIF�NBOVGBDUVSFS�T�CSBOE�NBOBHFS�DBO�POMZ�
WJTJU�TP�NBOZ�EJTUSJCVUPST�BU�B�UJNF�BOE�IJSJOH�NPSF�NBOBHFST�DSFBUFT�OFX�DPPSEJOB�
UJPO�DIBMMFOHFT�BOE�DPTUT��"�TNBMMFS�DIBOOFM�JT�TJNQMFS�UP�NBOBHF��4JNQMJDJUZ�FOIBODFT�
DPOUSPM�

'VOEBNFOUBMMZ�JOUFOTJWF�EJTUSJCVUJPO�JOTUFBE�DSFBUFT�B�MBSHF�CVU�JOFGGFDUJWF�BSNZ�
PG�JOEJGGFSFOU�DIBOOFM�NFNCFST�FBDI�PG�XIJDI�DBSSJFT�UIF�CSBOE�T�CBOOFS�CVU�POMZ�JO�B�
EFTVMUPSZ�GBTIJPO��#Z�MJNJUJOH�DPWFSBHF�UIF�NBOVGBDUVSFS�DSFBUFT�BO�FMJUF�TUSJLF�GPSDF�
DPNQPTFE�PG�JUT�UPQ�TPMEJFST��8JOOJOH�B�XBS�MJLFMZ�SFRVJSFT�CPUI�UIPVHI�GPS�EJGGFSFOU�
QVSQPTFT�

5IFTF�BSHVNFOUT�BMTP�BQQMZ�JO�SFWFSTF�GPS�EPXOTUSFBN�DIBOOFM�NFNCFST��*G�B�
EPXOTUSFBN�PSHBOJ[BUJPO�SFQSFTFOUT�POMZ�B�IBOEGVM�PG�TVQQMJFST�JU�DBO�PGGFS�HSFBUFS�
SFXBSET�UP�FBDI�BOE�UIFSFCZ�HBJO�NPSF�JOEJWJEVBM�JOGMVFODF��8JUI�TVDI�JOGMVFODF�JU�
DBO� GPSDF� UIF�NBOVGBDUVSFS� UP�QSPWJEF�NPSF�TVQQPSU� TVDI�BT� JO� UIF� GPSN�PG� MPXFS�
XIPMFTBMF�QSJDFT�NPSF�QSPNPUJPOBM�NBUFSJBMT�PS�CFUUFS�DSFEJU�UFSNT��5IF�EPXOTUSFBN�
DIBOOFM�NFNCFS�UIVT�XFJHIT�UIF�BEWBOUBHFT�PG�BO�BSNZ�PG�QPUFOUJBMMZ�JOEJGGFSFOU�TVQ�
QMJFST�WFSTVT�UIPTF�PGGFSFE�CZ�BO�FMJUF�TUSJLF�GPSDF�PG�NPSF�NPUJWBUFE�TVQQMJFST�

PROMOTING INVESTMENTS BY DOWNSTREAM CHANNEL MEMBERS� 3FDBMM�GSPN�PVS�EJT�
DVTTJPO�PG�GSFF�SJEJOH�PVS�IZQPUIFUJDBM�FYBNQMF�PG�+PIBOTPO�TUFSFP�TQFBLFST��5IFùSFUBJMFS��



142� 1BSU�**� t� %FTJHOJOH�$IBOOFM�4USBUFHJFT

IBE�NBEF�+PIBOTPO�TQFDJGJD�JOWFTUNFOUT�BTTFUT�UIBU�BSF�OPU�SFBEJMZ�SFEFQMPZBCMF�UP�
UIF�TFSWJDF�PG�BOPUIFS�CSBOE�UIBU�XPVME�CFDPNF�TVOL�DPTUT�JG�UIF�SFMBUJPOTIJQ�XFSF�
UFSNJOBUFE�� *O� DPOUSBTU� NPTU� JOWFTUNFOUT� CZ� B� EPXOTUSFBN� DIBOOFM� NFNCFS� JO� B�
NBOVGBDUVSFS�BSF�OPU�TQFDJBMJ[FE�CVU�SBUIFS�DBO�CF�SFVTFE�PS�USBOTGFSSFE�UP�BOPUIFS�
CSBOE��#VU�FTQFDJBMMZ�JO�JOEVTUSJBM�HPPET�BOE�TFSWJDF�TFUUJOHT�TPNF�CSBOET�EFNBOE�
UIBU�B�SFTFMMFS�PS�BHFOU�BDRVJSF�DBQBCJMJUJFT�BOE�DPNNJU�SFTPVSDFT�XJUI�OP�BMUFSOBUJWF�
VTFT�TVDI�BT�UIF�GPMMPXJOH�

t�5P�UIF�FYUFOU�UIBU�B�CSBOE�T�BQQMJDBUJPOT�BOE�GFBUVSFT�BSF�VOJRVF�UIF�TBMFT�TUBGG�
NVTU�MFBSO�BCPVU�UIFN�UP�TFMM�FGGFDUJWFMZ��5IJT�JT�idiosyncratic knowledge�

t�"�CSBOE�NBZ�SFRVJSF�unusual handling or storage�	F�H��B�CSBOE�TIJQQFE�PO�OPO�
TUBOEBSE�QBMMFUT�SFRVJSFT�DVTUPN�TIFMWJOH�PS�TQFDJBMUZ�GPSLMJGUT
�

t�Servicing�UIF�CSBOE�BGUFS�UIF�TBMF�NBZ�JOWPMWF�CSBOE�TQFDJGJD�parts and know-how.
t�Customer training�UIBU�JT�CSBOE�TQFDJGJD�NBZ�CF�SFRVJSFE�
t�+PJOU�QSPNPUJPOT�UIBU�blend the identity of buyer and seller�NBLF�JU�EJGGJDVMU�UP�

EJTFOUBOHMF�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�BOE�UIF�CSBOE�JO�FOE�VTFST��NJOET�

*O� DPOTVNFS� HPPET� DIBOOFMT� TVDI� JOWFTUNFOUT� BQQFBS� QBSUJDVMBSMZ� XIFO� UIF�
FOE�VTFS� CVZT� GSPN�B� DPOUSBDUPS� EFBMFS��5IFTF�EFBMFST� BTTFNCMF� BOE� JOTUBMM� UFDIOJ�
DBM�QSPEVDUT�UIBU�NBZ�SFRVJSF�TVCTUBOUJBM�DVTUPNJ[BUJPO�BOE�JODPSQPSBUF�B�TVQQMJFS�T�
QSPEVDU�JOUP�TZTUFNT�UIBU�NFFU�FBDI�CVZFS�T�TQFDJGJD�OFFET��5IF�EFHSFF�UP�XIJDI�UIFTF�
EFBMFST�TQFDJGZ�BTTFNCMF�BOE� JOTUBMM�DBVTFT�DPOTVNFST� UP�SFHBSE� UIFN�NPSF� MJLF�B�
NBOVGBDUVSFS�UIBO�B�SFTFMMFS��'BNJMJBS�FYBNQMFT�JODMVEF�EFBMFST�PG�TXJNNJOH�QPPMT�
DMJNBUF�DPOUSPM�	IFBUJOH�BOE�DPPMJOH
�GJSFQMBDFT�NFUBM�CVJMEJOHT�HSFFOIPVTFT�TFDV�
SJUZ�TZTUFNT�HBSBHF�EPPST�TPMBS�FOFSHZ�BOE�DVTUPN�EPPST�BOE�XJOEPXT���

*O�TIPSU�GPS�TPNF�CSBOET�PS�QSPEVDU�DBUFHPSJFT�manufacturer-specific assets are 
necessary to distribute the brand effectively��5IBU�EPFT�OPU�NFBO�EPXOTUSFBN�DIBOOFM�
NFNCFST�XBOU�UP�NBLF�UIFN��5IF�JOWFTUNFOUT�BSF�FYQFOTJWF�PO�UIFJS�PXO�CVU�UIFZ�
BMTP�SBJTF�UIF�SFTFMMFS�T�EFQFOEFODF�PO�UIF�NBOVGBDUVSFS����5IF�SFTVMUJOH�WVMOFSBCJMJUZ�
UP�NBOVGBDUVSFS�PQQPSUVOJTN�	SFDBMM�EFGJOFE�BT�UIF�EFDFQUJWF�QVSTVJU�PG�TFMG�JOUFSFTU
�
JT�FYQFOTJWF�GPS�UIF�SFTFMMFS�BT�XFMM��"�SBUJPOBM�SFTFMMFS�UIVT�IFTJUBUFT�UP�NBLF�TVDI�
JOWFTUNFOUT�PS�JODVS�TVDI�EFQFOEFODF�

*OTUFBE� UIF� NBOVGBDUVSFS� OFFET� UP� JOEVDF� JUT� EPXOTUSFBN� DIBOOFM� QBSUOFST�
UP�NBLF� UIF� JOWFTUNFOUT��0ODF�NPSF� UIF�BOTXFS� JT�PGGFSJOH�B�EFHSFF�PG� TFMFDUJWJUZ�
CFDBVTF�JU�JODSFBTFT�UIF�SFXBSET�UIBU�B�SFTFMMFS�DBO�FBSO�GSPN�UIF�CSBOE��5P�QSFWFOU�UIF�
NBOVGBDUVSFS�GSPN�SFOFHJOH�PO�JUT�BHSFFNFOUT�PODF�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�
IBT�NBEF�CSBOE�TQFDJGJD�JOWFTUNFOUT�UIF�MBUUFS�MJLFMZ�EFNBOET�UIBU�UIF�GPSNFS�QSPWJEF�
TPNF�BTTVSBODF�PG�DPOTJTUFODZ��'PSUVOBUFMZ�GPS�UIF�NBOVGBDUVSFS�MJNJUJOH�EJTUSJCVUJPO�
PGGFST�TVDI�SFBTTVSBODF��'FXFS�DIBOOFM�QBSUOFST�NBLFT�JU�NPSF�EJGGJDVMU�GPS�B�NBOVGBD�
UVSFS�UP�NPWF�SFTPVSDFT�BXBZ�GSPN�JUT�FYJTUJOH�QBSUOFS��BU�UIF�MJNJU�BO�FYDMVTJWF�BHFOU�
EJTUSJCVUPS�PS� SFUBJMFS�NBZ�CFDPNF�OFBSMZ� JNQPTTJCMF� UP� SFQMBDF��.BOVGBDUVSFST� UIBU�
MJNJU�EJTUSJCVUJPO�UIFSFCZ�JODSFBTF�UIFJS�PXO�EFQFOEFODF�PO�UIFJS�EPXOTUSFBN�DIBOOFM�
NFNCFST��5IBU�JT�UIFZ�DPVOUFSCBMBODF�EPXOTUSFBN�EFQFOEFODF�EVF�UP�NBOVGBDUVSFS�
TQFDJGJD�JOWFTUNFOUT�CZ�NBLJOH�TFMFDUJWF�EJTUSJCVUJPO�DIPJDFT�VQTUSFBN�

*O�TIPSU�TFMFDUJWF�EJTUSJCVUJPO�JO�B�NBSLFU�BSFB�PGGFST�B�NFBOT�UP�CBMBODF�EFQFO�
EFODF�JO�B�EJTUSJCVUJPO�DIBOOFM��#Z�MJNJUJOH�JUT�DPWFSBHF�UIF�NBOVGBDUVSFS�BDDFQUT�JUT�
EFQFOEFODF�PO� UIF�EPXOTUSFBN�DIBOOFM�UIPVHI�OFWFS� MJHIUMZ��3BUIFS� JU� EFNBOET�
UIBU� UIF�EPXOTUSFBN�NFNCFS�FYIJCJU� JUT�PXO�EFQFOEFODF�PO� UIF�NBOVGBDUVSFS�CZ�
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BDRVJSJOH�CSBOE�TQFDJGJD�BTTFUT��One vulnerability offsets the other.�4FMFDUJWF�EJTUSJCV�
UJPO�SFQSFTFOUT�UIF�DVSSFODZ�UIF�NBOVGBDUVSFS�VTFT�UP�QVSDIBTF�UIF�EPXOTUSFBN�DIBO�
OFM�NFNCFS�T�XJMMJOHOFTT�UP�NBLF�CSBOE�TQFDJGJD�JOWFTUNFOUT.

Dependence Balancing (Factor 5)

TRADING TERRITORY EXCLUSIVITY FOR CATEGORY EXCLUSIVITY� 5IF�JEFB�PG�CBMBODJOH�
EFQFOEFODF�JT�JOTUSVNFOUBM�UP�BOZ�VOEFSTUBOEJOH�PG�IPX�DIBOOFM�NFNCFST�VQTUSFBN�
BOE�EPXOTUSFBN�VTF�TFMFDUJWJUZ�TUSBUFHJDBMMZ�UP�FOIBODF�UIFJS�CVTJOFTT�JOUFSFTUT����/P�
POF�XBOUT� UP� EFQFOE�PO� BOPUIFS� DIBOOFM�NFNCFS� CFDBVTF� UIBU� TDFOBSJP� HJWFT� UIF�
PUIFS� QBSUZ� QPXFS� BOE� DSFBUFT� WVMOFSBCJMJUZ� 	BT� XF� DPWFS� JO� EFUBJM� JO� $IBQUFS� ��
��
)PXFWFS� FGGFDUJWF�EJTUSJCVUJPO�PGUFO� SFRVJSFT�POF� TJEF� 	GPS�PVS� JMMVTUSBUJPO� MFU�T� TBZ�
UIF�EPXOTUSFBN�SFTFMMFS
�UP�EFQFOE�PO�UIF�PUIFS�TJEF�	UIF�NBOVGBDUVSFS
�EFTQJUF�JUT�
VOXJMMJOHOFTT�BOE�SFTJTUBODF�UP�EPJOH�TP��5P�PWFSDPNF�SFTFMMFS�SFTJTUBODF�UIF�NBOV�
GBDUVSFS�NJHIU�DSFBUF�PGGTFUUJOH�EFQFOEFODF�PG�JUT�PXO��4VDI�DBMDVMBUFE�mutual depen-
dence�PS�NVUVBM�WVMOFSBCJMJUZ�JT�EFTJHOFE�UP�FTUBCMJTI�SFMBUJPOTIJQ�TUBCJMJUZ�CZ�NBLJOH�
JU�VOQSPGJUBCMF�GPS�FJUIFS�TJEF�UP�FYQMPJU�UIF�PUIFS����#VU�TFMFDUJWF�EJTUSJCVUJPO�JT�OPU�UIF�
POMZ�DVSSFODZ�B�NBOVGBDUVSFS�NJHIU�VTF�UP�QVSDIBTF�UIF�SFTFMMFS�T�XJMMJOHOFTT�UP�JOWFTU�
JO�CSBOE�TQFDJGJD�BTTFUT��*O�PUIFS�DBTFT�UIFZ�FOHBHF�JO�UIF�EJSFDU�FYDIBOHF�PG�UFSSJUPSZ�
FYDMVTJWJUZ�GPS�DBUFHPSZ�FYDMVTJWJUZ��*O�HFOFSBM�UIF�NPSF�UIF�NBOVGBDUVSFS�MJNJUT�JUT�DPW�
FSBHF�PG�B�NBSLFU�BSFB�UIF�NPSF�UIF�SFTFMMFS�BHSFFT�UP�MJNJU�JUT�DPWFSBHF�JO�UIF�QSPEVDU�
DBUFHPSZ�

"U�UIF�FYUSFNF�FBDI�TJEF�USBEFT�UPUBM�FYDMVTJWJUZ�GPS�UPUBM�FYDMVTJWJUZ��5IF�EPXO�
TUSFBN�SFTFMMFS�POMZ�PGGFST�UIF�NBOVGBDUVSFS�T�CSBOE�JO�UIBU�QSPEVDU�DBUFHPSZ�BOE�UIF�
NBOVGBDUVSFS�QSPNJTFT�UIBU�JU�JT�UIF�POMZ�SFTFMMFS�JO�UIF�NBSLFU�BSFB�UP�DBSSZ�UIF�CSBOE��
-FTT�FYUSFNF�FYBNQMFT�BSF�TPNFXIBU�NPSF�DPNNPO�UIPVHI�TVDI�UIBU�UIF�JOEVTUSJBM�
TVQQMZ�IPVTF�XF�DPOTJEFSFE�QSFWJPVTMZ�NJHIU�BHSFF�UP�SFEVDF�JUT�MJOF�UP�DBSSZ�POMZ�
GPVS�PG�UIF�UFO�BWBJMBCMF�CSBOET�BOE�JO�SFUVSO�UIF�NFUBMXPSLJOH�GMVJET�NBOVGBDUVSFS�
UIBU� SFRVFTUFE� UIJT� SFEVDUJPO�POMZ�BVUIPSJ[FT����EJTUSJCVUPST� UP�DBSSZ� JUT� MJOF� JO� UIF�
TVQQMZ�IPVTF�T�UFSSJUPSZ�

'PS�UIF�NBOVGBDUVSFS�USBEJOH�TFMFDUJWJUZ�GPS�TFMFDUJWJUZ�IFMQT�JU�JOGMVFODF�IPX�UIF�
EPXOTUSFBN�DIBOOFM�NFNCFS� DPNQPTFT� BOE�EJTQMBZT� JUT�CSBOE�QPSUGPMJP� JODMVEJOH�
JUT�QSFTFOUBUJPO�SFMBUJWF�UP�JUT�DPNQFUJUJWF�TFU����5IJT�EFTJSF�UP�JOGMVFODF�EPXOTUSFBN�
BTTPSUNFOU� BOE�EJTQMBZ� EFDJTJPOT� SFQSFTFOUT� UIF�NBOVGBDUVSFS�T� SFBMJ[BUJPO� UIBU� UIF�
FOE�VTFS�T�QFSDFQUJPO�PG� JUT� PGGFSJOH�EFQFOET�NBJOMZ�PO� UIF� DPOUFYU� JO�XIJDI� UIFZ�
FODPVOUFS�JU��5IBU�DPOUFYU�JO�UVSO�JT�B�GVODUJPO�PG�UIF�PUIFS�CSBOET�BWBJMBCMF�BOE�UIFJS�
EJTQMBZ��"�SFUBJMFS�UIBU�BEPQUT�BO�BTTPSUNFOU�UIBU�DPOUBJOT�NFEJVN�RVBMJUZ�NFSDIBO�
EJTF�BOE�UIFO�EJTQMBZT�UIBU�NFSDIBOEJTF�OFYU�UP�IJHI�RVBMJUZ�NFSDIBOEJTF�MJLFMZ�DBVTFT�
DPOTVNFST�UP�BTTJNJMBUF�UIFTF�UXP�RVBMJUZ�HSBEFT�TVDI�UIBU�UIF�MPXFS�RVBMJUZ�PGGFSJOH�
HFUT�BO�VQHSBEF�CVU�UIF�IJHIFS�RVBMJUZ�QSPEVDU�TVGGFST�B�EPXOHSBEF����Assortment�
BOE�display�DIPJDFT�BSF�TP�JNQPSUBOU�UIBU�UIFZ�DBO�FWFO�JOGMVFODF�B�DPOTVNFST��QFS�
DFQUJPO�PG�XIBU�UIF�QSPEVDU� JT����"�HSBOPMB�CBS�NJHIU�CF�B�CSFBLGBTU�GPPE�B�TOBDL�
GPPE�PS�BO�FYFSDJTF�GPPE�EFQFOEJOH�PO�UIF�TVQFSNBSLFU�BJTMF�JU�PDDVQJFT�

5IF�OFFE�UP�CF�FNCFEEFE�JO�UIF�SJHIU�BTTPSUNFOU�EJTQMBZFE�JO�BO�BQQSPQSJBUF�
XBZ�MFE�-7.)�UP�TFMM�UISPVHI�B�DBSFGVMMZ�EFTJHOFE�DPNCJOBUJPO�PG�DPNQBOZ�PXOFE�
TUPSFT�BOE�IJHIMZ�TFMFDUJWF�EJTUSJCVUJPO�	BT�XF�EFTDSJCFE�JO�4JEFCBS����
��'PS�FYBNQMF�
JO�'SBODF�-7.)�TUPSFT�BSF�OFBSMZ�BMM� UXP�TUPSJFT�DPOOFDUFE�POMZ�CZ�B�TUBJSDBTF��"U�
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UIF�CPUUPN�PG�UIF�TUBJST�BQQFBS�UIF�TIPFT��QVSTFT�HFU�NPWFE�UP�UIF�UPQ��5IF�SFBTPO�
JOH�JT�EJSFDU��4UPSF�CSPXTFST�XJMM�FOUFS�UIF�TUPSF�GPS�TIPFT�BOE�UIFO�DMJNC�UIF�TUBJST�UP�
iDPOUJOVF�TIPQQJOHw�GPS�QVSTFT�CVU�OPU�WJDF�WFSTB����4VDI�TIPF�EPNJOBOU�BTTPSUNFOU�
BOE�EJTQMBZ�EFDJTJPOT�MJLFMZ�BSF�OPU�FWJEFOU�UP�JOEFQFOEFOU�SFUBJMFST�CVU�UISPVHI�UIF�
SFXBSE�PG�TFMFDUJWF�EJTUSJCVUJPO�-7.)�FMJDJUT�UIFJS�DPPQFSBUJPO�

'PS� TVQQMJFST� BTTPSUNFOU� BOE� TFMFDUJWJUZ� EFDJTJPOT� BMTP� BSF� JOUSJDBUFMZ� MJOLFE��
"ùMBSHF�BTTPSUNFOU�JOTUFBE�NBZ�IJOEFS�CSBOE�EJGGFSFOUJBUJPO��1SJPS�UP������7PMLTXBHFO�
PCMJHFE�JUT�"VEJ�BOE�7PMLTXBHFO�EJWJTJPOT�JO�&VSPQF�UP�TFMM�UISPVHI�UIF�TBNF�EFBMFST�
XJUI� UIF� SFBTPOJOH� UIBU� JU� DPVME�ESBX� JO�DVTUPNFST�XJUI�B�TVGGJDJFOUMZ� MBSHF�BTTPSU�
NFOU��#VU�CFDBVTF�"VEJT�XFSF�CVJMU�PO�UIF�TBNF�QMBUGPSNT�BT�78T�BOE�MPPLFE�TPNF�
XIBU�TJNJMBS�UIFJS�TJEF�CZ�TJEF�EJTQMBZ�MFE�UP�NBTTJWF�DBOOJCBMJ[BUJPO�PG�"VEJ�CZ�UIF�
MPXFS�QSJDFE�78��5IF�EFBMFST�DSFBUFE�B�TFMG�GVMGJMMJOH�QSPQIFDZ�UIBU�BO�"VEJ�QSPTQFDU�
XPVME�VMUJNBUFMZ�QSFGFS�B�78��"GUFS������"VEJ�CFHBO�BMMPXJOH�TFQBSBUF�EFBMFSTIJQT�
TVQQPSUJOH�UIFN�XJUI�UFSSJUPSZ�FYDMVTJWJUZ�JO�SFUVSO�GPS�UIFJS�DMPTF�DPPQFSBUJPO�XJUI�
NBOBHFNFOU��*U�UVSOFE�PVU�UIBU�UIF�"VEJ�CSBOE�BTTPSUNFOU�XBT�CJH�FOPVHI�UP�BUUSBDU�
JUT�PXO�DMJFOUFMF�XIPN�"VEJ�EFBMFST�RVJDLMZ�CFHBO�UP�SFDPHOJ[F�PODF�UIFZ�OP�MPOHFS�
OFFEFE�UP�TFMM�7PMLTXBHFOT��5IFTF�MFTTPOT�GFE�CBDL�UP�"VEJ�T�UPQ�NBOBHFNFOU�TVDI�
BT�UIF�OPUJPO�UIBU�GFNBMF�ESJWFST�XBOUFE�QSBDUJDBM�TQPSUZ�WFIJDMFT��5IF�TVDDFTT�PG�UIF�
SFTVMUJOH�BEWFSUJTJOH�DBNQBJHO�IFMQFE�"VEJ�SFBDI�JUT�DVSSFOU�QPTJUJPOJOH��IJHI�RVBMJUZ�
IJHIMZ�TVDDFTTGVM�BOE� JODSFBTJOHMZ�EJGGFSFOUJBUFE� GSPN�78�FWFO� UIPVHI� UIF�CSBOET�
DPOUJOVF�UP�TIBSF�TPNF�QSPEVDUJPO�QMBUGPSNT���

'PS�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�USBEJOH�TFMFDUJWJUZ�GPS�TFMFDUJWJUZ�FOUBJMT�B�
EJGGFSFOU�TPSU�PG�JOGMVFODF��5XP�WFOFSBCMF�1BSJTJBO�EFQBSUNFOU�TUPSFT�(BMFSJFT�-BGBZFUUF�
BOE�1SJOUFNQT�BSF�MPDBUFE�JO�UIF�TBNF�OFJHICPSIPPE�BOE�DPNQFUF�WJHPSPVTMZ�PGUFO�
CZ�PCTFSWJOH�XIBU�UIF�PUIFS�JT�EPJOH�BOE�JNJUBUJOH�FGGFDUJWF�QSBDUJDFT��#VU�1SJOUFNQT�T�
VOJRVF�BEWBOUBHF�TUFNT�GSPN�JUT�SFMBUJPOTIJQT�XJUI�TFMFDUFE�DMPUIFT�EFTJHOFST�XIJDI�
SFDFJWF�FYUSBPSEJOBSZ�MFFXBZ�UP�EFUFSNJOF�IPX�UIFJS�HPPET�XJMM�CF�QSFTFOUFE��*O�SFUVSO�
1SJOUFNQT�OFHPUJBUFT�FYDMVTJWJUZ�TVDI�UIBU�PG�UIF����CSBOET�JU�DBSSJFT�UISFF�RVBSUFST�PG�
UIFN�BSF�iFYDMVTJWFTw�	J�F��OP�PUIFS�1BSJTJBO�EFQBSUNFOU�TUPSF�IBT�UIFN�UIPVHI�TPNF�
PUIFS�GPSNBUT� JO�1BSJT�NBZ�DBSSZ�UIFTF�TBNF�CSBOET
����4VDI�OFHPUJBUJPOT�IFMQ�TVN�
NBSJ[F�UIF�VOJRVF�QFSDFQUJPOT�PG�CPUI�TJEFT�BMMPXJOH�FBDI�UP�DPODFEF�TPNF�GPSN�PG�
iFYDMVTJWJUZw�GPS�TPNF�SFUVSO�JO�LJOE�

5IFTF� UXP�QBSUZ�FYBNQMFT�BSF� JOTJHIUGVM�CVU� MJNJUFE��DIBOOFM�NFNCFST�DBOOPU�
DBMDVMBUF�POMZ�UIF�OVNCFS�PS�WBMVF�PG�QSPEVDUT�UIFZ�DBSSZ�CVU�BMTP�NVTU�SFDPHOJ[F�UIF�
UPUBM�EFNBOE�GPS�UIF�QSPEVDU�JO�UIF�NBSLFUQMBDF��5IBU�JT�CPUI�UIF�TMJDFT�LFQU�BOE�UIF�
PWFSBMM�TJ[F�PG�UIF�QJF�JT�JNQPSUBOU�GPS�EFUFSNJOJOH�QSPGJUT����*O�TPNF�TJUVBUJPOT�FWFO�
JG�POF�DIBOOFM�NFNCFS�T�TIBSF�EFDSFBTFT�PWFSBMM�EFNBOE�JODSFBTFT�FOPVHI�UP�DPN�
QFOTBUF�SFTVMUJOH�JO�B�OFU�JNQSPWFNFOU�

5IF� SJTF�PG� UIF� *OUFSOFU�PGGFST� B�QFSUJOFOU�FYBNQMF��"T� UIF� *OUFSOFU� DPOUJOVFT�
UP� QFOFUSBUF�NPSF� QSPEVDU� DBUFHPSJFT� EPXOTUSFBN� DIBOOFM�NFNCFST�NBZ� EFNBOE�
NPSF�FYDMVTJWF�SJHIUT�UP�EJGGFSFOUJBUFE�HPPET�TVDI�BT�XJOF�B�EJGGFSFOUJBUFE�DPOGVT�
JOH�QSPEVDU�DBUFHPSZ����8JOF�TUPSFT�HVJEF�CVZFST�CZ�QSPWJEJOH�JOGPSNBUJPO�BOE�DPN�
QPTJOH�NFBOJOHGVM�BQQFBMJOH�BTTPSUNFOUT��0OMJOF�XJOF�TUPSFT�DBO�QFSGPSN�CPUI�UIFTF�
GVODUJPOT�BOE�QFSIBQT�FWFO�PGGFS�B�XJEFS�BTTPSUNFOU�UP�TJUF�WJTJUPST��5IFSFGPSF�UIF�
USBEJUJPOBM�XJOF�TUPSF�NBZ�OFFE�BDDFTT�UP�FYDMVTJWFT�UIBU�EJGGFSFOUJBUF�JU�BOE�JUT�BTTPSU�
NFOU�GSPN�JUT�POMJOF�DPNQFUJUPST��8JEFMZ�EJTUSJCVUFE�XJOFT�MJLFMZ�JOEVDF�GSFF�SJEJOH��
UIF�XJOF� TUPSFT� FBSO� TBMFT� GSPN� UIFJS� TFSWJDF� QSPWJTJPO� POMZ� JG� UIFZ� BMTP� PGGFS� UIF�
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DIFBQFTU�QSJDF��#VU�EJGGFSFOUJBUFE�PGGFSJOHT�JOTUFBE�UFOE�UP�NBLF�CSPXTFST�less�QSJDF�
TFOTJUJWF�NPSF�BUUFOUJWF�UP�UIF�EJGGFSFODFT�BNPOH�XJOFT�BOE�NPSF�MJLFMZ�UP�FOUFSUBJO�
UIFNTFMWFT�CZ�XJOF�TIPQQJOH�BOE�QVSDIBTJOH�NPSF�XJOF�

*U�BQQFBST�UIBU�GPS�EJGGFSFOUJBUFE�DBUFHPSJFT�POMZ�MPX�DPTU� MPX�QSJDF�TFMMFST�EP�
XFMM�XJUI�JOUFOTJWFMZ�EJTUSJCVUFE�CSBOET��4VDI�TFMMFST�DBOOPU�BGGPSE�UP�QSPWJEF�JOGPS�
NBUJPO�BOE�PUIFS� TBMFT� TVQQPSU� TP� JG� UIF�NBOVGBDUVSFS�XBOUT� B� SFUBJMFS� UP�QSPWJEF�
JOGPSNBUJPO�TVQQPSU�JU�OFFET�UP�SFDJQSPDBUF�CZ�MJNJUJOH�DPWFSBHF��#Z�IFMQJOH�UIF�TFMMFS�
EJGGFSFOUJBUF�JUT�PGGFSJOH�UIF�NBOVGBDUVSFS�IFMQT�FOTVSF�UIF�TFMMFS�T�SFUVSO�PO�JUT�JOWFTU�
NFOU�JO�DVTUPNFS�JOGPSNBUJPO�TVQQPSU�BT�IBT�BMXBZT�CFFO�UIF�DBTF�KVTU�BDDFMFSBUFE�
CZ�UIF�*OUFSOFU�

REASSURING CHANNEL PARTNERS� *O�OFHPUJBUJPOT�CFUXFFO�VQTUSFBN�BOE�EPXOTUSFBN�
DIBOOFM�NFNCFST�CPUI�TJEFT�BSF�QSFPDDVQJFE�XJUI�UIFJS�PXO�DPODFSOT�BCPVU�XIBU�
NJHIU�IBQQFO� BGUFS� UIFZ� SFBDI� BO� BHSFFNFOU��5IF�NPSF� WVMOFSBCMF�QBSUZ� GFBST� UIF�
QPXFSGVM�QBSUZ�T�NJTVTF�PG�JUT�QPXFS����5IFTF�GFBST�DPVME�EFTUBCJMJ[F�UIF�SFMBUJPOTIJQ�
TP�JU�JT�JO�UIF�JOUFSFTU�PG�UIF�TUSPOHFS�QBSUZ�UP�SFBTTVSF�UIF�WVMOFSBCMF�QBSUZ�PG�JUT�HPPE�
GBJUI�TVDI�BT�UISPVHI�BO�PGGFS�PG�TFMFDUJWJUZ�

*O�CVTJOFTT�UP�CVTJOFTT�	#�#
�NBSLFUT�B�CSBOE�NBZ�IBWF�B�GBWPSBCMF�QPTJUJPO�PS�
QVMM�XJUI�UIF�DVTUPNFS�CBTF�XIJDI�DBVTFT�UIF�EJTUSJCVUPS�UP�XPSSZ�UIBU�UIF�NBOVGBD�
UVSFS�XJMM�VTF�UIJT�QVMM�UP�DSFBUF�EJTUSJCVUPS�EFQFOEFODF�BOE�UIFO�TVQQMBOU�PS�FYQMPJU�
UIF� EJTUSJCVUPS��5P� SFBTTVSF� UIF� EJTUSJCVUPS� TUSPOH�NBOVGBDUVSFST� WPMVOUBSJMZ� SFGSBJO�
GSPN�NBYJNJ[JOH�DPWFSBHF��"MUFSOBUJWFMZ�UIFZ�NJHIU�TFMM�TPNF�GSBDUJPO�PG�UIFJS�QSPE�
VDUT�EJSFDUMZ� BGUFS�FYQMJDJU�OFHPUJBUJPOT�XJUI�EPXOTUSFBN�DIBOOFM�NFNCFST� 	J�F�� UP�
BWPJE�BOZ�TFOTF�PG�PQQPSUVOJTN
�PS�DPWFSUMZ�BOE�BDDPNQBOJFE�CZ�BUUFNQUT�UP�EJTHVJTF�
JU�	J�F��PQQPSUVOJTN
��3FHBSEMFTT�PG�JUT�UZQF�EJSFDU�TFMMJOH�NBLFT�JOEVTUSJBM�TVQQMJFST�
OFSWPVT�TP�UIF�NBOVGBDUVSFS�DPVME�PGGFS�TFMFDUJWJUZ��*O�B�HJWFO�USBEJOH�BSFB�UIF�NPSF�
EJSFDU�TFMMJOH�JU�EPFT�UIF�NPSF�JU�MJNJUT�UIF�OVNCFS�PG�DIBOOFM�NFNCFST�JO�UIF�BSFB�
JO�B�TPSU�PG�UBDJU�VOEFSTUBOEJOH��i*�SFTFSWF�UIF�SJHIU�UP�TFMM�UP�ZPVS�DVTUPNFST�CVU�JO�
SFUVSO� *�XJMM�OPU� TFMM� UISPVHI�BT�NBOZ�PG�ZPVS� DPNQFUJUPST� BT� *�XPVME�PUIFSXJTF�w�
$IBOOFM�NFNCFST�UIBU�BDDFQU�UIJT�UBDJU�BHSFFNFOU�TIPVME�SFQSFTFOU�UIF�CSBOE�FGGFD�
UJWFMZ�EFTQJUF�UIF�TVQQMJFS�T�EJSFDU�TBMFT�

"T�XF�LFFQ�OPUJOH�UIJT�MPHJD�GMPXT�CPUI�XBZT��4PNF�EPXOTUSFBN�DIBOOFM�NFN�
CFST�FOKPZ�B� MPZBM� DVTUPNFS�CBTF�XIPTF�CSBOE�DIPJDFT�EFQFOE� MBSHFMZ�PO� UIF�EJT�
USJCVUPS����5P�BMMBZ�UIF�NBOVGBDUVSFS�T�SFBTPOBCMF�GFBS�PG�UIF�EJTUSJCVUPS�T�PQQPSUVOJTN�
QPXFSGVM� EJTUSJCVUPST� 	QPXFSGVM� CFDBVTF� UIFZ� IBWF� MPZBM� DVTUPNFST
� NBZ� MJNJU� UIF�
CSBOE�BTTPSUNFOU� JO�B�QSPEVDU�DBUFHPSZ��5IFTF�EJTUSJCVUPST�DPVME�SFQSFTFOU�BOZPOF�
CVU�UIFZ�TFMFDUJWFMZ�EJTUSJCVUF�UIFJS�USBEJOH�QBSUOFST��QSPEVDUT�UP�CBMBODF�UIF�NBOVGBD�
UVSFST��EFQFOEFODF�PO�UIFN�

Opportunity Cost (Factor 6)

*O�CBSHBJOJOH�BXBZ�UIF�SJHIU�UP�BO�VOMJNJUFE�OVNCFS�PG�USBEJOH�QBSUOFST�UIF�NBOV�
GBDUVSFS�NBLFT�B� DPODFTTJPO� UP� UIF�EPXOTUSFBN�DIBOOFM�NFNCFS� BOE� UIF�QSJDF�PG�
UIJT�DPODFTTJPO�EFQFOET�PO�UIF�importance�PG�UIF�NBSLFU�BSFB�BOE�UIF�competitive 
intensity�PG�UIF�QSPEVDU�DBUFHPSZ�

$SJUJDBM�NBSLFUT�DSFBUF�IJHIFS�PQQPSUVOJUZ�DPTUT�PG�MPXFS�DPWFSBHF�BOE�UIF�NBOV�
GBDUVSFS�ESJWFT�B�IBSEFS�CBSHBJO�PS�QFSIBQT�TJNQMZ�SFGVTFT�UP�MJNJU�DPWFSBHF��'PS�B�NJOPS��
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NBSLFU�BSFB�UIF�NBOVGBDUVSFS�NBZ�DPODFEF�TFMFDUJWJUZ�NPSF�SFBEJMZ��0WFS�UJNF�UIPVHI�
B�NBOVGBDUVSFS�NBZ�SFBTTFTT�BOZ�QBSUJDVMBS�NBSLFU�FTQFDJBMMZ�JG�B�EPXOTUSFBN�DIBO�
OFM�NFNCFS�BQQFBST�UP�CF�EPJOH�WFSZ�XFMM�XJUI�JUT�QSPEVDUT��*O�UIJT�DBTF�UIF�DPOGMJDU�
JOIFSFOU�UP�UIF�DIBOOFM�NBZ�FODPVSBHF�B�NBOVGBDUVSFS�UP�USZ�UP�SFOFHF�PO�JUT�JNQMJDJU�
PS�FYQMJDJU�TFMFDUJWF�EJTUSJCVUJPO�BHSFFNFOU���

*O�JOUFOTFMZ�DPNQFUJUJWF�DBUFHPSJFT�NBOVGBDUVSFST�TJNJMBSMZ�BSF�NPSF�SFMVDUBOU�UP�
MJNJU�UIF�OVNCFS�PG�EPXOTUSFBN�USBEJOH�QBSUOFST�CFDBVTF�PG�UIF�PQQPSUVOJUZ�DPTU�PG�
UIJT�DPODFTTJPO��*G�QSPTQFDUJWF�CVZFST�BSF�VOMJLFMZ�UP�NBLF�UIF�FGGPSU�UP�TFFL�PVU�MJN�
JUFE�EJTUSJCVUJPO�DIBOOFMT�XIFO�DBUFHPSZ�MFWFM�DPNQFUJUJPO�JT�GJFSDF� MPXFS�DPWFSBHF�
CFDPNFT�B�WFSZ�SJTLZ�QSPQPTJUJPO�GPS�UIF�NBOVGBDUVSFS�

5IF�DPOGMJDU�JO�UIFTF�DBTFT�BSJTFT�GSPN�EJGGFSJOH�QFSDFQUJPOT��"�NBOVGBDUVSFS�JO�
BO�JOUFOTFMZ�DPNQFUJUJWF�QSPEVDU�DBUFHPSZ�NJHIU�OPU�CF�FBSOJOH�HSFBU�QSPGJUT�because 
of the level of competition��#VU� JU� DPVME�FBTJMZ�NJTBUUSJCVUF� JUT�EJTBQQPJOUJOH�QFSGPS�
NBODF�UP�JOTVGGJDJFOU�DPWFSBHF��3BUIFS�UIBO�BEESFTTJOH�UIF�USVF�SFBTPOT�GPS�UIF�DPN�
QFUJUJWF�EJTBEWBOUBHF�UIF�NBOVGBDUVSFS�UIFO�DPVME�TFFL�B�RVJDL�SFNFEZ��IJHIFS�TBMFT�
UISPVHI�NPSF�DPWFSBHF�XIJDI�SFRVJSFT�JU�UP�MPXFS�JUT�EJTUSJCVUJPO�TUBOEBSET�BOE�TFOE�
JUT� QSPEVDUT� UISPVHI� JOGFSJPS� EPXOTUSFBN� DIBOOFMT�� *G� UIJT�NPWF� QSPWPLFT� PSJHJOBM�
EPXOTUSFBN�DIBOOFM�NFNCFST�UP�XJUIESBX�UIFJS�TVQQPSU�GPS�UIF�CSBOE�UPP�UIF�NBOV�
GBDUVSFS�T�QFSGPSNBODF�TQJSBMT�GVSUIFS�EPXO�FWFO�XJUI�JUT�HSFBUFS�DPWFSBHF�

0O�UIF�PUIFS�TJEF�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�IFTJUBUFT�UP�MJNJU�UIF�CSBOET�
JU�DBSSJFT�JO�B�QSPEVDU�DBUFHPSZ�JG�UIBU�DBUFHPSZ�JT�PG�HSFBU�JNQPSUBODF�JO�JUT�BTTPSUNFOU��
5IF� JOEVTUSJBM� TVQQMZ� IPVTF� UIBU� EPFT� MJUUMF� CVTJOFTT� JO�NFUBMXPSLJOH� GMVJET�NJHIU�
BHSFF�UP�MJNJU�JUT�CSBOE�TFMFDUJPO��B�DPNQFUJUPS�GPS�XIPN�NFUBMXPSLJOH�GMVJET�BSF�BO�
JNQPSUBOU�DBUFHPSZ�QSPCBCMZ�XJMM�OPU�CFDBVTF�UIF�PQQPSUVOJUZ�DPTU�PG�MJNJUJOH�UIJT�LFZ�
BTTPSUNFOU�JT�UPP�HSFBU�

%PXOTUSFBN�DIBOOFM�NFNCFST�BMTP�IFTJUBUF�UP�HSBOU�TFMFDUJWJUZ�JO�DBUFHPSJFT�UIBU�
BSF�JOUFOTFMZ�DPNQFUJUJWF��%PJOH�TP�XPVME�DPOTUJUVUF�BO�FYQFOTJWF�DPODFTTJPO�CFDBVTF�
QSPTQFDUJWF�CVZFST�MPTF�JOUFSFTU�JG�NBOZ�CSBOET�UIFZ�MJLF�BSF�NJTTJOH�GSPN�BO�BTTPSU�
NFOU��$PNQFUJUJWF� JOUFOTJUZ� JODSFBTFT�CVZFST�� BXBSFOFTT�PG�BMUFSOBUJWF�CSBOET� UIFJS�
QSFGFSFODFT�GPS�BOZ�POF�CSBOE�BOE�UIFJS�JOTJTUFODF�PO�B�NPSF�DPNQMFUF�BTTPSUNFOU�

'PS�CPUI�TJEFT�TFMFDUJWJUZ�JT�BO�FYQFOTJWF�DPODFTTJPO�JG�UIF�PCKFDU�PG�UIF�OFHPUJB�
UJPO�JT�JNQPSUBOU�PS�JOUFOTJWFMZ�DPNQFUJUJWF�XIFUIFS�UIPTF�GFBUVSFT�SFGFS�UP�UIF�NBS�
LFU�BSFB�	GPS�UIF�NBOVGBDUVSFS
�PS�UIF�QSPEVDU�DBUFHPSZ�	GPS�UIF�EPXOTUSFBN�DIBOOFM�
NFNCFS
��5IF�FYQFOTF�TUFNT�MBSHFMZ�GSPN�UIF�PQQPSUVOJUZ�DPTUT�PG�MJNJUJOH�UIF�OVN�
CFS�PG�USBEJOH�QBSUOFST�

Transaction Costs (Factor 7)

'PS�B�NBOVGBDUVSFS�FBDI�PVUMFU�JT�BO�BDDPVOU�BOE�FBDI�BDDPVOU�SFRVJSFT�TBMFT�BUUFO�
UJPO� BOE� TVQQPSU�� 'VMGJMMJOH� FBDI� BDDPVOU�T� PSEFST� BMTP� DSFBUFT� PSEFSJOH� TIJQQJOH�
GJOBODJOH�BOE�PUIFS�DPTUT��.BOZ�NBOVGBDUVSFST�NBJOUBJO�BDDPVOUT�XIPTF�PSEFST�DPVME�
OPU�KVTUJGZ�FWFO�UIF�BDDPVOUJOH�DPTUT�PG�TFSWJOH�UIFN�MFU�BMPOF�UIF�SFMBUFE�PQQPSUV�
OJUZ� DPTUT�� 	.BOVGBDUVSFST� UIBU� JNQMFNFOU� TPQIJTUJDBUFE� BDUJWJUZ�CBTFE� DPTUJOH� TZT�
UFNT�PGUFO�EJTDPWFS� UIBU�BT�NBOZ�BT�POF�RVBSUFS�PS�POF�UIJSE�PG� UIFJS� BDDPVOUT�BSF�
VOQSPGJUBCMF�
���"U�TPNF�QPJOU�UIF�transaction costs�PG�TFSWJOH�TPNF�BDDPVOUT�NBZ�
PVUQBDF�UIF�DPWFSBHF�CBTFE�CFOFGJUT�UIFZ�PGGFS��*O�SFTQPOTF�UIF�NBOVGBDUVSFS�NJHIU�
TFFL�UP�BDIJFWF�HSFBUFS�EJTUSJCVUJPO�JOUFOTJUZ�UISPVHI�NBTUFS�EJTUSJCVUPST�UIBU�BDIJFWF�
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FDPOPNJFT�PG� TDPQF� BOE� TDBMF� JO� TFSWJOH� UIFJS� DMJFOUFMF����0G� DPVSTF� UIF�NBOVGBD�
UVSFS�MPTFT�DPOUSPM�BOE�JOGPSNBUJPO�CVU�UIF�BEEJUJPOBM�DPWFSBHF�NBZ�CF�XPSUIXIJMF��
.JDIFMJO�JO�*UBMZ�UIVT�UVSOT�UP�NBTUFS�EJTUSJCVUPST�SBUIFS�UIBO�USZ�UP�EFBM�XJUI�UIF�NVM�
UJUVEF�PG�TNBMM�UJSF�EFBMFST�JO�*UBMZ�

5IF� RVFTUJPO� JO� SFMBUJPO� UP� UIF� EFHSFF� PG� TFMFDUJWJUZ� QFSUBJOT� UP� UIF� DPTUT� PG�
TFDVSJOH�TVDI�SFQSFTFOUBUJPO��5IBU�JT�UIF�SBUJPOBMF�GPS�TFMFDUJWF�EJTUSJCVUJPO�OP�MPOHFS�
DFOUFST�PO�SFXBSE�QPXFS��SBUIFS�JU�FOUBJMT�UIF�FGGPSU�UP�DVU�DPTUT�CZ�EFBMJOH�XJUI�GFXFS�
FOUJUJFT�UISPVHI�UIF�GPMMPXJOH�SPVUFT�

t�.BOVGBDUVSFST�MJNJU�UIF�OVNCFS�PG�USBEJOH�QBSUOFST�UP�SFEVDF�TFMMJOH�FYQFOTFT�
JODMVEJOH� GFXFS� TBMFTQFPQMF� BOE� FYQFOTFT� 	USBWFM� FOUFSUBJONFOU� TBNQMFT
�
OFFEFE�UP�TFSWF�UIF�TNBMMFS�BDDPVOU�CBTF�

t�.BOVGBDUVSFST� UIBU�PGGFS�IJHI� MFWFMT�PG� TVQQPSU� UP�FBDI�DIBOOFM�NFNCFS�BT� B�
NBUUFS�PG�QPMJDZ�UFOE�UP�EJTUSJCVUF�NPSF�TFMFDUJWFMZ�UP�MJNJU�UIF�UPUBM�DPTUT�PG�UIFJS�
TPQIJTUJDBUFE�DIBOOFM�TVQQPSU�

t�5P�UIF�FYUFOU�UIBU�UIFSF�BSF�GFXFS�EPXOTUSFBN�DIBOOFM�NFNCFST�NFBOT�MPXFS�
UVSOPWFS�UIFSF�JT�MFTT�OFFE�UP�SFDSVJU�USBJO�BOE�QSPWJEF�TFSWJDF�UP�OFX�SFTFMMFST�

t�'FXFS� DIBOOFM�QBSUOFST� UFOE� UP�FOHBHF� JO� GFXFS�CVU� MBSHFS� USBOTBDUJPOT�PO�B�
SFHVMBS�CBTJT�XIJDI�SFEVDFT�JOWFOUPSZ�IPMEJOH�BOE�PUIFS�QSPDFTTJOH�DPTUT�

t�'FXFS�CVU�MBSHFS�PSEFST�JNQMZ�NPSF�BDDVSBUF�EFNBOE�GPSFDBTUJOH�UPP�FOBCMJOH�
CFUUFS�QSPEVDUJPO�QMBOOJOH�BOE�UIVT�MPXFS�JOWFOUPSJFT�

'SPN� UIF� SFTFMMFS�T� TUBOEQPJOU� EFBMJOH�XJUI� GFXFS� CSBOET� TJNJMBSMZ� PGGFST� JNQPSUBOU�
FDPOPNJFT�� $POTPMJEBUJOH� EFNBOE� NBZ� GBDJMJUBUF� GPSFDBTUJOH� BOE� JNQSPWF� JOWFOUPSZ�
QSBDUJDFT��EFBMJOH�XJUI�GFXFS�TVQQMJFST�NBZ�FDPOPNJ[F�PO�UIF�FYQFOTFT�PG�SVOOJOH�UIF�
QVSDIBTJOH�GVODUJPO�

)PXFWFS�JU�JT�BMTP�JNQPSUBOU�OPU�UP�TJNQMJGZ�UIF�JTTVF�UPP�NVDI��'FXFS�USBEJOH�
QBSUOFST�NBZ�UFOE�UP�MFBE�UP�MPXFS�USBOTBDUJPO�DPTUT�QFS�QBSUOFS�CVU�UIF�PQQPSUVOJUZ�
DPTUT�PG�GFXFS�QBSUOFST�DPVME�EXBSG�UIFJS�USBOTBDUJPO�DPTUT��"OE�UIPVHI�NPSF�USBEJOH�
QBSUOFST�BSF�PGUFO�BTTPDJBUFE�XJUI�HSFBUFS�TBMFT�JU�JT�OPU�DMFBS�XIFUIFS�UIJT�PVUDPNF�
SFQSFTFOUT�B�DBVTF�BOE�FGGFDU�TDFOBSJP�PS�JG�PUIFS�NPSF�JOGMVFOUJBM�GBDUPST�BSF�BU�XPSL��
'VOEBNFOUBMMZ�UIF�DIPJDF�PG�B�DFSUBJO�OVNCFS�PG�USBEJOH�QBSUOFST�UVSOT�PO�DPTUT�BOE�
CFOFGJUT�BT�XFMM�BT�MPOH�UFSN�TUSBUFHJD�JTTVFT�UIBU�UFOE�UP�CF�CPUI�NPSF�JNQPSUBOU�BOE�
NPSF�EJGGJDVMU�UP�FTUJNBUF�

Other Manufacturers’ Strategies (Factor 8)

5IF� MBTU� GBDUPS�XF� DPOTJEFS� SFRVJSFT� UIF� SFDPHOJUJPO� UIBU�NBOVGBDUVSFST� GSFRVFOUMZ�
FYQFSJNFOU�XJUI�WBSJPVT�XBZT� UP�HBJO� UIF�NPTU�CFOFGJUT� GSPN�TFMFDUJWF�EJTUSJCVUJPO�
XIJMF�TUJMM�NBJOUBJOJOH� JOUSB�CSBOE�DPNQFUJUJPO�BOE�NBLJOH� JU�FBTZ� GPS�FOE�VTFST� UP�
CVZ�� 8F� GJOE� MJUUMF� TZTUFNBUJD� FWJEFODF� BCPVU� UIF� TVDDFTT� PG� UIFTF� FYQFSJNFOUT��
NBOVGBDUVSFST�BSF�VOMJLFMZ�UP�QVCMJDJ[F�UIFJS�GBJMVSFT�CVU�BOFDEPUBM�FWJEFODF�TVHHFTUT�
UIBU�TPNF�PG�UIF�GPMMPXJOH�NFUIPET�NBZ�	PS�NBZ�OPU
�CF�FGGFDUJWF�NFBOT�GPS�HBJOJOH�
UIF�CFTU�PG�CPUI�XPSMET�

BRAND BUILDING� *G�B�CSBOE�DBO�HFOFSBUF�TVGGJDJFOU�CSBOE�FRVJUZ�	F�H��$PDB�$PMB
�
EPXOTUSFBN�DIBOOFM�NFNCFST�BSF�NPSF�MJLFMZ�UP�UPMFSBUF�IJHI�JOUSB�CSBOE�DPNQFUJ�
UJPO�BOE�SFGSBJO�GSPN�EFTUSVDUJWF�UBDUJDT�TVDI�BT�CBJU�BOE�TXJUDI��5IJT�NFUIPE�DFSUBJOMZ�
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TPVOET�HSFBU�CVU�JU�JT�WFSZ�FYQFOTJWF�BOE�QFSIBQT�FGGFDUJWF�NBJOMZ�GPS�'.$(�CFDBVTF�
UIF� EPXOTUSFBN� DIBOOFM� NFNCFS�T� BCJMJUZ� UP� DIBOHF� FOE�VTFST�� CSBOE� QSFGFSFODFT�
BMSFBEZ�BSF�MJNJUFE�CZ�UIF�MPX�JOWPMWFNFOU�OBUVSF�PG�UIF�QSPEVDU�DBUFHPSZ�

NEW PRODUCT INTRODUCTIONS� "O�JOOPWBUJWF�GJSN�UIBU�PGGFST�OFX�QSPEVDUT�XJUI�MPX�
GBJMVSF�SBUFT�BOE�QSPWJEFT�JOGPSNBUJPO�UP�EPXOTUSFBN�QBSUOFST�BCPVU�UIFTF�JOOPWBUJPOT�
NBZ�FOKPZ�BO�FGGFDUJWF�QPTJUJPO��1FSIBQT�UIF�CFTU�LOPXO�FYFNQMBS�PG�UIJT�BQQSPBDI�
JT��.�GBNPVT�GPS�JUT�DPNQFUFODF�JO�OFX�QSPEVDU�EFWFMPQNFOU����$IBOOFM�NFNCFST�
NBJOUBJO�VOVTVBMMZ�DMPTF� UJFT�XJUI��.�ZFU� UIF�DPNQBOZ�EJTUSJCVUFT� JOUFOTJWFMZ��5IF�
EJTUSJCVUJPO� GFBUVSFT� B� TUFBEZ� TUSFBN�PG�XFMM�NBSLFUFE�OFX�QSPEVDUT� DPVQMFE�XJUI�
JOGPSNBUJPO��UIJT�XFMDPNF�SBUIFS�TDBSDF�DPNCJOBUJPO�BQQFBST�UP�PWFSXIFMN�DIBOOFM�
NFNCFST��QPUFOUJBM�SFMVDUBODF�UP�DPPSEJOBUF�UIFJS�BDUJWJUJFT�XJUI��.�

BRANDED VARIANTS� #Z�WBSZJOH�UIF�NPEFMT�PG�CSBOEFE�QSPEVDUT���TVDI�UIBU�TQFDJGJD�
DPNCJOBUJPOT�PG�UIF�BUUSJCVUF�MFWFMT�BSF�BWBJMBCMF�JO�FBDI�UIF�NBOVGBDUVSFS�DBO�QSP�
WJEF�FBDI�	PS�BU�MFBTU�TPNF
�EPXOTUSFBN�DIBOOFM�NFNCFST�XJUI�OFBS�FYDMVTJWJUZ�GPS�
UIBU�QBSUJDVMBS�WBSJBOU��5IVT�POMZ�DFSUBJO�TFMMFST�OPU�UIF�FOUJSF�DIBOOFM�NJHIU�DBSSZ�
B�'PTTJM�CSBOE�XBUDI�UIBU�GFBUVSFT�B�DFSUBJO�DPMPS�PG�XBUDICBOE�EJHJUBM�PS�BOBMPHVF�
GVODUJPOBMJUZ�BOE�QBSUJDVMBS�GBDF�BOE�IBOE�DPNCJOBUJPO�	F�H��TJ[F�MVNJOPTJUZ
�

5IJT�TUSBUFHZ�JT�FGGFDUJWF�NBJOMZ�GPS�TUSPOH�CSBOE�OBNFT�UIBU�TFMM�TIPQQJOH�HPPET�
TVDI�UIBU�UIF�DPOTVNFS�GFFMT�TPNF�JOWPMWFNFOU�JO�UIF�QSPEVDU�DBUFHPSZ��%VSBCMFT�BOE�
TFNJ�EVSBCMFT�GJU�UIJT�EFTDSJQUJPO�XFMM�BT�MPOH�BT�UIFZ�IBWF�OPU�CFDPNF�DPNNPEJUJFT��
*O�UIJT�DBTF�UIF�DVTUPNFS�QFSDFJWFT�TPNF�QVSDIBTF�SJTL�CFDBVTF�PG�UIF�JNQPSUBODF�
PG� UIF� DBUFHPSZ�BOE� UIF� TFOTF� UIBU� UIF�QSPEVDUT� BSF�OPU� JOUFSDIBOHFBCMF��5IVT� GPS�
DPOTVNFST�TFFLJOH�UP�QVSDIBTF�B�OFX�NBUUSFTT�BOE�CPY�TQSJOH�TUSPOH�CSBOE�OBNFT�
BSF�JNQPSUBOU�TP�UIF�SFUBJMFS�NVTU�TUPDL�UIFN�CVU�JU�BMTP�DPVME�BDIJFWF�EJGGFSFOUJB�
UJPO�CZ�EFNBOEJOH�B�TQFDJGJD�WBSJBOU��4FBMZ�NBOVGBDUVSFT�NBUUSFTTFT�TPME�JO�CFEEJOH�
GVSOJUVSF�BOE�EFQBSUNFOU�TUPSFT��JO�DFSUBJO�DBTFT�XIJMF�4FBMZ�SFUBJOT�DFSUBJO�QSPEVDU�
GFBUVSFT�BDSPTT�UIF�CPBSE�	F�H��PQUJPOT�GPS�EVSBCJMJUZ�GJSNOFTT�QBEEJOH�OVNCFS�PG�
TQSJOHT
�JU�BMTP�QSPWJEFT�WBSJBOUT�	F�H��VOJRVF�DPMPST�DPWFS�TUZMFT�iNBEF�GPSw�MBCFMT
�
GPS�FBDI�TFU�PG�SFTFMMFST�

.PTU�FWJEFODF� UIPVHI�OPU�EFGJOJUJWF� TVHHFTUT� UIBU�NBOVGBDUVSFST� UIBU�QVSTVF�
B�CSBOEFE�WBSJBOUT�TUSBUFHZ�JOEVDF�NPSF�TUPSFT�UP�DBSSZ�UIF�CSBOE�BOE�QSPWJEF�NPSF�
TFSWJDF�	F�H��TUPDLJOH�BOE�EJTQMBZJOH�NBOZ�NPEFMT�PGGFSJOH�TBMFT�BTTJTUBODF
�JO�TVQ�
QPSU�PG�UIJT�CSBOE��8IZ�EPFT�UIJT�TUSBUFHZ�XPSL�TP�XFMM �*O�UIJT�TQFDJGJD�DBTF�XF�UIFP�
SJ[F�UIBU�CVTZ�DPOTVNFST�JOWFTU�UIFJS�WBMVBCMF�UJNF�UP�EFWFMPQ�QSFGFSFODFT�BDSPTT�UIF�
TUPSF�T�DPOTJEFSBCMF�TFMFDUJPO�PG�CSBOE�OBNFT�BOE�NPEFMT��5IF�CSBOE�OBNF�BTTVSFT�
UIFN�UIBU�JU�JT�XPSUIXIJMF�UP�FYBNJOF�BMUFSOBUJWFT�XJUIJO�UIBU�MJOF��8BSOFE�CZ�TBMFT�
QFPQMF�UIBU�PUIFS�TUPSFT�MBDL�UIF�TBNF�TFMFDUJPO�	B�DSFEJCMF�TUBUFNFOU�DPOTJEFSJOH�UIF�
TUPSF�T�MBSHF�PGGFSJOH
�UIF�DPOTVNFST�NBZ�SFGVTF�UP�UBLF�NPSF�UJNF�UP�WJTJU�BOPUIFS�
TUPSF� BOE� TFBSDI� UISPVHI� B� DPNQMFUFMZ�OFX� TFU� PG� WBSJBOUT�� *OTUFBE� UIFZ� DPODMVEF�
UIFJS�QVSDIBTF�XJUI�UIF�QSFGFSSFE�BWBJMBCMF�WBSJBOU�XJUIPVU�TIPQQJOH�GVSUIFS�

MITIGATING THE COSTS OF SELECTIVE DISTRIBUTION� .BOZ� EVSBCMF� HPPET� SFRVJSF�
NBOVGBDUVSFS�TQFDJGJD� TFSWJDF�XIJDI� HFOFSBMMZ� HFUT� PGGFSFE� BU� UIF�QPJOU� PG� TBMF��5P�
JOEVDF�EPXOTUSFBN�DIBOOFM�NFNCFST�UP�JOWFTU�JO�BQQSPQSJBUF�TFSWJDF�GBDJMJUJFT�NBOV�
GBDUVSFST�NVTU�CF�TFMFDUJWF�JO�UIFJS�DPWFSBHF��#VU�JO�TPNF�DBTFT�UIF�TPMVUJPO�NBZ�CF�
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UP�EFDPVQMF�TBMFT�GSPN�TFSWJDF�TVDI�BT�CZ�FTUBCMJTIJOH�TFQBSBUF�TFSWJDF�POMZ�GBDJMJUJFT��
3FMJFWFE�PG�UIF�TFSWJDF�CVSEFO�NPSF�TUPSFT�CFDPNF�RVBMJGJFE�UP�PGGFS�TBMFT�

8IFO�(FOFSBM�&MFDUSJD�EFDJEFE�UP�BEPQU�NPSF�JOUFOTJWF�EJTUSJCVUJPO�GPS�JUT�TNBMM�
FMFDUSJDBM�BQQMJBODFT�JU�GPVOE�UIBU�JU�DPVME�OPU�PCUBJO�BEFRVBUF�TFSWJDF�GSPN�JUT�FYQBOEFE�
SFUBJM�OFUXPSL��5IF�DPNQBOZ�UIFSFGPSF�EFWFMPQFE�B�OBUJPOXJEF�DPNQBOZ�PXOFE�DIBJO�
PG�TFSWJDF�DFOUFST�UP�SFTPMWF�JUT�TJHOJGJDBOU�NBSLFUJOH�QSPCMFN��	&WFOUVBMMZ�JU�TPME�PGG�
JUT�BQQMJBODF�CVTJOFTT� UP�#MBDL���%FDLFS�
�5IF�XJEFTQSFBE�BWBJMBCJMJUZ�PG�DPOTVNFS�
FMFDUSPOJDT�JO�TVQFSTUPSFT�BOE�EJTDPVOUFST�TVDI�BT�#FTU�#VZ�BOE�8BM�.BSU�FWFO�NBZ�
FYQMBJO�UIFTF�SFUBJMFST��WJSUVBMMZ�MJNJUMFTT�SFUVSO�QPMJDJFT��3BUIFS�UIBO�JOWFTUJOH�JO�SFQBJS�
GBDJMJUJFT� UIFZ�NFSFMZ� TIJQ� UIF� SFUVSOFE�NFSDIBOEJTF� 	EFGFDUJWF�PS� OPU
� CBDL� UP� UIF�
NBOVGBDUVSFS�GPS�DSFEJU�BHBJOTU�GVUVSF�QVSDIBTFT���

*O�TIPSU� UIFSF�BQQFBS� UP�CF�TFWFSBM�XBZT� UP�EJTUSJCVUF�NPSF� JOUFOTJWFMZ�XIJMF�
SFUBJOJOH�BU�MFBTU�TPNF�PG�UIF�CFOFGJUT�PG�EJTUSJCVUJOH�TFMFDUJWFMZ��5IFTF�FYQFOTJWF�EJG�
GJDVMU�UP�EVQMJDBUF�NFUIPET�BSF�VOEFSTUBOEBCMZ�OPU�WFSZ�XJEFTQSFBE��5IF�RVFTUJPO�PG�
XIFUIFS�BOE�XIFO�UIFJS�DPTUT�PVUXFJHI�UIFJS�CFOFGJUT�SFNBJOT�BO�PQFO�RVFTUJPO�

CHANNEL TYPE DECISIONS

5IVT� GBS�XF� IBWF� GPDVTFE� PO� USBEF�PGGT� JOWPMWJOH� DIBOOFM� JOUFOTJUZ� BOE� DPWFSBHF�
SFHBSEMFTT�PG�IPX� JU�NBZ�CF�BDIJFWFE�	GJSTU�DIBOOFM�EFDJTJPO
��#VU�TQFDJGJD�DIBOOFM�
JTTVFT�BSJTJOH�GSPN�IJHI�DPWFSBHF�DBO�CF�QBSUJDVMBSMZ�BDVUF�EFQFOEJOH�PO�UIF� types�
PG�DIBOOFMT� UIBU� GFBUVSF�UIF�TBNF�NFSDIBOEJTF��*G�NFSDIBOEJTF�BQQFBST� JO�EJGGFSFOU�
channel types� UIF� MJLFMJIPPE� JT�HSFBUFS� UIBU� UIFZ�QSPWJEF�EJGGFSFOU� TFSWJDF�PVUQVUT�
BOE�QFSGPSN�EJGGFSFOU� GVODUJPOT� QSPCBCMZ� BU� EJGGFSFOU�QSJDF�QPJOUT��$POTVNFST� DBO�
FYQMPJU�UIF�TFSWJDF�PVUQVUT�PG�POF�DIBOOFM�BOE�UIFO�CVZ�JO�BOPUIFS�XIJDI�DBO�EJTSVQU�
DIBOOFM�FRVJUZ��5IVT�UIF�TFDPOE�DIBOOFM�TUSBUFHZ�EFDJTJPO�TUJMM�SFMBUFT�UP�UIF�EFHSFF�PG�
JOUFOTJUZ�PS�DPWFSBHF�JO�UIF�DIBOOFM�TUSVDUVSF�CVU�GPDVTFT�NPSF�PO�UIF�UZQFT�PS�NJY�PG�
UZQFT�PG�DIBOOFM�QBSUOFST�BT�XFMM�BT�UP�UIF�TQFDJGJD�JEFOUJUJFT�PG�UIF�DIBOOFM�QBSUOFST�
XJUIJO�FBDI�UZQF�GFBUVSFE�JO�UIBU�TUSVDUVSF�

&BDI�DIBOOFM�UZQF�VTFT�EJTUJODU�QSPDFTTFT�UP�TFMFDU�QVSDIBTF�PSEFS�BOE�SFDFJWF�
QSPEVDU����5IF�QSPDFTTFT�WBSZ�XJUI�DIBOOFM�PXOFSTIJQ�XJUI�MPDBUJPO�UZQFT�	F�H��JO�
TUPSF�WFSTVT�BU�IPNF
�XJUI�UFDIOPMPHZ�	F�H��DBUBMPH�WFSTVT�8FC
�BOE�XJUI�UIF�UZQF�PG�
JOUFSNFEJBSZ�JODMVEFE�	F�H��NBTT�NFSDIBOEJTFST�WFSTVT�ESVH�HSPDFSZ�PS�DMVC�TUPSFT
��
*O�HFOFSBM�EJGGFSFOU�GPSNBUT�BQQFBM�UP�VOJRVF�DMJFOUFMF�BOE�NBZ�CF�TUSPOHMZ�BTTPDJBUFE�
JO�CVZFST��NJOET�XJUI�DFSUBJO�QSPEVDU�DBUFHPSJFT�XIJDI�UIVT�EFUFSNJOFT�UIF�DIBOOFM�
UZQF�EFDJTJPO���

*O�EFWFMPQFE�FDPOPNJFT�NBOVGBDUVSFST�PGUFO�FYQBOE�UIF�UZQFT�PG�DIBOOFMT�UIFZ�
VTF�UP�DPOOFDU�XJUI�FWFS�NPSF�GJOFMZ�TFHNFOUFE�DVTUPNFS�NBSLFUT��5IJT�NPWF�SBJTFT�
DPWFSBHF�variety� CVU�OPU�OFDFTTBSJMZ� UIF�PWFSBMM� MFWFM�PG� DPWFSBHF�XIJDI� JNQMJFT� BO�
BTTVNQUJPO�	PS�QFSIBQT�TJNQMZ�UIF�IPQF
�UIBU�UIF�EJGGFSFOU�DIBOOFMT�EP�OPU�DPMMJEF��5IJT�
BTTVNQUJPO�SFMJFT�PO�ZFU�BOPUIFS�BTTVNQUJPO�OBNFMZ�UIBU�DVTUPNFST�EP�OPU�DSPTT�TIPQ�
DIBOOFMT�� 'PS�#�#�QSPEVDUT� UIJT� DMBJN� JT� UFOVPVT� CFDBVTF�QVSDIBTJOH� BHFOUT�NBLF�
UIFJS�MJWJOH�CZ�GJOEJOH�XBZT�UP�FYUSBDU�WBMVF�GSPN�TFMMFST��&WFO�GPS�CVTJOFTT�UP�DPOTVNFS�
	#�$
�QSPEVDUT�DPOTVNFST�DBO�SFGVTF�UP�TUBZ�JO�UIFJS�FYQFDUFE�DIBOOFMT�BOE�UIF�SFTVMU�
JT�PGUFO�DBOOJCBMJ[BUJPO��4JEFCBS�����EFTDSJCFT�UIF�QFSUJOFOU�FYBNQMF�PG�5VQQFSXBSF�

:FU�BEEJOH�B�OFX�DIBOOFM�GPSNBU�BMTP�DBO�IBWF�QPTJUJWF�TJEF�FGGFDUT�FTQFDJBMMZ�
GPS�DPOTVNFST��'PS�FYBNQMF�6�4��DBS�CVZFST�IBWF�CFDPNF�BDDVTUPNFE�UP�VTJOH�UIF�
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*OUFSOFU�JOTUFBE�PG�TPMJDJUJOH�JOGPSNBUJPO�GSPN�EFBMFSTIJQ�TBMFTQFPQMF�XJUI�TBMVUBSZ�
SFTVMUT��5IFTF�DPOTVNFST�TQFOE�MFTT�UJNF�	PO�BWFSBHF����IPVST�UPUBM�SBUIFS�UIBO����
JO�UIF�QSF�*OUFSOFU�FSB
�UP�HBUIFS�UIF�JOGPSNBUJPO�UIFZ�OFFE�UP�DIPPTF�UIFJS�OFYU�DBS��
#FDBVTF�UIFZ�FOUFS�UIF�EFBMFSTIJQ�XFMM�JOGPSNFE�UIFZ�BMTP�DBO�OFHPUJBUF�CFUUFS����5IF�
POMJOF�BVUPNPCJMF�DIBOOFM�UIVT�TFSWFT�BT�BO�iJOGPNFEJBSZw�UIBU�QSPWJEFT�JOGPSNBUJPO�
XIJDI�UIF�DPOTVNFS�UBLFT�UP�UIF�EFBMFSTIJQ�BOE�VTFT�UP�CBSHBJO�UP�UIF�EFUSJNFOU�PG�
UIF�EFBMFS�T�NBSHJOT�

#VZFST�	CPUI�JOEJWJEVBMT�BOE�CVTJOFTTFT
�BMTP�PGUFO�DPOGPVOE�B�NBOVGBDUVSFS�T�
JOUFOUJPOT� GPS� JUT� NVMUJQMF� DIBOOFMT�� 3BUIFS� UIBO� DIPPTJOH� POF� CVZFST� FYQMPJU� BMM�
UIF�NVMUJQMF�SPVUFT�UP�NBSLFU�UPHFUIFS�cherry-picking�DFSUBJO�TFSWJDF�PVUQVUT�GSPN�
POF�DIBOOFM�BOE�PUIFS�TFSWJDF�PVUQVUT� GSPN�BOPUIFS��4VDI�BDUJPOT�SFGMFDU�PVS�CBTJD�

Sidebar 5-3
Tupperware’s retail channels cannibalize the party

For decades, Tupperware enjoyed fame in North 
America for its “party” channel. Independent deal-
ers (“Tupperware Ladies”) organized social events 
in private homes, during which they presented and 
sold the full line of plastic storage goods, offer-
ing premium quality and prices and available in a 
huge assortment of models. This system worked 
well, partly because the sellers were doing business 
within their social network, and partly because they 
ably presented the line, persuading buyers that the 
varied sizes and types were not only valuable but 
also well worth the price.

Over time, changing demographics  disrupted 
this sales channel; women entering the labor 
force had less time, energy, or interest in host-
ing and attending Tupperware parties. In response, 
Tupperware added booths in malls and moved 
online, and yet, rather than cannibalizing the agents 
still further, these new formats revived interest in the 
party format. Encouraged, Tupperware extended 
its coverage to thousands of retail discount stores, 
hosted within the Target chain. Dealers were invited 
to demonstrate product in the Target aisles, in the 
belief that even more new parties would grow from 
these encounters.

Not so fast. The latter move was disastrous. 
Tupperware dealers in Target aisles found that 
few customers were willing to stop and talk. And 
because Tupperware was easy to find at the local 
Target, interest in Tupperware parties plummeted, 
though the Target channel failed to replace these 
lost party sales. Displayed next to a relatively narrow 

assortment of inexpensive plastic storage options 
made by competitors, Tupperware’s broad range of 
finely distinguished items appeared overpriced and 
superfluous. And with no one to explain why this 
impression was wrong, the goods stayed on the 
shelves. Although Target proclaimed itself “satisfied 
with the partnership,” Tupperware lost custom-
ers and dealers and rapidly ended its experiment. 
But the damage had been done, particularly to its 
dealer network.

The dealers played a massive role in creating 
sales, but those dealers needed the right display 
conditions—a party setting and a friendly atmo-
sphere. In the private parties, the seller can manage 
virtually everything in the environment: the ambi-
ance, the music, the wine, the cooking demonstra-
tions, and even the target market (i.e., the guest 
list). The events could become so social that some 
dealers laughingly reported having to send the buy-
ers home at midnight—right after they wrote up all 
their sales. The Target format destroyed that ambi-
ance and attracted a clientele in a different kind 
of mood. Whereas a Tupperware dealer and her 
friends are willing to hang around an in-home party 
until midnight, because “when I leave the party, I 
feel great,” the dealers in the aisles leave Target at 
closing time, along with the last of the customers, 
feeling mostly tired.

In an ironic postscript, the party format that 
Tupperware made famous now is being copied by 
makers of many other products, including candles, 
cookware, and jewelry, often with great success.46
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EJTDVTTJPO�PG� TFSWJDF�PVUQVUT�BOE� UIF�DPTUMZ� GVODUJPOT� UIBU�BSF�OFFE� UP�NFFU� UIFN��
8IFO�EJGGFSFOU�DIBOOFMT�TQFDJBMJ[F� JO� UIF�QFSGPSNBODF�PG�QBSUJDVMBS� GVODUJPOT� UIFZ�
MJLFMZ�QSPEVDF�TFSWJDF�PVUQVU	T
�WBMVFE�CZ�QSPTQFDUJWF�CVZFST�� *G� UIFZ�DPOTVNF�UIF�
TVQQPSU� PGGFSFE� JO� POF� DIBOOFM� CVU� DPOTVNNBUF� UIFJS� QVSDIBTF� JO� BOPUIFS� 	MPXFS�
DPTU
� DIBOOFM� BT�XF� IBWF� EFGJOFE� JU� UIF� QSPTQFDUJWF� DVTUPNFST� BSF� GSFF� SJEJOH� JO�
FGGFDU��#VU� SFDBMM� UIBU� EPXOTUSFBN� DIBOOFM�NFNCFST�NVTU� CF� DPNQFOTBUFE� GPS� UIF�
GVODUJPOT�UIFZ�QFSGPSN�BOE�XJMM�OPU�UPMFSBUF�GSFF�SJEJOH�JOEFGJOJUFMZ��*G�NBOVGBDUVSFST�
XBOU� UP�NFFU�FOE�VTFST��TFSWJDF�PVUQVU�EFNBOET�UISPVHIPVU� UIF�DIBOOFM� JODMVEJOH�
CPUI�TFSWJDFT�QSPWJEFE�BOE�QSJDF�DPOTJEFSBUJPOT�UIFZ�TIPVME�GJOE�B�XBZ�UP�DPNQFO�
TBUF�UIF�TFSWJDF�QSPWJEFST�XIP�QSPWJEF�FBDI�GVODUJPO�	F�H��GFFT�PWFSSJEFT�PO�CVTJOFTT�
CPPLFE�XJUI�BOPUIFS�DIBOOFM
�

4PNF� DVTUPNFST� BMTP� VTF� UIF�8FC� UP� OFHPUJBUF� UIFJS� QVSDIBTFT�� 4UBZJOH� XJUI�
PVS� FYBNQMF� PG� BVUPNPUJWF� QVSDIBTFT� UIJT� DIBOOFM� NBZ� PGGFS� CPUI� DPOTVNFS� BOE�
TPDJFUBM�CFOFGJUT�JO�UIBU�DPOTVNFS�QSPUFDUJPO�HSPVQT�IBWF�MPOH�TVTQFDUFE�UIBU�TPNF�
EFNPHSBQIJD�HSPVQT�QBZ�NPSF�XIFO�UIFZ�TIPQ�GPS�B�DBS�JO�QFSTPO�SFHBSEMFTT�PG�UIFJS�
TPDJPFDPOPNJD�TUBUVT�PS�QSFQBSFEOFTT�	QSFWJTJU�JOGPSNBUJPO�TFBSDI
��*G�UIFTF�DVTUPN�
FST�FOHBHF�B�8FC�BHFOU�	F�H��"VUPCZUFM�DPN
� UP�TIPQ�BOE�QVSDIBTF� GPS� UIFN� UIFZ�
FOKPZ�BOPOZNJUZ� TP�EJTBEWBOUBHFE�HSPVQT� TVDI�BT�XPNFO�)JTQBOJDT� BOE�"GSJDBO�
"NFSJDBOT�PO�BWFSBHF�GJOE�UIBU�UIFZ�QBZ�TVCTUBOUJBMMZ�MFTT�UIBO�UIFZ�EP�JG�UIFZ�XFSF�
UP�BUUFNQU�UP�NBLF�UIF�QVSDIBTF�JO�QFSTPO����	/PUF�UIBU�JO�UIF�6OJUFE�4UBUFT�UIF�MBX�
SFRVJSFT�EFBMFS�JOWPMWFNFOU�JO�UIF�BDUVBM�TBMF�PG�B�OFX�DBS�TP�FWFO�JG�UIF�DPOTVNFS�
VTFT�B�8FC�BHFOU�UP�OFHPUJBUF�IF�PS�TIF�MJUFSBMMZ�NVTU�CVZ�GSPN�BO�BVUPNPCJMF�EFBMFS�


5IF�*OUFSOFU�NBZ�UFOE�UP�CF�DBOOJCBMJTUJD�CVU�BEEJOH�POMJOF�EJTUSJCVUJPO�BDUV�
BMMZ�DBO�DSFBUF�OFX�CVTJOFTT�	JODSFBTF�UIF�TJ[F�PG�UIF�QJF
�XJUIPVU�OFDFTTBSJMZ�UBLJOH�
CVTJOFTT�GSPN�FYJTUJOH�DIBOOFMT��"EEJOH�8FC�EJTUSJCVUJPO�DBO�XPSL�XFMM�CZ�JODSFBTJOH�
MPOH�UFSN�HSPXUI�SBUFT�BT�MPOH�BT�UIF�DIBOOFM�JT�SFBDIJOH�OFX�DVTUPNFST�PS�PGGFSJOH�
EJGGFSFOUJBUFE�QSPEVDUT�XIJDI�NJOJNJ[FT�DBOOJCBMJ[BUJPO�

0ODF�B�DIBOOFM�NBOBHFS�EFDJEFT�PO�UIF�OVNCFS�PG�QBSUJDJQBOUT�JO�FBDI�UZQF�PG�
DIBOOFM� GPSNBU� UIFZ�OFFE� UP� TFMFDU� UIF� TQFDJGJD� DIBOOFM�NFNCFST��5IJT�EFDJTJPO� JT�
WFSZ�JEJPTZODSBUJD�UP�UIF�TQFDJGJD�TJUVBUJPO�CVU�UZQJDBMMZ�JODMVEFT�TJNJMBS�QSPDFTT�TUFQT��
'JSTU�B�TDSFFOJOH�QSPDFTT�JT�VTFE�UP�JEFOUJGZ�UIF�QPPM�PG�DBOEJEBUFT�GPS�B�DFSUBJO�UZQF�
PG�DIBOOFM�GPSNBU�JO�B�TQFDJGJD�HFPHSBQIZ�PS�NBSLFU�TFHNFOU��4FDPOE�B�TFMFDUJPO�QSP�
DFTT�FWBMVBUFT�FBDI�DBOEJEBUF�CBTFE�PO�TZOFSHZ�UP�UIF�TVQQMJFS�T�CSBOE�QPTJUJPOJOH�
DIBOOFM�GVODUJPOT�BOE�DBQBCJMJUJFT�OFFEFE�BOE�SFMBUJPOTIJQ�EFTJSFE��5IJSE�B�OFHPUJB�
UJPO�QSPDFTT�GBDJMJUBUFT�FBDI�QBSUZ�T�OFFET�BOE�DPODFSOT�BOE�VTVBMMZ�SFTVMUT�JO�B�DPO�
USBDUVBM�BHSFFNFOU��'JOBMMZ�BO� JNQMFNFOUBUJPO�QSPDFTT� JOWPMWFT� USBJOJOH�FNQMPZFFT�
CVZJOH�B�TUPDLJOH�QBDLBHF�BOE�QMBOOJOH�B�LJDLPGG�QSPNPUJPO�JO�PSEFS�UP�JODSFBTF�UIF�
QBSUOFSTIJQ�T�FBSMZ�TVDDFTTFT�

DUAL DISTRIBUTION DECISIONS

0O�UIF�GBDF�PG�JU�dual distribution�	J�F��HPJOH�UP�NBSLFU�UISPVHI�CPUI�UIJSE�QBSUJFT�
BOE�POF�T�PXO�EJTUSJCVUJPO�EJWJTJPOT
�NBZ�BQQFBS�UP�CF�KVTU�B�WBSJBUJPO�PO�UIF�UIFNF�
PG�NVMUJQMF�GPSNBUT��#VU�UIFSF�JT�B�TQFDJBM�JTTVF�UIBU�EFTFSWFT�QBSUJDVMBS�DPOTJEFSBUJPO�
IFSF��8IFO�UIJSE�QBSUJFT�DPNQFUF�UIF�NBOVGBDUVSFS�DBO�DMBJN�UP�CF�OFVUSBM�MFUUJOH�UIF�
NBSLFU�EFDJEF�XIP�XJOT��#VU�XIFO�UIF�NBOVGBDUVSFS�DPNQFUFT�BHBJOTU�JUT�PXO�DIBO�
OFM� QBSUOFST� CZ� SVOOJOH� FNQMPZFF�TUBGGFE� DIBOOFM� PQFSBUJPOT� JO�QBSBMMFM� UIF� DMBJN�
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PG�OFVUSBMJUZ�JT�OP�MPOHFS�DSFEJCMF�MFBWJOH�UIF�JOEFQFOEFOU�DIBOOFMT�UP�TVTQFDU�UIF�
NBOVGBDUVSFS�JT�GBWPSJOH�JUTFMG��5IVT�UIF�UIJSE�EFDJTJPO�DIBOOFM�NBOBHFST�NVTU�NBLF�
XIFO�EFTJHOJOH�B�DIBOOFM�TUSBUFHZ�BOE�TUSVDUVSF�JT�XIFUIFS�UIF�NBOVGBDUVSFS�XJMM�TFMM�
EJSFDUMZ� UP�DPOTVNFST� UISPVHI� JUT�PXO�EJTUSJCVUJPO�PSHBOJ[BUJPO�BOE� UIVT�DPNQFUF�
EJSFDUMZ�XJUI�JUT�DIBOOFM�QBSUOFST��5IJT�EFDJTJPO�TIPVME�EFQFOE�PO�UIF�NBLF�PS�CVZ�
BOBMZTFT�PVUMJOFE�JO�$IBQUFS���

8IFO�"5�5�XBT�BU�UIF�QFBL�PG�JUT�NBSLFU�QPTJUJPO�JO�UIF�����T�BT�B�DBQJUBM�FRVJQ�
NFOU�NBOVGBDUVSFS�	JU�OP�MPOHFS�PQFSBUFT�VOEFS�UIJT�OBNF
�JU�EJTUSJCVUFE�UFMFDPNNV�
OJDBUJPOT�IBSEXBSF�BOE�TPGUXBSF�UISPVHI�UIJSE�QBSUZ�EJTUSJCVUPST�NPTUMZ�WBMVF�BEEFE�
SFTFMMFST� 	7"3T
�BOE� JUT�PXO�FNQMPZFFT��5IF�7"3T� SFHVMBSMZ� DPNQMBJOFE� UIBU�"5�5�
EJTDSFUFMZ�GBWPSFE�JUT�EJWJTJPO�XJUI�CFUUFS�UFSNT�PG�USBEF�QSPEVDU�BWBJMBCJMJUZ�BOE�TFSWJDF��
"MUIPVHI�"5�5�DMBJNFE�UP�CF�FWFO�IBOEFE�JUT�MBSHF�#�#�DVTUPNFST�EFNBOEFE�CFUUFS�
USFBUNFOU�GPS�UIF�7"3T��8IZ�XPVME�POF�EPXOTUSFBN�DIBOOFM�TPMJDJU�GPS�BOPUIFS �#FDBVTF�
UIFTF�FOE�VTFST�BMSFBEZ�IBE�TUSPOH�SFMBUJPOTIJQT�XJUI�UIF�7"3T�UIBU�USVF�UP�UIFJS�OBNFT�
BEEFE�WBMVF�JO�UIF�GPSN�PG�B�CFUUFS�VOEFSTUBOEJOH�PG�UIF�FOE�VTFST��CVTJOFTTFT���

.BOBHJOH�TVDI�EVBM�TZTUFNT�JT�DIBMMFOHJOH�BOE�DPOTUBOUMZ�GSBVHIU�XJUI�UIF�SJTL�
PG�EZTGVODUJPOBM�DPOGMJDU����"T�"5�5�MFBSOFE�#�#�DVTUPNFST�BSF�RVJDL�UP�QMBZ�UIF�iJO�
IPVTFw�BOE�iPVUTJEFw�DIBOOFMT�BHBJOTU�FBDI�PUIFS�B�NBOJQVMBUJPO�NBEF�BMM�UIF�FBTJFS�
CFDBVTF�UIF�UXP�DIBOOFMT�BMSFBEZ�UFOE�UP�WJFX�FBDI�PUIFS�XJUI�TPNF�TVTQJDJPO�BOE�
SJWBMSZ��5IVT�$ZCFS(VBSE�B�NBOVGBDUVSFS�PG�*5�QSPEVDUT�BEPQUFE�B�ESBDPOJBO�QPMJDZ�
UIPVHI�QFSIBQT�OPU�JO�UIF�FYQFDUFE�EJSFDUJPO��"OZ�TBMFTQFPQMF�XIP�CPPLFE�CVTJOFTT�
UIBU�TIPVME�IBWF�HPOF�UP�BO�FYUFSOBM�EPXOTUSFBN�SFTFMMFS�XPVME�OPU�SFDFJWF�BOZ�DPN�
NJTTJPO�PO�UIF�CVTJOFTT���

#VU�UIF�"5�5�FYBNQMF�BMTP�SFWFBMT�KVTU�IPX�NVDI�WBMVF�BOE�WBSJFUZ�EVBM�DIBO�
OFMT�DBO�PGGFS�DVTUPNFST�TVDI�UIBU�UIF�NBOVGBDUVSFS�JT�CFUUFS�BCMF�UP�NBUDI�DPTUT�BOE�
CFOFGJUT� UP�FBDI�TFHNFOU����*O�UVSO� UIF�EVBM�DIBOOFMT�PGGFS� UIF�NBOVGBDUVSFS�NPSF�
JOGPSNBUJPO�	J�F��POF�DIBOOFM�TFSWFT�UP�CFODINBSL�UIF�PUIFS
�BOE�GMFYJCJMJUZ�	J�F��BO�
BCJMJUZ�UP�TIJGU�CVTJOFTT�GSPN�POF�DIBOOFM�UP�UIF�PUIFS�JG�OFFEFE
���

The Demonstration Argument

5IF�demonstration argument�IPMET�UIBU�DPNQBOZ�PVUMFUT�TIPX�JOEFQFOEFOU�DIBO�
OFMT�UIF�CSBOE�T�QPUFOUJBM�BOE�IPX�CFTU�UP�TFMM�JU��'MBHTIJQ�TUPSFT�JO�FYQFOTJWF�MPDB�
UJPOT�DBSSZ�FYDMVTJWF�4XBUDI�XBUDIFT�JO�BO�VOVTVBM�EFQUI�PG�BTTPSUNFOU��UIPVHI�GFX�
EPXOTUSFBN� DIBOOFM� NFNCFST� BSF� MJLFMZ� UP� NPVOU� TVDI� BO� FYQFOTJWF� PQFSBUJPO�
UIFZ�TIPVME�CF�JNQSFTTFE�CZ�UIF�TUPSFT��QSPGJUBCJMJUZ�BOE�UIVT�NPSF�JODMJOFE�UP�TUPDL�
4XBUDI�T�NVMUJQMF�NPEFMT���

4VDI�NPWFT� BMTP� DBO� FOBCMF�NBOVGBDUVSFST� UP�NPVOU� FGGFDUJWF� EFGFOTFT� BHBJOTU�
EFDMJOJOH�PS� DIBOHJOH� DPOTVNQUJPO� USFOET��#PUI� UIF� UBCMFXBSF�NBLFS�(VZ�%FHSFOOF�
BOE�UIF�WFOFSBCMF�'SFODI�DSZTUBM�QSPEVDFS�#BDDBSBU�IBWF�TVGGFSFE�EFDMJOJOH�EFNBOE���
FTQFDJBMMZ�BT�DPOTVNFST�FNCSBDF�NPSF�DBTVBM�MJGFTUZMFT�BOE�GPSFHP�GPSNBM�EJOJOH�EÏDPS��
3FUBJMFST�SFTQPOEFE�CZ�TISJOLJOH�UIFJS�EJTQMBZT�PS�NPWJOH�UIF�IJHI�FOE�NFSDIBOEJTF�UP�
EJTUBOU�DPSOFST��UIF�NBOVGBDUVSFST�EJTNJTTFE�UIFTF�OPUJPOT�CZ�PQFOJOH�UIFJS�PXO�TUPSFT��
5IFTF�FYFNQMBS�TUPSFT�TUPDLFE�BOE�EJTQMBZFE�BT�SFDPNNFOEFE�TIPXFE�UIF�EPXOTUSFBN�
PQFSBUPST�UIBU�UIF�QSPEVDUT�SFUBJOFE�GBS�HSFBUFS�TBMFT�QPUFOUJBM�UIBO�UIFZ�CFMJFWFE�

'JOBMMZ�UIF�EFNPOTUSBUJPO�BSHVNFOU�NBZ�DPNF�JOUP�QMBZ�XIFO�UIF�NBOVGBDUVSFS�
IBT�B�CFUUFS�VOEFSTUBOEJOH�PG�JUT�UBSHFU�NBSLFU�UIBO�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS��
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4POZ�T�NBSLFU�SFTFBSDI�DPOWJODFE�JU�UIBU�FMFDUSPOJDT�SFUBJMFST�XFSF�GBJMJOH�UP�TFMM�UP�6�4��
XPNFO�FGGFDUJWFMZ����5IFSFGPSF�JU�IBT�PQFOFE�TNBMM�4POZ�TUPSFT�JO�VQTDBMF�NBMMT��UIFTF�
iCPVUJRVFTw�GPMMPX�B�NFSDIBOEJTJOH�QMBO�EFTJHOFE�UP�BQQFBM� UP�XPNFO�XJUI�MJWJOH�
SPPN�NPEFMT�BSSBOHFE�UP�EJTQMBZ�SFBM�XPSME�VTBHF�TJUVBUJPOT�SBUIFS�UIBO�SPX�VQPO�
SPX�PG�QSPEVDU��5IF�XJEF�BJTMFT�CFUUFS�BDDPNNPEBUF�TUSPMMFST�BOE�UIF�UFMFWJTJPO�TFUT�
PO�EJTQMBZ�BSF� SBSFMZ� UVOFE� UP�TQPSUJOH�FWFOUT��4IPQQFST�HSFFUFE�CZ� UIF�iDPODJFSHF�
EFTLw�SFDFJWF�JOUSPEVDUJPOT�UP�TBMFTQFPQMF��4POZ�SFQPSUT�UIBU�UIF�CPVUJRVFT�QFSGPSN�
GBS�CFUUFS�BNPOH�GFNBMF�TIPQQFST�	BT�XFMM�BT�XJUI�IJHI�FOE�DVTUPNFST
�UIBO�EP�UZQJ�
DBM�CJH�CPY�FMFDUSPOJD�SFUBJMFST�PS�UIPTF�MPDBUFE�JO�PVUEPPS�TUSJQ�NBMMT�	J�F��QBSLJOH�
MPUT�FODMPTFE�CZ�B�iTUSJQw�PG�TUPSFT�KPJOFE�CZ�BO�FYUFSJPS�TJEFXBML
��4POZ�UIVT�IPQFT�JUT�
EFNPOTUSBUJPO�DBO�FODPVSBHF�JUT�DIBOOFMT�UP�SFDPOTJEFS�UIFJS�BQQSPBDI�

Carrier–Rider Relationships

4PNFUJNFT�UIF�NPTU�BQQSPQSJBUF�DIBOOFM�NFNCFS�UP�DBSSZ�QSPEVDUT�UP�NBSLFU�JT�BDUV�
BMMZ�another�NBOVGBDUVSFS�T�PXOFE�TBMFT�GPSDF�BOE�EJTUSJCVUJPO�BCJMJUJFT�JO�B�SFMBUJPO�
TIJQ�DBMMFE�QJHHZCBDLJOH��*O�B�piggybacking channel�UIF�GJSN�NBLJOH�UIF�QSPEVDU�
UIBU�OFFET�EJTUSJCVUJPO�JT�DBMMFE�UIF�rider��BOPUIFS�NBOVGBDUVSFS�XJUI�FYDFTT�DBQBDJUZ�
JO�JUT�EJTUSJCVUJPO�TZTUFN�UP�BDDPNNPEBUF�UIF�SJEFS�T�QSPEVDU�JT�UIF�carrier��*O�TVDI�
SFMBUJPOTIJQT�UIF�SJEFS�HFUT�UP�BWPJE�UIF�DPTU�PG�IJSJOH�B�MBSHF�FNQMPZFF�TBMFT�GPSDF�
PS�GJOEJOH�BO�JOEFQFOEFOU�DIBOOFM�NFNCFS��5IF�DBSSJFS�FBSOT�B�GFF�GSPN�DBSSZJOH�UIF�
SJEFS�T� QSPEVDU�� JU� BMTP�NBZ� FOKPZ� TZOFSHJFT� QSPEVDFE� CZ� BEEJOH� B� DPNQMFNFOUBSZ�
QSPEVDU�UP�JUT�MJOF����5IJT�BSSBOHFNFOU�JT�NPTU�DPNNPO�BNPOH�QIBSNBDFVUJDBM�DPO�
TVNFS�QBDLBHFE�HPPET�BOE�GJOBODJBM�TFSWJDF�DPNQBOJFT�

#VU�JO�UIFTF�DIBOOFMT�UIF�JTTVF�PG�DPPSEJOBUJPO�JT� KVTU�BT�JNQPSUBOU�BT�UIBU�PG�
FGGJDJFODZ��%PWF�*OUFSOBUJPOBM�B�NBLFS�PG�TVQFSQSFNJVN�JDF�DSFBN�QSPEVDUT�JT�B�QBSU�
PG�UIF�.�.�.BST�DPNQBOZ�XIJDI�BMTP�NBLFT�B�XJEF�WBSJFUZ�PG�DBOEZ�QSPEVDUT��#VU�
.�.�.BST�T�EJTUSJCVUJPO�DIBOOFM�IBE�OFWFS�JODMVEFE�GSFF[FS�USVDLT�TP�%PWF�TJHOFE�
PO�XJUI�&EZ�T�BOPUIFS�JDF�DSFBN�DPNQBOZ�UP�BMMPX�JU�UP�QIZTJDBMMZ�EJTUSJCVUF�%PWF�
QSPEVDUT�UP�HSPDFSZ�TUPSFT����5IF�NBUDI�XPSLFE�XFMM�GSPN�UIF�QFSTQFDUJWF�PG�GJOEJOH�
UIF�SJHIU�EJTUSJCVUJPO�DIBOOFM�SFTPVSDFT�MFBEJOH�%PWF�UP�TJHO�B�QFSNBOFOU�DPOUSBDU�
XJUI�&EZ�T� GPS�EJTUSJCVUJPO��6OGPSUVOBUFMZ�PODF�%PWF� JOWFTUFE� TQFDJGJD� SFTPVSDFT� JO�
UIF�SFMBUJPOTIJQ�&EZ�T�PQQPSUVOJTN�SPTF�XIJMF�JUT�FGGPSU�EFDMJOFE��8JUI�SFMJBCMF�QIZTJ�
DBM�EJTUSJCVUJPO�%PWF�T�TBMFT�BOE�QSPGJUT�ESPQQFE�UPP��8JUIPVU�TVGGJDJFOU�CBMBODF�BOE�
DPPSEJOBUJPO�JO�UIF�DPOUSBDUJOH�QSPDFTT�JU�JT�EJGGJDVMU�UP�FYQFDU�B�QJHHZCBDLJOH�QBSUOFS�
UP�NBJOUBJO�FGGPSU�UP�TVQQPSU�B�EJSFDU�DPNQFUJUPS�UP�JUT�PXO�MJOF�

"�CFUUFS�BMUFSOBUJWF�BT�B�QJHHZCBDLJOH�QBSUOFS�CFDBVTF�JU�JT�NPSF�MJLFMZ�UP�FYFSU�
HPPE�GBJUI�FGGPSUT�PO�CFIBMG�PG�UIF�SJEFS�JT�B�GJSN�UIBU�NBOVGBDUVSFST�DPNQMFNFOUBSZ�
SBUIFS�UIBO�EJSFDUMZ�DPNQFUJUJWF�QSPEVDUT��4VDI�B�QBSUOFS�wants�UP�EP�B�HPPE�KPC�SFQ�
SFTFOUJOH�UIF�SJEFS�T�QSPEVDU�XIPTF�TBMFT�NBZ�JNQSPWF�UIF�TBMFT�PG�JUT�PXO�QSPEVDUT��
)PXFWFS�JG�UIF�DBSSJFS�SFDPHOJ[FT�KVTU�XIBU�B�HPPE�DPNQMFNFOU�UIF�SJEFS�T�QSPEVDU�JT�
JU�BMTP�DPVME�CF�UFNQUFE�UP�JOUSPEVDF�JUT�PXO�WFSTJPO��"T�UIFTF�EFWFMPQNFOUT�JOEJDBUF�
DBSSJFSoSJEFS�SFMBUJPOTIJQT�BSF�JOIFSFOUMZ�GSBHJMF�

5P� TUSFOHUIFO� UIFN� UIF� QBSUOFST� NJHIU� FOHBHF� JO� reciprocal piggybacking�
TVDI� UIBU� FBDI� GJSN� TFMMT� JUT� PXO� QSPEVDUT� BOE� UIPTF� PG� UIF� QBSUOFS�� 5IF� SJEFS� JO�
POF�SFMBUJPOTIJQ�JT�UIF�DBSSJFS�JO�UIF�PUIFS�BOE�UIF�MFWFM�PG�JOWFTUNFOU�PS�QPXFS�JO�
UIF�DIBOOFM�HFUT�CFUUFS�CBMBODFE��8IFO�UIF�6�4��UPZNBLFS�.BUUFM�TJHOFE�B�SFDJQSPDBM�
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QJHHZCBDLJOH� BHSFFNFOU�XJUI� UIF� +BQBOFTF� UPZNBLFS�#BOEBJ� UIF� MBUUFS� QMFEHFE� UP�
TFMM�.BUUFM�UPZT�JO�+BQBO�BOE�UIF�GPSNFS�QMFEHFE�UP�TFMM�#BOEBJ�UPZT�JO�-BUJO�"NFSJDB�
	XIFSF�#BOEBJ� IBE� OP�NBSLFU� QSFTFODF
�� *O� BEEJUJPO�.BUUFM� BHSFFE� UP� CVZ� �� QFS�
DFOU�PG�#BOEBJ�T� TUPDL� TVHHFTUJOH� UIF�OPUBCMF�FYUFOTJWFOFTT�PG� UIFJS� SFMBUJPOTIJQ����
5IF�QJHHZCBDLJOH�EFBM�SFQSFTFOUFE�.BUUFM�T�UIJSE�USZ�UP�FTUBCMJTI�EJTUSJCVUJPO�JO�+BQBO�
	BGUFS�B�GBJMFE�QBSUOFSTIJQ�XJUI�B�#SJUJTI�NBSLFUJOH�GJSN�BOE�B�GBJMFE�BUUFNQU�UP�TFU�VQ�
JUT�PXO�FNQMPZFF�TBMFT�OFUXPSL
��*O�TVDI�B�SFDJQSPDBM�BSSBOHFNFOU�OFJUIFS�QBSUOFS�JT�
XJMMJOH�UP�FYFSU�XFBL�TFMMJOH�FGGPSU�GPS�GFBS�UIBU�JUT�PXO�QSPEVDU�XPVME�TVGGFS�UIF�TBNF�
GBUF��&BDI�SFMBUJPOTIJQ�TFSWFT�BT�B�TPSU�PG�IPTUBHF�QSPUFDUJOH�UIF�PUIFS�	TFF�$IBQUFS����
GPS�NPSF�PO�VTJOH�NVUVBM�IPTUBHFT�UP�TUSFOHUIFO�DIBOOFM�SFMBUJPOTIJQT
�

CLOSING CHANNEL GAPS

'JOBMMZ� BGUFS� DIBOOFM� NBOBHFST� IBWF� NBEF� UIFJS� UISFF� TUSBUFHJD� DIBOOFM� EFDJTJPOT�
	DIBOOFM�JOUFOTJUZ�DIBOOFM�UZQFT�BOE�EVBM�EJTUSJCVUJPO
�UIFZ�IBWF�POF�NPSF�KPC�UP�
EP�UP�EFTJHO�UIF�JEFBM�DIBOOFM��$MPTF�BOZ�HBQT�UIFZ�NJHIU�IBWF�JEFOUJGJFE�EVSJOH�UIFJS�
WBSJPVT�DIBOOFM�BVEJUT��*EFOUJGZJOH�BOE�DMPTJOH�HBQT�QSPEVDFT�B�DIBOOFM�UIBU�NFFUT�
TFSWJDF�PVUQVU�EFNBOET�BU�B�NJOJNVN�DPTU�	J�F��zero-based channel
��5IF�DIBOHFT�
UP�UIF�DIBOOFM�TUSVDUVSF�NJHIU�TFFL�UP�DMPTF�TFSWJDF�HBQT�BOE�DPTU�HBQT�CVU�UIFZ�TUJMM�
NVTU�SFNBJO�DPOTJTUFOU�XJUI�UIF�GJSN�T�DIBOOFM�JOUFOTJUZ�UZQF�BOE�EVBM�EJTUSJCVUJPO�
EFDJTJPOT��5IF�CFTU�TPMVUJPO�EFQFOET�PO�UIF�EJBHOPTJT�PG�UIF�QSPCMFN�

Closing Service Gaps

5IFSF�BSF�UISFF�NBJO�NFUIPET�UP�DMPTF�service gaps��	�
�FYQBOE�PS�SFUSBDU�UIF�MFWFM�PG�
TFSWJDF�PVUQVUT�QSPWJEFE��	�
�PGGFS�NVMUJQMF�UJFSFE�TFSWJDF�PVUQVU�MFWFMT�UP�BQQFBM�UP�
EJGGFSFOU�TFHNFOUT��PS�	�
�BMUFS�UIF�MJTU�PG�TFHNFOUT�UBSHFUFE�

'JSTU�SFDBMM�PVS�EJTDVTTJPO�JO�$IBQUFS���JO�XIJDI�XF�OPUFE�UIBU�USBEJUJPOBM�CSJDLT�
BOE�NPSUBS�NVTJD�SFUBJMFST�TVGGFSFE�GSPN�BO�undersupply�PG�CVML�CSFBLJOH�BOE�BTTPSU�
NFOU� BOE� WBSJFUZ� GVODUJPOT� TVDI� UIBU� UIF� TFSWJDF� EFNBOEFE� 	4%
�XBT� HSFBUFS� UIBO�
UIF� TFSWJDF� TVQQMJFE� 	44
� CVU� UIFZ� BMTP� PGGFSFE� BO� oversupply� PG� DVTUPNFS� TFSWJDF�
	44ù�ù4%
��5P�EFUFSNJOF�XIJDI�HBQT�OFFE�UP�CF�DMPTFE�BT�XFMM�BT�DMBTTJGZ�UIFN�JO�UFSNT�
PG�JNQPSUBODF�B�EFUFSNJOBOU�GBDUPS�QFSUBJOT�UP�UIF�OVNCFS�PG�BMUFSOBUJWFT�BWBJMBCMF�UP�
DPOTVNFST��&OE�VTFST�NBZ�BDDFQU�QPPS�BTTPSUNFOU�PS�WBSJFUZ�PGGFSJOHT�JO�B�NBSLFUQMBDF�
UIBU�QSPWJEFT�GFX�BMUFSOBUJWFT�CVU�BT�DPNQFUJOH�DIBOOFM�GPSNT�TVDI�BT�POMJOF�NVTJD�
QVSDIBTFT�BOE�EPXOMPBET�FNFSHF�UIF�VOEFSTVQQMZ�PG�LFZ�TFSWJDF�PVUQVUT�CFDPNFT�B�
NPSF�TFSJPVT�UISFBU�UP�TBMFT�NBSLFU�TIBSF�BOE�QSPGJUT��.PSF�HFOFSBMMZ�QSPWJEFST�EPO�U�
OFFE�UP�XPSSZ�BT�NVDI�BCPVU�TFSWJDF�HBQT�JG�UIF�DPNQFUJUJPO�JT�OP�CFUUFS�UIBO�UIFZ�BSF�
BU�NFFUJOH�UIPTF�TFSWJDF�PVUQVU�EFNBOET��#VU�XIFO�UIF�DPNQFUJUJPO�T�BCJMJUZ�UP�QSPWJEF�
EFTJSFE�TFSWJDF�PVUQVU�MFWFMT�JNQSPWFT�UIF�UISFBU�JODSFBTFT�UPP�

*U�NBZ� TFFN�NPSF�EJGGJDVMU� UP�EFUFSNJOF�IPX�overTVQQMZJOH� DVTUPNFS� TFSWJDF�
JT�SFBMMZ�B�QSPCMFN��JTO�U�NPSF�TFSWJDF�CFUUFS �*G�TFSWJDF�QSPWJTJPO�XFSF�DPTUMFTT�UIBU�
NJHIU�CF�USVF�CVU�QSPWJEJOH�IJHI�MFWFMT�PG�TFSWJDF�BDUVBMMZ�JT�costly��4UBOEBSE�XIPMF�
TBMF�BOE�SFUBJM�QSJDFT�GPS�NVTJD�$%T�IBE�SFBDIFE�BSPVOE�����BOE�����SFTQFDUJWFMZ�GPS�
B�EJTD�XJUI�QFSIBQT����TPOHT�PO�JU��5IJT�QSJDJOH�SFGMFDUFE�IJTUPSJDBM�OPSNT�JO�UIBU�UIF�
JOEVTUSZ�IBE�FTUBCMJTIFE�B�QBSUJDVMBS�MFWFM�PG�NBSHJOT�BOE�XBT�VOMJLFMZ�UP�DIBOHF�UIFN�
KVTU�UP�PGGFS�MPXFS�SFUBJM�QSJDFT�UP�DPOTVNFST��#VU�JU�BMTP�SFGMFDUFE�UIF�DPTUT�PG�SVOOJOH�
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UIF�CSJDLT�BOE�NPSUBS�TUPSFT�JODMVEJOH�UIF�DPTUT�PG�IJSJOH�BOE�USBJOJOH�TBMFTQFPQMF�UP�
TVQQMZ�JO�TUPSF�BEWJDF�BOE�SFDPNNFOEBUJPOT��*G�UIPTF�TFSWJDFT�BSF�OPU�IJHIMZ�WBMVFE�
CZ� DPOTVNFST�and� DPOTVNFST� IBWF� BDDFTT� UP� BO� BMUFSOBUJWF� DIBOOFM� UIBU� QSPWJEFT�
HPPE�BTTPSUNFOU�WBSJFUZ�CVML�CSFBLJOH�BOE�DPTU�GVODUJPOT� UIFO�UIF�PWFSTVQQMZ�PG�
DVTUPNFS�TFSWJDF�IBTUFOT�UIF�GBJMVSF�PG�UIF�CSJDL�BOE�NPSUBS�DIBOOFM�

5P� DMPTF� TVDI� TFSWJDF� HBQT� UIF� DIBOOFM� NBOBHFS� DPVME� TFFL� UP� JODSFBTF� 	PS�
EFDSFBTF
�TFSWJDF�PVUQVU�QSPWJTJPO�	EFQFOEJOH�PO�UIF�UZQF�PG�HBQ
��#FDBVTF�TFSWJDF�
PVUQVUT�SFTVMU�EJSFDUMZ� GSPN�UIF�QFSGPSNBODF�PG�DIBOOFM� GVODUJPOT�FJUIFS� UIF� JOUFO�
TJUZ�PG�UIF�GVODUJPO�QFSGPSNBODF�NVTU�DIBOHF�	XJUIPVU�DIBOHJOH�UIF�JEFOUJUZ�PG�UIF�
DIBOOFM� NFNCFST
� PS� UIFSF� NVTU� CF� TPNF� DIBOHF� JO� SFTQPOTJCJMJUJFT� GPS� GVODUJPO�
QFSGPSNBODF�XIFUIFS�CZ�TIJGUJOH�UIBU�SFTQPOTJCJMJUZ�BDSPTT�UIF�DVSSFOU�TFU�PG�DIBOOFM�
NFNCFST�PS�CZ�DIBOHJOH�UIF�TUSVDUVSF�PG�UIF�DIBOOFM�JUTFMG�

4FDPOE�PGGFSJOH�B�iNFOVw�PG�TFSWJDF�PVUQVU�MFWFMT�GSPN�XIJDI�UIF�FOE�VTFS�DBO�
DIPPTF�DBO�IFMQ�DMPTF�TFSWJDF�HBQT�XIFO�UIF�QSPEVDU�JT�UBSHFUFE�BU�NVMUJQMF�TFHNFOUT�
XJUI�VOJRVF�TFSWJDF�PVUQVU�EFNBOET��"T�ZPV�NJHIU� SFDBMM�$%8�DMBJNT� JU� TFSWFT�BT�
UIF�iDIJFG�UFDIOJDBM�PGGJDFS�GPS�NBOZ�TNBMMFS�GJSNTw�XIJDI�JNQMJFT�B�WFSZ�IJHI�MFWFM�
PG�DVTUPNFS�TFSWJDF�QSPWJTJPO��#VU�JU�BMTP�PGGFST�MPXFS�TFSWJDF�MFWFMT�UP�NPSF�TPQIJTUJ�
DBUFE�DPSQPSBUF�DVTUPNFST�UIBU�IBWF�UIFJS�PXO�JO�IPVTF�TZTUFNT�JOUFHSBUJPO�FYQFSUT�
CFDBVTF�JU�SFDPHOJ[FT�UIBU�OPU�FWFSZ�FOE�VTFS�IBT�UIF�TBNF�TFSWJDF�PVUQVU�EFNBOET�
OPS�UIF�TBNF�IJHI�XJMMJOHOFTT�UP�QBZ�GPS�DVTUPNFS�TFSWJDF��4PNF�DIBOOFM�DPOGMJDU�	TFF�
$IBQUFS���
�DBO�BSJTF�JG�DVTUPNFST�XIP�QFSTJTU�JO�XBOUJOH�IJHI�TFSWJDF�MFWFMT�EFNBOE�
MPXFS�QSJDFT�TVDI�BT�UIPTF�QBJE�CZ�DVTUPNFST�XIP�DPOTVNF�MFTT�TFSWJDF��*EFBMMZ�UIFTF�
TFQBSBUF�DIBOOFMT�XPVME�SFNBJO�TFMG�DPOUBJOFE�UP�BWPJE�BOZ�PWFSMBQ�JO�DVTUPNFS�TFUT��
JO�UIF�SFBM�XPSME�TPNF�NJYJOH�PG�TFHNFOUT�BOE�DIBOOFMT�JT�MJLFMZ�JOFWJUBCMF�

5IJSE�DIBOOFM�NBOBHFST�NBZ�EFDJEF�UIBU�SBUIFS�UIBO�USZJOH�UP�DIBOHF�UIF�MFWFM�PG�
TFSWJDF�PVUQVU�QSPWJTJPO�JU�XPVME�CF�FBTJFS�BOE�NPSF�QSPGJUBCMF�GPS�UIFN�UP�NPEJGZ�PS�
GJOF�UVOF�UIF�TFHNFOU�UBSHFUFE��$POTJEFS�TNBMM�TQFDJBMUZ�GPPE�SFUBJMFST�JO�UIF�$IJDBHPMBOE�
BSFB�BOE�UIFJS�SFTQPOTFT�UP�UIF�FOUSZ�BOE�TVDDFTT�PG�5SBEFS�+PF�T�	B�QSJNBSJMZ�QSJWBUF�MBCFM�
TQFDJBMUZ�GPPE�SFUBJMFS�UIBU�CVZT�JO�CVML�BOE�PQFSBUFT�MBSHFS�TUPSFT�UIBO�UIF�TUBOE�BMPOF�
TQFDJBMUZ�SFUBJMFST�BHBJOTU�XIJDI� JU�DPNQFUFT
��5SBEFS�+PF�T�QSJWBUF� MBCFMT� GFBUVSF�NBOZ�
PG�UIF�TBNF�QSPEVDUT�UIBU�BQQFBS�VOEFS�UIF�NBOVGBDUVSFS�T�MBCFM�BU�PUIFS�TNBMMFS�TQF�
DJBMUZ�HSPDFST��4PNF�PG�UIFTF�SFUBJMFST�XFMDPNF�5SBEFS�+PF�T�CFDBVTF�PG�JUT�BCJMJUZ�UP�SBJTF�
BXBSFOFTT�PG�TQFDJBMUZ�BOE�HPVSNFU�GPPET�JO�UIF�NBSLFU�XIJDI�JODSFBTFT�UIF�TJ[F�PG�UIF�
QJF�BOE�CFOFGJUT�BMM�TQFDJBMUZ�SFUBJMFST��#VU�PUIFST�OPUF�EFDSFBTFT�JO�UIFJS�TBMFT�WPMVNFT�
TJODF�UIF�FOUSZ�PG�5SBEFS�+PF�T�BOE�TPNF�DMBJN�UIFZ�TVGGFS�GSPN�GSFF�SJEJOH�TVDI�UIBU�UIFZ�
FEVDBUF�DPOTVNFST�BCPVU�LBMF�DIJQT�PS�UBCPVMJF�POMZ�UP�TFF�UIFN�HP�UP�5SBEFS�+PF�T�GPS�
UIF�MPXFS�QSJDFT��1FSIBQT�UIF�CFTU�PQUJPO�GPS�FYJTUJOH�SFUBJMFST�XIFO�5SBEFS�+PF�T�DPNFT�UP�
UPXO�UIVT�JT�UP�iTUSFTT�XIBU�ZPV�EP�XFMM�BMSFBEZy��+VTU�LFFQ�QMVHHJOH�BXBZ�BU�XIBU�UIFZ�
EP�CFTU�w���5IBU�JT�UIF�TQFDJBMUZ�HSPDFST�DBO�SFTQPOE�CZ�DPOUJOVJOH�UP�EJGGFSFOUJBUF�FMF�
NFOUT�PG�DVTUPNFS�TFSWJDF�UP�SFUBJO�UIFJS�MPZBM�DVTUPNFST�TVDI�BT�IPTUJOH�HBMMFSZ�TIPXT�
BOE�MBUF�OJHIU�GPPE�UBTUJOHT�PS�TJNQMZ�FNQIBTJ[JOH�QFSTPOBMJ[FE�TFSWJDF�

Closing Cost Gaps

$IBOOFM�cost gaps�FYJTU�XIFO�POF�PS�NPSF�DIBOOFM�GVODUJPOT�BSF�QFSGPSNFE�BU�UPP�IJHI�
B�DPTU�XIJDI�NFBOT�UIBU�GPS�UIF�TBNF�MFWFM�PG�TFSWJDF�PVUQVUT�UIFSF�JT�B�MPXFS�DPTU�XBZ�
UP�QFSGPSN�UIF�DIBOOFM�GVODUJPO��$PTU�HBQT�TJNJMBSMZ�DBO�CF�NBOBHFE�UISPVHI�NVMUJQMF�
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NFBOT�JODMVEJOH�	�
�DIBOHJOH�UIF�SPMFT�PG�DVSSFOU�DIBOOFM�NFNCFST�	�
�JOWFTUJOH�JO�
OFX�EJTUSJCVUJPO�UFDIOPMPHJFT�PS�	�
�JOUSPEVDJOH�OFX�EJTUSJCVUJPO�GVODUJPO�TQFDJBMJTUT�
UP�JNQSPWF�DIBOOFM�GVODUJPOJOH�

5IF�DIBOOFM�NBOBHFS�NBZ�OPU�GJOE�JU�OFDFTTBSZ�UP�UBLF�ESBTUJD�BDUJPO��UIF�GJSTU�
SPVUF�SFUBJOT�UIF�DVSSFOU�SPTUFS�PG�DIBOOFM�NFNCFST�CVU�DIBOHFT�UIFJS�SPMFT�BOE�DIBO�
OFM� GVODUJPO� SFTQPOTJCJMJUJFT� UP� JNQSPWF� DPTU� FGGJDJFODZ�� 4JNQMZ� TIVGGMJOH� GVODUJPO�
SFTQPOTJCJMJUJFT�BNPOH�UIF�DVSSFOU�DIBOOFM�NFNCFST�NBZ�OPU�CF�TVGGJDJFOU�UP�BDIJFWF�
DPTU�FGGJDJFODJFT�UIPVHI�JO�XIJDI�DBTF�UIF�DIBOOFM�NBOBHFS�DPVME�JOWFTU�JO�OFX�UFDI�
OPMPHJFT�UIBU�FOBCMF�UIF�DIBOOFM�NFNCFST�UP�SFEVDF�UIF�DPTU�UIFZ�SFRVJSF�UP�QFSGPSN�
UIFJS�GVODUJPOT�

"�UIJSE�PQUJPO�UP�SFEVDF�DPTU�HBQT�JT�UP�BMUFS�UIF�DIBOOFM�TUSVDUVSF�UP�JOUSPEVDF�
NFNCFST�UIBU�TQFDJBMJ[F�JO�TUBUF�PG�UIF�BSU�QFSGPSNBODF�PG�POF�PS�NPSF�GVODUJPOT��'PS�
FYBNQMF�UP�JNQSPWF�UIF�FGGJDJFODZ�PG�POMJOF�CJMM�QBZNFOU�UIF�DIBOOFM�OFFET�UP�JOUSP�
EVDF�OFX�DIBOOFM�NFNCFST�UIBU�TQFDJBMJ[F�JO�EBUBCBTF�NBOBHFNFOU�XFCTJUF�EFTJHO�
BOE�TPGUXBSF�JOUFHSBUJPO�UP�FOTVSF�UIF�TZTUFN�XPSLT�XFMM�GSPN�CJMM�QSFTFOUNFOU�UP�
QBZNFOU�BOE�SFDPODJMJBUJPO��5IFTF�OFXMZ� JOUSPEVDFE�DIBOOFM�TQFDJBMJTUT�NBZ�UBLF�B�
QPSUJPO�PG�DIBOOFM�QSPGJUT�CVU�UIFZ�BMTP�JODSFBTF�UIF�TJ[F�PG�UIF�DIBOOFM�QSPGJU�QJF�TVG�
GJDJFOUMZ�UP�NPSF�UIBO�QBZ�UIFJS�XBZ�

"T�B�GJOBM�DBVUJPO�JU�JT�FYUSFNFMZ�JNQPSUBOU�OPU�UP�GJY�UIF�wrong gaps��3FUBJMFST�JO�
PVS�NVTJD�FYBNQMF�JOJUJBMMZ�UIPVHIU�UIF�SFBTPO�GPS�ESPPQJOH�TBMFT�BU�CSJDL�BOE�NPSUBS�
TUPSFT�XBT�UIF�IJHI�QSJDF��*O�SFTQPOTF�7JWFOEJ�6OJWFSTBM�USJFE�UP�GPSDF�QSJDF�DVUT�BU�
UIF�XIPMFTBMF�BOE�SFUBJM�MFWFMT�XIJDI�TFFNFE�TFOTJCMF�GSPN�B�DPTU�GPDVTFE�QFSTQFD�
UJWF�CFDBVTF�UIF�XIPMFTBMF�NBSHJOT�PO�$%�NBOVGBDUVSJOH�XFSF�WFSZ�IJHI�	EVF�UP�UIF�
MPX�NBSHJOBM�DPTU�PG�QSPEVDJOH�B�$%
��#VU� UIJT� GPDVT�PO�DPTUT�BDUVBMMZ� JHOPSFE�UIF�
HSFBUFS�TJHOJGJDBODF�PG�UIF�TFSWJDF�TJEF�BOE�QSJDF�DVUT�DPVME�EP�OPUIJOH�UP�BEESFTT�
CVML� CSFBLJOH� BTTPSUNFOU� BOE� WBSJFUZ� HBQT�� &WFO�XPSTF� DMPTJOH� UIJT� JOTJHOJGJDBOU�
HBQ�FYFSUFE�OPU�B�OFVUSBM�CVU�B�OFHBUJWF�FGGFDU�PO�DIBOOFM�FGGFDUJWFOFTT�BT�SFUBJMFST�
SFCFMMFE�BHBJOTU�UIF�GPSDFE�NBSHJO�DVUT��5IF�SFTVMUJOH�DIBOOFM�DPOGMJDU�NBEF�UIF�TJUV�
BUJPO�XPSTF�UIBO�JG�6OJWFSTBM�IBE�OFWFS�UBLFO�BDUJPO��*O�UIJT�DBTF�DIBOOFM�NBOBHFST�
TIPVME�IBWF�FWBMVBUFE�UIF�JNQBDU�PG�UIFJS�QSJDF�EJTDPVOUT�PO�DPOTVNFS�EFNBOE�CFGPSF�
BTTVNJOH�UIBU�UIFZ�XPVME�ESJWF�EFNBOE��BT�JT�USVF�JO�NBOZ�DBTFT�UIF�MPX�MFWFMT�PG�
QSJDF�FMBTUJDJUZ�MJLFMZ�XPVME�IBWF�TVSQSJTFE�UIFN����*O�HFOFSBM�DIBOOFM�NBOBHFST�DBO�
BWPJE�TJNJMBS�EJGGJDVMUJFT�CZ�DBSFGVMMZ�EJBHOPTJOH�UIF�BDUVBM�HBQT�	TFSWJDF�WFSTVT�DPTU�
GPS�XIJDI�DIBOOFMT�BOE�BGGFDUJOH�XIJDI�UBSHFU�TFHNFOUT
�JO�UIFJS�DIBOOFMT�BOE�UBLJOH�
BDUJPOT�UP�DMPTF�POMZ�UIPTF�UIFZ�JEFOUJGZ�BT�DSJUJDBM�

Closing Gaps Produced by Environmental or Managerial Bounds

5IF�QSFDFEJOH�EJTDVTTJPO�JNQMJDJUMZ�BTTVNFT�UIBU�JU�JT�JO�UIF�DIBOOFM�NBOBHFS�T�QPXFS�
UP�GJSTU�JEFOUJGZ�DIBOOFM�HBQT�BOE�UIFO�UBLF�UIF�OFDFTTBSZ�TUFQT�UP�DMPTF�UIFN��$FSUBJOMZ�
UIFTF�BTTVNQUJPOT�IPME�JG�UIF�TPVSDF�PG�UIF�HBQT�JT�NBOBHFSJBM�PWFSTJHIU�PS�FSSPST�JO�
KVEHNFOU�PS� JG�B�TIJGUJOH�NBSLFUQMBDF�NBLFT�DIBOHF� JO� UIF�DIBOOFM� JOFWJUBCMF��#VU�
XIBU� JG� UIF� TPVSDFT� PG� UIF� HBQT� BSF� FOWJSPONFOUBM� PS� NBOBHFSJBM� CPVOEBSJFT� UIBU�
SFNBJO�JO�QMBDF�SFHBSEMFTT�PG�DIBOOFM�JNQSPWFNFOUT 

4PNF�CPVOEBSJFT�TJNQMZ�DBOOPU�CF�SFMBYFE�DPNQMFUFMZ�BOE�JO�UIJT�DBTF�B�USVF�
JEFBM�DIBOOFM�EFTJHO�PVUDPNF�NBZ�CF� JNQPTTJCMF��)PXFWFS�NBOZ�CPVOET�DBO�BOE�
SPVUJOFMZ�TIPVME�CF�DIBMMFOHFE��3FDBMM�$%8�T�DPOTPSUJVN�QSPHSBNT�XJUI�TNBMM�BOE�
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NJOPSJUZ�CVTJOFTT�QBSUOFST�XIJDI�FGGFDUJWFMZ�DIBMMFOHFE�UIF�HPWFSONFOU�T�CPVOE�PO�
QVSDIBTJOH�GSPN�MBSHF�WFOEPST�CZ�BMUFSJOH�UIF�DIBOOFM�TUSVDUVSF��0UIFS�QPTTJCMF�UBDUJDT�
JODMVEF�UIF�GPMMPXJOH�

t�0SHBOJ[BUJPOBM�CVZ�JO�BDSPTT�UIF�CPBSE�TVDI�UIBU�BMM�SFMFWBOU�GVODUJPOT�BOE�MFW�
FMT�IBWF�B�TBZ�JO�UIF�DIBOOFM�EFTJHO�QSPDFTT�

t�"O�FOFSHFUJD�DIBNQJPO�XIP�DBO�HP�GBS� JO�NBOBHJOH�UIF�DIBOHF�QSPDFTT��5IF�
DIBNQJPO�NVTU�IBWF�QPXFS�DSFEJCJMJUZ�QPMJUJDBM�TLJMMT�BOE�QFSIBQT�NPTU�JNQPS�
UBOU�UFOBDJUZ�

t�"TTJHOJOH�DMFBS�SFTQPOTJCJMJUZ�GPS�UIF�DIBOOFM�BT�TPPO�BT�QPTTJCMF�JO�UIF�QSPDFTT��
5BTL�GPSDFT�DPNQSJTJOH�LFZ�NFNCFST�PG�WBSJPVT�JOUFSFTU�HSPVQT�NJHIU�TFSWF�TVDI�
B�SPMF�BOE�FOIBODF�CVZ�JO�JG�UIFZ�BSF�JOWPMWFE�JO�UIF�QSPDFTT�GSPN�UIF�PVUTFU�

t�"�USVMZ�DVTUPNFS�ESJWFO�BQQSPBDI�XIJDI�TUPQT�DPVOUFSBSHVNFOUT�JO�UIFJS�USBDLT��
0QQPTJOH�UIF�TVHHFTUFE�EFTJHO�JEFOUJGJFT�UIF�DSJUJD�BT�PQQPTFE�UP�EFMJWFSJOH�DVT�
UPNFS�TBUJTGBDUJPO��/FWFSUIFMFTT�QBUJFODF�BOE�QFSTJTUFODF�BSF�SFRVJSFE�CFDBVTF�
UIF�USBOTJUJPO�UPXBSE�UIF�PQUJNBM�TZTUFN�XJMM�OPU�CF�JNNFEJBUF�FTQFDJBMMZ�XIFO�
USBEJUJPO�CPVOE�JEFBT�TVSSPVOE�FYJTUJOH�DIBOOFM�EFTJHOT�

t�"�NFDIBOJTN�CVJMU�JOUP�UIF�EFTJHO�QSPDFTT�UIBU�QFSNJUT�UIF�PSHBOJ[BUJPO�UP�TUBZ�
JO�DPOUBDU�XJUI�FOE�VTFST���

5XP�NBKPS�QPJOUT�BSF�XPSUI�NFOUJPOJOH�IFSF��'JSTU�where you invest your market-
ing dollars matters��*G�ZPV�JOWFTU�UIFN�JO�DIBOHJOH�UIF�HSPVOE�SVMFT�GPS�FOHBHJOH�JO�UIF�
NBSLFU�UIF�DIBOOFM�TUSVDUVSF�ZPV�EFTJHO�JT�NPSF�MJLFMZ�UP�BQQSPYJNBUF�B�[FSP�CBTFE�
NPEFM��4FDPOE�challenging channel bounds and closing associated channel gaps costs 
money��$IBOOFM�NBOBHFST�DBOOPU�USBOTGPSN�UIF�SVMFT�PG�FOHBHFNFOU�PS�UIF�FYJTUJOH�
DIBOOFM�EFTJHO�XJUIPVU�FYFSUJOH�B�DPTUMZ�FGGPSU�UP�EP�TP��5IF�VMUJNBUF�HBJOT�DBO�CF�XFMM�
XPSUI�UIF�JOJUJBM�JOWFTUNFOU�FTQFDJBMMZ�CFDBVTF�GBJMJOH�UP�NPWF�DIBOOFM�CPVOEBSJFT�PS�
DMPTF�DIBOOFM�HBQT�DBO�NFBO�TJHOJGJDBOU�EBNBHF�UP�SFWFOVFT�BOE�NBSLFU�TIBSF�

SUMMARY: DESIGNING EFFECTIVE CHANNEL 
STRUCTURES AND STRATEGIES

0ODF�B�DIBOOFM�NBOBHFS� DPNQMFUFT� UIF�FOE�VTFS� DIBOOFM� BOE�NBLF�PS�CVZ�BOBMZ�
TFT�IF�PS� TIF� JT� SFBEZ� UP�NPWF�POUP� UISFF� TUSBUFHJD� DIBOOFM�EFDJTJPOT�� 	�
� DIBOOFM�
JOUFOTJUZ�	�
�DIBOOFM�UZQFT�BOE�	�
�EVBM�EJTUSJCVUJPO��8JUI�UIFTF�EFDJTJPOT�NBEF�UIF�
NBOBHFS�BMTP�DBO�CFHJO�UP�DMPTF�UIF�HBQT�JEFOUJGJFE�EVSJOH�UIF�DIBOOFM�BVEJU�UP�MFBE�
VMUJNBUFMZ�UP�B�DIBOOFM�UIBU�NFFUT�TFSWJDF�PVUQVU�EFNBOET�BU�UIF�NJOJNVN�DPTU�

5IF�GJSTU�TUSBUFHJD�DIBOOFM�EFDJTJPO�SFWPMWFT�BSPVOE�DIBOOFM�JOUFOTJUZ��IPX�UIPS�
PVHIMZ�UP�DPWFS�B�NBSLFU�BSFB��'PS�UIF�NBOVGBDUVSFS�FTQFDJBMMZ�UIJT�EFDJTJPO�DPOTUJ�
UVUFT�B�DSJUJDBM�QPMJDZ�DIPJDF�XJUI�TVCTUBOUJBM�JOGMVFODFT�PO�IPX�XFMM�JU�DBO�JNQMFNFOU�
JUT�DIBOOFM�QMBOT��5IF�JOUFOTJUZ�PG�DPWFSBHF�GVSUIFS�EFUFSNJOFT�UIF�MFWFM�PG�UIF�NBO�
VGBDUVSFS�T� SFXBSE�QPXFS�PWFS�EPXOTUSFBN�DIBOOFM�NFNCFST�PS�BMUFSOBUJWFMZ�IPX�
NVDI�JU�NVTU�SFMZ�PO�JUT�EPXOTUSFBN�DPVOUFSQBSUT�

"U�GJSTU�HMBODF�UIF�JTTVF�NBZ�TFFN�EFDFQUJWFMZ�TJNQMF��PQFO�BT�NBOZ�DIBOOFMT�
UP�FOE�VTFST�BT�QPTTJCMF��5IJT�PQUJPO�BQQFBMT�UP�FOE�VTFST�UPP�XIP�XBOU�UP�GJOE�BO�
PVUMFU�OFBSCZ�FTQFDJBMMZ�GPS�DPOWFOJFODF�HPPET��'VSUIFSNPSF�JU�XPVME�QSFTTVSF�DIBO�
OFM�NFNCFST�UP�TFMM�NPSF�	F�H��CZ�DVUUJOH�QSJDFT
�UP�SFBDU�UP�DPNQFUJUPST��BUUFNQUT�UP�
TFMM� UIF�TBNF�CSBOET�JO�UIFJS�PVUMFUT��"MM� UIFTF�GBDUPST�TVHHFTU�UIBU�NPSF�DPWFSBHF�JT�



158� 1BSU�**� t� %FTJHOJOH�$IBOOFM�4USBUFHJFT

CFUUFS�FWFO�UIF�DPSQPSBUF�MBXZFS�JT�MJLFMZ�UP�BQQSPWF�CFDBVTF�XJEFS�DPWFSBHF�FMJNJ�
OBUFT�DPODFSOT�BCPVU�SFTUSJDUJOH�DPNQFUJUJPO��#VU�B�HPPE�DPSQPSBUF�BDDPVOUBOU�BEEJOH�
VQ�UIF�DPTUT�PG�TFSWJDJOH�BMM�UIFTF�PVUMFUT�FBDI�QMBDJOH�B�TNBMM�PSEFS�NJHIU�IBWF�B�HPPE�
SFBTPO�UP�PCKFDU��4P�NJHIU�UIF�PUIFS�DIBOOFM�NFNCFST�UIFNTFMWFT��6OBCMF�UP�EJGGFSFOUJ�
BUF�UIFNTFMWFT�GSPN�UIF�HMVU�PG�PUIFS�EPXOTUSFBN�DIBOOFM�NFNCFST�UIBU�TFMM�UIF�TBNF�
QSPEVDUT�UIFZ�DBOOPU�NBJOUBJO�UIFJS�NBSHJOT�BOE�VMUJNBUFMZ�NVTU�BTL�UIF�NBOVGBDUVSFS�
GPS� SFMJFG�� *G� JOUSB�CSBOE�DPNQFUJUJPO� DBOOPU�CF� SFEVDFE� UIFZ�XJMM� TIJGU� UIFJS� FGGPSUT�
QFSIBQT�FWFO�UP�JNQSPWJOH�UIFJS�CBJU�BOE�TXJUDI�NFUIPET��0UIFS�FOUJUJFT�XJMM�SFGVTF�UP�
KPJO�UIF�NBOVGBDUVSFS�T�DIBOOFM��UIPTF�BMSFBEZ�UIFSF�NJHIU�SFGVTF�UP�VOEFSUBLF�BDUJPOT�
UP�TVQQPSU�UIF�CSBOE�VOMFTT�UIFZ�DBO�SFBEJMZ�SFEFQMPZ�UIPTF�FGGPSUT�UP�PUIFS�CSBOET��
5IF�PWFSBMM� MBDL�PG�DPPQFSBUJPO�JO�UIF�DIBOOFM�SJTFT�FYQPOFOUJBMMZ�XIFO�DPWFSBHF�JT�
UPP�IJHI�GPS�EPXOTUSFBN�DIBOOFM�NFNCFST�UP�FBSO�B�SFBTPOBCMF�SFUVSO�GSPN�UIF�CSBOE�

5IVT�B�NVMUJUVEF�PG�GBDUPST�BDUVBMMZ�JOGMVFODF�UIF�EJTUSJCVUJPO�JOUFOTJUZ�EFDJTJPO��
DSFBUJOH�CSBOE�FRVJUZ�UP�JOEVDF�QVMM�FGGFDUT�GSPN�FOE�VTFST�	FGGFDUJWFMZ�PCMJHJOH�UIF�
DIBOOFM�UP�DBSSZ�UIF�CSBOE
�JNQPTJOH�BOE�FOGPSDJOH�SFTUSJDUJWF�DPOUSBDUT�QSBDUJDJOH�
SFTBMF�QSJDF�NBJOUFOBODF� 	JG� MFHBM
�PGGFSJOH�CSBOEFE�WBSJBOUT�EFDPVQMJOH� TBMFT�BOE�
TFSWJDF�BOE�GSFRVFOUMZ�JOUSPEVDJOH�OFX�QSPEVDUT�UIBU�IBWF�MPX�GBJMVSF�SBUFT�UP�OBNF�
B�GFX��"�NPSF�EJSFDU�BOE�PGUFO�DIFBQFS�BOE�NPSF�FGGFDUJWF�XBZ�UP�JOGMVFODF�UIF�DIBO�
OFM�BMTP�JT�UP�MJNJU�DPWFSBHF��"MUIPVHI�JU�JODSFBTFT�UIF�NBOVGBDUVSFS�T�EFQFOEFODF�PO�
EPXOTUSFBN�DIBOOFM�NFNCFST�FBDI�PG�XIJDI�CFDPNFT�NPSF�JNQPSUBOU�BOE�NPSF�EJG�
GJDVMU�UP�SFQMBDF�JU�BMTP�HSBOUT�BO�JNQPSUBOU�SFBTTVSBODF�UIBU�UIF�NBOVGBDUVSFS�JT�OPU�
TFFLJOH�PQQPSUVOJTN�XIFO�JU�BTLT�UIFN�UP�NBLF�CSBOE�TQFDJGJD�JOWFTUNFOUT�HBJOT�B�
TUSPOH�CSBOE�QPTJUJPO�PS�DPOTJEFST�VOEFSUBLJOH�JUT�PXO�EJSFDU�TFMMJOH�

-JNJUFE� EJTUSJCVUJPO� BMTP�NJHIU� JOEVDF� PUIFS� DIBOOFM�NFNCFST� UP�NBLF� UIFJS�
PXO�DPODFTTJPOT�FTQFDJBMMZ� UP� MJNJU� UIF�CSBOE�BTTPSUNFOU� UIFZ� DBSSZ��.PSF�HFOFS�
BMMZ�CZ�MJNJUJOH�DPWFSBHF�UIF�NBOVGBDUVSFS�QSPNJTFT�HSFBUFS�SFXBSET�UP�FBDI�DIBOOFM�
NFNCFS�JODSFBTJOH�JUT�BCJMJUZ�UP�BUUSBDU�UIF�CFTU�SFTFMMFST�	JNQPSUBOU�GPS�B�IJHI�RVBMJUZ�
QPTJUJPOJOH
�UIBU�NBUDI�B�QBSUJDVMBS�DVTUPNFS�QSPGJMF�	JNQPSUBOU�GPS�B�GPDVTFE�UBSHFU�
TFHNFOU
��.BOVGBDUVSFST�NBZ�BMTP�VTF�UIFJS�SFXBSE�QPXFS�UP�FYFSDJTF�HSFBUFS� JOGMV�
FODF�PWFS�IPX�DIBOOFM�NFNCFST�NBSLFU� UIFJS�CSBOET�	JNQPSUBOU� GPS�NBOVGBDUVSFST�
UIBU�BSF�SFMVDUBOU�UP�MFU�NBSLFU�GPSDFT�EJDUBUF�PVUDPNFT
�

5IF�OFYU�TUSBUFHJD�DIBOOFM�EFDJTJPOT�JOWPMWF�EFUFSNJOJOH�XIJDI�DIBOOFM�UZQFT�UP�
VTF�UP�HP�UP�NBSLFU�BOE�IPX�UP�DPNCJOF�WBSJPVT�GPSNBUT�	F�H��TUPSFT�LJPTL�BOE�POMJOF
��
"�HSPXJOH�USFOE�JO�CPUI�#�#�BOE�#�$�NBSLFUT�DSFBUFT�NVMUJQMF�SPVUFT�UP�NBSLFU�CZ�NJY�
JOH�EJGGFSFOU�GPSNBUT�	DPNCJOBUJPOT�PG�GVODUJPOT�BOE�TFSWJDF�PVUQVUT
��"DIJFWJOH�HSFBUFS�
DPWFSBHF�CZ�BEEJOH�NPSF�EJGGFSFOU�UZQFT�PG�DIBOOFM�NFNCFST�DBO�CF�B�WFSZ�FGGFDUJWF�
PQUJPO�BT�MPOH�BT�EJGGFSFOU�DVTUPNFS�TFHNFOUT�HSBWJUBUF�UP�EJGGFSFOU�GPSNBUT��0UIFSXJTF�
DBOOJCBMJ[BUJPO�BOE�DPOGMJDU� BSF�NPSF� MJLFMZ��'SFF� SJEJOH�BMTP�CFDPNFT�B�NBKPS� JTTVF�
CFDBVTF�EPXOTUSFBN�DIBOOFM�NFNCFST�XJMM�OPU�UPMFSBUF�CFJOH�WJDUJNJ[FE�JOEFGJOJUFMZ�

5IF�UIJSE�TUSBUFHJD�DIBOOFM�EFDJTJPO�JT�XIFUIFS�UIF�TVQQMJFS�TIPVME�CVJME�JUT�PXO�
DIBOOFMT�UP�HFU�UP�DVTUPNFST��4VDI�EVBM�EJTUSJCVUJPO�DBO�CF�FGGFDUJWF�JG�UIF�DPNQBOZ�T�
PXO�DIBOOFMT�NFFU�EJGGFSFOU�TFSWJDF�PVUQVU�EFNBOET�UIBO�UIF�JOEFQFOEFOU�DIBOOFMT�
UIBU�BMTP�TFMM�JUT�QSPEVDUT��#VU�JU�JT�EJGGJDVMU�UP�QSFWFOU�QFSDFQUJPOT�PG�TFMG�CJBT�UPXBSE�
PXOFE�DIBOOFMT�B�TFOTF�PG�SJWBMSZ�BNPOH�CPUI�FNQMPZFF�BOE�UIF�UIJSE�QBSUZ�DIBO�
OFMT�PS�VHMZ�DPNQFUJUJPO�CFUXFFO�UIFN��'JSNT�NVTU� UBLF�TUFQT�UP�FOTVSF�UIBU�FBDI�
GPSNBU�QFSDFJWFT�JU�JT�CFJOH�USFBUFE�GBJSMZ�CFDBVTF�XIFO�EFTJHOFE�BOE�NBOBHFE�XFMM�
EVBM� EJTUSJCVUJPO� DBO� QSPWJEF� WBMVBCMF� JOGPSNBUJPO� 	CFODINBSLJOH
� EFNPOTUSBUJPO�
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DBQBCJMJUJFT�BOE�TJHOBMT�PG�QPUFOUJBM�VOEFSTFSWFE�EFNBOE�TVDI�UIBU�UIF�NBOVGBDUVSFS�
HBJOT�MFWFSBHF�PWFS�CPUI�DIBOOFMT�

'JOBMMZ� DIBOOFM� NBOBHFST� NVTU� JEFOUJGZ� BOE� DMPTF� DPTU� BOE� TFSWJDF� HBQT� UP�
EFTJHO�[FSP�CBTFE�DIBOOFMT�	PS�DMPTF�BQQSPYJNBUJPOT
��$IBOHFT�UP�UIF�DIBOOFM�TUSVD�
UVSF�NVTU� BDLOPXMFEHF� UIF� DIBOOFM� JOUFOTJUZ� UZQF� BOE�EVBM� EJTUSJCVUJPO�EFDJTJPOT�
BMSFBEZ�NBEF��)PXFWFS�SFNBJOJOH�UBDUJDBM�HBQT�OFFE�UP�CF�BEESFTTFE�FGGFDUJWFMZ�PODF�
UIF�NPSF�iTUSBUFHJDw�DIBOOFM�EFDJTJPOT�BSF�JO�QMBDF�

TA K E - A W AYS

t� 4FMFDUJWF�EJTUSJCVUJPO�JT�B�QVSQPTFGVM�TUSBUFHJD�DIPJDF�OPU�UP�CF�DPOGVTFE�XJUI�BO�
JOBCJMJUZ�UP�BUUSBDU�DIBOOFM�NFNCFST�UP�DBSSZ�UIF�CSBOE�

t� .BOVGBDUVSFST�UFOE�UP�BTTVNF�UIBU�NPSF�DPWFSBHF�JT�BMXBZT�CFUUFS��$POGMJDU�JT�
UIFSFGPSF�JOIFSFOU�CFDBVTF�DIBOOFM�NFNCFST�QSFGFS�UIF�NBOVGBDUVSFS�UP�PGGFS�MFTT�
DPWFSBHF�
t� �5IF�NBOVGBDUVSFS�XJMM�FYQFSJFODF�B�MBDL�PG�DPPQFSBUJPO�XIFO�DPWFSBHF�JT�UPP�IJHI�

GPS�EPXOTUSFBN�DIBOOFM�NFNCFST�UP�FBSO�B�HPPE�SFUVSO�
t� 7BSJPVT�XBZT�FYJTU�UP�DPQF�XJUI�UIF�JNQMFNFOUBUJPO�QSPCMFNT�DSFBUFE�CZ��JOUFOTJWF�
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C H A P T E R  6

Retailing Structures 
and Strategies

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FTDSJCF�UIF�UZQFT�PG�SFUBJM�TUSVDUVSFT�UIBU�FYJTU�XPSMEXJEF�

t�&YQMBJO�IPX�B�SFUBJM�QPTJUJPOJOH�TUSBUFHZ�GMPXT�GSPN�CPUI�DPTU�TJEF�BOE�EFNBOE�
TJEF�GBDUPST�

t�%FGJOF�UIF�SFUBJMFS�T�QPTJUJPOJOH�TUSBUFHZ�BT�B�TFU�PG�TFSWJDF�PVUQVUT�EFMJWFSFE�UP�
UIF�NBSLFU�XIJDI�IFMQT�EJGGFSFOUJBUF�B�SFUBJMFS�GSPN�JUT�DPNQFUJUPST�FWFO�JG�UIF�
�QSPEVDUT�TPME�BSF�JEFOUJDBM�

t�3FDPHOJ[F�JNQPSUBOU�USFOET�BOE�EFWFMPQNFOUT�PO�UIF�DPOTVNFS�BOE�DIBOOFM�TJEFT�
UIBU�BGGFDU�SFUBJM�NBOBHFNFOU�

t�0VUMJOF�UIF�QPXFS�BOE�DPPSEJOBUJPO�JTTVFT�GBDJOH�SFUBJMFST�BOE�UIFJS�TVQQMJFST�BT�XFMM�
BT�IPX�TVQQMJFST�SFTQPOE�UP�SFUBJMFST��VTF�PG�QPXFS�UP�JOGMVFODF�DIBOOFM�CFIBWJPS�

t�3FDPHOJ[F�UIF�JODSFBTJOH�HMPCBMJ[BUJPO�PG�SFUBJMJOH�BOE�IPX�JU�BGGFDUT�OPU�KVTU�UIF�
SFUBJMFST�UIBU�TFMM�PVUTJEF�UIFJS�OBUJPOBM�CPSEFST�CVU�BMTP�UIFJS�TVQQMJFST�BOE�MPDBM�
DPNQFUJUPST�

MPEFSO�SFUBJMJOH�JT�GJFSDFMZ�DPNQFUJUJWF�JOOPWBUJPO�PSJFOUFE�QPQVMBUFE�CZ�BO�
FWFS�HSPXJOH� WBSJFUZ� PG� JOTUJUVUJPOT� BOE� DPOTUBOUMZ� CVGGFUFE� CZ� UIF�IJHIMZ�
GMVJE�FOWJSPONFOU��4VDI�B�TDFOBSJP�EFNBOET�DBSFGVM�SFBDUJPOT�GSPN�UIF�DIBO�

OFM�NFNCFST�XJUIJO�UIJT�FOWJSPONFOU��5IJT�DIBQUFS�EFUBJMT�OPU� KVTU�SFUBJMFST��DIPTFO�
TUSVDUVSFT�CVU�BMTP�TPNF�PG�UIF�NPSF�TJHOJGJDBOU�DPNQFUJUJWF�EFWFMPQNFOUT�UIBU�IBWF�
NBEF�SFUBJMJOH�UPEBZ�TP�WPMBUJMF��'VSUIFSNPSF�JU�PGGFST�DIBOOFM�NBOBHFST�TVHHFTUJPOT�
GPS�XBZT� UP�BDDPVOU� GPS�iCPUUPN�VQw�QSFTTVSFT�BT� UIFZ�EFWJTF�TUSBUFHJFT�BOE�EFTJHO�
EJTUSJCVUJPO�TZTUFNT�1

5P�CFHJO�XF�OFFE�UP�EJTUJOHVJTI�SFUBJM�TBMFT� GSPN�XIPMFTBMF�TBMFT�� *O� UVSO�XF�
DBO�PVUMJOF�UIF�PQFSBUJPOBM�DIBSBDUFSJTUJDT�UIBU�EFGJOF�SFUBJMFST��QPTJUJPOT�BOE�UIF�OBUVSF�
PG�SFUBJMJOH�DPNQFUJUJPO��'JOBMMZ�XF�DPWFS�TPNF�PG�UIF�TUSBUFHJD�JTTVFT�DVSSFOUMZ�GBDJOH�
SFUBJMFST�

PART III Channel Structures and Strategies
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RETAIL STRUCTURES

Retailing�DPOTJTUT�PG�UIF�BDUJWJUJFT�JOWPMWFE�JO�TFMMJOH�HPPET�BOE�TFSWJDFT�UP�VMUJNBUF�
DPOTVNFST�GPS�UIFJS�QFSTPOBM�DPOTVNQUJPO��"�retail sale�JT�POF�JO�XIJDI�UIF�CVZFS�JT�
UIF�VMUJNBUF�DPOTVNFS�SBUIFS�UIBO�B�CVTJOFTT�PS�JOTUJUVUJPOBM�QVSDIBTFS��"�wholesale 
sale�JOTUFBE�SFGFST�UP�QVSDIBTFT�GPS�SFTBMF�PS�GPS�CVTJOFTT�JOEVTUSJBM�PS�JOTUJUVUJPOBM�
VTFT�	XF�BEESFTT�UIFTF�UZQFT�PG�TBMFT�JO�$IBQUFS��
��5IVT�UIF�buying motive�GPS�B�
SFUBJM�TBMF�JT�BMXBZT�QFSTPOBM�PS�GBNJMZ�TBUJTGBDUJPO�TUFNNJOH�GSPN�UIF�DPOTVNQUJPO�PG�
UIF�JUFN�CFJOH�QVSDIBTFE�CZ�BO�FOE�VTFS�

5IF�EJTUJODUJPO�CFUXFFO�SFUBJM�BOE�XIPMFTBMF�TBMFT�NBZ�TFFN�JOTJHOJGJDBOU�CVU�JO�
QSBDUJDF�JU�JT�DSJUJDBM�CFDBVTF�CVZJOH�NPUJWFT�TVQQPSU�NBSLFU�TFHNFOUBUJPO��$PNQBOJFT�
UIBU� TFMM� QFSTPOBM� DPNQVUFST� UP�QBSFOUT� TP� UIFJS� IJHI� TDIPPM� TUVEFOUT� DBO�EP� UIFJS�
IPNFXPSL�	PS�QMBZ�DPNQVUFS�HBNFT
�NBLF�SFUBJM�TBMFT��$PNQBOJFT�UIBU�TFMM�QFSTPOBM�
DPNQVUFST�UP�UIFTF�TBNF�QBSFOUT�TP�UIFZ�DBO�SVO�UIFJS�GBNJMZ�CVTJOFTT�SVO�PVU�PG�B�
IPNF�PGGJDF�JOTUFBE�BSF�FOHBHFE�JO�XIPMFTBMF�TBMFT��0GGJDF�%FQPU�JO�UIF�6OJUFE�4UBUFT�
NBLFT�CPUI�SFUBJM�BOE�XIPMFTBMF�TBMFT�CVU�JU�BMTP�OFFET�UP�VOEFSTUBOE�XIJDI�LJOE�PG�
DVTUPNFS�JU�JT�TFSWJOH�BOE�IPX�CFTU�UP�TFSWF�UIFN�XIFO�UIPTF�QBSFOUT�XBML�UISPVHI�
UIF�EPPS�PG�POF�PG�JUT�TUPSFT��#VTJOFTTFT�JODMVEJOH�0GGJDF�%FQPU�JODSFBTJOHMZ�TFMM�UP�
PUIFS�CVTJOFTTFT�PVU�PG�XIBU�MPPL�BOE�GFFM�MJLF�SFUBJM�TUPSFT��GPS�UIJT�DIBQUFS�UIPVHI�
XF�GPDVT�TQFDJGJDBMMZ�PO�CVTJOFTTFT�FOHBHFE�JO�SFUBJM�TBMFT�

4VDI�SFUBJMFST�DPOTUJUVUF�B�TQFDJBM�DBUFHPSZ�PG�NFNCFSTIJQ� JO� UIF�EPXOTUSFBN�
TFHNFOU� PG� UIF� DIBOOFM�� "T�5BCMF� ���� TIPXT� SFUBJMFST� SFQSFTFOU� TPNF� PG� UIF� CFTU�
LOPXO�OBNFT�JO�UIF�XPSME�BT�XFMM�BT�B�CSPBE�SBOHF�PG�SFUBJM� UZQFT�	TVQFSNBSLFUT�
IZQFSNBSLFUT�EFQBSUNFOU�TUPSFT�BVUPNPCJMF�TFMMFST
��5IBU�JT�SFUBJM�TVDDFTT�DPNFT�JO�
NBOZ�TIBQFT�TJ[FT�BOE�DVMUVSBM�PSJHJOT�DPOEVDUFE�CPUI�JO�TUPSFT�BOE�PVUTJEF�UIFN�
	F�H��NBJM�PSEFS�POMJOF�EJSFDU�TFMMJOH
�

5IFSF�BSF�TPNF�DPNNPOBMJUJFT�UPP��/PUJDF�GPS�FYBNQMF�UIBU�GPPE�SFUBJMJOH�JT�B�
DIBOOFM�DPNQPOFOU�GPS�NBOZ�PG�UIF�CJHHFTU�PG�UIF�CJH�SFUBJMFST����PG�UIF�UPQ����TFMM�
BU�MFBTU�TPNF�GPPE�	BMM�SFUBJMFST�FYDFQU�)PNF�%FQPU��8BMHSFFO�IBT�TPNF�GPPE�TBMFT
��
*O�UIJT�SFBMN�XF�TJNQMZ�DBOOPU�JHOPSF�PS�VOEFSFTUJNBUF�UIF�EPNJOBODF�PG�8BM�.BSU�
PO�XPSMEXJEF� SFUBJMJOH� BOE� JUT�EFWFMPQNFOUT��8BM�.BSU�T� TBMFT� BSF�NPSF� UIBO� UISFF�
UJNFT�BT�HSFBU�BT�UIPTF�PG�UIF�OFYU�MBSHFTU�SFUBJMFS�	$BSSFGPVS
�BOE�JUT�TBMFT�BDDPVOU�GPS�
��ùQFSDFOU�PG�SFUBJM�TBMFT�PG�UIF�UPQ�����HMPCBM�SFUBJMFST��

1BSUMZ�BT�B�SFTVMU�PG�UIJT�EPNJOBODF�6�4��SFUBJMFST�BT�B�HSPVQ�BDDPVOU�GPS������
QFSDFOU�PG�TBMFT�CZ�UIF�XPSME�T�UPQ�����SFUBJMFST��*O�UIJT�TFOTF�UIF�6OJUFE�4UBUFT�JT�UIF�
XPSME�T�CJHHFTU�SFUBJM�NBSLFUQMBDF�B�SFQVUBUJPO�SFBGGJSNFE�CZ�UIF�WBTU�OVNCFS�PG�MBSHF�
SFUBJMFST�UIBU�MPDBUF�UIFSF�����PG�UIF�UPQ�����BSF�IFBERVBSUFSFE�JO�UIF�6OJUFE�4UBUFT��
&VSPQFBO�DPVOUSJFT�IPTU����MBSHF�SFUBJMFST�BDSPTT�UIFN�BOE�+BQBO�GPMMPXT�XJUI���PG�
UIF�MBSHFTU�SFUBJMFST�

%FTQJUF� TVDI� BQQBSFOU� EPNJOBODF� UIPVHI� JODSFBTJOH� globalization� CFDPNFT�
DMFBS�XIFO�XF�QFSGPSN�B�NPSF�MPOHJUVEJOBM�	J�F��PWFS�UJNF
�BOBMZTJT�PG�UIF�EBUB��*O�BO�
BOBMPHPVT�UBCMF�JO�UIF��UI�FEJUJPO�PG�UIJT�CPPL�UIF�UPQ����XPSME�SFUBJMFST�PQFSBUFE�JO�
����DPVOUSJFT�PO�BWFSBHF��*O�UIF�EBUB�JO�PVS�DVSSFOU�5BCMF�����UIBU�GJHVSF�IBT�DMJNCFE�
UP������DPVOUSJFT�PO�BWFSBHF�GPS�UIF�UPQ����SFUBJMFST��0OMZ�POF�PG�UIF�UPQ����JT�B�TJOHMF�
DPVOUSZ�SFUBJMFS�	,SPHFS
��5IF�HMPCBMJ[BUJPO�USFOE�PG�SFUBJMFST�TFFNT�XFMM�FTUBCMJTIFE�
BT�UIF�MBSHFS�SFUBJMFST�HSPX�GBTUFS�UIBO�TNBMMFS�SFUBJMFST�HSPX�BDRVJSF�TNBMMFS�SFUBJMFST�
BOE�FYQBOE�JOUP�OFX�NBSLFUT�
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RETAIL POSITIONING STRATEGIES

8IFO� B� SFUBJMFS� DIPPTFT� JUT� QPTJUJPOJOH� TUSBUFHZ� JU�NVTU� EP� TP�XJUI� B� SFDPHOJUJPO�
PG� UIF�TJHOJGJDBOU�QPUFOUJBM�FGGFDUT�PO� JUT�DPNQFUJUJWFOFTT�BOE�QFSGPSNBODF��)BWJOH�
EFUFSNJOFE�UIFTF�FGGFDUT�JU�DBO�TFMFDU�TQFDJGJD�DPTU�TJEF�BOE�EFNBOE�TJEF�DIBSBDUFSJT�
UJDT��'PS�FYBNQMF�PO�UIF�DPTU�TJEF�B�SFUBJMFS�NJHIU�GPDVT�PO�JUT�NBSHJO�BOE�JOWFOUPSZ�
UVSOPWFS�HPBMT��0O�UIF�EFNBOE�TJEF�UIF�SFUBJMFS�OFFET�UP�EFUFSNJOF�XIJDI�TFSWJDF�
PVUQVUT� UP�QSPWJEF� JUT� TIPQQFST��8F�EJTDVTT�FBDI�PG� UIFTF� JTTVFT� JO� UVSO�BOE� UIFO�
TVNNBSJ[F�PVS�EJTDVTTJPO�CZ�EFUBJMJOH�IPX�UIFTF�DIPJDFT�IFMQT�TIBQF�UIF�SFUBJMFS�T�
PWFSBMM�TUSBUFHZ�

Cost-Side Positioning Strategies

*O�B�IJHI�TFSWJDF�SFUBJMJOH�TZTUFN�margins�BSF�IJHIFS�CVU�turnover�	J�F��UIF�OVNCFS�
PG� UJNFT� JOWFOUPSZ�PO� UIF�TIFMG� UVSOT�PWFS� JO�B�TQFDJGJFE�QFSJPE�VTVBMMZ�B�ZFBS
� JT�
MPXFS�� *O� MPX�QSJDF�SFUBJMJOH�TZTUFNT� UIF�PQQPTJUF�IPMET�� MPX�NBSHJOT�IJHI� JOWFO�
UPSZ� UVSOPWFS� BOE�NJOJNBM� TFSWJDF� MFWFMT��"MUIPVHI� UIF� SFUBJM�NBSLFUQMBDF� JT� GJMMFE�
XJUI�CPUI�UZQFT�NPTU�SFDFOU�FYDJUFNFOU�BOE�BUUFOUJPO�IBT�GPDVTFE�PO�UIF�SFWPMVUJPO�
BSZ�WPMVNF�FGGJDJFODJFT�BDIJFWFE�CZ�UIF�BEWBODFE�QSBDUJUJPOFST�PG�MPX�QSJDF�SFUBJMJOH�
TZTUFNT�	F�H��8BM�.BSU�)PNF�%FQPU
�XIJDI�OPU�POMZ�BUUBJO�MPX�NBSHJOT�BOE�IJHI�
UVSOPWFS�CVU�BMTP�BEE�JO�QSFUUZ�HSFBU�TFSWJDF��5IFZ�BSF�MBSHFMZ�BCMF�UP�QBZ�GPS�TVDI�
FYQFOTJWF�TFSWJDF�QSPWJTJPO�CFDBVTF�PG�UIF�IJHI�SBUFT�PG�SFUVSO�PO�UIFJS�JOWFTUNFOUT�
UIFZ�FBSO�CZ�BMXBZT�JNQSPWJOH�UIFJS�BTTFU�NBOBHFNFOU�VTJOH�TPQIJTUJDBUFE�JOGPSNB�
UJPO�TZTUFNT�

)JTUPSJDBMMZ� UIF� MPX�NBSHJO�IJHI�UVSOPWFS� NPEFM� TPVHIU� IJHI� PQFSBUJPOBM� FGGJ�
DJFODZ�TP�UIBU�JU�DPVME�QBTT�BOZ�TBWJOHT�PO�UP�UIF�DVTUPNFS��#VU�BT�PVS�DIBOOFM�QFS�
TQFDUJWF�IBT�UBVHIU�VT�QBTTJOH�TBWJOHT�PO�UP�UIF�DVTUPNFS�BDUVBMMZ�FOUBJMT�B�transfer�
PG�DPTUT�	J�F��PQQPSUVOJUZ�BOE�FGGPSU�DPTUT
�SBUIFS�UIBO�UIFJS�FMJNJOBUJPO��"�DPOTVNFS�
XIP�TIPQT�BU�$PTUDP�4BN�T�$MVC�PS�$BSSFGPVS�NBZ�HBJO�UIF�CFOFGJU�PG�B�MPXFS�QSJDF�CVU�
QBZT�GPS�JU�CZ�UBLJOH�PO�DIBOOFM�GVODUJPOT�TVDI�BT�CVML�CSFBLJOH�USBOTQPSUBUJPO�GSPN�
B�MFTT�DPOWFOJFOU�MPDBUJPO�BOE�IJHIFS�TFMG�TFSWJDF�MFWFMT��5IJT�PQFSBUJPOBM�QIJMPTPQIZ�
TVDI�UIBU�UIF�SFUBJMFS�USBEFT�PGG�JUT�NBSHJO�BOE�JUT�UVSOPWFS�SFGMFDUT�UIF�SFDPHOJUJPO�UIBU�
DFSUBJO�TFHNFOUT�PG�DPOTVNFST�BSF�XJMMJOH� UP�BCTPSC�DFSUBJO�DPTUT� GPS�TPNF�PG� UIFJS�
QVSDIBTJOH�CFIBWJPST��#VU� JG� DPOTVNFST� SFNBJO�VOXJMMJOH� UP� USBEF�PGG� MPXFS� TFSWJDF�
MFWFMT�	J�F��UBLF�PO�NPSF�DIBOOFM�GVODUJPOT�UIFNTFMWFT
�GPS�MPXFS�QSJDFT�SFUBJMFST�OFFE�
UP�BWPJE�TVDI�MPX�QSJDF�MPX�NBSHJO�SFUBJM�PQFSBUJPOT�

"U�UIF�TBNF�UJNF�MPXFSJOH�PQFSBUJPOBM�DPTUT�EPFT�OPU�BMXBZT�SFRVJSF�MPXFSJOH�
UIF�MFWFMT�PG�all�TFSWJDF�PVUQVUT��'BTIJPO�GPSXBSE�DMPUIJOH�SFUBJMFST�TVDI�BT�;BSB�BOE�
)�.�PGGFS�FOE�VTFST�VQ�UP�EBUF�BTTPSUNFOUT� 	J�F�� FYDFMMFOU�BTTPSUNFOU�BOE�WBSJFUZ
�
BOE�RVJDL�EFMJWFSZ�PG�UIF�IPUUFTU�OFX�TUZMFT�CVU�TUJMM�IPME�DPTUT�EPXO�BOE�UIVT�DBO�
BMTP� QSPWJEF� DPNQFUJUJWF� QSJDFT�� 4JEFCBST� ���� BOE� ���� IJHIMJHIU� UIF� EJGGFSFOU� XBZT�
UIFTF�UXP�SFUBJMFST�IBWF�CVJMU�UIFJS�DIBOOFM�TZTUFNT�UP�NFFU�UIFTF�TFFNJOHMZ�DPOUSBEJD�
UPSZ�HPBMT��;BSB�VTFT�B�IJHIMZ�WFSUJDBMMZ�JOUFHSBUFE�QBUI�XIFSFBT�)�.�SFMJFT�PO�NVDI�
NPSF�PVUTPVSDJOH��"T�MPOH�BT�UIF�SFUBJMFST�IPME�UIFJS�DPTUT�EPXO�FJUIFS�NFUIPE�TFFNT�
GFBTJCMF�

0G�DSJUJDBM�JNQPSUBODF�JO�EFUFSNJOJOH�XIFUIFS�UIF�SFUBJM�TUSBUFHZ�TIPVME�FNQIB�
TJ[F� UIF� MPX�NBSHJOT�BOE�IJHI�UVSOPWFS�PS�FMTF�TFFL�IJHI�NBSHJOT�BU� MPX�UVSOPWFS�
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Sidebar 6-1
Zara: A European retailer using the low-margin,  
high -turnover model of retailing

Zara was founded in Spain in 1975, and in the three 
decades of its existence, it has built and fine-tuned a 
particular model of retailing that appears to balance 
the need to control costs with the need to meet 
the demands of its fashion-forward, trendy target 
market.

Zara’s target consumer in Europe is a 
fashion- conscious, young, female buyer of clothing 
who values novelty and exclusivity but is also quite 
price sensitive. The most important service output 
demands of this consumer are therefore assort-
ment and variety (which should be extensive and 
novel) and quick delivery (i.e., extremely fashion 
forward and available to buy). Providing a quickly 
changing, market-responsive assortment of reason-
ably priced, fashion-forward clothing has long been 
one of the thorniest challenges for retailers. Zara 
has met this challenge through a combination of 
strategies:

t� *U� NBLFT� ��� QFSDFOU� PG� JUT� PXO� GBCSJD� BOE�
owns its own dyeing company, which per-
mits it to buy undyed fabric from outsiders 
and postpone coloring fabric until it knows 
what colors are really popular in a given 
season.

t� *U�PXOT�JUT�PXO�QSPEVDUJPO�GPS�NPSF�UIBO����
percent of its clothes, thus retaining control 
over production from start to finish.

t� *U� DPODFOUSBUFT� BMM� PG� JUT� PXOFE�QSPEVDUJPO�
and warehousing in one area, in Galicia in 
northern Spain.

t� *U�QVSQPTFMZ�NBLFT�TNBMM�BNPVOUT�PG�QSPEVDU�
at a time, rather than large batch volumes.

t� *U�PXOT�JUT�PXO�MPHJTUJDT�BOE�USVDLJOH�PQFSB-
tions, which in some cases may mean send-
ing a half-empty truck through Europe.

t� *U�IBT�JOWFTUFE�JO�TJHOJGJDBOU�DPNNVOJDBUJPOT�
capabilities, from the store manager level 
back to the designers, from designers to pro-
duction, from production to warehousing, 
and from the warehouse back to retail stores.

t� *U� TUJDLT� UP� B� SJHJE� SFPSEFSJOH� QSPEVDUJPO�
and shipping schedule that makes restock-
ing stores extremely predictable to everyone 
in the system, including consumers.

t� *U�GBWPST�JOUSPEVDJOH�OFX�TUZMFT�PWFS�SFTUPDL-
ing styles it has already shipped once and has 
invested in an extremely flexible manufactur-
ing operation to permit this approach.

These policies actually contradict many 
 practices throughout retailing today—from the highly 
vertically integrated set of operations Zara pursues, 
to the rigid controls it exerts throughout its logistics 
and ordering systems, to its small-batch production 
practices, to the constant revamping of product lines 
in the stores. So how can Zara possibly make money 
with such a topsy-turvy retailing system?

The answer lies in its apparently high-cost 
methods of operation, which actually maximize 
turnover and save costs in other parts of its business. 
Because Zara has invested in significant amounts of 
communication at all levels of its business (which 
is also possible because of its investments in ver-
tical integration), designers at headquarters learn 
about new “hot” styles mid-season, before any of 
Zara’s competitors are able to see the trends and 
respond to them. With its flexible manufacturing 
operations, its well-integrated clothing designers 
can work closely with manufacturing operations to 
create cutting-edge designs and feed them to man-
ufacturing with no delay. It also is more feasible to 
respond to this information, because Zara has cho-
sen not to make large batch volumes of any styles 
it innovates; thus, it has the space in the stores to 
accommodate new styles. Furthermore, it does not 
suffer from large overstocks and thus does not 
need to mark down merchandise as heavily as its 
competitors do. That is, it never produces large vol-
umes of any style, and it only produces styles for 
which it has market-level indications of demand.

Because Zara actually cultivates slack (i.e., 
unused) capacity in its factories and warehouse, it 
can accommodate rush jobs that would cause bottle-
necks in standard retail systems. And because Zara’s 
consumers know that Zara is constantly coming out 
with new styles (as well as exactly when the stores are 
restocked), they shop more often (particularly right 
after a new shipment comes in), to keep up with the 
new styles. For example, a shopper in London visits a 
standard clothing store (where she shops routinely) 
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NBOBHFNFOU�NVTU� BSSJWF� BU� JUT� CFTU� FTUJNBUFT�PG� UIF�PSHBOJ[BUJPO�T� CFTU� DIBODF� GPS�
BDIJFWJOH�JUT�GJOBODJBM�UBSHFUT��4VDI�FTUJNBUFT�DBO�TUFN�GSPN�B�strategic profit model 
(SPM)��XIJDI�TUBUFT�

OFU�QSPGJU�×   OFU�TBMFT���=���OFU�QSPGJU����BOE
�OFU�TBMFT�����UPUBM�BTTFUT�����UPUBM�BTTFUT

�OFU�QSPGJU��× UPUBM�BTTFUT�=�OFU�QSPGJU�
��

UPUBM�BTTFUT�����OFU�XPSUI�����OFU�XPSUI

5IVT�

OFU�QSPGJU�×   OFU�TBMFT���×�UPUBM�BTTFUT�=�OFU�QSPGJU�
�

�OFU�TBMFT�����UPUBM�BTTFUT������OFU�XPSUI�����OFU�XPSUI

5IBU� JT� B� SFUBJMFS� TFFLT� UP�NBOBHF� JUT�NBSHJOT� 	OFU�QSPGJU�OFU� TBMFT
� JUT� BTTFU� UVSO�
PWFS�	OFU�TBMFT�UPUBM�BTTFUT
�BOE�PS�JUT�GJOBODJBM�MFWFSBHF�	UPUBM�BTTFUT�OFU�XPSUI
�JO�JUT�

Continued

about 4 times per year; the same shopper visits a 
Zara store 17 times per year! The Zara shopper feels 
a certain urgency to buy a garment when she sees it 
at the store, because she may not be able to find it 
again if she waits to get it. This increases sales rates 
and merchandise turnover.

So what are the results of Zara’s retailing 
strategy?

 1. Zara has almost no inventories in its system:
t� "O� JUFN�TJUT� JO� JUT�XBSFIPVTF�POMZ�B� GFX�

hours on average (not days or weeks!).
t� 4UPSF�EFMJWFSJFT�PDDVS�	PO�TDIFEVMF
�UXJDF�

per week to each store in the system, 
worldwide.

t� .PTU� JUFNT� UVSO� PWFS� JO� MFTT� UIBO� POF�
week (significantly less than its competi-
tors’ inventory turn rates).

 2. Zara can create a new design, manufacture 
it, and have it on its stores’ shelves in just 
two weeks, versus 9–12 months for other 
retailers (e.g., The Gap, VF Corporation).

 3. Zara’s shipments are 98.9 percent accurate, 
and it enjoys a very low shrinkage rate of 
0.5  percent (i.e., loss of inventory due to 
theft or damage).

 4. Its designers bring over 10,000 new designs 
to market (versus 2,000–4,000 items intro-
duced by The Gap or H&M) each year.

 5. Zara maintains net profit margins of about 
10 percent annually, as good as the best retail-
ers in the business, even though its prices are 
fairly low.

 6. It does little advertising, spending only 0.3 
percent of sales on ads, versus the more 
typical 3–4 percent of sales for its competi-
tors. It does not need to spend on advertis-
ing, because its shoppers are in the stores so 
many times a year that there is no need for 
advertising to remind them to come.

 7. On average, Zara collects 85 percent of list 
price on its clothing items, versus an indus-
try average of only 60–70 percent (includ-
ing markdowns). This rate leads to higher 
net margins; in one year, Zara’s net margin 
was 10.5 percent, H&M’s was 9.5 percent, 
Benetton’s was 7 percent, and The Gap’s was 
0 percent.

In short, Zara’s formula for success rests on its 
highly centralized control, all the way from its input 
sourcing (dyes, fabrics), to design, to logistics and 
shipping, and finally to retailing. Given the high cost 
of owning all of these resources, Zara has to maxi-
mize the value created from them—which it does 
very well, by excelling at meeting the core service 
output demands of its target market, namely, novel 
and extensive variety and assortment, quickly.3
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�FGGPSUT�UP�TFDVSF�B�UBSHFU�SFUVSO�PO�JUT�OFU�XPSUI�	OFU�QSPGJU�OFU�XPSUI
��	/FU�TBMFT�BSF�
HSPTT�TBMFT�MFTT�DVTUPNFS�SFUVSOT�BOE�BMMPXBODFT�
�*G�DPNQFUJUJPO�PS�FDPOPNJD�DPOEJ�
UJPOT�FYFSU�TUSPOH�EPXOXBSE�QSFTTVSFT�PO�NBSHJOT�NBOBHFNFOU�JOTUFBE�DBO�QVSTVF�
BTTFU� UVSOPWFS� VTJOH�NPSF� BQQSPQSJBUF� EFTJHOT� UIBU� JNQSPWF� TBMFT� QFS� TRVBSF� GPPU�
	XIJDI�SFGMFDUT�TQBDF�BOE�MPDBUJPO�QSPEVDUJWJUZ
�TBMFT�QFS�FNQMPZFF�	MBCPS�QSPEVDUJW�
JUZ
�PS�TBMFT�QFS�USBOTBDUJPO�	NFSDIBOEJTJOH�QSPHSBN�QSPEVDUJWJUZ
�

4QFDJGJD� UP� UIF� SFUBJM� DPOUFYU� UISFF� JOUFSSFMBUFE�QFSGPSNBODF�NFBTVSFT� GVSUIFS�
TVHHFTU�XBZT�GPS�SFUBJMFST�UP�JNQSPWF�UIFJS�QSPGJUBCJMJUZ�	TFF�BMTP�"QQFOEJY����
��'JSTU�
gross margin return on inventory investment (GMROI)�JT�FRVBM�UP�UIF�HSPTT�NBS�
HJO�QFSDFOUBHF�NVMUJQMJFE�CZ�UIF�SBUJP�PG�TBMFT�UP�JOWFOUPSZ�	BU�DPTU
��5IJT�DPNCJOBUJPO�
PG�NBSHJO�NBOBHFNFOU�BOE�JOWFOUPSZ�NBOBHFNFOU�DBO�CF�DBMDVMBUFE�GPS�DPNQBOJFT�
NBSLFUT�TUPSFT�EFQBSUNFOUT�DMBTTFT�PG�QSPEVDUT�PS�TUPDLLFFQJOH�VOJUT�	4,6T
��8JUI�
UIF�(.30*�UIF�SFUBJMFS�DBO�FWBMVBUF�JUT�QFSGPSNBODF�BDDPSEJOH�UP�UIF�SFUVSO�JU�FBSOT�
PO� JUT� JOWFTUNFOUT� JOUP� JOWFOUPSZ�� 4FWFSBM� UBDUJDT� JO� UVSO� IBWF� FNFSHFE� UP� VTF� UIJT�
JOGPSNBUJPO�UP�JNQSPWF�JOWFOUPSZ�SFUVSOT��'PS�FYBNQMF�FGGJDJFOU�DPOTVNFS�SFTQPOTF�
	&$3
�JOJUJBUJWFT�JO�UIF�HSPDFSZ�JOEVTUSZ�TFFL�UP�SFEVDF�BWFSBHF�JOWFOUPSZ�MFWFMT�XIJMF�

Sidebar 6-2
H&M: Another low-margin, high-turnover European retailer,  
with a different channel strategy

In contrast to Zara in Sidebar 6-1, consider the strat-
egy of H&M, an international retailer founded in 
1947 in Sweden. Like Zara, it sells “cheap chic” cloth-
ing, and its core consumer is similar to Zara’s (though 
its stores also offer men’s, teens’, and children’s cloth-
ing). The average price of an item in H&M in 2002 
was just $18, and shoppers look there for current-
season fashions at bargain prices.

H&M’s formula for offering this assortment to 
its consumers at aggressively low prices is somewhat 
different than Zara’s, however. H&M does not own 
any manufacturing capacity, relying on outsourcing 
relationships with a network of 900 suppliers located 
in low-wage countries like Bangladesh, China, and 
Turkey. It frequently shifts production from one sup-
plier to another, depending on demand in the mar-
ket for various fabrics, styles, and fashions. All of 
H&M’s merchandise is designed in-house by a cadre 
of 95 designers in Stockholm (Zara has about 300 
designers, all at its headquarters in Spain). The man-
agement style is extremely frugal; not only does the 
company control manufacturing costs, but its man-
agers do not fly business class, and try not to take 
cabs when traveling.

H&M focuses on minimizing inventory every-
where in its system. It has the ability to create a new 

design and get it into stores in as little as three weeks 
(a bit longer than Zara, but still extremely impressive, 
given industry norms). It restocks stores on a daily 
basis, which is not always frequent enough; when it 
opened its flagship store in New York City, it had to 
restock on an hourly basis. Because its merchandise 
turns very quickly, it can charge very low prices for it 
yet maintain good profitability.

H&M has chosen a more aggressive store 
growth strategy than Zara, which has caused it some 
problems in recent years. Its entry into the United 
States was plagued by poor location choices, as well 
as leases for stores that were too big. It worked on 
these problems and reached a breakeven point in 
the United States in 2004.

Whether the H&M-style model—farming out 
production to third parties and ruthlessly cut-
ting costs everywhere in the system—or the Zara 
model—purposely cultivating slack capacity and 
investing in highly flexible but vertically integrated 
facilities—will dominate is not at all clear. It is entirely 
possible that both will flourish in the future, as both 
have well-integrated systems in place that meet the 
needs of the market, albeit in different ways.5
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NBJOUBJOJOH� TBMFT� CZ� SFMZJOH� PO� KVTU�JO�UJNF� TIJQNFOUT� FMFDUSPOJD� EBUB� JOUFSDIBOHF�
	&%*
�MJOLBHFT�CFUXFFO�NBOVGBDUVSFST�BOE�SFUBJMFST�BOE�UIF�MJLF��4VDI�BDUJPOT�SFEVDF�
UIF�(.30*�EFOPNJOBUPS�XJUIPVU�DIBOHJOH�UIF�OVNFSBUPS�

)PXFWFS�(.30*�TVGGFST�B� GFX�OPUBCMF� MJNJUBUJPOT�� *UFNT�XJUI�XJEFMZ�WBSZJOH�
HSPTT�NBSHJO�QFSDFOUBHFT�BQQFBS�FRVBMMZ�QSPGJUBCMF�BT�JO�UIF�GPMMPXJOH�FYBNQMF�

Gross Margin : Sales-to-Inventory Ratio = GMROI

A 50% × 3 = 150%

B 30% × 5 = 150%

C 25% × 6 = 150%

5IF�HSPTT�NBSHJO�POMZ�BDDPVOUT�GPS�UIF�DPTU�PG�HPPET�TPME�OPU�GPS�EJGGFSFODFT�JO�UIF�
WBSJBCMF�DPTUT�BTTPDJBUFE�XJUI�TFMMJOH�EJGGFSFOU�LJOET�PG�NFSDIBOEJTF��0UIFS�NFBTVSFT�
UIBU�JODMVEF�NPSF�DPNQSFIFOTJWF�NFBTVSFT�UFOE�UP�CF�NPSF�EJGGJDVMU�UP�EFSJWF�UIPVHI�

4FDPOE�XIFO�JU�DPNFT�UP�UIF�gross margin per full-time equivalent employee 
(GMROL)�SFUBJMFST��HPBMT�BSF�UP�optimize�OPU�NBYJNJ[F��"T�TBMFT�QFS�TRVBSF�GPPU�SJTF�
TPNF�GJYFE�DPTUT�	F�H��SFOU�VUJMJUJFT�BEWFSUJTJOH
�NJHIU�OPU�JODSFBTF�CVU�SBUIFS�NJHIU�
FWFO�EFDMJOF�BT�B�QFSDFOUBHF�PG�TBMFT��*NBHJOF�GPS�FYBNQMF�UIBU�B�SFUBJMFS�TUPDLT�VQ�
PO�JOWFOUPSZ�CFGPSF�UIF�CVTZ�IPMJEBZ�TIPQQJOH�TFBTPO��#Z�BMTP�IJSJOH�TPNF�BEEJUJPOBM�
TBMFTQFPQMF�UP�IFMQ�PVU�JO�%FDFNCFS�JU�TVGGFST�MPXFS�BWFSBHF�TBMFT�QFS�FNQMPZFF�CVU�
QSPGJUBCJMJUZ�TUJMM�KVNQT�CFDBVTF�UIFTF�BEEJUJPOBM�FNQMPZFFT�BSF�CFUUFS�BCMF�UP�GBDJMJUBUF�
TBMFT�CZ�HFUUJOH�UIF�OFX�JOWFOUPSZ�POUP�UIF�TBMFT� GMPPS� GBTUFS�BOE�MFWFSBHJOH�PUIFS�
GJYFE�BTTFUT�	F�H��PQFOJOH�BMM�UIF�DIFDLPVU�MJOFT�NBLJOH�TVSF�EJTQMBZT�BSF�DMFBO�BOE�
VODMVUUFSFE
�JO�UIF�TUPSF��0G�DPVSTF�EVSJOH�DPOWFOUJPOBM�TBMFT�QFSJPET�DPNQBSJTPOT�
BDSPTT�DPNQBOJFT�TUJMM�DBO�SFWFBM�UIBU�POF�BDIJFWFT�CFUUFS�(.30-�UIBO�PUIFST�

5IJSE�UIF�gross margin per square foot (GMROS)�TVQQPSUT�BO�BTTFTTNFOU�PG�
IPX�XFMM�SFUBJMFST�VTF�B�VOJRVF�BOE�QPXFSGVM�BTTFU��UIF�TIFMG�PS�GMPPS�TQBDF�UIBU�UIFZ�
BHSFF�UP�BMMPDBUF�UP�NBOVGBDUVSFST��QSPEVDUT�

3FUBJMFST��VTF�PG�TVDI�HSPTT�NBSHJO�NFBTVSFT�FYFSUT�QSFTTVSF�PO�TVQQMJFST�XIJDI�
OFFE� UP� GJOE� B�XBZ� UP� TFDVSF� TVGGJDJFOU�NBSHJOT� GPS� SFUBJMFST� FBSOFE� UISPVHI� UIFJS�
CSBOET��5IPTF�NBSHJOT�EFQFOE�PO�UIF�TBMFT�WPMVNF�UIFJS�CSBOET�HFOFSBUF�UIF�BNPVOU�
PG� TIFMG� PS� GMPPS� TQBDF� DPOTVNFE�CZ� UIFJS� CSBOET� BOE� UIF� DPTUT� JODVSSFE� UP� TUPSF�
IBOEMF�BOE�TFMM�UIFJS�CSBOET�

*O�SFTQPOTF�VQTUSFBN�DIBOOFM�NFNCFST�JODSFBTJOHMZ�TFFL�UP�TQFFE�VQ�JOWFOUPSZ�
SFQMFOJTINFOU�TUFQT�CFDBVTF�SFQMFOJTIJOH�TUPDLT�NPSF�RVJDLMZ�NFBOT�UIF�SFUBJMFS�DBO�
EFWPUF� MFTT�DPTUMZ�TIFMG� TQBDF� UP� UIF� GSFRVFOUMZ� SFQMFOJTIFE� JUFNT�BT�XFMM�BT�TVGGFS�
GFXFS�JOWFOUPSZ�IPMEJOH�DPTUT��"MUIPVHI�SFMBUFE�fixed-cost�JOWFTUNFOUT�TVDI�BT�JOWFO�
UPSZ�NBOBHFNFOU�TZTUFNT�FWFOUVBMMZ�SFEVDF�NBSHJOBM�DPTUT�UIFZ�DBO�CF�EJGGJDVMU�UP�
JOUSPEVDF�JOUP�UIF�DIBOOFM�CFDBVTF�UIF�WBSJPVT�DIBOOFM�QBSUOFST�IBWF�UP�CFBS�UIFJS�
TVCTUBOUJBM�DPTUT�VQGSPOU��'PS�FYBNQMF�.JDIBFMT�$SBGU�4UPSFT�UIF�MFBEJOH�DSBGU�SFUBJMFS�
XPSMEXJEF�USJFE�UP�TUBSU�TNBMM�CZ�FEVDBUJOH�TVQQMJFST�BCPVU�UIF�CFOFGJUT�PG�JODPSQPSBU�
JOH�CBS�DPEJOH�DPNNPO�4,6�OVNCFST�DPNQVUFSJ[FE�MBCFMT�BOE�FMFDUSPOJD�JOWPJDJOH�
JOUP� UIF� DIBOOFM��:FU� TVQQMJFST�PGUFO� TNBMM� MPDBM� BSUJTBOBM� PSHBOJ[BUJPOT�SFTJTUFE�
UIF�JOJUJBM�DPTUT�PG�JODPSQPSBUJOH�TVDI�UFDIOPMPHJFT�JOUP�UIFJS�SFMBUJWFMZ�OPODPNQVUFS�
J[FE�CVTJOFTTFT���4VDI�SFTJTUBODF�NJHIU�SFGMFDU�UXP�LFZ�QSPCMFNT��'JSTU�UIF�DIBOOFM�
QBSUOFS�NJHIU�OPU�understand�UIF�NBSHJOBM�DPTU�TBWJOHT�JU�	BOE�UIF�DIBOOFM�PWFSBMM
�
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VMUJNBUFMZ�XJMM�BDDSVF�CZ�NBLJOH�JNNFEJBUF�GJYFE�DPTU�JOWFTUNFOUT�JO�JNQSPWFE�UFDI�
OPMPHJFT��4FDPOE�JG�WBSJPVT�NFNCFST�PG�UIF�DIBOOFM�EP�OPU�trust�UIF�DIBOOFM�NBOBHFS�
UIFZ� NBZ� TVTQFDU� PQQPSUVOJTN� TVDI� UIBU� UIFJS� IJHI� VQGSPOU� DPTUT� NJHIU� HFOFSBUF�
CFOFGJUT�POMZ� GPS�POF�NFNCFS�PG� UIF�DIBOOFM��5IF� GPSNFS�QSPCMFN� SFRVJSFT�FYQFS�
UJTF�QPXFS�UP�FEVDBUF�DIBOOFM�QBSUOFST�BCPVU�UIF�DPTU�SFEVDUJPO�CFOFGJUT�� UIF�MBUUFS�
EFNBOET�NPSF�JOWFTUNFOUT�JO�DPOGMJDU�SFEVDUJPO�BOE�USVTU�CVJMEJOH�

'JOBMMZ�XF�OFFE� UP�DPOTJEFS� UIF�FGGFDUT�PG�POF�PUIFS�NBKPS� SFUBJMJOH�DPTU�BOE� JUT�
JNQMJDBUJPOT�GPS�SFUBJM�TUSBUFHZ�DIPJDFT�OBNFMZ�UIF�SFOU�UIBU�CSJDLT�BOE�NPSUBS�TUPSFT�QBZ�
UIFJS�MBOEMPSET��*O�TIPQQJOH�NBMMT�GPS�FYBNQMF�UIF�MBSHFTU�iBODIPSw�TUPSFT�HFOFSBUF�EJT�
QSPQPSUJPOBUF�CFOFGJUT�GPS�UIF�EFWFMPQFS�CFDBVTF�UIFZ�BUUSBDU�TIPQQFST�XIP�BMTP�QBUSPO�
J[F�PUIFS�TUPSFT�JO�UIF�NBMM��*O�SFUVSO�BDDPSEJOH�UP�POF�TUVEZ�UIFZ�QBZ�B�TJHOJGJDBOUMZ�
MPXFS�SFOUBM�SBUFT�	VQ�UP����QFSDFOU�MPXFS�QFS�TRVBSF�GPPU�
�UIBO�OPO�BODIPS�TUPSFT���4VDI�
TVCTJEJFT�FWFO�QFSTJTU�EFTQJUF�UIF�HFOFSBMMZ�MPXFS�TBMFT�QFS�TRVBSF�GPPU�UIBU�BODIPS�TUPSFT�
HFOFSBUF�DPNQBSFE�XJUI�TQFDJBMUZ�BOE�PUIFS�TNBMMFS� TUPSFT��5IVT� UIF�FDPOPNJDT�PG�B�
SFUBJM�TUPSF�XIJDI�JOGPSN�JUT�TUSBUFHJD�QPTJUJPO�DIPJDFT�EFQFOE�PO�JOUFSOBM�DPTU�GBDUPST�CVU�
BMTP�PO�UIF�DPTU�GBDUPST�EFUFSNJOFE�CZ�UIF�SFUBJM�FOWJSPONFOU�JO�XIJDI�UIF�TUPSF�GVODUJPOT�

Demand-Side Positioning Strategies

&WFSZ� SFUBJMFS�XPVME� MPWF� UP�FBSO�IJHIFS�NBSHJOT�BOE�IJHIFS�NFSDIBOEJTF� UVSOPWFS�
BOE� MPXFS� SFUBJMJOH� DPTUT�� #VU� UIJT� JEFBM� DPNCJOBUJPO� JT� MJLFMZ� JNQPTTJCMF�� JOTUFBE�
SFUBJMFST�DPNCJOF�UIFTF�WBSJBCMFT�TUSBUFHJDBMMZ�JO�UIFJS�WBSJPVT�FGGPSUT�UP�BUUBJO�BQQSPYJ�
NBUFMZ�FRVJUBCMF�GJOBODJBM�PVUDPNFT��#FZPOE�UIFTF�EFDJTJPOT�UIFO�UIF�SFUBJMFS�NVTU�
DPOTJEFS�XIBU�TFSWJDF�PVUQVUT�JU�XJMM�TVQQMZ�UP�NBLF�UIF�CFTU�VTF�PG�JUT�DPNCJOBUJPO�PG�
DIBSBDUFSJTUJDT�BOE�BQQFBM�FGGFDUJWFMZ�UP�JUT�DIPTFO�UBSHFU�NBSLFU�

BULK BREAKING� 5IJT�GVODUJPO�JT�DMBTTJDBMMZ�UIF�QSPWFOBODF�PG�B�SFUBJM�JOUFSNFEJBSZ��
.BOVGBDUVSFST�NBLF�IVHF�CBUDIFT�PG�QSPEVDUT��DPOTVNFST�XBOU�UP�DPOTVNF�KVTU�POF�
VOJU��5IFSFGPSF�USBEJUJPOBM�TFSWJDF�PSJFOUFE�SFUBJMFST�CVZ�JO�MBSHF�RVBOUJUJFT�BOE�PGGFS�
UIF�DPOTVNFS�FYBDUMZ�UIF�RVBOUJUZ�UIFZ�XBOU��4PNF�HSPDFSZ�SFUBJMFST�FWFO�HP�CFZPOE�
DPOWFOUJPOBM�CVML�CSFBLJOH��5IFZ�GJSTU�TFQBSBUF�UIF�QBMMFUT�PG�FHHT�UIFZ�SFDFJWF�JOUP�
JOEJWJEVBM�POF�EP[FO�DBSUPOT�GPS�DVTUPNFST��#VU�UIFZ�BMTP�NJHIU�BMMPX�DVTUPNFST�UP�
CSFBL�UIF�EP[FO�FHH�CVOEMF�JOUP�TNBMMFS�QPSUJPOT�CBTFE�PO�UIFJS�OFFET�

0UIFS�SFUBJMFST�TVDI�BT�XBSFIPVTF�TUPSFT�	F�H��4BN�T�$MVC�$PTUDP
�PGGFS�DPO�
TVNFST�B�MPXFS�QSJDF�CVU�SFRVJSF�UIFN�UP�CVZ�MBSHFS�MPU�TJ[FT�	J�F��CSFBL�CVML�MFTT
��
$POTVNFST�XIPTF�USBOTQPSUBUJPO�TUPSBHF�BOE�GJOBODJOH�DPTUT�BMSFBEZ�BSF�SFMBUJWFMZ�
MPX�NBZ�DIPPTF�UP�CVZ�B�DBTF�PG�QBQFS�UPXFMT�PS�UFO�QPVOE�CBHT�PG�GSP[FO�WFHFUBCMFT�
BU� MPXFS�QFS� VOJU� QSJDFT� 	UIPVHI� UIFZ�NVTU� FYQFOE�NPSF�NPOFUBSZ� DPTUT� VQGSPOU
��
.PSF�USBEJUJPOBM�HSPDFSZ�SFUBJMFST�BMTP�PGUFO�FODPVSBHF�CVU�OPU�GPSDF�MBSHFS�MPU�TJ[F�
QVSDIBTFT� UISPVHI�TQFDJBM�QSJDJOH�TVDI�BT�iCVZ�POF�HFU�POF�GSFFw�EFBMT�PS�CVOEMF�
QSJDJOH�	F�H��iUISFF�GPS���w
�

0O�UIF�PUIFS�FOE�PG�UIJT�USFOE�BSF�UIF�TP�DBMMFE�EPMMBS�TUPSFT�XIJDI�PGGFS�WFSZ�
TNBMM�RVBOUJUJFT�PG�QSPEVDUT�BU�WFSZ�MPX�QSJDFT��5IVT�B�DPOTVNFS�DBO�QVSDIBTF�B�TNBMM�
CPUUMF�PG�EJTIXBTIJOH�EFUFSHFOU�PS�B�QBDLBHF�PG�UXP�PS�UISFF�DPPLJFT��5IF�VOJU�QSJDF�
PO�UIFTF�JUFNT�JT�IJHIFS�UIBO�JO�PUIFS�SFUBJMFST�CVU�DPOTVNFST�FOKPZ�UIF�CFOFGJUT�PG�
NBTTJWF�CVML�CSFBLJOH�XIJDI� JT�QBSUJDVMBSMZ�WBMVBCMF� JG� UIF� DPOTVNFS� JT�VOBCMF�PS�
VOXJMMJOH�UP�QFSGPSN�GJOBODJOH�PS�JOWFOUPSZ�IPMEJOH�DIBOOFM�GVODUJPOT�
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SPATIAL CONVENIENCE� 3FDBMM� GSPN�PVS� EJTDVTTJPO� JO�$IBQUFS� �� UIBU� QSPEVDUT� DBO�
CF� DMBTTJGJFE� BT� DPOWFOJFODF� TIPQQJOH� PS� TQFDJBMUZ� HPPET� BOE� UIJT� DBUFHPSJ[BUJPO�
EFQFOET�PO�UIF�FYUFOU�PG�TFBSDI�PS�TIPQQJOH�BDUJWJUZ�UIF�DPOTVNFS�JT�XJMMJOH�UP�VOEFS�
UBLF��5P�EFUFSNJOF�JUT�QPTJUJPOJOH�TUSBUFHZ�B�SFUBJMFS�NVTU�SFDBMM�UIBU�DPOWFOJFODF�HPPET�
TIPVME�SFRVJSF�MJUUMF�FGGPSU�UP�PCUBJO�XIFSFBT�DPOTJEFSBCMF�FGGPSU�NBZ�CF�SFRVJSFE�UP�
TFDVSF�IJHIMZ�SFHBSEFE�SFMBUJWFMZ�TDBSDF�TQFDJBMUZ�HPPET��The retail location decision, 
and the resulting service output of spatial convenience, thus is inextricable from the 
type of goods the retailer chooses to offer.�"T�B�HFOFSBM�SVMF�SFUBJM�MPDBUJPOT�TIPVME�CF�
DPOWFOJFOU�UP�UIFJS�UBSHFU�NBSLFU�B�MFTTPO�UIBU�)�.�NJHIU�IBWF�GPSHPUUFO�GPS�JUT�JOUSP�
EVDUJPO�UP�UIF�6OJUFE�4UBUFT�	TFF�4JEFCBS����
�XIFO�JU�DIPTF�TVCVSCBO�MPDBUJPOT�JO�
/FX�+FSTFZ�BOE�4ZSBDVTF�/FX�:PSL�

'VSUIFSNPSF�UIF�CBMBODF�PG�TFBSDI�TIPQQJOH�CFIBWJPS�BOE�UIVT�EFNBOE�GPS�TQB�
UJBM�DPOWFOJFODF�WBSJFT�BDSPTT�DPOTVNFS�TFHNFOUT�BOE�XJUI�DIBOHJOH�EFNPHSBQIJD�BOE�
MJGFTUZMF�USFOET��)PVTFIPMET�JO�XIJDI�BMM�UIF�BEVMUT�XPSL�GBDF�IJHIFS�PQQPSUVOJUZ�DPTUT�
GPS�UJNF�TVDI�UIBU�UIF�FGGFDUJWF�DPTU�PG�TFBSDIFT�BOE�TIPQQJOH�JODSFBTFT��5IVT�POF�TIPQ�
QFS�NJHIU�CF�JNQSFTTFE�XJUI�UIF�TFSWJDF�PGGFSJOHT�PG�B�4VQFS5BSHFU�TUPSF�	J�F��B�GPSNBU�
UIBU�JODMVEFT�CPUI�GPPE�BOE�OPOGPPE�JUFNT
�JO�IFS�BSFB�UIPVHI�OPU�RVJUF�JNQSFTTFE�
FOPVHI�UP�PWFSDPNF�UIF�MBDL�PG�TQBUJBM�DPOWFOJFODF�JU�PGGFST��#FDBVTF�JU�JT�GBSUIFS�BXBZ�
UIBO�IFS�MPDBM�HSPDFSZ�TUPSF�i*U�XPO�U�SFQMBDF�NZ�XFFLMZ�HSPDFSZ�TUPSF�USJQ�w��*O�DPO�
USBTU�8BMHSFFO�T�ESVH�BOE�DPOWFOJFODF�TUPSF�DIBJO�QVSQPTFGVMMZ�TFFLT�PVU�MPDBUJPOT�UIBU�
BSF�DPOWFOJFOUMZ�PO�DPOTVNFST��VTVBM�TIPQQJOH�QBUIT�PGUFO� GJOEJOH�TJUFT�OFBS�NBKPS�
HSPDFSZ�TUPSFT��#Z�BEEJOH�TFSWJDF�PGGFSJOHT�UIBU�EFDSFBTF�UIF�BWFSBHF�USBOTBDUJPO�UJNF�JO�
UIF�TUPSF�UP����NJOVUFT�8BMHSFFO�T�BMTP�JODSFBTFT�UIF�DIBODFT�UIBU�B�TIPQQFS�XJMM�HFU�B�
QBSLJOH�TQBDF�DMPTF�UP�UIF�TUPSF�BOPUIFS�GPSN�PG�TQBUJBM�DPOWFOJFODF��

WAITING AND DELIVERY TIME� $POTVNFST�EJGGFS�JO�UIFJS�XJMMJOHOFTT�UP�UPMFSBUF�PVU�PG�
TUPDL�TJUVBUJPOT�XIFO�UIFZ�TIPQ��FWFO�UIF�TBNF�DPOTVNFS�FYIJCJUT�EJGGFSFOUJBM�XJMMJOH�
OFTT�BDSPTT�EJGGFSFOU�QVSDIBTF�PDDBTJPOT�� *OUFOTF�EFNBOE� GPS� UIJT�DIBOOFM� GVODUJPO�
USBOTMBUFT�JOUP�B�EFNBOE�UIBU�B�QSPEVDU�CF�JO�TUPDL�BU�BMM�UJNFT�XIJDI�JO�UVSO�NFBOT�
SFUBJMFST�NVTU�UBLF�PO�NPSF�PG�UIF�FYQFOTJWF�JOWFOUPSZ�IPMEJOH�GVODUJPO�CZ�IPMEJOH�
FYUSB�TBGFUZ�TUPDLT�JO�UIFJS�TUPSFT��5P�GJOF�UVOF�JUT�TUSBUFHZ�FBDI�SFUBJMFS�NVTU�HBVHF�
IPX�EBNBHJOH�BO�PVU�PG�TUPDL�PDDVSSFODF�XPVME�CF��.PTU�HSPDFSZ�SFUBJMFST�NBLF�JU�B�
IJHI�QSJPSJUZ�UP�BWPJE�PVU�PG�TUPDL�TJUVBUJPOT�GPS�CBTJD�QSPEVDUT�TVDI�BT�NJML�PS�CSFBE�
CVU�NBZ� GFFM�NPSF� DPOGJEFOU� BCPVU� SVOOJOH� PVU� PG� BO� FYPUJD� QFSJTIBCMF� TQFDJBMUZ�
GSVJU��'PS�B�GVSOJUVSF�SFUBJMFS�JO�TUPSF�TUPDLT�UFOE�UP�CF�TP�MPX�UIBU�DPOTVNFST�TFFLJOH�
UP�QVSDIBTF�MJLFMZ�XPVME�OPU�FYQFDU�UP�UBLF�UIFJS�EFTJSFE�TPGB�IPNF�XJUI�UIFN�BOE�
JOTUFBE�BOUJDJQBUF�XBJUJOH�	VQ�UP��o���XFFLT
�UP�SFDFJWF�EFMJWFSZ�	XIJDI�JNQMJFT�UIBU�
UIFZ�USBEF�PGG�MPOH�XBJU�UJNFT�GPS�CFUUFS�EFMJWFSZ�TFSWJDF�PVUQVUT
�

/PU�FWFSZ�DPNCJOBUJPO�PG�XBJUJOH�BOE�EFMJWFSZ�TFSWJDF�PVUQVUT�SFQSFTFOUT�TVDI�B�
DMFBS�USBEF�PGG�UIPVHI��0OF�GVSOJUVSF�NBOVGBDUVSFS�&OHMBOE�*OD��SFGJHVSFE�JUT�NBOVGBD�
UVSJOH�PQFSBUJPOT�UP�CF�BCMF�UP�CVJME�������VQIPMTUFSFE�TPGBT�BOE�DIBJST�QFS�XFFL�FBDI�
NBEF�UP�PSEFS�GPS�EFMJWFSZ�UP�DPOTVNFST�XJUIJO�UISFF�XFFLT�PG�UIFJS�PSEFS��5IJT�TQFFE�
HSFBUMZ�EJNJOJTIFT�UIF�XBJU�UJNF�SFRVJSFE�CZ�JUT�USBEJUJPOBM�DPNQFUJUPST�CVU�JU�EPFT�TP�
XJUIPVU� SFRVJSJOH�DPOTVNFST� UP�HJWF�VQ�EFMJWFSZ�DBQBDJUZ� 	PS�BTTPSUNFOU�BOE�WBSJFUZ�
TFSWJDFT
�BT�UIFZ�XPVME�IBWF�UP�EP�JG�UIFZ�QVSDIBTFE�B�SFBEZ�NBEF�TPGB�GSPN�8BM�.BSU�
PS�BOPUIFS�BMUFSOBUJWF�TPVSDF��#Z�JNQSPWJOH�CPUI�TFSWJDF�PVUQVUT�&OHMBOE�IBT�FOKPZFE�
TUSPOH�TBMFT�QFSGPSNBODF����5IJT�QSPWJTJPO�TVHHFTUT�DIBOHJOH�DPNQFUJUJWF�OPSNT�JO�UIF�
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NBSLFUQMBDF�BT�XFMM��8IFO�DPNQFUJUPST�JNQSPWF�UIFJS�QSPWJTJPO�PG�B�LFZ�TFSWJDF�PVUQVU�
UIF�PME�QFSGPSNBODF�OPSNT�NBZ�CF�JOTVGGJDJFOU�UP�LFFQ�DPOTVNFST�MPZBM�TVDI�UIBU�DPO�
TUBOU�VQEBUFT�UP�UIF�SFUBJM�TUSBUFHZ�CFDPNF�OFDFTTBSZ��8IFO�-PXF�T�BOE�)PNF�%FQPU�
QSPNJTFE�RVJDLFS�EFMJWFSZ�PG�UIF�MBSHF�BQQMJBODFT�PO�UIFJS�TIPXSPPN�GMPPST�4FBST�IBE�
MJUUMF�DIPJDF�CVU�UP�USZ�UP�LFFQ�QBDF�XJUI�OFYU��PS�TBNF�EBZ�EFMJWFSZ�PGGFST�11

0UIFS�SFUBJMFST�DPOUJOVF�UP�EFWJBUF�QVSQPTFGVMMZ�GSPN�TUBOEBSE�DPNQFUJUJWF�OPSNT�
FYQSFTTMZ� UP�FTUBCMJTI�VOJRVF�SFUBJM�QPTJUJPOT� JO� UIF�NBSLFU��;BSB�T�QMBOOFE�TUPDL�PVU�
QPMJDJFT�	TFF�4JEFCBS����
�IBWF�TFSWFE�UP�CPUI�NJOJNJ[F�JOWFOUPSZ�IPMEJOH�DPTUT�BOE�DSF�
BUF�DPOTVNFS�FYDJUFNFOU�BOE�VSHFODZ�UP�QVSDIBTF��%JTDPVOU�DMVC�SFUBJMFST�PGGFS�OP�HVBS�
BOUFF�PG�JO�TUPDL�TUBUVT�TP�JG�DPOTVNFST�GJOE�UIFJS�QSFGFSSFE�CSBOE�PG�GBCSJD�TPGUFOFS�PO�
UIF�TIFMWFT�UIFZ�LOPX�UIFZ�IBE�CFUUFS�QVSDIBTF�JNNFEJBUFMZ��0UIFSXJTF�UIFZ�NBZ�CF�
GPSDFE�UP�XBJU�B�MPOH�	BOE�QFSIBQT�NPSF�DSJUJDBMMZ�unpredictable
�BNPVOU�PG�UJNF�CFGPSF�
GJOEJOH�UIF�QSPEVDU�JO�UIF�TUPSF�BHBJO��"�WFSZ�CSBOE�MPZBM�DPOTVNFS�GJOET�UIJT�TDFOBSJP�
JOUPMFSBCMF�CVU�iUSFBTVSF�IVOUFSTw�MPWF�UIF�QSPTQFDU�PG�GJOEJOH�B�POF�PG�B�LJOE�JUFN�PO�
TBMF�BU�$PTUDP�OFWFS�UP�CF�TFFO�BHBJO�PO�JUT�TIFMWFT�

PRODUCT VARIETY� Variety� EFTDSJCFT� EJGGFSFOU� DMBTTFT� PG� HPPET� UIBU� DPOTUJUVUF� UIF�
QSPEVDU�PGGFSJOH�UIBU�JT�UIF�breadth�PG�UIF�QSPEVDU�MJOFT��Assortment�JOTUFBE�SFGFST�UP�
UIF�depth�PG�QSPEVDU�CSBOET�PS�NPEFMT�PGGFSFE�XJUIJO�FBDI�HFOFSJD�QSPEVDU�DBUFHPSZ��
%JTDPVOUFST� TVDI� BT�5BSHFU� BOE�8BM�.BSU� PGGFS� MJNJUFE� BTTPSUNFOUT� PG� GBTU��NPWJOH�
MPX�QSJDFE�JUFNT�BDSPTT�B�XJEF�WBSJFUZ�PG�HPPET��B�TQFDJBMUZ�TUPSF�EFBMJOH�JO�POMZ�PS�
QSJNBSJMZ�IPNF�BVEJPWJTVBM�FMFDUSPOJD�HPPET�TVDI�BT�5XFFUFS�JOTUFBE�TUPDLT�B�WFSZ�
MBSHF�BOE�DPNQMFUF�MJOF�PG�B�TNBMMFS�WBSJFUZ�PG�JUFNT�PGGFSJOH�UIF�EFFQFTU�BTTPSUNFOU�
PG�NPEFMT�TUZMFT�TJ[FT�QSJDFT�BOE�TP�PO�

4PNFUJNFT� B� SFUBJMFS�T� WBSJFUZ� BOE� BTTPSUNFOU� DIPJDF� JT� QVSQPTFGVMMZ� OBSSPX� UP�
BQQFBM�UP�B�QBSUJDVMBS�OJDIF�	F�H��QSFHOBOU�XPNFO�TIPQQJOH�BU�NBUFSOJUZ�DMPUIJOH�TUPSFT�
BT�XF�EJTDVTTFE�JO�$IBQUFS��
��*G�TVDI�B�SFUBJM�DPODFQU�TBUVSBUFT�UIF�NBSLFU�UIPVHI�GVS�
UIFS�BUUFNQUT�BU�HSPXUI�BSF�DIBMMFOHJOH�BT�(ZNCPSFF�MFBSOFE��5IF�VQTDBMF�DIJMESFO�T�
DMPUIFT� TUPSFT� MPDBUFE�NBJOMZ� JO�NBMMT� IBE� UP� FYQBOE� JOUP� EJGGFSFOU� store concepts�
SBUIFS�UIBO�USZJOH�UP�FYUFOE�JUT�PXO�TQFDJGJD�BTTPSUNFOU�PS�WBSJFUZ��5P�TUBSU�JU�CFHBO�PQFO�
JOH�+BOJF�BOE�+BDL�TUPSFT�UIBU�DPVME�TFMM�B�TQFDJGJD�BTTPSUNFOU�PG�VQTDBMF�CBCZ�HJGUT��*O�
BEEJUJPO�JU�QMBOT�UP�BEWBODF�JOUP�BO�BSSBZ�PG�SFMBUFE�CVU�EJTUJODU�SFUBJM�DPODFQUT�JO�DPN�
JOH�ZFBST�BMMPXJOH�UIF�DPSQPSBUF�DIBOOFM�UP�JODSFBTF�CPUI�JUT�BTTPSUNFOU�BOE�JUT�WBSJFUZ�
XIJMF�MFBWJOH�UIFTF�GBDUPST�DPOTJTUFOU�JO�FBDI�TUPSF�MJOF����*O�TP�EPJOH�JU�BMTP�OFFET�UP�
CFXBSF� PG� TFWFSBM� QJUGBMMT�� BWPJE� DBOOJCBMJ[BUJPO� PG� UIF� DPSF� SFUBJM� DPODFQU�XIJMF� TUJMM�
FYQMPJUJOH�JUT�LOPXMFEHF�PG�UIF�SFUBJMJOH�DPODFQUT�UIBU�NBEF�JU�TVDDFTTGVM�UP�CFHJO�

5IF�WBSJFUZ�BOE�BTTPSUNFOU�EJNFOTJPO�DMFBSMZ�EFNBOET�UIF�DBSFGVM�BOE�TUSBUFHJD�
BUUFOUJPO�PG�UPQ�NBOBHFNFOU�CFDBVTF�UIFTF�EFDJTJPOT�EFUFSNJOF�UIF�FOUJSF�DIBSBDUFS�PG�
UIF�FOUFSQSJTF��"GUFS�UIF�CBTJD�TUSBUFHZ�IBT�CFFO�FTUBCMJTIFE�UIPVHI�UIF�UBTL�PG�DIPPT�
JOH�specific�QSPEVDUT�PS�CSBOET�VTVBMMZ�GBMMT�UP�UIF�CVZFST��Buyers�QMBZ�B�DFOUSBM�SPMF�JO�
SFUBJMJOH��TPNF�SFUBJMFST�FWFO�HFOFSBUF�NPSF�QSPGJUT�UISPVHI�UIF�USBEF�EFBMT�BOE�BMMPX�
BODFT�UIBU�UIFJS�CVZFST�OFHPUJBUF�UIBO�UIFZ�FBSO�UISPVHI�UIFJS�NFSDIBOEJTJOH�FGGPSUT��
#FDBVTF�CVZJOH�JT�TVDI�B�DSJUJDBM�BTQFDU�PG�SFUBJMJOH�JU�JT�JNQPSUBOU�UP�VOEFSTUBOE�UIF�
FWBMVBUJWF�QSPDFTTFT�BOE�QSPDFEVSFT�JOWPMWFE�JO�NFSDIBOEJTF�BOE�TVQQMJFS�TFMFDUJPO��
5IF�BQQFOEJDFT�UP�UIJT�DIBQUFS�TFFL�UP�JNQSPWF�TVDI�VOEFSTUBOEJOH��"QQFOEJY�����JT�
B�HMPTTBSZ�PG�QSJDJOH�BOE�CVZJOH�UFSNT�DPNNPOMZ�VTFE�CZ�SFUBJMFST�BOE�"QQFOEJY�����
CSJFGMZ�EFTDSJCFT�TPNF�PG�UIFJS�NFSDIBOEJTF�QMBOOJOH�BOE�DPOUSPM�QSPDFEVSFT�
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CUSTOMER SERVICE� 7JSUVBMMZ�BMM�NBKPS�SFUBJM�JOOPWBUJPOT�JO�UIF�QBTU�DFOUVSZ�IBWF�SFMJFE�
PO�NBOJQVMBUJOH�UIF�DVTUPNFS�TFSWJDF�WBSJBCMF�UP�HSFBUFS�PS�MFTTFS�EFHSFFT��$POTJEFS�
JO�TUPSF�TBMFT�IFMQ�GPS�FYBNQMF��*O�XBSFIPVTF�DMVCT�UIBU�IBWF�FMJNJOBUFE�FYQFSU�TBMFT�
DMFSLT�XIP�DBO�IFMQ�DVTUPNFST�MPDBUF�BOE�DPNQBSF�UIF�WBSJPVT�QFSTPOBM�DPNQVUFST�PO�
PGGFS�UIF�MPDBUFoDPNQBSFoTFMFDU�QSPDFTT�CFDPNFT�UIF�DPOTVNFS�T�SFTQPOTJCJMJUZ��#VU�JO�
"QQMF�TUPSFT�UIF�SFTJEFOU�(FOJVTFT�QSPWJEF�OPU�POMZ�EFUBJMFE�FYUFOTJWF�BEWJDF�BCPVU�
UIF�QSPEVDUT� GPS�TBMF�CVU�BMTP�QPTUTBMFT�TFSWJDF� UP� UIF�FYUFOU� UIFZ�XJMM� USBOTGFS�EBUB�
GSPN�UIF�DVTUPNFS�T�PME�DPNQVUFS�UP�IJT�PS�IFS�OFX�.BD�XIJMF�UIF�DVTUPNFS�XBJUT�

3FUBJMJOH�JT�POF�PG�UIF�GFX�JOEVTUSJFT�UIBU�SFNBJOT�IJHIMZ�MBCPS�JOUFOTJWF��Sales, 
general, and administrative (SG&A)�FYQFOTFT�GPS�SFUBJMFST�UIVT�NVTU�JODMVEF�UIF�DPTU�
PG�LFFQJOH�TBMFTQFPQMF�PO�UIF�GMPPS�UP�IFMQ�TIPQQFST��"T�B�QFSDFOUBHF�PG�OFU�TBMFT�
4(�"�UFOET�UP�CF�IJHIFS�GPS�TQFDJBMUZ�TUPSFT�	F�H��"OO�5BZMPS�5IF�(BQ
�BOE�EFQBSU�
NFOU�TUPSFT�	F�H��/PSETUSPN
�UIBO�GPS�PGGJDF�TVQQMZ�PS�ESVH�TUPSFT�	F�H��8BMHSFFO�T
��
5IF�SFUBJMFST�XJUI�UIF�MPXFTU�4(�"�QFSDFOUBHFT�BSF�HFOFSBM�NFSDIBOEJTF�SFUBJMFST�BOE�
IZQFSNBSLFUT�	F�H��$PTUDP�8BM�.BSU
�

5BCMF�����TVNNBSJ[FT�UIF�OFU�TBMFT�4(�"�FYQFOTFT�BOE�4(�"�UP�OFU�TBMFT�QFS�
DFOUBHFT� GPS� TFWFSBM� TUPSFT� JO� FBDI� DBUFHPSZ��"T� UIFTF� EBUB� TIPX� QSPWJEJOH� CFUUFS�
�TFSWJDF�JT�B�DPTUMZ�GVODUJPO�GPS�SFUBJMFST��-PXFS�TFSWJDF�SFUBJMFST�TVDI�BT�$PTUDP�BQQFBS�
UP�DPNQFOTBUF�UIF�DPOTVNFS�GPS�UIF�MBDL�PG�TFSWJDF�QSPWJTJPO�XJUI�MPXFS�DPTUT��0O�
UIF�GMJQ�TJEF�B�IJHIFS�4(�"�QFSDFOUBHF�GPS�"OO�5BZMPS�PS�$IJDP�T�NBZ�CF�FOUJSFMZ�DPO�
TJTUFOU�XJUI�UIF�WFSZ�IJHI�MFWFM�PG�JO�TUPSF�TFSWJDF�UIBU�JUT�TBMFTQFPQMF�PGGFS�TVDI�UIBU�
UIF�SFUBJMFS�JT�BCMF�UP�DIBSHF�DPNNFOTVSBUFMZ�IJHIFS�QSJDFT��)PXFWFS�JU�BQQFBST�TPNF�
XIBU�EJTDPODFSUJOH�XIFO�B�SFUBJMFS�UIBU�BEPQUT�B�MPX�TFSWJDF�TUSBUFHZ�BMTP�GFBUVSFT�B�
IJHI�4(�"�QFSDFOUBHF�BT�JT�UIF�DBTF�GPS�+$1FOOFZ�

5IFTF�WBSJBUJPOT�SFGMFDU�UIF�DPTUT�PG�DVTUPNFS�TFSWJDF�CVU�BMTP�JUT�SFNBSLBCMF�CFO�
FGJUT��.BOZ�SFUBJMFST�DPOUJOVF�UP�JOWFTU�JO�DVTUPNFS�TFSWJDF�CFDBVTF�JU�DBO�CSJOH�BCPVU�
UIFTF�TVCTUBOUJBM�CFOFGJUT��$POTJEFS�B�TFFNJOHMZ�IVNCMF�FYBNQMF��UIF�QSPWJTJPO�PG�TIPQ�
QJOH�DBSUT�JO�SFUBJM�TUPSFT��$BSUT�BSF�DPNNPO�JO�HSPDFSZ�TUPSFT�BT�XFMM�BT�JO�NBTT�NFS�
DIBOEJTFST�PS�IZQFSNBSLFUT��#VU�BQQBSFM�SFUBJMFST�HFOFSBMMZ�SFTJTU�UIFN�BT�JODPOTJTUFOU�
XJUI�UIFJS�JNBHFT�FTQFDJBMMZ�GPS�IJHI�FOE�PGGFSJOHT�TVDI�BT�/PSETUSPN�PGGFST��"U�UIF�TBNF�
UJNF�TIPQQFST�JO�NBTT�NBSLFU�SFUBJM�PVUMFUT�CVZ�BO�BWFSBHF�PG�����JUFNT�XIFO�VTJOH�B�
DBSU�DPNQBSFE�XJUI�POMZ�����JUFNT�XJUIPVU�B�DBSU��"�EFQBSUNFOU�TUPSF�TIPQQFS�XJUI�B�
DIJME�JO�UIF�DBSU�T�TFBU�BOPUIFS�DIJME�IBOHJOH�POUP�UIF�DBSU�T�IBOEMF�BOE�NVMUJQMF�CVMLZ�
CPYFT�PG� DIJMESFO�T� TIPFT� JO� UIF�CBTLFU� TFFNT�IJHIMZ� MJLFMZ� UP�BQQSFDJBUF� UIJT� TFSWJDF�
PGGFSJOH��'VSUIFSNPSF�UIJT�SFMBUJWFMZ�TNBMM�JOWFTUNFOU�	FBDI�DBSU�DPTUT�BCPVU�����
�HFOFS�
BUFT�TVCTUBOUJBM�DPOTVNFS�TFSWJDF�CFOFGJUT�GPS�CSPBE�TFHNFOUT�PG�TIPQQFST���CFDBVTF�JU�
SFNPWFT�UIF�DPTUT�PG�QFSGPSNJOH�B�DIBOOFM�GVODUJPO�GSPN�DPOTVNFST��TIPVMEFST�

*O�BMM� UIFTF�EFNBOE�CBTFE�EJNFOTJPOT�PG�SFUBJMJOH�TUSBUFHZ� UIF�HPBM� UIVT� JT� UP�
JEFOUJGZ� UIF� GVODUJPOT� UIBU� DPOTVNFST�BSF� 	PS�BSF�OPU
�XJMMJOH� UP�BTTVNF��8JUI� UIBU�
JOGPSNBUJPO� UIF� SFUBJMFS� DBO� TFMFDU� JUT� QPTJUJPOJOH� BOE� DBMDVMBUF� UIF� DPTU�JO� UJNF�
NPOFZ�FGGPSU�BOE�DPOWFOJFODF�PG�UBLJOH�PO�BEEJUJPOBM�TFSWJDF�PVUQVU�GVODUJPOT� JG�
EPJOH�TP�NJHIU�NBLF�JU�NPSF�BUUSBDUJWF�UP�DPOTVNFST�

Taxonomy of Retail Positioning Strategies

5IF�DPTU�TJEF�BOE�EFNBOE�TJEF�EJNFOTJPOT�HJWF�SFUBJMFST�B�XJEF�WBSJFUZ�PG�QPTTJCJMJ�
UJFT�GPS�QPTJUJPOJOH�UIFJS�SFUBJM�PQFSBUJPOT�UIPVHI�UIF�QPTJUJPOJOH�TUSBUFHZ�UIFZ�DIPPTF�
TIPVME�BMXBZT�CF�ESJWFO�QSJNBSJMZ�CZ�UIF�EFNBOET�PG�UIF�UBSHFU�NBSLFU�GPS�UIFJS�TQFDJGJD�
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TFSWJDF�PVUQVUT��5IVT�B�IJHI�DPTU�IJHI�TFSWJDF�SFUBJM�TUSBUFHZ�UIBU�XPSLT�QFSGFDUMZ�XFMM�
JO�BO�BGGMVFOU�OFJHICPSIPPE�DPVME�CF�B�HSBWF�NJTUBLF� JO�BO�BSFB�QPQVMBUFE�CZ� MFTT�
XFBMUIZ�DPOTVNFST�XIP�DBOOPU�BGGPSE�UP�DPOTVNF�IJHI�TFSWJDF�MFWFMT�BU�IJHI�QSJDFT��
'VSUIFSNPSF�TVDI�EFDJTJPOT�JOWPMWF�NPSF�UIBO�KVTU�PGGFSJOH�HFOFSJDBMMZ�IJHI�TFSWJDF�
PVUQVU�MFWFMT��8JUIJO�B�DFSUBJO�JOUFOTJUZ�PG�EFNBOE�WBSJBUJPOT�OFBSMZ�BMXBZT�JOGMVFODF�
UIF�JNQPSUBODF�HSBOUFE�UP�TQFDJGJD�TFSWJDF�PVUQVUT��5IVT�BT�XF�EFTDSJCFE�QSFWJPVTMZ�
JO� UIJT�DIBQUFS�TPNF�GVSOJUVSF�SFUBJMFST�DBO�PGGFS�CSPBEFS�WBSJFUZ�BOE�BTTPSUNFOU�BU�
UIF�DPTU�PG�MPOHFS�XBJUJOH�BOE�EFMJWFSZ�UJNFT�XIJMF�PUIFST�PGGFS�B�TPNFXIBU�DVSUBJMFE�
QSPEVDU�MJOF�UIBU�UIFZ�DBO�EFMJWFS�UP�UIF�DPOTVNFS�NPSF�RVJDLMZ��"OE�QSJDF�JT�OFBSMZ�
JOWBSJBCMZ�BO�BSCJUFS�PG�UIF�TZTUFN��)JHIFS�TFSWJDF�PVUQVU�MFWFMT�DBO�CF�PGGFSFE�POMZ�BU�
IJHIFS�QSJDF�MFWFMT�CFDBVTF�PG�UIF�DPTUT�JOWPMWFE�JO�QSPEVDJOH�UIFTF�TFSWJDF�PVUQVUT��
3FUBJMFST�BSF�UIVT�BMXBZT�DPOTUSBJOFE�CZ�UIF�UBSHFU�DPOTVNFS�T�PWFSBMM�XJMMJOHOFTT�UP�
QBZ�JO�EFDJEJOH�XIBU�TFSWJDFT�UP�PGGFS�BOE�XIJDI�UP�ESPQ�

5BCMF�����DIBSBDUFSJ[FT�EJGGFSFOU�DMBTTFT�PG�SFUBJMFST�CZ�UIFJS�DPTU��BOE�EFNBOE�
TJEF�QPTJUJPOJOH�TUSBUFHJFT��5IF�EJGGFSFODFT�BDSPTT�UIFN�BMMPX�GPS�UIF�QSFTFODF�PG�NVM�
UJQMF�UZQFT�PG�SFUBJM�PVUMFUT�TFMMJOH�UIF�TBNF�QIZTJDBM�NFSDIBOEJTF�TVDI�BT�DPOTVNFS�

TABLE 6-2  Sales, general, & administrative (SG&A) costs as a percentage of 
net sales for selected retailers

Net Sales  
($million)

SG&A Expenses  
($million)

SG&A as %  
of Net Sales

General Merchandise, Hypermarkets, Category Killers

Wal-Mart 443,854 85,265 19.2

Costco 87,048 8,682 9.9

Home Depot 67,997 15,849 22.8

Target 68,466 14,106 20.1

Lowe’s 50,208 12,593 25.1

Drugs, Home Electronics

Walgreen 71,633 16,878 23.6

Best Buy 50,705 10,242 20.2

Department Stores

Kohl’s 18,804 4,243 22.6

JCPenney 17,260 5,109 29.6

Nordstrom 10,497 2,807 26.7

Dillard’s 6,264 1,630 26.0

Specialty Stores

The Gap 14,549 3,836 26.4

Ann Taylor 2,212 1,062 48.0

Chico’s 2,196 999 45.5

Source:�"OOVBM�SFQPSUT�GPS�����������GPS�FBDI�DPNQBOZ��%FQFOEJOH�PO�UIF�DPNQBOZ�T�GJTDBM�ZFBS�FOE�
�����PS������GJHVSFT�BSF�VTFE�
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FMFDUSPOJDT��5XFFUFS�JT�BO�FMFDUSPOJDT�specialty store�XIFSFBT�#FTU�#VZ�JT�B�category 
killer��#PUI�CSFBL�CVML�SFEVDF�DPOTVNFST��XBJUJOH�UJNF�	J�F��GFX�PVU�PG�TUPDLT
�BOE�
DBSSZ� B�OBSSPX�WBSJFUZ� 	FMFDUSPOJDT
� UPHFUIFS�XJUI� B�EFFQ�BTTPSUNFOU� 	NBOZ�NBLFT�
BOE� UZQFT�PG�QSPEVDUT
�CVU� GFX�DPOTVNFST�XPVME�DPOGVTF� UIF� UXP�TUPSFT��5XFFUFS�
GPDVTFT�PO�IJHI�NBSHJO�SBUIFS�UIBO�IJHI�UVSOPWFS�BT�B�LFZ�UP�JUT�QSPGJUBCJMJUZ�BMPOH�
XJUI�TMJHIUMZ�MPXFS�TQBUJBM�DPOWFOJFODF�PO�BWFSBHF�	CFDBVTF�JU�IBT�GFXFS�TUPSFT�UIBO�
#FTU�#VZ
��4JNJMBS�DPNQBSJTPOT�BDSPTT�UIF�SPXT�PG�5BCMF�����TVHHFTU�UIBU�CZ�NBLJOH�
DIPJDFT�PO�UIFTF�EJNFOTJPOT�B�TUPSF�DSFBUFT�JUT�QPTJUJPO�JO�UIF�NBSLFUQMBDF�BOE�DBO�
TVSWJWF�FWFO�JO�UIF�GBDF�PG�DPNQFUJUJPO�XJUI�TFFNJOHMZ�TJNJMBS�TFUT�PG�QSPEVDUT�BOE�
DPOTVNFST�

MULTICHANNEL RETAIL STRATEGIES

$POTVNFST�BSF�JODSFBTJOHMZ�DPNGPSUBCMF�XJUI�CVZJOH�UISPVHI�NVMUJQMF�DIBOOFMT�BOE�
UZQFT�PG�PVUMFUT�TVDI�UIBU�UIFJS�QVSDIBTF�CFIBWJPS�WBSJFT�OPU�KVTU�CZ�TFHNFOU�CVU�BMTP�
CZ�QVSDIBTF�PDDBTJPO����4PNF�DPOTVNFST� MJLF�UP�CSPXTF�UISPVHI�CSJDLT�BOE�NPSUBS�
CPPLTUPSFT� CFDBVTF� UIFZ� IPQF� UP� TUVNCMF� PO� B� TVSQSJTF� BOE� FOKPZ� B� DVQ� PG� DPG�
GFF�XIJMF�UIFZ�SFWJFX�CPPL�KBDLFUT��"OPUIFS�TFHNFOU�PG�DPOTVNFST�QSFGFST�UP�PSEFS�
CPPLT�UISPVHI�"NB[PO�CFDBVTF�UIFJS�UBTUFT�BSF�TP�VOJRVF�UIBU�UIFZ�BSF�VOMJLF�UP�GJOE�
UIFJS� GBWPSJUF� UFYUT� JO� B� SFHVMBS� TUPSF��0UIFS� DPOTVNFST� IBWF� FMJNJOBUFE� USBEJUJPOBM�
CPPLT�GSPN�UIFJS�SFBEJOH�IBCJUT�BMUPHFUIFS�EPXOMPBEJOH�FWFSZUIJOH�UIFZ�SFBE�UISPVHI�
,JOEMF��"OE� ZFU� PUIFS� DPOTVNFST� QSBDUJDF�iIZCSJE� TIPQQJOHw� VTJOH� POMJOF� CSJDLT�
BOE�NPSUBS�BOE�FMFDUSPOJD�WFSTJPOT�PG�QSPEVDUT�UP�DPNQMFUF�UIFJS�TIPQQJOH�QSPDFTT�
QFSIBQT�CZ�CSPXTJOH�UIF�CPPLTUPSF�PO�UIFJS�XBZ�IPNF�UP�GJOE�B�OFX�OPWFM�DIFDLJOH�
QSJDFT�PO�"NB[PO�BOE�UIFO�TFMFDUJOH�UIF�,JOEMF�PS�QBQFSCBDL�WFSTJPO�XIJDIFWFS�JT�
MFTT�FYQFOTJWF�GPS�UIFJS�GJOBM�QVSDIBTF�

5IJT�CSPBE�BSSBZ�PG�TIPQQJOH�CFIBWJPST�NFBOT�UIBU�EFTJHOJOH�B�SFUBJM�TUSBUFHZ�
JOWPMWFT�DBSFGVM�DPOTJEFSBUJPO�PG�UIF�FOUJSF�QSPDFTT�UIF�DPOTVNFS�VOEFSHPFT�XIJDI�
FWFOUVBMMZ�NBZ�DVMNJOBUF�JO�B�TBMF��#VU�UIF�GJSN�OFFET�UP�CF�QSFTFOU�JO�NBOZ�NPSF�
DIBOOFM�MPDBUJPOT�CFGPSF�JU�HFUT�UP�UIBU�QPJOU��*O�UIJT�TFDUJPO�XF�DPOTJEFS�TPNF�OFX�
MPDBUJPOT�JO�UIF�SFUBJM�DIBOOFM�JODMVEJOH�DVSSFOU�VTFT�PG�UIF�*OUFSOFU�BT�B�SFUBJM�PVUMFU�
BOE� SFUBJM� GBDJMJUBUPS� EJSFDU� TFMMJOH� BT� BO� BMUFSOBUJWF�NPEF� UP� SFBDI� DPOTVNFST� BOE�
IZCSJE�TIPQQJOH�CFIBWJPS�

Internet Retail Channel

5IF�EPNJOBOU�iMPDBUJPOw� DPOTJEFSBUJPO� GPS�NBOZ� DPOTVNFST� JT� DPOWFOJFODF�EFGJOFE�
JO�UFSNT�PG�FBTF�BOE�TQFFE�PG�BDDFTT��5IF�JODSFBTF�JO�UIF�VTF�PG�WBSJPVT�IPNF�TIPQ�
QJOH�UFDIOPMPHJFT�	DBUBMPHT�POMJOF�UFMFWJTFE
�JT�B�UFTUJNPOZ�UP�UIF�JNQPSUBODF�PG�TQB�
UJBM� DPOWFOJFODF� JO� UIJT� FYQBOEFE� TFOTF��5IBU� JT� UIF� DSJUJDBM� DPOTJEFSBUJPO�NBZ� TUJMM�
CF�iMPDBUJPO� MPDBUJPO� MPDBUJPOw� CVU� UIF� QMBDFNFOU� PG� QIZTJDBM� PVUMFUT� JT� MFTT� PG� BO�
JTTVF�GPS�NBOZ�GJSNT��*O�UIF�GJSTU�RVBSUFS�PG������6�4��SFUBJM�F�DPNNFSDF�TBMFT�SFBDIFE�
������CJMMJPO�B������QFSDFOU�JODSFBTF�PWFS�TFDPOE�RVBSUFS������TBMFT��&�DPNNFSDF�TBMFT�
BDDPVOUFE�GPS�����QFSDFOU�PG�UPUBM�6�4��SFUBJM�TBMFT�BOE�IBWF�TIPXO�B�TUFBEZ�JODSFBTF�
JO�JNQPSUBODF�JO�UIF�PWFSBMM�FDPOPNZ�TJODF�MBUF������	XIFO�EBUB�XFSF�GJSTU�DPMMFDUFE
��
8F�EFQJDU�UIJT�JODSFBTJOH�USFOE�JO�'JHVSF�����GPS�����o������/PU�POMZ�IBWF�F�DPNNFSDF�
TBMFT�TUFBEJMZ�JODSFBTFE�CVU�UIFZ�IBWF�JODSFBTFE�BU�B�SBUF�HSFBUFS�UIBO�UIF�SBUF�PG�UPUBM�



186� 1BSU�***� t� $IBOOFM�4USVDUVSFT�BOE�4USBUFHJFT

6�4��SFUBJM�TBMFT�HSPXUI�TP�UIBU�UIF�QSPQPSUJPO�PG�BMM�SFUBJM�TBMFT�DPOTVNNBUFE�UISPVHI�
F�DPNNFSDF�DIBOOFMT�LFFQT�JODSFBTJOH�BT�XFMM��*U�UIVT�BQQFBST�UIBU�UIF�DPOWFOJFODF�PG�
FMFDUSPOJD�CVZJOH�JT�IJHI�BOE�JODSFBTJOH�JO�WBMVF�PWFS�UJNF�

:FU� FMFDUSPOJD� DIBOOFMT� BMTP� BSF�NPSF� JNQPSUBOU� GPS� TPNF� QSPEVDU� MJOFT� UIBO�
GPS�PUIFST�BT�XF�TIPX�JO�'JHVSF������$PNQVUFS�IBSEXBSF�TPGUXBSF�BOE�FMFDUSPOJDT�
BDDPVOU�GPS�POF�GPVSUI�PG�F�DPNNFSDF�TBMFT��DMPUIJOH�BOE�CPPLT�NBHB[JOFT�BDDPVOU�GPS�
BOPUIFS�POF�GPVSUI��'VSOJUVSF�BOE�IPNF�GVSOJTIJOHT�DBQUVSF���QFSDFOU�PG�F�DPNNFSDF�
TBMFT��"NPOH�UIF�DPNQBOJFT�JO�UIJT�6�4��TBNQMF�PG�GJSNT�UIBU�TFMM�BU�MFBTU�TPNF�QSPEVDU�
UISPVHI�F�DPNNFSDF����QFSDFOU�PG�UIFJS�TBMFT�XFSF�FMFDUSPOJD��5IVT�F�DPNNFSDF�JT�B�
TJHOJGJDBOU�QBSU�PG�GJSNT��NVMUJDIBOOFM�DPNNJUNFOU�CVU�JU�JT�OPU�B�UPUBM�DPNNJUNFOU�

6TJOH� UIF� TBNF�EBUBCBTF� PG� GJSNT� UIBU�NBLF� BU� MFBTU� TPNF� F�DPNNFSDF� TBMFT�
'JHVSF�����TIPXT�UIF�QFSDFOUBHF�PG�TBMFT�XJUIJO�FBDI�QSPEVDU�DBUFHPSZ��'PS�FYBNQMF�
���QFSDFOU�PG�BMM�NVTJD�BOE�WJEFPT�BSF�TPME�VTJOH�F�DPNNFSDF�CVU�POMZ���QFSDFOU�PG�
ESVH�IFBMUI�BOE�CFBVUZ�BJET�QSPEVDUT�NPWF�UISPVHI�UIF�POMJOF�DIBOOFM��5IFTF�SFTVMUT�
TVHHFTU�UIBU�FMFDUSPOJD�CVZJOH�JT�WFSZ�QPQVMBS�CVU�CSJDLT�BOE�NPSUBS�SFUBJMJOH�TUJMM�DBQ�
UVSFT�B�TJHOJGJDBOU�QPSUJPO�PG�TBMFT�JO�NBOZ�DBUFHPSJFT�

Direct Selling Channel

Direct selling�JT�EFGJOFE�BT�iUIF�TBMF�PG�B�DPOTVNFS�QSPEVDU�PS�TFSWJDF�JO�B�GBDF�UP�GBDF�
NBOOFS�BXBZ�GSPN�B�GJYFE�SFUBJM�MPDBUJPO�w���%JSFDU�TFMMJOH�PSHBOJ[BUJPOT�PS�%40T�VTF�
EJSFDU�TFMMJOH�UFDIOJRVFT�UP�SFBDI�GJOBM�DPOTVNFST�CVU�VOMJLF�DBUBMPH�TBMFT�PQFSBUJPOT�
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FIGURE 6-1 U.S. e-commerce sales ($ million and percentage of total U.S. retail sales)
Source: U.S. Census Bureau, Released August 16, 2012, available at http://www.census.gov/
retail/#ecommerce.
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Books and magazines
5%

Electronics and appliances
14%

Food, beer, and wine
2%

Furniture and
home furnishings

9%

Music and videos
5%

Office equipment
and supplies

5%

Sporting goods
5%

Toys, hobby goods,
and games

3%

Other merchandise
13%

Clothing and
clothing accessories
(including footwear)

19%

Computer
hardware

11%

Computer software
3%

Drugs, health aids,
beauty aids

6%

FIGURE 6-2 Percentage distribution of e-commerce sales by  merchandise 
line, 2009 (U.S. electronic shopping and mail-order houses), excluding 
 nonmerchandise receipts

0 1 0 2 0 3 0 4 0 5 0 6 0 7 0 8 0 9 0

Books and magazines

Clothing and clothing
accessories (including footwear)

Computer hardware

Computer software

Drugs, health aids, beauty aids

Electronics and appliances

Food, beer, and wine

Furniture and home furnishings

Music and videos

Office equipment and supplies

Sporting goods

Toys, hobby goods, and games

Other merchandise

Percent

FIGURE 6-3 E-commerce as a percentage of sales, 2009 (U.S. electronic shopping and 
mail-order houses)
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UIFZ�SFMZ�PO�QFSTPOBM�TFMMJOH�UIF�LFZ�UP�UIFJS�DIBOOFM�TUSVDUVSF�BOE�UIFJS�SFUBJM�QPTJ�
UJPOJOH��8FMM�LOPXO�%40T�JODMVEF�"NXBZ�	IPVTFIPME�DMFBOJOH�QSPEVDUT�QFSTPOBM�DBSF�
QSPEVDUT� BQQMJBODFT
� .BSZ� ,BZ� 	DPTNFUJDT
� )FSCBMJGF� 	OVUSJUJPOBM� TVQQMFNFOUT� BOE�
WJUBNJOT
�"WPO�	DPTNFUJDT
�BOE�5VQQFSXBSF�	IPVTFIPME�TUPSBHF�DPOUBJOFST
�UIPVHI�
WBSJPVT�CSBOET�TFMM�BMNPTU�FWFSZ�UZQF�PG�HPPE�BOE�TFSWJDF�UIBU�DPOTVNFST�DBO�CVZ��5IF�
NPTU�QPQVMBS�JUFNT�BSF�DPOTVNBCMF�QSPEVDUT�UIBU�DBO�CF�QVSDIBTFE�SFQFBUFEMZ�PGUFO�CZ�
UIF�QFSTPOBM�OFUXPSL�UIBU�BO�JOEFQFOEFOU�EJTUSJCVUPS�EFWFMPQT��%JSFDU�TFMMJOH�JT�B�WFSZ�
PME�NFUIPE�PG�EJTUSJCVUJPO�CVU�JU�SFNBJOT�WJBCMF�CFDBVTF�PG�DPOTVNFST��JOUFSFTU�JO�QFS�
TPOBM�JOUFSBDUJPOT�DPNCJOFE�XJUI�UIF�MPX�DPTU�PG�GPSNJOH�BOE�SVOOJOH�UIFTF�DIBOOFMT�

"T�PG�"VHVTU������UIFSF�XFSF�����DPNQBOJFT�MJTUFE�BT�NFNCFST�PG�UIF�6�4��%JSFDU�
4FMMJOH�"TTPDJBUJPO��5IFJS�HMPCBM�SFUBJM�TBMFT�XFSF�BMNPTU������CJMMJPO�JO������BDIJFWFE�
UISPVHI�UIF�FNQMPZNFOU�PG�NPSF�UIBO����NJMMJPO�TBMFTQFPQMF�XPSMEXJEF����"MUIPVHI�
%40�EJTUSJCVUPST�PQFSBUF�JO�NBOZ�DPVOUSJFT�B�UZQJDBM�%40�EJTUSJCVUPS�EPFT�OPU�NBLF�
B� MJWJOH� UISPVHI�EJSFDU�TFMMJOH��'PS�FYBNQMF�B� UZQJDBM�%40�EJTUSJCVUPS� JO� UIF�6OJUFE�
4UBUFT�JT�GFNBMF�NBSSJFE�BOE�POMZ�XPSLT�QBSU�UJNF��4PNF�%40�EJTUSJCVUPST�DFSUBJOMZ�
NBLF�MBSHF�BNPVOUT�PG�NPOFZ�CVU�JU�BQQFBST�NVDI�NPSF�DPNNPO�GPS�FBSOJOH�MFWFMT�UP�
TVQQMFNFOU�UIF�GBNJMZ�T�NBJO�TPVSDF�PG�JODPNF�

4PNF�PG� UIFTF� QBZ� EJTDSFQBODJFT� TUFN� GSPN� UIF� VOJRVF� DIBOOFM� TUSVDUVSFT� PG�
%40T��8IFUIFS�UIF�%40�CSBOE�NBOVGBDUVSFT�UIF�HPPET�JU�TFMMT�PS�DPOUSBDUT�GPS�UIFJS�
NBOVGBDUVSF�XJUI�PUIFS�DPNQBOJFT�JU�DPOUSBDUT�XJUI�EPXOTUSFBN�JOUFSNFEJBSJFT�WBSJ�
PVTMZ�DBMMFE�iEJTUSJCVUPSTw�iDPOTVMUBOUTw�PS�iTBMFTQFPQMFw�	XF�VTF�UIF�UFSN�iEJTUSJCV�
UPSTw�IFSF
��5IFTF�distributors�BSF�JOEFQFOEFOU�DPOUSBDUPST�SBUIFS�UIBO�FNQMPZFFT�PG�
UIF�DPNQBOJFT�XIP�QVSDIBTF�JOWFOUPSZ�BU�B�MPXFS�QSJDF�UIFO�SFTFMM�JU�BU�B�NBSLVQ�UP�
EPXOTUSFBN�FOE�VTFST��5IFZ� UIVT�CFBS�QIZTJDBM�QPTTFTTJPO�BOE�PXOFSTIJQ� SJTLJOH�
PSEFSJOH�BOE�QBZNFOU�GMPX�DPTUT�UIPVHI�QFSIBQT�UIFJS�NPTU�JNQPSUBOU�GVODUJPO�JT�
QSPNPUJPO�JO�UIBU�TUBOEBSE�BEWFSUJTJOH�JT�WFSZ�SBSF�BNPOH�%40T�

*O�B�NVMUJMFWFM�%40�	PS�.-%40
�EJTUSJCVUPST�FBSO�DPNQFOTBUJPO�JO�UISFF�XBZT��
'JSTU�UIFZ�FBSO�UIF�EJTUSJCVUPS�UP�SFUBJM�NBSLVQ�PO�UIF�HPPET�UIFZ�CVZ�XIPMFTBMF�GSPN�
UIF�%40��4FDPOE�UIF�%40�QBZT�UIFN�B�DPNNJTTJPO�PO�FWFSZ�TBMF��5IJSE�B�EJTUSJCVUPS�
XIP� SFDSVJUT�PUIFS�EJTUSJCVUPST�BMTP�NBLFT�DPNNJTTJPOT�PO� UIF�TBMFT� UIPTF� SFDSVJUT�
NBLF��$PNQFOTBUJPO�QMBOT�EJGGFS�XJEFMZ�JO�.-%40T�

5IF�TUSVDUVSF�PG�UIF�DPNQFOTBUJPO�TZTUFN�JO�B�.-%40�DSFBUFT�EJGGFSFOU�JODFOUJWFT�
GPS�EJSFDU�TFMMJOH�WFSTVT�CVJMEJOH�B�EJSFDU�TFMMJOH�OFUXPSL�XIJDI�SFRVJSFT�B�EFMJDBUF�CBM�
BODF�CZ�UIF�%40��5IF�NPSF�UJNF�DVSSFOU�EJTUSJCVUPST�TQFOE�SFDSVJUJOH�OFX�EJTUSJCVUPST�
UIF�CJHHFS�UIF�%40�T�OFUXPSL�HFUT��#VU�SFDSVJUJOH�OFX�EJTUSJCVUPST�XJUIPVU�TQFOEJOH�
TVGGJDJFOU�UJNF�TFMMJOH�QSPEVDUT�EPFT�OPU�HFOFSBUF�SFWFOVFT�PS�QSPGJUT�GPS�UIF�%40����
5IJT�CBMBODF�JMMVTUSBUFT�UIF�DMFBS�EJTUJODUJPO�CFUXFFO�MFHJUJNBUF�%40T�BOE�JMMFHJUJNBUF�
QZSBNJE�TDIFNFT��"�pyramid scheme�JT�B�GSBVEVMFOU�NFDIBOJTN�UIBU�EFNBOET�OFX�
SFDSVJUT� QBZ� B� OPOSFGVOEBCMF� GFF� UP� CFDPNF� B� EJTUSJCVUPS� BOE� FYJTUJOH� EJTUSJCVUPST�
FBSO� SFXBSET� TJNQMZ� GPS�HFUUJOH�OFX� SFDSVJUT� UP� TJHO�PO�BOE�QBZ� UIJT� GFF��#PUI� UIF�
DPNQBOZ�BOE�UIF�EJTUSJCVUPS�FBSO�NPOFZ�XJUIPVU�TFMMJOH�B�QSPEVDU�PS�TFSWJDF�XIJDI�
NFBOT�UIFZ�EP�OPU�QSPWJEF�BOZ�WBMVF�BOE�CFOFGJUT�JO�FYDIBOHF�GPS�DVTUPNFS�QBZNFOUT��
.BOZ�QZSBNJE�TDIFNF�WJDUJNT�EP�OPU�BQQSFDJBUF� UIF�SJTL�PG� UIJT� JOIFSFOU� JOTUBCJMJUZ�
BOE�QFPQMF�XIP�EP�PGUFO�USZ�UP�UBLF�PQQPSUVOJTUJD�BEWBOUBHF�PG�UIF�TZTUFN�CFGPSF�JU�
DPMMBQTFT��"MUIPVHI� UIFZ�XFSF�OPU� SFUBJMFST� GJOBODJFST� BMTP�IBWF� GBNPVTMZ� FYQMPJUFE�
QZSBNJE�TDIFNFT�TVDI�BT�XIFO�#FSOBSE�.BEPGG�DPOWJODFE�JOWFTUPST�UP�LFFQ�BEEJOH�
NPOFZ�UP�IJT�JOWFTUNFOU�TDIFNFT�XJUIPVU�FWFS�QSPWJEJOH�BOZ�BDUVBM�TFSWJDF���
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5P�HVBSE�BHBJOTU�JMMFHBM�QZSBNJE�TDIFNFT�MFHJUJNBUF�%40T�IBWF�DSFBUFE�B�DPEF�
PG�FUIJDT�GPS�UIFJS�JOEVTUSZ��5IVT�TPNF�QPTJUJPOJOH�DIPJDFT�BSF�NBEF�JO�BEWBODF�GPS�
MFHJUJNBUF�%40��5IFZ�PGGFS�MPX�FOUSZ�CBSSJFST�PS�DPTUT�PG�KPJOJOH�	F�H��B�SFBTPOBCMF�
GFF�GPS�B�iTUBSUFS�LJUw
��BDDFQU�VOTPME�NFSDIBOEJTF�GPS�B�OFBSMZ�DPNQMFUF�SFGVOE�	F�H��
���QFSDFOU
��BOE�QSPWJEF�SFXBSET�CBTFE�QSJNBSJMZ�PO�QSPEVDU�TBMFT�OPU�UIF�SFDSVJU�
NFOU�PG�EPXOMJOF�NFNCFST�PG�UIF�OFUXPSL��)PXFWFS�UIJT�EJTUJODUJPO�CFUXFFO�B�MFHJUJ�
NBUF�%40�BOE�BO�JMMFHBM�QZSBNJE�TDIFNF�JT�OPU�BMXBZT�PCWJPVT�UP�DBTVBM�PCTFSWFST�
XIJDI�NFBOT�UIBU�B�MFHJUJNBUF�%40�IBT�PUIFS�QPTJUJPOJOH�DIPJDFT�UP�NBLF��*O�QBSUJDV�
MBS�CFDBVTF�JU�JT�SFMBUJWFMZ�FBTZ�UP�TJHO�PO�BT�B�EJTUSJCVUPS�NBOZ�QFPQMF�EP�TP�XJUIPVU�
TFSJPVT�DPOTJEFSBUJPO�PG�XIBU�JU�UBLFT�UP�SVO�B�QBSU�UJNF�TBMFT�CVTJOFTT��3FDSVJUT�XJUI�
PVU�UIF�SJHIU�CVTJOFTT�BDVNFO�NBZ�NBLF�DPTUMZ�NJTUBLFT�CFGPSF�UIFZ�RVJU�BOE�UIPVHI�
OP�%40�DBO�QSPUFDU�JUT�EJTUSJCVUPST�GSPN�NBLJOH�TPNF�CBE�EFDJTJPOT�FBDI�PG�UIFN�IBT�
B�WFTUFE�JOUFSFTU�JO�USZJOH�UP�TFMFDU�BOE�NBOBHF�OFX�SFDSVJUT�UP�NJOJNJ[F�TVDI�QSPC�
MFNT��%PJOH�TP�BWPJET�UIF�JNBHF�QSPCMFNT�UIBU�DPOUJOVF�UP�QMBHVF�GSBVEVMFOU�EJSFDU�
TFMMJOH�BDUJWJUJFT�FOTVSJOH�B�CFUUFS�SFQVUBUJPO�BOE�UIVT�TUSPOHFS�TBMFT�GPS�UIBU�%40�

Hybrid Retail Channels

/P�TJOHMF� SFUBJM� GPSN� JT� MJLFMZ� TVGGJDJFOU� UP� SFBDI�B�NBSLFU�PS� TBUJTGZ�B�QBSUJDVMBS� UBS�
HFU�TFHNFOU�T�TFU�PG�TFSWJDF�PVUQVU�EFNBOET��4PNF�GJSNT�BSF�QVSF�POMJOF�TFMMFST�	F�H��
"NB[PO�DPN
�CVU�NBOZ�PUIFST�QVSQPTFMZ�DPNCJOF�CSJDLT�BOE�NPSUBS�XJUI�POMJOF�TFMM�
JOH�TUSBUFHJFT�	F�H��#BSOFT���/PCMF
��%FTQJUF�"NB[PO�T�SFNBSLBCMF�TVDDFTTFT�UIF�NFT�
TBHF� GSPN�'JHVSF����� JT� UIBU� GFX�DBUFHPSJFT� DBO� TVQQPSU� B� DPNQMFUF� GPDVT�PO�POMJOF�
TFMMJOH��5IF�QFSTJTUFODF�PG�NJYUVSFT�PG�SFUBJM�TPMVUJPOT�JO�FBDI�QSPEVDU�DBUFHPSZ�TVHHFTUT�
UIBU�PO�UIF�EFNBOE�TJEF�DPOTVNFST�WBMVF�IBWJOH�NPSF�UIBO�POF�XBZ�UP�BDDFTT�EFTJSFE�
QSPEVDUT��5IJT�WBMVF�NBZ�CF�B�TFHNFOUBUJPO� JOEJDBUJPO�	J�F�� TPNF�DPOTVNFST�BMXBZT�
TIPQ�POMJOF�PUIFST�BMXBZT�TIPQ�JO�CSJDL�BOE�NPSUBS�TUPSFT�TP�UP�BUUSBDU�CPUI�TFHNFOUT�
B�SFUBJMFS�NVTU�VTF�CPUI�SFUBJM�PVUMFUT
�PS�FMTF�BO�JOEJDBUJPO�UIBU�BOZ�TJOHMF�DPOTVNFS�
SPVUJOFMZ�DBO�BOE�EPFT�VTF�NVMUJQMF�SFUBJM�PVUMFUT�UP�DPNQMFUF�B�QVSDIBTF�

5IF�JNQMJDBUJPOT�PG�UIFTF�QBSBMMFM�JOEJDBUJPOT�BSF�NVMUJQMF��'JSTU�FWFO�JG�TBMFT�BQQFBS�
UP�CF�TIJGUJOH�GSPN�POF�UZQF�PG�PVUMFU�UP�BOPUIFS�JU�NBZ�CF�B�CBE�JEFB�UP�TIVU�EPXO�UIF�
GPSNFS�CFDBVTF�JUT�SPMF�NBZ�IBWF�TIJGUFE�BT�XFMM�OBNFMZ�GSPN�B�QMBDF�UP�DPNQMFUF�UIF�
TBMF� UP�B�QMBDF�UP�HBUIFS�PUIFS�WBMVFE�TFSWJDF�PVUQVUT�TVDI�BT� JOGPSNBUJPO�QSPWJTJPO�
PS�DVTUPNFS�TFSWJDF.�%FUFSNJOJOH�UIF�USVF�FDPOPNJD�WBMVF�BEEFE�PG�UIJT�UZQF�PG�SFUBJM�
PVUMFU�NBZ�OPU�CF�FBTZ�CVU�DMFBSMZ�JU�PGGFST�TPNF�FDPOPNJD�WBMVF�CZ�QSFTFSWJOH�NVMUJQMF�
SFUBJM�SPVUFT�UP�NBSLFU��*G�UIFTF�IZCSJE�DIBOOFMT�BSF�OPU�WFSUJDBMMZ�JOUFHSBUFE�UIF�DIBO�
OFM�NBOBHFS�T�UBTL�CFDPNFT�FWFO�NPSF�EJGGJDVMU��"O�JOGPSNBUJPO�QSPWJEFS�MJLFMZ�JT�OPU�
TVGGJDJFOUMZ�DPNQFOTBUFE�GPS�JUT�DPTUMZ�TFSWJDF�PVUQVUT�JG�BOPUIFS�NFNCFS�PG�UIF�DIBOOFM�
FBSOT�BMM�UIF�TBMFT��*O�UIJT�DBTF�free riding�CFDPNFT�B�OBUVSBM�CZQSPEVDU�PG�IZCSJE�SFUBJM�
DIBOOFM�VTBHF�BOE�UIF�DIBOOFM�NBOBHFS�NVTU�EFDJEF�IPX�UP�NBJOUBJO�FRVJUZ�

4FDPOE�UIF�RVFTUJPO�PG�XIFUIFS�IZCSJE�TIPQQJOH�JOWPMWFT�NVMUJQMF�DPOTVNFST�PS�
POF� DPOTVNFS� VTJOH�NVMUJQMF� DIBOOFMT� JT� GBS�NPSF� DSJUJDBM� UIBO� JU�NBZ� TFFN� BU� GJSTU��
*NBHJOF�ZPV�BSF�UIF�SFUBJM�NBOBHFS�GPS�B�NBOVGBDUVSFS�UIBU�DPOUSBDUT�XJUI�CPUI�JOEFQFO�
EFOU�CSJDLT�BOE�NPSUBS�SFUBJMFST�BOE�*OUFSOFU�SFUBJM�PVUMFUT�	XIJDI�NJHIU�CF�PXOFE�CZ�UIF�
CSJDLT�BOE�NPSUBS�SFUBJMFST�BT�QBSU�PG�own�IZCSJE�SFUBJMJOH�TUSBUFHZ
��#PUI�PVUMFUT�BSF�SFUBJM�
PVUMFUT�CFDBVTF�CPUI�DBO�	BOE�EP
�TFMM�UP�FOE�VTFST��)PXFWFS�UIF�CSJDLT�BOE�NPSUBS�TUPSF�
BMTP�TFSWFT�BT�BO�JOGPNFEJBSZ�GPS�DPOTVNFST�XIP�MJLF�UP�MPPL�JO�QFSTPO�UIFO�CVZ�POMJOF��
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*O�UIJT� JODSFBTJOHMZ�DPNNPO�UZQF�PG�TJUVBUJPO�ZPV�SFBMMZ�IBWF� three�SPVUFT�UP�NBSLFU��
	�
�UIF�CSJDLT�BOE�NPSUBS�DIBOOFM�	DPOTVNFST�JHOPSF�UIF�POMJOF�DIBOOFM
�	�
�UIF�POMJOF�
DIBOOFM�	DPOTVNFST�JHOPSF�UIF�CSJDLT�BOE�NPSUBS�DIBOOFM
�BOE�	�
�UIF�hybrid channel�
	DPOTVNFST�PCUBJO�TPNF�TFSWJDF�PVUQVUT�POMJOF�BOE�PUIFST�PGGMJOF
��0OMZ�CZ�SFDPHOJ[JOH�
UIF�UISFF�QBSU�DIBOOFM�TUSVDUVSF�DBO�UIF�DIBOOFM�NBOBHFS�NFBTVSF�UIF�JODSFNFOUBM�FGGFD�
UJWFOFTT�PG�FJUIFS�PVUMFU�BDDVSBUFMZ��"OE�PG�DPVSTF�UIF�NFBTVSFNFOU�HSPXT�FWFO�NPSF�
DPNQMFY�JG�XF�BEE�JO�PUIFS�DIBOOFMT��5IJT�XBZ�PG�MPPLJOH�BU�UIF�DIBOOFM�TUSVDUVSF�DBO�CF�
VTFGVM�JO�OFHPUJBUJPOT�BNPOH�DIBOOFM�NFNCFST�XIP�XPSSZ�UIBU�UIFJS�NBSLFUT�BSF�CFJOH�
TUPMFO�PS�UIBU�UIFZ�BSF�OPU�CFJOH�GBJSMZ�DPNQFOTBUFE�GPS�UIF�TFSWJDFT�UIFZ�SFOEFS�

5IJSE�NBOVGBDUVSFST�BOE�SFUBJMFST�UIBU�VTF�NVMUJQMF�SFUBJM�SPVUFT�UP�NBSLFU�UP�DSF�
BUF�CSPBEFS�CSBOE�BXBSFOFTT�BOE�NBSLFU�SFBDI�TUJMM�OFFE�UP�GJOE�B�XBZ�UP�DPOUSPM�DIBO�
OFM�DPOGMJDU��'PS�CSJDLT�BOE�NPSUBS� SFUBJMFST�DBUBMPH�DIBOOFMT�BSF�BO�FYDFMMFOU�XBZ� UP�
JODSFBTF� UIFJS� SFBDI��/FJNBO�.BSDVT� UIF�VQTDBMF� SFUBJMFS�CBTFE� JO�%BMMBT�5FYBT�IBT�
QVCMJTIFE�B�$ISJTUNBT�DBUBMPH�TJODF������BOE�TFOET�PVU�BQQSPYJNBUFMZ����EJGGFSFOU�DBUB�
MPHT�BOOVBMMZ�UP�NPSF�UIBO�����NJMMJPO�QPUFOUJBM�DPOTVNFST�XIP�XPVME�CF�IBSE�QSFTTFE�
UP�GJOE�B�TUPSF�JO�UIFJS�OFBSCZ�WJDJOJUZ����*O�UIJT�DBTF�UIF�BEEJUJPOBM�SPVUF�UP�NBSLFU�EJE�
OPU�DSFBUF�NVDI�DPOGMJDU�CFDBVTF�UIF�SFUBJMFS�PXOT�CPUI�UIF�CSJDLT�BOE�NPSUBS�TUPSFT�
BOE�UIF�DBUBMPH�FGGPSU�	BT�XFMM�BT�JUT�SFDFOUMZ�FYQBOEFE�POMJOF�DIBOOFMT
��'PS�EJSFDU�TFMM�
FST�JU�BQQFBST�UIBU�UIF�IZCSJE�DIBOOFM�DIBMMFOHF�IBT�CFFO�B�CJU�NPSF�TUSFTTGVM�FTQFDJBMMZ�
BT�B�SFTVMU�PG�NPEFSO�EFNPHSBQIJDT��8JUI�XPNFO�KVTU�BT�MJLFMZ�UP�XPSL�PVU�PG�UIF�IPNF�
BT�XJUIJO� UIF�iTUBZ�BU�IPNF�NPNw�NPEFM� UIBU� TVQQPSUFE� TP�NBOZ� DPNQBOJFT�� EJSFDU�
TFMMJOH�PQFSBUJPOT�TVGGFSFE�B�CMPX��5IVT�"WPO�ZJFMEFE�UP�UIF�TUSPOH�UFNQUBUJPO�UP�BEE�
POMJOF�TFMMJOH�UP�JUT�DPTNFUJDT�DIBOOFM�NJY�POMZ�UP�IFBS�GSPN�BOHSZ�i"WPO�MBEJFTw�	JUT�
JOEFQFOEFOU�EJTUSJCVUPST
�UIBU�UIFJS�OFXFTU�DPNQFUJUPS�XBT�BMTP�UIFJS�%40��"WPO�T�JOJUJBM�
IZCSJE�TUSBUFHZ�XBT�UP�TFMM�POMJOF�EJSFDUMZ�UP�FOE�VTFST�CZQBTTJOH�"WPO�MBEJFT�FOUJSFMZ�
BOE�OPU�HSBOUJOH�UIFN�BOZ�TBMFT�DSFEJU�GPS�POMJOF�TBMFT��#VU�BGUFS�B�QFSJPE�PG�TPNF�EJTBS�
SBZ�BOE�UIF�MPTT�PG�NBOZ�EJTUSJCVUPST�"WPO�NPEJGJFE�JUT�NPEFM�BMMPXJOH�FBDI�EJTUSJCVUPS�
UP�TFU�VQ�IFS�PXO�XFCTJUF�PO�XIJDI�TIF�SFDFJWFE�TBMFT�DSFEJU�GPS�IFS�POMJOF�TBMFT��*O�UIJT�
DBTF�UIF�JTTVF�XBT�OPU�whether�UP�HP�POMJOF�CVU�SBUIFS�how�UP�EP�TP�UP�HBJO�UIF�CFOFGJUT�
XJUIPVU�JODVSSJOH�UIF�DPTUT�PG�JODSFBTFE�DIBOOFM�DPOGMJDU�BOE�DBOOJCBMJ[BUJPO���

.BOBHJOH�NVMUJQMF�SFUBJM�SPVUFT�UP�NBSLFU�SFNBJOT�B�DIBMMFOHF�GPS�NBOVGBDUVSFST�
BOE� UIFJS� SFUBJM�QBSUOFST�ZFU�IZCSJE�TIPQQJOH�CFIBWJPS�IBT�QFOFUSBUFE�BMM� UIF�DPN�
CJOBUJPOT�PG�NVMUJQMF�DIBOOFMT��5IF�TVDDFTTGVM�SFTQPOTF�UP�JUT�DIBMMFOHFT�JT�SBSFMZ�UP�
TIVU�EPXO�BO�iPGGFOEJOHw�DIBOOFM�POF�XJUI�GFXFS�TBMFT�PS�POF�UIBU�BQQFBST�UP�CF�
GSFF�SJEJOH�PO�UIF�PUIFST�CFDBVTF�JU�MJLFMZ�JT�QSPWJEJOH�TPNF�WBMVFE�TFSWJDF�PVUQVUT��
3BUIFS� UIF� TPMVUJPO� JOWPMWFT� PGGFSJOH� UIF� SJHIU� QFSGPSNBODF� SFXBSET� GPS� BMM� WBMVFE�
DIBOOFM�GVODUJPOT�UP�FOTVSF�UIBU�BMM�UIF�DIBOOFM�NFNCFST�IBWF�TUSPOH�JODFOUJWFT�UP�
QFSGPSN�JO�BDDPSEBODF�XJUI�UIF�DIBOOFM�EFTJHO�

ADAPTING TO THE INCREASING POWER OF MAJOR RETAILERS

"U�POF�UJNF�DPNQBOJFT�TVDI�BT�1SPDUFS���(BNCMF�$PMHBUF�,SBGU�BOE�$MPSPY�EPNJ�
OBUFE�SFUBJMFST��OPX�UIF�SFUBJMFST�UFOE�UP�EPNJOBUF�UIFN��8IBU�DIBOOFM�EFWFMPQNFOUT�
IBWF�MFE�UP�TVDI�B�TIJGU 

'JSTU�TBMFT�PG�JUFNT�OPSNBMMZ�TPME�CZ�HSPDFSZ�ESVH�BOE�NBTT�NFSDIBOEJTF��SFUBJMFST�
PGUFO�BSF�BQQSPBDIJOH�TBUVSBUJPO�TVDI�UIBU�UIFZ�DBOOPU�JODSFBTF�BU�SBQJE�SBUFT��'PS�UIF�
SFUBJMFST�UP�HSPX�UIFZ�NVTU�TUFBM�TBMFT�GSPN�UIFJS�DPNQFUJUPST�SBUIFS�UIBO�XBJUJOH�GPS�
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PWFSBMM�EFNBOE�UP�FYQBOE��$PNQFUJUJPO�GPS�NBSLFU�TIBSF�HBNF�FYFSUT�FOPSNPVT�QSFT�
TVSF�PO�SFUBJMFST�UP�QFSGPSN��NPTU�DIBJOT�UFOE�UP�DBSSZ�TJNJMBS�QSPEVDUT�TP�UIFJS�DPNQF�
UJUJPO�JT�MBSHFMZ�CBTFE�PO�QSJDF��#FDBVTF�CFUUFS�QSJDFT�	DPVQMFE�XJUI�FYDFMMFOU�MPDBUJPOT�
BQQFBMJOH�TUPSFT�BOE�SFBTPOBCMF�TFSWJDF
�IBWF�CFDPNF�B�QSJNBSZ�SPVUF�UP�TVSWJWBM�BOE�
TVDDFTT� UIF�DIBJO�SFUBJMFST�IBWF�IBE�MJUUMF�DIPJDF�CVU�UP�QSFTTVSF�TVQQMJFST�GPS�QSJDF�
DPODFTTJPOT�PG�UIFJS�PXO��*O�GPPE�SFUBJMJOH�JO�QBSUJDVMBS�XBSFIPVTF�DMVCT�HFOFSBM�NFS�
DIBOEJTF�TVQFSDFOUFST�EFFQ�EJTDPVOU�ESVHTUPSFT�BOE�NBTT�NFSDIBOEJTFST�IBWF�CFFO�
HSPXJOH�NPSF� SBQJEMZ� UIBO� USBEJUJPOBM� GPPE� TUPSFT� BMMPXJOH� UIFN� UP�FYQBOE�BU� UIF�
FYQFOTF�PG�UIF�TVQFSNBSLFU�FTQFDJBMMZ�BNPOH�QBSUJDVMBS�OJDIF�NBSLFUT�PG�DPOTVNFST�
UIBU�WBMVF�QSJDF�BOE�B�TFMFDUFE�TFU�PG�TFSWJDFT����#FDBVTF�TVQFSNBSLFU�QSPGJU�SBUJPT�	OFU�
QSPGJUT�UP�TBMFT
�BMSFBEZ�XFSF�MPX�BU�BCPVU���QFSDFOU�BOZ�MPTT�PG�TBMFT�UP�BMUFSOBUJWF�
GPSNBUT� FTQFDJBMMZ� GSPN�IFBWZ�CVZFST� 	F�H�� MBSHF�IPVTFIPMET
� DPVME�CF�EJTBTUSPVT��
&WFO�BT�UIF�QPXFS�PG�UIFTF�USBEJUJPOBM�SFUBJMFST�IBT�CFFO�IFNNFE�JO�CZ�OFX�FOUSBOUT�
UIFZ�SFNBJO�UIF�QSJNBSZ�DIBOOFM�GPS�NBOZ�DPOTVNFS�HPPET�TVQQMJFST�XIJDI�NFBOT�
UIFZ�DBO�NPWF�QSJDF�QSFTTVSFT�JNNFEJBUFMZ�CBDL�VQ�UIF�DIBOOFM�UP�NBOVGBDUVSFST�

4FDPOE� SFUBJMFST� DPOUJOVPVTMZ� TFFL� UP� JNQSPWF� UIFJS� QSPEVDUJWJUZ� BOE� UIFSFCZ�
MPXFS�DPTUT�XIJMF�LFFQJOH�UIFJS�QSJDFT�UIF�TBNF�PS�TMJHIUMZ�MPXFS�UIBO�DPNQFUJUPST���
*G�UIFZ�DBO�BDIJFWF�FDPOPNJFT�PG�TDBMF�UIFZ�TJNVMUBOFPVTMZ�NJHIU�CF�CFUUFS�BCMF�UP�
QSPWJEF� DPOTVNFST�XJUI� UIF� DPOWFOJFODF�PG� POF�TUPQ� TIPQQJOH� JO� MBSHFS� TUPSF� GPS�
NBUT��5IJT�BQQSPBDI�FMFWBUFT�UIFJS�GJYFE�DPTUT�UIPVHI�GPSDJOH�TVQFSNBSLFU�BOE�NBTT�
NFSDIBOEJTFST�UP�JODSFBTF�UIFJS�FNQIBTJT�PO�HFOFSBUJOH�FOPSNPVT�TBMFT�WPMVNFT��'PS�
FYBNQMF�XIFO�,SPHFS�QVSDIBTFE�'SFE�.FZFS�JU�JODSFBTFE�JUT�BOOVBM�TBMFT�UP�����CJM�
MJPO�PS�GJWF�UJNFT�UIF�TBMFT�PG�/FTUMF�64"��4VDI�TUBUJTUJDT�JOEJDBUF�B�OFX�UZQF�PG�TVQ�
QMJFSoSFUBJMFS�OFHPUJBUJPO�JO�UIF�HSPDFSZ�BSFOB���

5IJSE� JODSFBTFE� QSFTTVSFT� PO� DPNQBOJFT� NFBO� JODSFBTFE� QSFTTVSFT� PO� SFUBJM�
CVZFST��"U� POF� UJNF� CVZFST� GPDVTFE� QSJNBSJMZ� PO� QVSDIBTJOH� BOE�NBJOUBJOJOH� CBM�
BODFE�JOWFOUPSJFT��/PX�CVZJOH�DFOUFST�BSF�BMTP�QSPGJU�DFOUFST�SFTQPOTJCMF�GPS�DBQJ�
UBM�NBOBHFNFOU�TFSWJDF� MFWFMT� UVSOPWFS�SFUBJM�NBSHJOT�BOE�QSJDJOH�RVBMJUZ�DPOUSPM�
DPNQFUJUJWFOFTT� BOE� WBSJFUZ� PQFSBUJOH� DPTUT� TIFMG� TQBDF� BOE� QPTJUJPO� BOE� WFOEPS�
GMPBU�BOE�UFSNT��5P�IFMQ�UIFJS�DPNQBOJFT�NBLF�NPOFZ�UIFZ�MPPL�UP�TVQQMJFST�GPS�QSJDF�
CSFBLT�BOE�NFSDIBOEJTJOH�TVQQPSU�BOE�UIPTF�TVQQMJFST�UIBU�GBJM�UP�QSPWJEF�UIFN�NBZ�
GJOE�UIFNTFMWFT�XJUIPVU�B�TBMF�

'PVSUI�SFUBJMFST�DBO�UISFBUFO�OPU�UP�CVZ�NPTU�NBOVGBDUVSFST��QSPEVDUT�CFDBVTF�
UIFZ�IBWF�TP�NBOZ�PUIFS�BMUFSOBUJWFT��"QQSPYJNBUFMZ��������HSPDFSZ�QSPEVDUT�FYJTU�JO�
UIF�6�4��NBSLFU�XJUI�UIPVTBOET�JOUSPEVDFE�FWFSZ�ZFBS�	UIPVHI�NPTU�OFX�QSPEVDUT�EP�
OPU�TVDDFFE�XJUI�FTUJNBUFE�GBJMVSF�SBUFT�SBOHJOH�GSPN����UP����QFSDFOU��
��5IF�UZQJDBM�
TVQFSNBSLFU�DBSSJFT�BCPVU�������PG�UIFN��3FUBJMFST�UIFSFGPSF�DBO�DIPPTF�QSPEVDUT�UIBU�
CFOFGJU�UIFJS�PXO�OPU�UIF�NBOVGBDUVSFST��QSPGJUT��0G�DPVSTF�OPU�BMM�QSPEVDU�DBUFHPSJFT�
BSF�MJLF�HSPDFSJFT��"QQBSFM�NBSLFUT�GPS�FYBNQMF�BSF�DIBSBDUFSJ[FE�CZ�B�TUSPOH�QSFGFS�
FODF�GPS�OFX�QSPEVDUT�FBDI�TFBTPO�TP�UPUBM�UVSOPWFS�JT�OPU�VODPNNPO�GSPN�TFBTPO�UP�
TFBTPO��)PXFWFS�UIF�GVOEBNFOUBM�JTTVF�JO�XIJDI�NBOZ�QSPEVDUT�TFFL�UP�BQQFBS�JO�B�
GJYFE�BNPVOU�PG�TIFMG�TQBDF�QFSTJTUT�JO�BOZ�CSJDL�BOE�NPSUBS�SFUBJM�DPOUFYU�

'JGUI�TVQQMJFST�UIFNTFMWFT�BSF�QBSUMZ�UP�CMBNF�GPS�UIFJS�XFBLFOFE�QPTJUJPO�SFMB�
UJWF�UP�SFUBJMFST��/PU�POMZ�EP�UIFZ�JOUSPEVDF�UIPVTBOET�PG�OFX�QSPEVDUT�FWFSZ�ZFBS�CVU�
UIFZ�BMTP�IBWF�MPOH�FOHBHFE�JO�QSPEVDU�QSJDF�BOE�QSPNPUJPOBM�BMMPXBODFT�UP�iCSJCFw�
UIFJS�XBZ�POUP�SFUBJMFST��TIFMWFT��5IFTF�BDUJWJUJFT�IBWF�QMBZFE�JOUP�UIF�IBOET�PG�BMSFBEZ�
QPXFSGVM�CVZFST��'JHVSF�����EFTDSJCFT�UIF�UZQFT�BOE�PCKFDUJWFT�PG�WBSJPVT�USBEF�EFBMT�
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#VZFST�XIP�SFDFJWF�TVDI�QSPNPUJPOBM�EFBMT�HSPX�UP�FYQFDU�BOE�JOTJTU�PO�UIFN�BT�B�
QSJDF�PG�EPJOH�CVTJOFTT��:FU�NBOVGBDUVSFST�BOE�SFUBJMFST�UBLF�WFSZ�EJGGFSFOU�WJFXT�PO�UIF�
TVGGJDJFODZ�PG�TVDI�QSPNPUJPOT��.BOVGBDUVSFST�HFOFSBMMZ�DPOTJEFS�UIF�WBMVF�UIFZ�SFDFJWF�
GPS�UIFJS�USBEF�QSPNPUJPOT�BT�SFMBUJWFMZ�QPPS�BU�UIF�TBNF�UJNF�UIBU�SFUBJMFST�MBSHFMZ�SFQPSU�
UIBU�UIF�TIBSF�PG�QSPNPUJPO�EPMMBST�UIFZ�SFDFJWF�JT�iOPU�FOPVHI�w���8IFO�BTLFE�BCPVU�UIF�
FGGFDU�PG�USBEF�QSPNPUJPOT�PO�CSBOE�MPZBMUZ����QFSDFOU�PG�SFUBJMFST�TBJE�USBEF�QSPNPUJPO�

Source: Robert C. Blattberg and Scott A. Neslin (1990), Sales Promotion: Concepts, Methods, and Strategies 
(Englewood Cliffs, NJ: Prentice-Hall), pp. 318–319.

FIGURE 6-4 Trade deals for consumer nondurable goods

 1. Off invoice. The purpose of an off-invoice promotion is to discount the product to the dealer for a fixed period 
of time. It consists of a temporary price cut, and when the time period elapses, the price goes back to its 
normal level. The specific terms of the discount usually require performance, and the discount lasts for a 
specified period (e.g., one month). Sometimes the trade can buy multiple times and sometimes only once.

 2. Bill-back. Bill-backs are similar to off-invoice except that the retailer computes the discount per unit for all 
units bought during the promotional period and then bills the manufacturer for the units sold and any other 
promotional allowances that are owed after the promotional period is complete. The advantage from the manu-
facturer’s perspective is the control it gives, guaranteeing that the retailer performs as the contract indicates 
before payment is issued. Generally, retailers do not like bill-backs because of the time and effort required.

 3. Free goods. Usually free goods take the form of extra cases at the same price. For example, “buy 3 get 1 free” 
is a free-goods offer.

 4. Cooperative advertising allowances. Paying for part of the dealers’ advertising is called cooperative advertis-
ing, which is often abbreviated as co-op advertising. The manufacturer either offers the dealer a fixed dollar 
amount per unit sold or offers to pay a percentage of the advertising costs. The percentage varies depending 
on the type of advertising run. If the dealer is prominent in the advertisement, then the manufacturer often 
pays less, but if the manufacturer is prominent, then it pays more.

 5. Display allowances. A display allowance is similar to cooperative advertising allowances. The manufacturer 
wants the retailer to display a given item when a price promotion is being run. To induce the retailer to do this 
and help defray the costs, a display allowance is offered. Display allowances are usually a fixed amount per 
case, such as 50 cents.

 6. Sales drives. For manufacturers selling through brokers or wholesalers, it is necessary to offer incentives. 
Sales drives are intended to offer the brokers and wholesalers incentives to push the trade deal to the retailer. 
For every unit sold during the promotional period, the broker and wholesaler receive a percentage or fixed 
payment per case sold to the retailer. It works as an additional commission for an independent sales organi-
zation or additional margin for a wholesaler.

 7. Terms or inventory financing. The manufacturer may not require payment for 90 days, thus increasing the 
profitability to the retailer that does not need to borrow to finance inventories.

 8. Count-recount. Rather than paying retailers on the number of units ordered, the manufacturer does it on the 
number of units sold, by determining the number of units on hand at the beginning of the promotional period 
(count) and then determining the number of units on hand at the end of the period (recount). Then, by tracking 
orders, the manufacturer knows the quantity sold during the promotional period. (This differs from a bill-back 
because the manufacturer verifies the actual sales in count-recount.)

 9. Slotting allowances. Manufacturers pay retailers funds known as slotting allowances to receive space for new 
products. When a new product is introduced the manufacturer pays the retailer X dollars for a “slot” for the new 
product. Slotting allowances offer a fixed payment to the retailer for accepting and testing a new product.

 10. Street money. Manufacturers have begun to pay retailers lump sums to run promotions. The lump sum, not 
per case sold, is based on the amount of support (feature advertising, price reduction, and display space) 
offered by the retailer. The name comes from the manufacturer’s need to offer independent retailers a fixed 
fund to promote the product because the trade deal goes to the wholesaler.
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TQFOEJOH�iEFGJOJUFMZ�IFMQTw�CSBOE�MPZBMUZ�CVU�POMZ����QFSDFOU�PG�NBOVGBDUVSFST�TBJE�UIF�
TBNF��5IFTF�BUUJUVEFT�DMFBSMZ�JOEJDBUF�UIBU�FWFO�BT�NBOVGBDUVSFST�TQFOE�NPSF�PO�QSPNP�
UJPO�	BT�EFNBOEFE�CZ�QPXFSGVM�SFUBJMFST
�UIFZ�QFSDFJWF�JUT�WBMVF�BT�MPXFS��*O�UIF�GPMMPX�
JOH�TFDUJPOT�XF�EFUBJM�TFWFSBM�UZQFT�PG�EFBMT�PGGFSFE�CZ�NBOVGBDUVSFST�UP�SFUBJMFST�

t�'PSXBSE�CVZJOH�PO�EFBMT
t�4MPUUJOH�BMMPXBODFT
t�'BJMVSF�GFFT
t�1SJWBUF�MBCFMJOH
t�(MPCBMJ[BUJPO

Effects of Forward Buying

$POTVNFS� QBDLBHFE� HPPET�NBOVGBDUVSFST� DBO� FYQFSJFODF�XJEF� TXJOHT� JO� EFNBOE�
GPS�UIFJS�QSPEVDUT�GSPN�SFUBJMFST�XIFO�UIFZ�VTF�USBEF�QSPNPUJPOT�IFBWJMZ��5FNQPSBSZ�
XIPMFTBMF�QSJDF�DVUT�DBVTF�UIF�SFUBJMFS�UP�FOHBHF�JO�forward buying�UIBU�JT�CVZJOH�
TJHOJGJDBOUMZ�NPSF� QSPEVDU� UIBO� JU� OFFET� BOE� TUPDLQJMJOH� JU� VOUJM� TUPDLT� SVO� EPXO�
BHBJO��*O�UIF�QBTU�DPNQBOJFT�TVDI�BT�$BNQCFMM�4PVQ�$P��TPNFUJNFT�TPME�BT�NVDI�BT�
���QFSDFOU�PG�UIFJS�BOOVBM�DIJDLFO�OPPEMF�TPVQ�QSPEVDUJPO�UP�XIPMFTBMFST�BOE�SFUBJM�
FST�JO�KVTU�TJY�XFFLT�EVF�UP�UIFJS�USBEF�EFBMJOH�QSBDUJDFT��5IJT�TUSBUFHZ�JODSFBTFT�UIF�
RVBOUJUZ�TPME�UP�UIF�SFUBJM�USBEF�BOE�SFRVJSFT�UIF�SFUBJMFS�UP�CFBS�JOWFOUPSZ�DPTUT�CVU�JU�
BMTP�QMBZT�IBWPD�XJUI�UIF�NBOVGBDUVSFS�T�DPTUT�BOE�NBSLFUJOH�QMBOT��*G�B�NBOVGBDUVSFS�
NBSLT�EPXO�B�QSPEVDU�CZ����QFSDFOU�SFUBJMFST�DPNNPOMZ�NJHIU�TUPDL�VQ�XJUI�B�����UP�
���XFFL�TVQQMZ��"GUFS�UIF�QSPNPUJPO�FOET�UIFZ�QVSDIBTF�GFXFS�QSPEVDUT�BU�MJTU�QSJDF�
TVDI�UIBU�UIF�NBOVGBDUVSFS�NJHIU�OPU�BDIJFWF�HSFBUFS�QSPGJUBCJMJUZ�

5P�TPNF�FYUFOU�UIFTF�QSPCMFNT�DBO�CF�BMMFWJBUFE�CZ�UFDIOPMPHJFT�TVDI�BT�con-
tinuous replenishment programs (CRP)�� *O� UIFTF� DBTFT� UIF� NBOVGBDUVSFS� BOE�
SFUBJMFS�NBJOUBJO�BO�FMFDUSPOJD�MJOL�UIBU�JOGPSNT�UIF�NBOVGBDUVSFS�XIFO�UIF�SFUBJMFS�T�
TUPDLT�BSF�SVOOJOH�MPX�USJHHFSJOH�B�SFPSEFS��*G�NBOVGBDUVSFST�BOE�SFUBJMFST�FOKPZ�UIJT�
MFWFM�PG�DPPQFSBUJPO�GPSXBSE�CVZJOH�JT�MFTT�PG�B�QSPCMFN�UIPVHI�NBOVGBDUVSFST��QSJD�
JOH�QSBDUJDFT�TUJMM�DBO�QSPWPLF�JU�

"�SFMBUFE�QSPCMFN�JT�diverting��8IFO�NBOVGBDUVSFST�PGGFS�B�SFHJPOBM�USBEF�QSP�
NPUJPO�QFSIBQT�PO�UIF�8FTU�$PBTU�PG�UIF�6OJUFE�4UBUFT�TPNF�SFUBJMFST�BOE�XIPMFTBMFST�
CVZ�MBSHF�WPMVNFT�BOE�UIFO�EJTUSJCVUF�TPNF�DBTFT�UP�TUPSFT�JO�UIF�.JEXFTU�XIFSF�UIF�
EJTDPVOU�JT�OPU�BWBJMBCMF��5IJT�QSBDUJDF�VQTFUT�NBOVGBDUVSFST��FGGPSUT�UP�UBJMPS�NBSLFUJOH�
FGGPSUT�UP�SFHJPOT�PS�OFJHICPSIPPET�CVU�JU�JT�GVMMZ�MFHBM�VOMJLF�gray marketing�UIF�
EJTUSJCVUJPO�PG�BVUIPSJ[FE�CSBOEFE�HPPET�UISPVHI�VOBVUIPSJ[FE�DIBOOFMT�PWFSTFBT�

Effects of Slotting Allowances

Slotting allowances�PSJHJOBUFE�JO�UIF�����T�BT�B�XBZ�UP�DPNQFOTBUF�UIF�HSPDFSZ�USBEF�GPS�
UIF�DPTUT�PG�JOUFHSBUJOH�B�OFX�QSPEVDU�JOUP�JUT�TZTUFNT�TVDI�BT�DSFBUJOH�TQBDF�JO�UIF�XBSF�
IPVTF�SFWJTJOH�DPNQVUFSJ[FE�JOWFOUPSZ�TZTUFNT�SFTFUUJOH�UIF�TIFMWFT�UP�DSFBUF�TQBDF�JO�
UIF�TUPSF�BOE�TUPDLJOH�BOE�SFTUPDLJOH�UIF�OFX�JUFN��#FDBVTF�PG�UIF�TDBSDJUZ�PG�TIFMG�TQBDF�
TMPUUJOH�BMMPXBODFT�IBWF�HSPXO�TJHOJGJDBOUMZ��4MPUUJOH�BMMPXBODFT�SFQPSUFEMZ�DPTU�NBOVGBD�
UVSFST�VQ�UP�����CJMMJPO�JO������UIPVHI�UIF�UPUBM�BNPVOU�TQFOU�JT�OPU�LOPXO�GPS�DFSUBJO���

*O������UIF�6�4��$POHSFTT�IFME�IFBSJOHT�PO�TMPUUJOH�BMMPXBODFT�JO�XIJDI�TNBMM�
NBOVGBDUVSFST�UFTUJGJFE�UIBU�IJHI�TMPUUJOH�BMMPXBODFT�QSFWFOUFE�UIFJS�SFBTPOBCMF�BDDFTT�
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UP�TUPSF�TIFMG�TQBDF�XIFSFBT�SFUBJMFST�DPVOUFSFE�UIBU�NBOVGBDUVSFST�TIPVME�TIBSF�JO�
UIF�SJTL�PG�GBJMVSF�PG�OFX�QSPEVDUT��5IF�'FEFSBM�5SBEF�$PNNJTTJPO�UIVT�GBS�DPOUJOVFT�
UP�GJOE�OP�WJPMBUJPO�PG�BOUJUSVTU�MBX�BOE�UIF�DPOUJOVFE�DPNQMBJOUT�GSPN�NBOVGBDUVSFST�
JMMVTUSBUF�UIBU�TMPUUJOH�BMMPXBODFT�BT�BO�FYQSFTTJPO�PG�SFUBJM�QPXFS�IBWF�OPU�HPOF�BOZ�
XIFSF����4UVEJFT�PG�TMPUUJOH�BMMPXBODFT�DPOUJOVF�CVU�OP�DMFBS�DPOTFOTVT�FYJTUT�BCPVU�
UIF�OFU�FGGFDU�PG�UIFTF�GFFT�PO�SFUBJM�QFSGPSNBODF�PS�QSJDFT�

Effects of Failure Fees

4UBSUJOH�JO������+��.��+POFT�$P��B�XIPMFTBMJOH�VOJU�PG�4VQFS�7BMV�4UPSFT�*OD��CFHBO�
JNQPTJOH�B�GFF�XIFO�JU�IBE�UP�QVMM�B�GBJMJOH�QSPEVDU�GSPN�JUT�XBSFIPVTFT��*G�B�OFX�
QSPEVDU�GBJMFE�UP�SFBDI�B�NJOJNVN�TBMFT�UBSHFU�XJUIJO�UISFF�NPOUIT�+POFT�XJUIESFX�
JU�BOE�DIBSHFE�������GPS�UIF�FGGPSU����Failure fees� MJLF�TMPUUJOH�BMMPXBODFT�XFSF�B�
GPDVT�JO�B������6�4��'FEFSBM�5SBEF�$PNNJTTJPO�DPOGFSFODF��4PNF�BSHVFE�GPS�GBJMVSF�
GFFT� UP� SFQSFTFOU�B�DSFEJCMF�DPNNJUNFOU�CZ� UIF�NBOVGBDUVSFS� UIBU� JUT�QSPEVDU�XBT�
HPPE�FOPVHI�UP�TFMM��6OMJLF�TMPUUJOH�GFFT�GBJMVSF�GFFT�BSF�OPU�QBJE�VQGSPOU�TP�FWFO�
TNBMM�NBOVGBDUVSFST�TFFLJOH�QSPEVDU�QMBDFNFOU�JO�HSPDFSZ�TUPSFT�DPVME�QBZ�UIFN��#VU�
UIFJS�FGGFDUJWFOFTT�BMTP�TFFNT�RVFTUJPOBCMF�CFDBVTF�B�QSPEVDU�DPVME�GBJM�OPU�EVF�UP�JUT�
JOGFSJPSJUZ�PS�MBDL�PG�BQQFBM�CVU�BT�B�SFTVMU�PG�QPPS�SFUBJMFS�TVQQPSU�	XIJDI�DSFBUFT�B�TP�
DBMMFE�NPSBM�IB[BSE�QSPCMFN
��$PMMFDUJOH�GBJMVSF�GFFT�BMTP�NBZ�CF�NPSF�EJGGJDVMU�UIBO�
DPMMFDUJOH�TMPUUJOH�BMMPXBODFT�VQGSPOU����3FHBSEMFTT�PG�UIFJS�FGGJDBDZ�UIF�DPOUJOVFE�VTF�
PG�GBJMVSF�GFFT�JT�BOPUIFS�JOEJDBUJPO�PG�UIF�EFHSFF�PG�SFUBJMFS�DPOUSPM�

Effects of Private Branding

Private labels� 	PS� store brands
� IBWF� CFFO� BOE� DPOUJOVF� UP� CF� WFSZ� QPQVMBS� JO�
&VSPQF�� UIFJS� TBMFT� BDDPVOU� GPS� BCPVU� ��o��� QFSDFOU� PG� BMM� TVQFSNBSLFU� TBMFT� JO�
#SJUBJO����:FU�XIFO�B�HSPVQ�PG�6�4��SFUBJMFST�OPUBCMZ�4FBST�+$1FOOFZ�.POUHPNFSZ�
8BSE�BOE�"�1�DPNNJUUFE�UP�QSJWBUF�MBCFMT�UP�HFOFSBUF�MPZBMUZ�UP�UIFJS�TUPSFT�	SBUIFS�
UIBO� UP� NBOVGBDUVSFST�� CSBOET
� BOE� FBSO� FYUSB� QSPGJUT� UIF� HFOFSJD� QBDLBHJOH� BOE�
WBSJFUJFT�UIFZ�PGGFSFE�GBJMFE�UP�HJWF�DPOTVNFST�TVGGJDJFOU�WBMVF��*O�PUIFS�XPSET�UIFZ�
XFSF�NPOFZ�TBWJOH�CVU�VOFYDJUJOH�BMUFSOBUJWFT�UP�OBUJPOBM�IFBWJMZ�BEWFSUJTFE�CSBOET��
)PXFWFS�HSPDFSZ�SFUBJMFST�JO�UIF�6OJUFE�4UBUFT�GPMMPXJOH�&VSPQFBO�USFOET�BSF�FYQBOE�
JOH�UIFJS�QSJWBUF�MBCFM�CSBOEFE�QSPEVDUT�	5SBEFS�+PF�T�,SPHFS
�

.PSF�SFUBJMFST�UPEBZ�BSF�VQHSBEJOH�UIFJS�QSJWBUF�MBCFM�QSPHSBNT�UIPVHI�UP�PGGFS�BO�
FWFO�DMPTFS�TVCTUJUVUF�GPS�CSBOEFE�QSPEVDUT��5IFSF�BSF�GJWF�CBTJD�DBUFHPSJFT�PG�QSJWBUF�
CSBOET��	�
�TUPSF�OBNF�JEFOUJGJDBUJPO�QSPHSBNT�GPS�XIJDI�UIF�QSPEVDUT�CFBS�UIF��SFUBJMFS�T�
TUPSF�OBNF�PS�MPHP�	F�H��5IF�(BQ�"DF�/"1"�#FOFUUPO
��	�
�SFUBJMFS�T�PXO�CSBOE�OBNF�
JEFOUJUZ� QSPHSBNT� TVDI� UIBU� UIF� CSBOE� JNBHF� JT� JOEFQFOEFOU� PG� UIF� TUPSF� OBNF� CVU�
UIF�QSPEVDUT�BSF�BWBJMBCMF�JO�POMZ�UIBU�QBSUJDVMBS�DPNQBOZ�T�TUPSFT�	F�H��,FONPSF�BOE�
$SBGUTNBO� <4FBST>�5SVF�7BMVF�BOE�5SV�5FTU� <$PUUFS���$P�>
�� 	�
�EFTJHOFS�FYDMVTJWF�QSP�
HSBNT�UIBU�GFBUVSF�NFSDIBOEJTF�EFTJHOFE�BOE�TPME�VOEFS�B�EFTJHOFS�T�OBNF�JO�BO�FYDMV�
TJWF� BSSBOHFNFOU�XJUI� UIF� SFUBJMFS� 	F�H��.BSUIB� 4UFXBSU� <,NBSU>
�� 	�
� PUIFS� FYDMVTJWF�
MJDFOTFE� OBNF� QSPHSBNT� VTVBMMZ� DFMFCSJUZ�FOEPSTFE� PS� TJHOBUVSF� MJOFT� EFWFMPQFE� JO�
FYDMVTJWF�BSSBOHFNFOUT�XJUI�UIF�SFUBJMFS�	F�H��.JDIBFM�(SBWFT�<5BSHFU>
��BOE�	�
�HFOFSJD�
QSPHSBNT�XJUI�FTTFOUJBMMZ�VOCSBOEFE�HPPET�	F�H��:FMMPX�QBDL�OP�OBNF�<-PCMBXT>�$PTU�
$VUUFS�<,SPHFS>
����.BOZ�QSJWBUF�CSBOET�SFGMFDUJOH�UIF�GJSTU�UXP�TUSBUFHJFT�BSF�QPTJUJPOFE�
BT� BTTPSUNFOU� MFBEFST��5IF�$BOBEJBO� HSPDFSZ� DIBJO� -PCMBXT�QJPOFFSFE� JUT� 1SFTJEFOU�T�
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$IPJDF�TUPSF�CSBOE�BT�BO�VQTDBMF�PGGFSJOH�TFMMJOH�FWFSZUIJOH�GSPN�DIPDPMBUF�DIJQ�DPPLJFT�
UP�PMJWF�PJM��5IF�CSBOE�IBT�CFFO�TP�TVDDFTTGVM�UIBU�-PCMBXT�TFMMT�JU�JO�TFWFSBM�DIBJOT�JO�UIF�
6OJUFE�4UBUFT�BT�XFMM�XIFSF�JU�JT�QPTJUJPOFE�BT�B�DSFEJCMF�BMUFSOBUJWF�UP�OBUJPOBM�CSBOET�

4VQFSNBSLFUT�BOE�EJTDPVOU�TUPSFT�JO�QBSUJDVMBS�IBWF�B�DMFBS�JODFOUJWF�GPS�QVTIJOH�
UIFJS�PXO�PGGFSJOHT��1SJWBUF�MBCFM�HPPET�UZQJDBMMZ�DPTU�DPOTVNFST���o���QFSDFOU�MFTT�
UIBO�PUIFS�NBOVGBDUVSFS�CSBOET�CVU�UIFJS�HSPTT�NBSHJOT�BSF�VTVBMMZ�IJHIFS�	BQQSPYJ�
NBUFMZ����QFSDFOU�IJHIFS
����1SJWBUF�CSBOET�BMTP�FOIBODF�UIF�SFUBJMFS�T�DIBOOFM�QPXFS�
CZ�HSBOUJOH�UIF�SFUBJMFS�NPSF�SFTQPOTJCJMJUZ�GPS�GBTIJPO�EJSFDUJPOT�USFOE�TFUUJOH�JOOP�
WBUJPO� BOE� TP� GPSUI� BT�XFMM� BT� GPS� DPNNVOJDBUJOH�XJUI� DPOTVNFST��.BOVGBDUVSFST�
UIVT�NBZ�TUBSU�UP�GPDVT�UIFJS�NBSLFUJOH�TUSBUFHJFT�PO�JNQPSUBOU�SFUBJMFST�BT�PQQPTFE�
UP� UIF�FOE�VTFST�PG� UIFJS�QSPEVDU��$POTJEFS� UIBU�6�4�� TVQFSNBSLFUT�FBSO����QFSDFOU�
PG�UIFJS�TBMFT�GSPN�QSJWBUF�MBCFMT�BOE�NBLF�BO�BWFSBHF�QSFUBY�QSPGJU�PG���QFSDFOU�PO�
UIFTF�TBMFT��&VSPQFBO�HSPDFSZ�DIBJOT�XJUI�UIFJS�IFBWJFS�GPDVT�PO�TUPSF�CSBOET�FBSO�
��QFSDFOU�QSFUBY�QSPGJUT�PO�BWFSBHF��0G�DPVSTF�UIF�&VSPQFBO�HSPDFSZ�JOEVTUSZ�BMTP�JT�
NVDI�NPSF�DPODFOUSBUFE�MFBEJOH�UP�MFTT�QSJDF�DPNQFUJUJPO�UIBO�JO�UIF�6OJUFE�4UBUFT�
	F�H��UIF�UPQ�GPVS�6�4��TVQFSNBSLFU�DIBJOT�BDDPVOUFE�GPS����QFSDFOU�PG�HSPDFSZ�TBMFT�
JO�������UIF�UPQ�GPVS�JO�UIF�6OJUFE�,JOHEPN�BDDPVOUFE�GPS����QFSDFOU
���

*O� BEEJUJPO� B� QSJWBUF�MBCFM� QSPHSBN� NJHIU� HP� UPP� GBS� JO� UIF� TFOTF� UIBU� UIFZ�
OFFE�TUSPOH�OBUJPOBM�CSBOET�GPS�UIFJS�WBMVF�DPNQBSJTPO�UP�CF�TBMJFOU�UP�DPOTVNFST��
8IFO�TUPSF�CSBOET�TPBSFE�UP����QFSDFOU�PG�"�1�T�TBMFT�NJY�JO�UIF�����T�TIPQQFST�
QFSDFJWFE�B�MBDL�PG�DIPJDF�BOE�EFGFDUFE�UP�DPNQFUJUPST��*O�UIF�MBUF�����T�4FBST�BEEFE�
NPSF�CSBOE�OBNF�HPPET�UP�BQQFBM�UP�B�CSPBEFS�CBTF�PG�DVTUPNFST��$PNQFUJUJPO�GSPN�
DPNQFUFOU� TUZMJTI�TQFDJBMUZ� SFUBJMFST�BMTP�XFBLFOFE� UIF�QPTJUJPO�PG� GPSNFSMZ�TUSPOH�
QSJWBUF�HPPET�SFUBJMFST�TVDI�BT�.BSLT���4QFODFS�JO�UIF�MBUF�����T���

0O�CBMBODF�SFUBJMFST�DBO�VTF�QSJWBUF�MBCFM�QSPEVDUT�UP�UBSHFU�DPOTVNFST�XIP�TFFL�
WBMVF�GPS�UIF�NPOFZ�UIFZ�TQFOE�JO�UIF�TUPSF��8IFO�EPOF�XFMM�UIFTF�QSJWBUF�MBCFMT�BSF�GPS�
NJEBCMF�DPNQFUJUPST�UP�OBUJPOBM�	PS�JOUFSOBUJPOBM
�CSBOET��)PXFWFS�XIFO�EPOF�QPPSMZ�
PS� JG� UIF� FOWJSPONFOU� DIBOHFT� UP�NBLF� B�QSJWBUF�MBCFM�QSPHSBN�PCTPMFUF� UIF� SFUBJMFS�
NBZ�TVGGFS��5IVT�UIF�UISFBU�UP�OBNF�CSBOE�NBOVGBDUVSFST�MJFT�OPU�XJUI�QSJWBUF�MBCFMT�in 
general�CVU�NPSF�TQFDJGJDBMMZ�XJUI�VQTDBMF�QSJWBUF�MBCFMT�UIBU�UIFJS�SFUBJMFST�NBOBHF�XFMM�

Effects of Globalization of Retailing

3FUBJMJOH�IBT�MBHHFE�CFIJOE�PUIFS�JOEVTUSJFT�JO�UIF�HMPCBM�SBDF��*O������UIF�UPQ�SFUBJMFST�
FBSOFE�BQQSPYJNBUFMZ����QFSDFOU�PG�UIFJS�TBMFT�PVUTJEF�UIFJS�IPNF�NBSLFUT�CVU�CZ������TBMFT�
GSPN�GPSFJHO�NBSLFUT�IBE�JODSFBTFE�UP�BCPVU����QFSDFOU�PG�UPUBM�TBMFT��5BCMF�����NBLFT�DMFBS�
UIBU�UIF�JOUFSOBUJPOBMJ[BUJPO�PG�SFUBJMJOH�JT�B�LFZ�UISVTU�PG�NPTU�UPQ�SFUBJMFST�CVU�JU�SFNBJOT�
EJGGJDVMU�UP�FYQBOE�B�SFUBJM�PQFSBUJPO�BDSPTT�OBUJPOBM�CPVOEBSJFT�CFDBVTF�PG�UIF�GPMMPXJOH�

t�5IF�OFFE�GPS�RVBMJUZ�SFBM�FTUBUF�MPDBUJPOT�PO�XIJDI�UP�CVJME�TUPSFT�
t�5IF�EFNBOE�GPS�QIZTJDBM�MPHJTUJDT�PQFSBUJPOT�DPNQBSBCMF�UP�UIPTF�JO�UIF�IPNF�

DPVOUSZ�UP�TPVSDF�BOE�EJTUSJCVUF�QSPEVDU�
t�5IF�OFFE�UP�EFWFMPQ�TVQQMJFS�SFMBUJPOTIJQT�JO�OFX�NBSLFUT�PS�UP�JOUFSOBUJPOBMJ[F�

IPNF�NBSLFU�TVQQMJFST�
t�%JGGFSFODFT�JO�[POJOH�QSJDJOH�UBYBUJPO�IPVST�PG�PQFSBUJPO�MBCPS�BOE�IJSJOH�BOE�

PQFSBUJPOBM�DIPJDFT�UIBU�NVTU�SFGMFDU�PUIFS�SFHVMBUJPOT�JO�FBDI�NBSLFU�
t�5IF�OFFE�UP�PGGFS�MPDBMMZ�BUUSBDUJWF�QSPEVDUT�QBDLBHFE�BOE�QPTJUJPOFE�JO�B�DVM�

UVSBMMZ�TFOTJUJWF�NBOOFS�
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"T� B� SFTVMU� PG� UIFTF� EJGGJDVMUJFT� FWFO� XFMM�LOPXO� SFUBJMFST� TVDI� BT� .BSLT� ��
4QFODFS�5JGGBOZ�T�BOE�$PTUDP�GBJMFE�UP�CF�TVDDFTTGVM�JO�UIFJS�JOJUJBM�FGGPSUT�BU�JOUFSOB�
UJPOBM� SFUBJM� PQFSBUJPOT��5IFTF� DIBMMFOHFT� BSF� QBSUJDVMBSMZ� BDVUF� JO� FNFSHJOH�NBSLFU�
FDPOPNJFT�XIFSF�UIF�OFDFTTBSZ�JOGSBTUSVDUVSF�UP�TVQQPSU�B�SFUBJM�FGGPSU�NBZ�CF�MBDLJOH�

%FTQJUF� UIFTF� EJGGJDVMUJFT� SFUBJMFST� IBWF� MJUUMF� DIPJDF� CVU� UP� HMPCBMJ[F� 	PS� BU� MFBTU�
JOUFSOBUJPOBMJ[F
� UIFJS�PQFSBUJPOT� ESJWFO�CZ� TMPXJOH�HSPXUI� JO� UIFJS�IPNF�NBSLFUT� BOE�
UIF��PWFSXIFMNJOH�BUUSBDUJWFOFTT�PG�EFWFMPQJOH�PWFSTFBT�NBSLFUT��5IFTF�EFWFMPQJOH�NBSLFUT�
	F�H��UIF�TP�DBMMFE�BRIC nations��#SB[JM�3VTTJB�*OEJB�BOE�$IJOB
�PGGFS�RVJDLMZ�JNQSPWJOH�
�FOWJSPONFOUT� BOE�FWFS�JODSFBTJOH� USBEF� MJCFSBMJ[BUJPO� 	F�H�� GSFF� DVSSFODZ�DPOWFSUJCJMJUZ�
NBKPSJUZ�PXOFSTIJQ�CZ�B�GPSFJHO�CVTJOFTT�QFSNJUUFE�GSFF�SFQBUSJBUJPO�PG�DBQJUBM�BOE�FBSO�
JOHT
��5IVT�UIFSF�IBT�CFFO�B�GMVSSZ�PG�FYQBOTJPOBSZ�BDUJWJUZ�CZ�NBKPS�XPSME�SFUBJMFST�TPNF�
PG�JU�HSFFOGJFME�JOWFTUNFOU�BOE�TPNF�PG�JU�GVFMFE�CZ�BDRVJTJUJPOT��0G�UIF�UPQ����XPSME�SFUBJM�
FST�MJTUFE�JO�5BCMF�����POMZ�GPVS�PQFSBUF�JO�KVTU�POF�DPVOUSZ�XIFSFBT�$BSSFGPVS�PQFSBUFT�
TUPSFT�JO����DPVOUSJFT�BOE�8BM�.BSU�PQFSBUFT�TUPSFT�BDSPTT�4PVUI�"NFSJDB�"TJB�BOE�&VSPQF�

8IBU�NBLFT�GPS�B�TVDDFTTGVM�FOUSZ�JOUP�B�GPSFJHO�SFUBJM�NBSLFU �5IFSF�IBWF�DFS�
UBJOMZ�CFFO�XFMM�QVCMJDJ[FE�GBJMVSFT��UIF�LFZ�JT�B�TFOTJCMF�CBMBODF�CFUXFFO�FYQPSUJOH�
UIF�EJTUJODUJWF�SFUBJM�DPNQFUFODJFT�UIBU�NBLF�UIF�SFUBJMFS�TUSPOH�JO�UIF�IPNF�NBSLFU�
BOE�CFJOH�TFOTJUJWF�UP�MPDBM�QSFGFSFODFT��8BM�.BSU�T�JOJUJBM�FOUSZ�JOUP�"SHFOUJOB�GBJMFE�
PO�UIFTF�EJNFOTJPOT��*U�USJFE�UP�FYQPSU�JUT�6�4��SFUBJMJOH�TUZMF�XJUI�OP�BEBQUBUJPOT��5IF�
NFSDIBOEJTF�NJY� JODMVEFE� BQQMJBODFT�XJSFE� GPS� ����WPMU� FMFDUSJD� QPXFS� 	"SHFOUJOB�
PQFSBUFT�PO�����WPMUT
�BOE�"NFSJDBO�DVUT�PG�CFFG��UIF�TUPSFT�UIFNTFMWFT�IBE�UPP�OBS�
SPX�BJTMFT�BOE�DBSQFUJOH�UIBU�RVJDLMZ�MPPLFE�GBEFE�BOE�EJSUZ��/PU�TVSQSJTJOHMZ�8BM�
.BSU�TVGGFSFE�IVHF�MPTTFT�JO�JUT�GJSTU�UXP�ZFBST�BOE�POMZ�CFHBO�UP�UVSO�BSPVOE�XIFO�JU�
SFWJTFE�JUT�MPDBM�TUSBUFHZ�UP�CF�NPSF�JO�LFFQJOH�XJUI�MPDBM�OPSNT���

5IF�SFUBJMFST�UIBU�TVDDFTTGVMMZ�FYQBOE�PVUTJEF�UIFJS�MPDBM�CPSEFST�BMTP�DBO�CFO�
FGJU�GSPN�XIBU�JT�LOPXO�BT�B�virtuous cycle��"T�UIFZ�HSPX�UIFZ�CFOFGJU�GSPN�HSFBUFS�
FDPOPNJFT�PG�TDBMF�JO�QVSDIBTJOH�BOE�TPVSDJOH�BT�XFMM�BT�BEWFSUJTJOH�BOE�JOGPSNBUJPO�
UFDIOPMPHZ�NBOBHFNFOU��4VDDFTTGVM�QSPEVDUT�GSPN�POF�NBSLFU�DBO�CF�FBTJMZ�FYQPSUFE�
UP�BOPUIFS��"�MBSHFS�TDBMF�BMTP�QFSNJUT�FGGJDJFOU�JOWFTUNFOUT�JO�DPNNPO�BTTFUT�TVDI�
BT�NBSLFUJOH�SFTFBSDI�FYQFSUJTF�BOE�GJOBODJOH��"�TVDDFTTGVM�FYQBOTJPO�DBO�GVOOFM�UIF�
QSPGJUT�JOUP�FOIBODJOH�UIF�CSBOE�T�FRVJUZ�XPSMEXJEF��5IVT�UIF�CJH�HFU�CJHHFS�B�ESJWF�
NPUJWBUJOH�UIF�XPSMEXJEF�FYQBOTJPO�UIBU�DIBSBDUFSJ[FT�SFUBJMJOH�UPEBZ�

'BDFE�XJUI�TUSPOHFS�BOE�TUSPOHFS� USBOTOBUJPOBM�DPNQFUJUPST�XIBU�DBO�B� MPDBM�
JODVNCFOU�SFUBJMFS�EP �4PNF�TFMM�UP�OJDIF�TFHNFOUT�JO�UIFJS�IPNF�NBSLFUT�PGGFSJOH�
TVQFSJPS�TFSWJDF�QSPEVDUT�BOE�MPDBUJPO�UBJMPSFE�UP�MPDBM�UBTUFT��'PS�FYBNQMF�XIFO�
$BSSFGPVS�BOE�8BM�.BSU�BSSJWFE�JO�#SB[JM�SBUIFS�UIBO�USZ�UP�CFBU�UIFN�BU�UIFJS�PXO�
HBNF�UIF�MPDBM�SFUBJMFS�1BP�EF�"[VDBS�JOTUFBE�SFGPDVTFE�JUT�CVTJOFTT�UP�FNQIBTJ[F�JUT�
DPOWFOJFOU�MPDBUJPOT�BOE�QSPWJEF�DSFEJU�UP�JUT�DVTUPNFST�B�QPQVMBS�MPDBM�TFSWJDF�UIBU�
UIF�FOUSBOUT�EJE�OPU�QSPWJEF��#VU�POMZ�MPDBM�DPNQFUJUPST�UIBU�QSPWJEF�UIF�TFSWJDF�UIBU�
TQFDJGJD�TFHNFOUT�EFNBOE�MJLFMZ�XJMM�TVSWJWF�UIF�POTMBVHIU�PG�B�NVMUJOBUJPOBM�SFUBJMFS�

'JOBMMZ�BO�JNQPSUBOU�JOTJHIU�UP�UBLF�BXBZ�GSPN�UIJT�EFTDSJQUJPO�PG�UIF�HMPCBMJ[B�
UJPO�PG�SFUBJMJOH�JT�UIBU�JOUFSOBUJPOBM�DPNQFUJUJPO�JT�OPX�B�HJWFO�SBUIFS�UIBO�BO�FYDFQ�
UJPO��&WFO�GPS�MPDBM�SFUBJMFST�UIJT�USFOE�NVTU�CF�NPSF�UIBO�B�DVSJPVT�EFWFMPQNFOU�UP�
PCTFSWF��5IF�FOUSZ�PG�NVMUJOBUJPOBM� SFUBJMFST� JOUP�NBOZ�NBSLFUT�BOE�OPU� KVTU�NBKPS�
EFWFMPQFE� POFT� SFRVJSFT� BMM� DIBOOFM�NFNCFST� UP� DPOTJEFS� IPX� JOUFSOBUJPOBM� SFUBJM�
DPNQFUJUJPO�JT�MJLFMZ�UP�BGGFDU�UIFN�BOE�IPX�UP�QSPUFDU�UIFJS�CVTJOFTTFT�	PS�QSPGJUBCMZ�
IBSWFTU�UIFN
�JO�UIF�GBDF�PG�QPUFOUJBM�BOE�BDUVBM�DPNQFUJUJPO�GSPN�PVUTJEF�FOUSBOUT�
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SUMMARY: RETAILING STRUCTURES AND STRATEGIES

3FUBJMJOH� JT�BO�FOPSNPVTMZ�DPNQMFY�BOE�WBSJFE�FOUFSQSJTF� UIF�XPSME�PWFS��"T� UIF�LFZ�
DIBOOFM�NFNCFS�JO�EJSFDU�DPOUBDU�XJUI�UIF�FOE�VTFS�UIF�SFUBJMFS�T�BDUJPOT�BSF�DSJUJDBM�UP�
UIF�TVDDFTT�PG�UIF�NBSLFUJOH�DIBOOFM��"�SFUBJMFS�T�QPTJUJPO�JT�EFGJOFE�CZ�UIF�EFNBOE�TJEF�
BOE�DPTU�TJEF�DIBSBDUFSJTUJDT�PG�JUT�PQFSBUJPOT��5IFTF�DIBSBDUFSJTUJDT�NBQ�JOUP�UIF�TFSWJDF�
PVUQVUT�QSPWJEFE�UP�DPOTVNFST�XIP�TIPQ�XJUI�UIF�SFUBJMFS��#FDBVTF�NBSLFUT�BSF�NBEF�VQ�
PG�EJTUJODU�DPOTVNFS�TFHNFOUT�FBDI�PG�XIJDI�EFNBOET�EJGGFSFOU�MFWFMT�PG�TFSWJDF�PVUQVUT�
B�SFUBJMFS�DBO�TVDDFTTGVMMZ�EJGGFSFOUJBUF�JUTFMG�GSPN�DPNQFUJUPST�PO�CPUI�EFNBOE�BOE�DPTU�
TJEFT�FWFO�JG�JU�TFMMT�DPNQBSBCMF�PS�JEFOUJDBM�QSPEVDUT�UP�UIPTF�PG�JUT�DPNQFUJUPST��8JUIPVU�
B�EJTUJODU�PGGFSJOH�PO�UIF�TFSWJDF�PVUQVU�TJEF�PS�B�EJTUJODU�DPTU�BEWBOUBHF�B�SFUBJMFS�PG�
DPNQFUJUJWF�QSPEVDUT�SJTLT�GBJMVSF�JO�UIF�NBSLFUQMBDF��%JGGFSFOU�UZQFT�PG�SFUBJMFST�DBO�CF�
DBUFHPSJ[FE�CZ�UIF�MFWFMT�PG�TFSWJDF�PVUQVUT�UIFZ�QSPWJEF�BOE�UIFJS�DPTU�QPTJUJPOT�

0OF�PG� UIF�NPTU� JNQPSUBOU�EFWFMPQNFOUT�PO� UIF�DPOTVNFS�TJEF�IBT�CFFO� UIF�
JODSFBTJOH�JNQPSUBODF�PG�DPOWFOJFODF�JO�SFUBJM�TIPQQJOH��$POTVNFST�JO�NBOZ�DPVO�
USJFT� TVGGFS� GSPN� UJNF� QPWFSUZ�� JO� DPNCJOBUJPO� XJUI� HSPXJOH� QVSDIBTJOH� QPXFS� JU�
QSPNQUT�DPOTVNFST�UP�EFNBOE�B�CSPBEFS�BSSBZ�PG�DIBOOFM�TFSWJDFT�UIBU�MPXFS�UIFJS�
UJNF�DPTU�PG�TIPQQJOH��$POWFSTFMZ�JG�UIFZ�DIPPTF�UP�CVZ�BU�B�MPXFS�TFSWJDF�SFUBJM�PVUMFU�
UIFZ�EFNBOE�B�MPXFS�QSJDF�UP�DPNQFOTBUF�GPS�UIF�GVMM�DPTU�PG�TIPQQJOH�UIFSF��5IFTF�
USFOET�QMBDF� JODSFBTJOH�QSFTTVSF�PO�SFUBJMFST� UP�CPUI�DPOUSPM�DPTUT�BOE�FOIBODF�UIF�
WBMVF�UIFZ�BEE�UP�UIF�QSPEVDUT�TPME�JO�UIFJS�TUPSFT�

1PXFS�BOE�DPPSEJOBUJPO�JTTVFT�TUJMM�BGGFDU�SFUBJM�DIBOOFM�NBOBHFNFOU��3FUBJMFST�VTF�
UIFJS�MFWFSBHF�UP�FOHBHF�JO�GPSXBSE�CVZJOH�BOE�UP�EFNBOE�DPODFTTJPOT�GSPN�UIFJS�TVQQMJ�
FST��3FUBJMFST�JO�HSPDFSZ�BOE�BQQBSFM�JOEVTUSJFT�IBWF�BMTP�EFWFMPQFE�TUSPOH�QSJWBUF�CSBOE�
JOH�QSPHSBNT�UIBU�QPTF�B�DPNQFUJUJWF�UISFBU�UP�OBUJPOBMMZ�CSBOEFE�HPPET�TVQQMJFE�CZ�
NBOVGBDUVSFST��.BOVGBDUVSFST�SFTQPOE�CZ�CVJMEJOH�BOE�NBJOUBJOJOH�TUSPOH�CSBOET�BOE�
CZ�CFBSJOH�UIF�DPTU�PG�NPSF�DIBOOFM�GMPXT��5IFZ�BMTP�TFFL�UP�DIBOHF�UIF�CBTJT�GPS�UIFJS�
QSJDJOH�BOE�VTF�NVMUJQMF�DIBOOFM�TUSBUFHJFT�UP�MJNJU�UIFJS�EFQFOEFODF�PO�BOZ�POF�SFUBJMFS�

5IF�HMPCBMJ[BUJPO�PG�SFUBJMJOH�JT�BO�FNFSHJOH�QIFOPNFOPO�UIBU�XJMM�BGGFDU�DPO�
TVNFST� BOE� DPNQFUJOH� SFUBJMFST� GPS� ZFBST� UP� DPNF��(MPCBM� SFUBJMFST�XJMM� MJLFMZ� TFFL�
NPSF�GBWPSBCMF�UFSNT�GSPN�UIFJS�TVQQMJFST�XIP�XJMM�CF�FYQFDUFE�UP�TFSWF�UIFN�PO�B�
XPSMEXJEF�CBTJT��*OUFSOBUJPOBM�QSPEVDU�TPVSDJOH�PG�UIF�NPTU�QPQVMBS�QSPEVDUT�DPN�
CJOFE�XJUI�HSFBUFS�DPTU�DPOUSPMT�TIPVME�NFBO�HSFBUFS�DIPJDF�BU�MPXFS�QSJDFT�GPS�NBOZ�
DPOTVNFST��&WFO�MPDBM�SFUBJMFST�UIBU�EP�OPU�JOUFOE�UP�TFMM�JO�PWFSTFBT�NBSLFUT�DBOOPU�
FTDBQF�UIF�DPNQFUJUJWF�FGGFDUT�PG�HMPCBM�SFUBJMFST�FOUFSJOH�UIFJS�IPNF�NBSLFUT�

TA K E - A W AYS

t� 3FUBJMJOH�JT�UIF�TFU�PG�BDUJWJUJFT�JOWPMWFE�JO�TFMMJOH�HPPET�BOE�TFSWJDFT�UP�FOE�VTFST�GPS�
QFSTPOBM�DPOTVNQUJPO�

t� "�SFUBJM�QPTJUJPOJOH�TUSBUFHZ�JOWPMWFT�CPUI�DPTU�TJEF�BOE�EFNBOE�TJEF�EFDJTJPOT�
t�0O�UIF�DPTU�TJEF�UIF�SFUBJMFS�NVTU�EFDJEF�JO�HFOFSBM�XIFUIFS�UP�FNQIBTJ[F�high 

margin�PS�high merchandise turnover�NPSF��CPUI�BSF�GJOBODJBMMZ�CFOFGJDJBM�CVU�JU�
JT�FYUSFNFMZ�EJGGJDVMU�UP�BDIJFWF�CPUI�UPHFUIFS�

t�0O�UIF�EFNBOE�TJEF�UIF�SFUBJMFS�NVTU�DIPPTF�XIJDI�TFSWJDF�PVUQVUT�UP�QSPWJEF�UP�
UIF�UBSHFU�DPOTVNFS�TFHNFOU	T
�
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t�5PHFUIFS�UIF�DPTU�TJEF�BOE�EFNBOE�TJEF�EFDJTJPOT�UIF�SFUBJMFS�NBLFT�DPOTUJUVUF�JUT�
retail position�

t� 3FUBJMJOH�TUSBUFHJDBMMZ�JOWPMWFT�UIF�GPMMPXJOH�
t�.BOBHJOH�B�NVMUJDIBOOFM�TIPQQJOH�FYQFSJFODF�UIBU�JT�JODSFBTJOHMZ�EFNBOEFE�CZ�

DPOTVNFST�
t� 5IF�*OUFSOFU�JT�B�XFMM�FTUBCMJTIFE�BOE�HSPXJOH�SFUBJM�DIBOOFM�BT�XFMM�BT�BO�

FOBCMFS�PG�TIPQQJOH�UISPVHI�PUIFS�PVUMFUT�
t� %JSFDU�TFMMJOH�QSPWJEFT�BO�BMUFSOBUJWF�NFUIPE�PG�HPJOH�UP�NBSLFU�XIFO�DMPTF�

JOUFSQFSTPOBM�UJFT�BSF�DSVDJBM�UP�CVJMEJOH�BOE�NBJOUBJOJOH�DPOTVNFS�SFMBUJPOTIJQT�
t� *O�IZCSJE�TIPQQJOH�DPOTVNFST�VTF�NPSF�UIBO�POF�SFUBJM�PVUMFU�UP�DPNQMFUF�UIFJS�

TIPQQJOH�FYQFSJFODF�XIJDI�SFRVJSFT�TQFDJBM�TLJMM�UP�BWPJE�DIBOOFM�DPOGMJDU�
t�3FDPHOJUJPO�BU�UIF�NBOVGBDUVSFS�MFWFM�PG�UIF�DPOUJOVFE�QPXFS�PG�SFUBJMFST�JO�NBS�

LFU��1PXFSGVM�SFUBJMFST�VTF�NBOZ�UPPMT�UP�GVSUIFS�UIFJS�JOUFSFTUT�JODMVEJOH�
t�'PSXBSE�CVZJOH�PO�EFBMT
t�4MPUUJOH�BMMPXBODFT
t�'BJMVSF�GFFT
t�1SJWBUF�CSBOEJOH

t�6OEFSTUBOEJOH�BOE�MFWFSBHJOH�UIF�JODSFBTFE�JOUFSOBUJPOBM�SFBDI�PG�SFUBJMJOH��&WFO�B�
SFUBJMFS�UIBU�JT�OPU�QSFTFOU�JO�NVMUJQMF�OBUJPOBM�NBSLFUT�OFFET�UP�DPOTJEFS�DPNQFUJ�
UPST�TVQQMJFST�BOE�DVTUPNFST�UIBU�BSF�GPDVTFE�PO�HMPCBM�NBSLFUT��5IFSFGPSF�JU�JT�
JNQPSUBOU�UP�VOEFSTUBOE�UIF�FGGFDU�PG�HMPCBMJ[BUJPO�JO�SFUBJMJOH�JO�WBSJPVT�TFUUJOHT�
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APPENDIX 6-1
A Glossary of Pricing and Buying Terms Commonly 
Used by Retailers 
Original Retail� 5IF�GJSTU�QSJDF�BU�XIJDI�UIF�NFSDIBOEJTF�JT�PGGFSFE�GPS�TBMF�
Sale Retail� 5IF�GJOBM�TFMMJOH�QSJDF�
Merchandise Cost� 5IF�CJMMFE�DPTU�PG�NFSDIBOEJTF�MFTT�BOZ�BQQMJDBCMF�USBEF�PS�RVBO�
UJUZ�EJTDPVOUT�QMVT�JOCPVOE�USBOTQPSUBUJPO�DPTUT�JG�QBJE�CZ�UIF�CVZFS��$BTI�EJTDPVOUT�
BSF� OPU� EFEVDUFE� UP� BSSJWF� BU� NFSDIBOEJTF� DPTU�� 6TVBMMZ� UIFZ� BSF� FJUIFS� EFEVDUFE�
GSPN�iBHHSFHBUF�DPTU�PG�HPPET�TPMEw�BU�UIF�FOE�PG�BO�BDDPVOUJOH�QFSJPE�PS�BEEFE�UP�
OFU�PQFSBUJOH�QSPGJUT��*G�DBTI�EJTDPVOUT�BSF�BEEFE�UP�OFU�PQFSBUJOH�QSPGJU�UIF�BNPVOU�
BEEFE�JT�USFBUFE�BT�GJOBODJBM�JODPNF�XJUI�OP�FGGFDU�PO�HSPTT�NBSHJOT�
Markup� 5IF�EJGGFSFODF�CFUXFFO�NFSDIBOEJTF�DPTU�BOE�UIF�SFUBJM�QSJDF�
Initial Markup or Mark-on� 5IF�EJGGFSFODF�CFUXFFO�NFSDIBOEJTF�DPTU�BOE�UIF�PSJHJ�
OBM�SFUBJM�WBMVF�
Maintained Markup or Margin� 5IF�EJGGFSFODF�CFUXFFO�UIF�gross�DPTU�PG�HPPET�TPME�
BOE�OFU�TBMFT�
Gross Margin of Profit� 5IF�EPMMBS�EJGGFSFODF�CFUXFFO�UIF�total�DPTU�PG�HPPET�BOE�
OFU�TBMFT�
Gross Margin Return on Inventory (GMROI)� 5PUBM�HSPTT�NBSHJO�EPMMBST�EJWJEFE�CZ�
BWFSBHF�JOWFOUPSZ�	BU�DPTU
��(.30*�JT�VTFE�NPTU�BQQSPQSJBUFMZ�JO�NFBTVSJOH�UIF�QFS�
GPSNBODF�PG�QSPEVDUT�XJUIJO�B�TJOHMF�NFSDIBOEJTF�DBUFHPSZ��5IF�NFBTVSF�QFSNJUT�UIF�
CVZFS�UP�MPPL�BU�QSPEVDUT�XJUI�EJGGFSFOU�HSPTT�NBSHJO�QFSDFOUBHFT�BOE�EJGGFSFOU�SBUFT�
PG�JOWFOUPSZ�UVSOPWFS�BOE�NBLF�B�SFMBUJWFMZ�RVJDL�FWBMVBUJPO�BT�UP�XIJDI�BSF�UIF�CFTU�
QFSGPSNFST��5IF�DPNQPOFOUT�PG�(.30*�BSF�BT�GPMMPXT�

Gross Margin 
Percentage

×
Sales-to-Inventory Ratio

=
GMROI

	HSPTT�NBSHJO
�
	OFU�TBMFT


	OFU�TBMFT
�	BWFSBHFùJOWFOUPSZ
�
	BU�DPTU


	HSPTT�NBSHJO
�	BWFSBHF�JOWFOUPSZ
�
	BU�DPTU
�

Total Cost� 5PUBM�DPTU�PG�HPPET�TPME�o�HSPTT�DPTU�PG�HPPET�TPME���XPSLSPPN�DPTUT�o�
DBTI�EJTDPVOUT�
Markdown� "�SFEVDUJPO�JO�UIF�PSJHJOBM�PS�QSFWJPVT�SFUBJM�QSJDF�PG�NFSDIBOEJTF��5IF�
markdown percentage�JT�UIF�SBUJP�PG�UIF�EPMMBS�NBSLEPXO�EVSJOH�B�QFSJPE�UP�UIF�OFU�
TBMFT�GPS�UIF�TBNF�QFSJPE�
Off-Retail� %FTJHOBUFT� TQFDJGJD� SFEVDUJPOT� PGG� UIF� PSJHJOBM� SFUBJM� QSJDF�� 3FUBJMFST� DBO�
FYQSFTT�NBSLVQ�JO�UFSNT�PG�SFUBJM�QSJDF�PS�DPTU��-BSHF�SFUBJMFST�BOE�QSPHSFTTJWF�TNBMM�SFUBJM�
FST�FYQSFTT�NBSLVQT�JO�UFSNT�PG�SFUBJM�GPS�TFWFSBM�SFBTPOT��'JSTU�PUIFS�PQFSBUJOH�SBUJPT�BSF�
FYQSFTTFE�JO�UFSNT�PG�QFSDFOUBHF�OFU�TBMFT��4FDPOE�OFU�TBMFT�GJHVSFT�BSF�BWBJMBCMF�NPSF�
PGUFO�UIBO�DPTU�GJHVSFT��'JOBMMZ�NPTU�USBEF�TUBUJTUJDT�BSF�FYQSFTTFE�JO�UFSNT�PG�TBMFT�

.BSLVQ�PO�SFUBJM�DBO�CF�DPOWFSUFE�UP�DPTU�CBTF�CZ�VTJOH�UIF�GPMMPXJOH�GPSNVMB�

NBSLVQ��PO�DPTU�=�	NBSLVQ��PO�SFUBJM
�	�����-�NBSLVQ��PO�SFUBJM
�
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0O�UIF�PUIFS�IBOE

NBSLVQ��PO�SFUBJM�=�	NBSLVQ��PO�DPTU
�	�����+�NBSLVQ��PO�DPTU
�

FOB� 5IF�TFMMFS�QMBDFT�UIF�NFSDIBOEJTF�iGSFF�PO�CPBSEw�UIF�DBSSJFS�BU�UIF�QPJOU�PG�
TIJQNFOU�PS�PUIFS�QSFEFTJHOBUFE�QMBDF��5IF�CVZFS�BTTVNFT�UJUMF�UP�UIF�NFSDIBOEJTF�
BOE�QBZT�BMM�GSFJHIU�DIBSHFT�GSPN�UIJT�QPJOU�
Delivered Sale� 5IF� TFMMFS� QBZT� BMM� GSFJHIU� DIBSHFT� UP� UIF� CVZFS�T� EFTUJOBUJPO� BOE�
SFUBJOT�UJUMF�UP�UIF�HPPET�VOUJM�UIFZ�BSF�SFDFJWFE�CZ�UIF�CVZFS�
Freight Allowances� '0#�UFSNT�DBO�CF�VTFE�XJUI�GSFJHIU�BMMPXBODFT�UP�USBOTGFS�UIF�
UJUMF�UP�UIF�CVZFS�BU�UIF�QPJOU�PG�TIJQQJOH�XIFSFBT�UIF�TFMMFS�BCTPSCT�UIF�USBOTQPSUB�
UJPO�DPTU��5IF�TFMMFS�TIJQT�'0#�BOE�UIF�CVZFS�EFEVDUT�GSFJHIU�DPTUT�GSPN�UIF�JOWPJDF�
QBZNFOU�
Trade Discount� 7FOEPST�VTVBMMZ�RVPUF�B�MJTU�QSJDF�BOE�PGGFS�B�USBEF�EJTDPVOU�UP�QSP�
WJEF�UIF�QVSDIBTFS�B�SFBTPOBCMF�NBSHJO�UP�DPWFS�JUT�PQFSBUJOH�FYQFOTFT�BOE�QSPWJEF�
GPS� OFU� QSPGJU�NBSHJO��5SBEF�EJTDPVOUT� BSF� TPNFUJNFT� MBCFMFE� functional discounts��
5IFZ�BSF�VTVBMMZ�RVPUFE�JO�B�TFSJFT�PG�QFSDFOUBHFT�TVDI�BT�iMJTU�QSJDF�MFTT���������
��w�GPS�EJGGFSFOU�DIBOOFM�GVODUJPOT�QFSGPSNFE�CZ�EJGGFSFOU�JOUFSNFEJBSJFT��5IFSFGPSF�
JG�B�MJTU�QSJDF�PG������JT�BTTVNFE�UIF�EJTDPVOU�BQQMJFT�BT�GPMMPXT�GPS�UIF�EJGGFSFOU�DIBO�
OFM�NFNCFST�

-JTU�1SJDF� � �������
-FTT����� � ���������	SFUBJMFS�QFSGPSNFE�GVODUJPOT

��������������������������

-FTT����� � ���������	XIPMFTBMFS�QFSGPSNFE�GVODUJPOT

��������������������������
-FTT���� � �������������	NBOVGBDUVSFST��SFQSFTFOUBUJWF�QFSGPSNFE�GVODUJPOT

����������������� ����������

Quantity Discounts� 7FOEPST�PGGFS�UXP�UZQFT�PG�RVBOUJUZ�EJTDPVOUT��OPODVNVMBUJWF�
BOE� DVNVMBUJWF��"MUIPVHI� OPODVNVMBUJWF� EJTDPVOUT� BSF� PGGFSFE� PO� WPMVNF� PG� FBDI�
PSEFS�DVNVMBUJWF�EJTDPVOUT�BSF�PGGFSFE�PO�UPUBM�WPMVNF�GPS�B�TQFDJGJFE�QFSJPE��2VBOUJUZ�
EJTDPVOUT�BSF�PGGFSFE�UP�FODPVSBHF�WPMVNF�CVZJOH��-FHBMMZ� UIFZ�TIPVME�OPU�FYDFFE�
QSPEVDUJPO�BOE�EJTUSJCVUJPO�DPTU�TBWJOHT�UP�UIF�TFMMFS�CFDBVTF�PG�WPMVNF�CVZJOH�
Seasonal Discounts� %JTDPVOUT� PGGFSFE� UP�CVZFST� PG� TFBTPOBM�QSPEVDUT�XIP�QMBDF�
UIFJS�PSEFS�CFGPSF�UIF�TFBTPO�T�CVZJOH�QFSJPE��5IJT�FOBCMFT�UIF�NBOVGBDUVSFS�UP�VTF�JUT�
FRVJQNFOU�NPSF�FGGJDJFOUMZ�CZ�TQSFBEJOH�QSPEVDUJPO�UISPVHIPVU�UIF�ZFBS�
Cash Discount� 7FOEPST�TFMMJOH�PO�DSFEJU�PGGFS�B�DBTI�EJTDPVOU�GPS�QBZNFOU�XJUIJO�
B�TQFDJGJFE�QFSJPE��5IF�DBTI�EJTDPVOU�JT�VTVBMMZ�FYQSFTTFE�JO�UIF�GPMMPXJOH�GPSNBU��
i�����OFU����w�5IJT�NFBOT�UIBU�UIF�TFMMFS�FYUFOET�DSFEJU�GPS����EBZT��*G�QBZNFOU�JT�
NBEF�XJUIJO����EBZT�B���QFSDFOU�EJTDPVOU� JT�PGGFSFE� UP� UIF�CVZFS��5IF���QFSDFOU�
JOUFSFTU�SBUF�GPS����EBZT�JT�FRVJWBMFOU�UP�B����QFSDFOU�FGGFDUJWF�JOUFSFTU�SBUF�QFS�ZFBS��
5IFSFGPSF� QBTTJOH� VQ� DBTI� EJTDPVOUT� DBO� CF� WFSZ� DPTUMZ�� 4PNF� NJEEMFNFO� XIP�
�PQFSBUF�PO�TMJN�NBSHJOT�TJNQMZ�DBOOPU�SFBMJ[F�B�QSPGJU�PO�B�NFSDIBOEJTF�TIJQNFOU�
VOMFTT� UIFZ� UBLF� BEWBOUBHF� PG� UIF� DBTI� EJTDPVOU�� $IBOOFM� JOUFSNFEJBSJFT� VTVBMMZ�
NBJOUBJO�B�MJOF�PG�DSFEJU�BU�MPX�JOUFSFTU�SBUFT�UP�QBZ�UIFJS�CJMMT�XJUIJO�UIF�DBTI�EJT�
DPVOU�QFSJPE�
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Cash Datings� $BTI�EBUJOHT�JODMVEF�DBTI�PO�EFMJWFSZ�	$0%
�DBTI�XJUI�PSEFS�	$80
�
SFDFJQU�PG�HPPET�	30(
�TJHIU�ESBGU�CJMM�PG� MBEJOH�4%�#-
��4%�#-�NFBOT� UIBU�B�TJHIU�
ESBGU�JT�BUUBDIFE�UP�UIF�CJMM�PG�MBEJOH�BOE�NVTU�CF�IPOPSFE�CFGPSF�UIF�CVZFS�UBLFT�QPT�
TFTTJPO�PG�UIF�TIJQNFOU�
Future Datings� 'VUVSF�EBUJOHT�JODMVEF�UIF�GPMMPXJOH�

 1. 0SEJOBSZ�EBUJOH�TVDI�BT�i�����OFU����w
 2. &OE�PG�NPOUI�EBUJOH�TVDI�BT�i�����OFU����&0.w�XIFSF�UIF�DBTI�EJTDPVOU�BOE�

UIF�OFU�DSFEJU�QFSJPET�CFHJO�PO�UIF�GJSTU�EBZ�PG�UIF�GPMMPXJOH�NPOUI�SBUIFS�UIBO�
PO�UIF�JOWPJDF�EBUF�

 3. 1SPYJNP�EBUJOH�TVDI�BT�i�����UI�QSPYJNP�OFU���w�XIJDI�TQFDJGJFT�B�EBUF� JO�
UIF�GPMMPXJOH�NPOUI�PO�XIJDI�QBZNFOU�NVTU�CF�NBEF�JO�PSEFS�UP�UBLF�UIF�DBTI�
EJTDPVOU�

 4. &YUSB�EBUJOH�TVDI�BT�i��������EBZT�FYUSBw�XIJDI�NFBOT�UIBU�UIF�CVZFS�IBT����
EBZT�GSPN�UIF�JOWPJDF�EBUF�UP�QBZ�IJT�CJMM�BOE�CFOFGJU�GSPN�UIF�EJTDPVOU�

 5. "EWBODF�PS�TFBTPO�EBUJOH�TVDI�BT�i�����OFU����BT�PG�.BZ��w�XIJDI�NFBOT�UIBU�
UIF�EJTDPVOU�BOE�OFU�QFSJPET�BSF�DBMDVMBUFE�GSPN�.BZ����4PNFUJNFT�FYUSB�EBUJOH�
JT�BDDPNQBOJFE�CZ�BO�BOUJDJQBUJPO�BMMPXBODF��'PS�FYBNQMF�JG�UIF�CVZFS�JT�RVPUFE�
i��������EBZT�FYUSBw�BOE�JU�QBZT�JO����EBZT�PS����EBZT�BIFBE�BO�BEEJUJPOBM�EJT�
DPVOU�JT�NBEF�BWBJMBCMF�
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APPENDIX 6-2
Merchandise Planning and Control
.FSDIBOEJTF�QMBOOJOH�BOE�DPOUSPM�TUBSU�XJUI�EFDJTJPOT�BCPVU�NFSDIBOEJTF�WBSJFUZ�BOE�
BTTPSUNFOU��7BSJFUZ�EFDJTJPOT�JOWPMWF�EFUFSNJOJOH�UIF�EJGGFSFOU�LJOET�PG�HPPET�UP�CF�
DBSSJFE�PS�TFSWJDFT�PGGFSFE��'PS�FYBNQMF�B�EFQBSUNFOU�TUPSF�DBSSJFT�B�XJEF�WBSJFUZ�PG�
NFSDIBOEJTF�SBOHJOH�GSPN�NFO�T�DMPUIJOH�BOE�XPNFO�T�GBTIJPOT�UP�TQPSUT�FRVJQNFOU�
BOE�BQQMJBODFT��"TTPSUNFOU�EFDJTJPOT� JOTUFBE� JOWPMWF�EFUFSNJOBUJPO�PG� UIF� SBOHF�PG�
DIPJDF� 	F�H�� CSBOET� TUZMFT� PS�NPEFMT� DPMPST� TJ[FT� QSJDFT
� PGGFSFE� UP� UIF� DVTUPNFS�
XJUIJO�B�WBSJFUZ�DMBTTJGJDBUJPO��5IF�NPSF�DBSFGVMMZ�BOE�XJTFMZ�EFDJTJPOT�PO�WBSJFUZ�BOE�
BTTPSUNFOU�BSF�NBEF� UIF�NPSF� MJLFMZ� UIF�SFUBJMFS� JT� UP�BDIJFWF�B�TBUJTGBDUPSZ�SBUF�PG�
TUPDLUVSO�

5IF�SBUF�PG�stockturn� 	TUPDL�UVSOPWFS
� JT� UIF�OVNCFS�PG� UJNFT�EVSJOH�B�HJWFO�
QFSJPE�JO�XIJDI�UIF�BWFSBHF�BNPVOU�PG�TUPDL�PO�IBOE�JT�TPME��*U�JT�NPTU�DPNNPOMZ�
EFUFSNJOFE�CZ�EJWJEJOH�UIF�BWFSBHF� JOWFOUPSZ�BU�DPTU� JOUP�UIF�DPTU�PG� UIF�NFSDIBO�
EJTF�TPME��*U�JT�BMTP�DPNQVUFE�CZ�EJWJEJOH�BWFSBHF�JOWFOUPSZ�BU�SFUBJM�JOUP�UIF�OFU�TBMFT�
GJHVSF�PS�CZ�EJWJEJOH�BWFSBHF�JOWFOUPSZ�JO�QIZTJDBM�VOJUT�JOUP�TBMFT�JO�QIZTJDBM�VOJUT��
5P�BDIJFWF�B�IJHI�SBUF�PG�TUPDLUVSO�SFUBJMFST�GSFRVFOUMZ�BUUFNQU�UP�MJNJU�UIFJS�JOWFTU�
NFOU�JO�JOWFOUPSZ�XIJDI�JO�UVSO�SFEVDFT�TUPSBHF�TQBDF�BT�XFMM�BT�TVDI�FYQFOTFT�BT�
JOUFSFTU�UBYFT�BOE�JOTVSBODF�PO�NFSDIBOEJTF��i'SFTIFSw�NFSDIBOEJTF�XJMM�CF�PO�IBOE�
UIFSFCZ�HFOFSBUJOH�NPSF�TBMFT��5IVT�B�SBQJE�TUPDLUVSO�DBO�MFBE�UP�HSFBUFS�SFUVSOT�PO�
JOWFTUFE�DBQJUBM�

"MUIPVHI�UIF�SFUBJMJOH�GJSNT�XJUI�UIF�IJHIFTU�SBUFT�PG�UVSOPWFS�UFOE�UP�SFBMJ[F�UIF�
HSFBUFTU�QSPGJU�UP�TBMFT�SBUJPT�TJHOJGJDBOU�QSPCMFNT�NBZ�CF�FODPVOUFSFE�CZ�BEPQUJOH�
IJHI�UVSOPWFS�HPBMT��'PS�FYBNQMF�IJHIFS�TBMFT�WPMVNF�DBO�CF�HFOFSBUFE�UISPVHI�MPXFS�
NBSHJOT�XIJDI�JO�UVSO�SFEVDF�QSPGJUBCJMJUZ��MPXFS�JOWFOUPSZ�MFWFMT�NBZ�SFTVMU�JO�BEEJ�
UJPOBM�PSEFSJOH�	DMFSJDBM
�DPTUT�BOE�UIF�MPTT�PG�RVBOUJUZ�EJTDPVOUT��BOE�HSFBUFS�FYQFOTF�
NBZ�CF�JOWPMWFE�JO�SFDFJWJOH�DIFDLJOH�BOE�NBSLJOH�NFSDIBOEJTF��.FSDIBOEJTF�CVE�
HFU�QMBOOJOH�QSPWJEFT�UIF�NFBOT�CZ�XIJDI�UIF�BQQSPQSJBUF�CBMBODF�DBO�CF�BDIJFWFE�
CFUXFFO�SFUBJM�TUPDL�BOE�TBMFT�WPMVNF�

MERCHANDISE BUDGETING

5IF�NFSDIBOEJTF� CVEHFU� QMBO� JT� B� GPSFDBTU� PG� TQFDJGJFE�NFSDIBOEJTF�SFMBUFE� BDUJWJ�
UJFT�GPS�B�EFGJOJUF�QFSJPE��"MUIPVHI�UIF�VTVBM�QFSJPE�JT�POF�TFBTPO�PG�TJY�NPOUIT�JO�
QSBDUJDF�JU�JT�PGUFO�CSPLFO�EPXO�JOUP�NPOUIMZ�PS�FWFO�TIPSUFS�QFSJPET��.FSDIBOEJTF�
CVEHFUJOH�SFRVJSFT�UIF�SFUBJM�EFDJTJPO�NBLFS�UP�NBLF�GPSFDBTUT�BOE�QMBOT�SFMBUJWF�UP�
GJWF�CBTJD�WBSJBCMFT��TBMFT�TUPDL�MFWFMT�SFEVDUJPOT�QVSDIBTFT�BOE�HSPTT�NBSHJO�BOE�
PQFSBUJOH�QSPGJU����&BDI�PG�UIFTF�WBSJBCMFT�XJMM�CF�BEESFTTFE�CSJFGMZ�

Planned Sales and Stock Levels
5IF�GJSTU�TUFQ�JO�CVEHFU�EFUFSNJOBUJPO�JT�UIF�QSFQBSBUJPO�PG�UIF�sales forecast�GPS�UIF�
TFBTPO�BOE� GPS�FBDI�NPOUI� JO� UIF� TFBTPO� GPS�XIJDI� UIF�CVEHFU� JT�CFJOH�QSFQBSFE��
5IF� TFDPOE� TUFQ� JOWPMWFT� UIF� EFUFSNJOBUJPO� PG� UIF� beginning-of-the-month� 	#0.
�
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inventory�	TUPDL�PO�IBOE
�XIJDI�OFDFTTJUBUFT�TQFDJGJDBUJPO�PG�B�EFTJSFE�SBUF�PG�TUPDL�
UVSO�GPS�FBDI�NPOUI�PG�UIF�TFBTPO��*G�GPS�FYBNQMF�UIF�EFTJSFE�TUPDL�TBMFT�SBUJP�GPS�UIF�
NPOUI�PG�+VOF�JT���BOE�GPSFDBTUFE�	QMBOOFE
�TBMFT�EVSJOH�+VOF�BSF��������UIFO�UIF�
QMBOOFE�#0.�TUPDL�XPVME�CF���������*U�JT�BMTP�JNQPSUBOU�GPS�CVEHFUJOH�QVSQPTFT�UP�
DBMDVMBUF�TUPDL�BWBJMBCMF�BU�UIF�FOE�PG�UIF�NPOUI�	&0.
�TUPDL��5IJT�GJHVSF�JT�JEFOUJDBM�
UP�UIF�#0.�TUPDL�GPS�UIF�GPMMPXJOH�NPOUI��5IVT�JO�PVS�FYBNQMF�.BZ�T�&0.�TUPDL�JT�
�������	PS�+VOF�T�#0.�TUPDL
�

Planned Reductions
5IJT�UIJSE�TUFQ�JO�CVEHFU�QSFQBSBUJPO�JOWPMWFT�BDDPVOUJOH�GPS�NBSLEPXOT�TIPSUBHFT�
BOE�FNQMPZFF�EJTDPVOUT��3FEVDUJPO�QMBOOJOH�JT�DSJUJDBM�CFDBVTF�BOZ�BNPVOU�PG�SFEVD�
UJPOT�IBT�FYBDUMZ�UIF�TBNF�FGGFDU�PO�UIF�WBMVF�PG�TUPDL�BT�BO�FRVBM�BNPVOU�PG�TBMFT��
.BSLEPXOT�WBSZ� GSPN�NPOUI� UP�NPOUI�EFQFOEJOH�PO� TQFDJBM� BOE� TBMFT� FWFOUT�� *O�
BEEJUJPO�TIPSUBHFT�BSF�CFDPNJOH�BO�JODSFBTJOH�QSPCMFN�GPS�SFUBJMFST��4IPSUBHFT�SFTVMU�
GSPN�TIPQMJGUJOH�FNQMPZFF�QJMGFSBHF�NJTDPVOUJOH�BOE�QSJDJOH�BOE�DIFDLPVU�NJTUBLFT��
(FOFSBMMZ�NFSDIBOEJTF�NBOBHFST�DBO�SFMZ�PO�QBTU�EBUB�JO�GPSFDBTUJOH�CPUI�TIPSUBHFT�
BOE�FNQMPZFF�EJTDPVOUT�

Planned Purchases
8IFO�GJHVSFT�GPS�TBMFT�PQFOJOH�	#0.
�BOE�DMPTJOH�	&0.
�TUPDLT�BOE�SFEVDUJPOT�IBWF�
CFFO�GPSFDBTU� UIF� GPVSUI�TUFQ� UIF�planning of purchases� JO�EPMMBST�CFDPNFT�NFSFMZ�
B�NFDIBOJDBM�NBUIFNBUJDBM�PQFSBUJPO��5IVT�QMBOOFE�QVSDIBTFT�BSF�FRVBM� UP�QMBOOFE�
TUPDL�BU�UIF�FOE�PG�UIF�NPOUI�	&0.
���QMBOOFE�TBMFT���QMBOOFE�SFEVDUJPOT�o�TUPDL�BU�
UIF�CFHJOOJOH�PG�UIF�NPOUI�	#0.
��4VQQPTF�GPS�FYBNQMF�UIBU�UIF�QMBOOFE�&0.�TUPDL�
GPS�+VOF�XBT��������BOE�UIBU�SFEVDUJPOT�GPS�+VOF�XFSF�GPSFDBTU�UP�CF��������5IFO

1MBOOFE�&0.�TUPDL�	+VOF���
��������������������������
1MBOOFE�TBMFT�	 +VOF��o+VOF���
�������������������������
1MBOOFE�SFEVDUJPOT�������������������������������������������
����������������������Total:��������������������������������������
Less
1MBOOFE�#0.�TUPDL�	+VOF��
����������������������������
1MBOOFE�QVSDIBTFT������������������������������������������

5IF�QMBOOFE�QVSDIBTFT�GJHVSF�JT�IPXFWFS�CBTFE�PO�retail prices��5P�EFUFSNJOF�
UIF�GJOBODJBM�SFTPVSDFT�OFFEFE�UP�BDRVJSF� UIF�NFSDIBOEJTF� JU� JT�OFDFTTBSZ�UP�EFUFS�
NJOF�QMBOOFE�QVSDIBTFT�BU�cost��5IF�EJGGFSFODF�CFUXFFO�QMBOOFE�QVSDIBTFT�BU�SFUBJM�
BOE�BU�DPTU�SFQSFTFOUT�UIF�JOJUJBM�NBSLVQ�HPBM�GPS�UIF�NFSDIBOEJTF�JO�RVFTUJPO��5IJT�
HPBM� JT� FTUBCMJTIFE�CZ�EFUFSNJOJOH� UIF� BNPVOU�PG�PQFSBUJOH�FYQFOTFT�OFDFTTBSZ� UP�
BDIJFWF�UIF�GPSFDBTUFE�TBMFT�WPMVNF�BT�XFMM�BT�UIF�QSPGJUT�EFTJSFE�GSPN�UIF�TQFDJGJD�
PQFSBUJPO�BOE�DPNCJOJOH�UIJT�JOGPSNBUJPO�XJUI�UIF�EBUB�PO�SFEVDUJPOT��5IVT

JOJUJBM�NBSLVQ�HPBM�=�	FYQFOTFT�+�QSPGJU�+�SFEVDUJPOT
�	OFU�TBMFT�+�SFEVDUJPOT
�

"�UFSN�GSFRVFOUMZ�VTFE�JO�SFUBJMJOH�JT�open-to-buy��*U�SFGFST�UP�UIF�BNPVOU�JO�UFSNT�
PG�SFUBJM�QSJDFT�PS�BU�DPTU�UIBU�B�CVZFS�DBO�SFDFJWF�JOUP�TUPDL�EVSJOH�B�DFSUBJO�QFSJPE�PO�
UIF�CBTJT�PG�UIF�QMBOT�GPSNVMBUFE��5IVT�QMBOOFE�QVSDIBTFT�BOE�PQFO�UP�CVZ�NBZ�CF�TZO�
POZNPVT�JG�GPSFDBTUT�DPJODJEF�XJUI�BDUVBM�SFTVMUT��)PXFWFS�BEKVTUNFOUT�JO�JOWFOUPSJFT�
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GMVDUVBUJPOT�JO�TBMFT�WPMVNF�VOQMBOOFE�NBSLEPXOT�BOE�HPPET�PSEFSFE�CVU�OPU�SFDFJWFE�
BMM�TFSWF�UP�DPNQMJDBUF�UIF�EFUFSNJOBUJPO�PG�UIF�BNPVOU�UIBU�B�CVZFS�NBZ�TQFOE�

Planned Gross Margin and Operating Profit
5IF�gross margin� JT� UIF� JOJUJBM�NBSLVQ�BEKVTUFE�GPS�QSJDF�DIBOHFT�TUPDL�TIPSUBHFT�
BOE�PUIFS� SFEVDUJPOT��5IF�EJGGFSFODF�CFUXFFO�HSPTT�NBSHJO� BOE�FYQFOTFT� SFRVJSFE�
UP�HFOFSBUF� TBMFT�XJMM� ZJFME�FJUIFS� B� DPOUSJCVUJPO� UP�QSPGJU�PS� B�net operating profit�
�	CFGPSF�UBYFT
�EFQFOEJOH�PO�UIF�TPQIJTUJDBUJPO�PG�B�SFUBJMFS�T�BDDPVOUJOH�TZTUFN�BOE�
UIF��OBSSPXOFTT�PG�JUT�NFSDIBOEJTF�CVEHFUJOH�
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WHOLESALING STRUCTURES

Wholesaling (wholesale trade, wholesale distribution) refers to business establish-
ments that do not sell many products to ultimate households or end-users. Instead, 
they sell products primarily to other businesses: retailers, merchants, contractors, 
industrial users, institutional users, and commercial users. Wholesale businesses sell 
physical inputs and products to other businesses. Thus, wholesaling is closely asso-
ciated with tangible goods, yet the value created by wholesale entities stems from 
the value they add by providing services—or in the terms we use in this book, by 

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%JTUJOHVJTI�CFUXFFO�UISFF�CSPBE�DBUFHPSJFT�PG�JOTUJUVUJPOT�UIBU�DPOTUJUVUF�UIF�
wholesaling sector.

t�%FGJOF�IPX�BO�JOEFQFOEFOU�XIPMFTBMFS�EJTUSJCVUPS�BEET�WBMVF�BOE�FYQMBJO�XIZ�
this sector is growing.

t�%FUBJM�UIF�NFDIBOJTNT�CZ�XIJDI�DIBOOFM�NFNCFST�KPJO�GFEFSBUJPOT�PS�BMMJBODFT�
UIBU�PGGFS�FYDFQUJPOBM�TFSWJDFT�XIJMF�DVUUJOH�DPTUT�

t�*EFOUJGZ�UIF�NBKPS�EJTUJODUJPOT�CFUXFFO�B�XIPMFTBMFS�WPMVOUBSZ�HSPVQ�
and a dealer cooperative, and relate this distinction to the value they provide 
members.

t�&YQMBJO�XIZ�DPOTPMJEBUJPO�JT�DPNNPO�JO�XIPMFTBMJOH�BOE�FYQMBJO�B��NBOVGBDUVSFS�T�
possible responses to a consolidation wave.

t�%FTDSJCF�IPX�XIPMFTBMJOH�JT�CFJOH�BMUFSFE�CZ�FMFDUSPOJD�DPNNFSDF�

t�$PNQBSF�TBMFT�BHFOUT�XJUI�XIPMFTBMFS�EJTUSJCVUPST�JO�UIF�XBZT�UIBU�NBUUFS�UP�B�
manufacturer.

t�&YQMBJO�XIZ�UIF�GVUVSF�GPS�XIPMFTBMFS�EJTUSJCVUPS�JT�PQUJNJTUJD�

C H A P T E R  7

Wholesaling Structures 
and Strategies
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performing channel functions. Although that value added is quite real, very little about 
wholesaling is tangible. In this sense, it is the epitome of a service industry. In a chan-
nel stretching from the manufacturer to the end-user, wholesaling is an intermediate 
step. This chapter pertains to the institutions that wholesale, that is, that provide phys-
JDBM�HPPET�BT�JOQVUT�UP�PUIFS�CVTJOFTTFT��8F�JOWFTUJHBUF�OPU�KVTU�UIF�OBUVSF�PG�UIFTF�
institutions but also the strategies they employ.1

Wholesaler-Distributors

Many different institutions perform channel functions in business-to-business (B2B) 
NBSLFUJOH� DIBOOFMT��8IPMFTBMFS�EJTUSJCVUPST� BSF� UIF� MBSHFTU� BOE�NPTU� TJHOJGJDBOU� PG�
these institutions.

Wholesaler-distributors are independently owned and operated firms that buy 
and sell products over which they claim ownership. Generally, they operate through 
one or more warehouses, in which they receive their purchased goods, which they 
IPME�JO�JOWFOUPSZ�GPS�MBUFS�SFTIJQQJOH��*O�UIF�6OJUFE�4UBUFT�UIJT�JOEVTUSZ�FYFSUT�B�MBSHF�
JOGMVFOUJBM�SPMF��DPOTJEFS�GJHVSFT�SFQPSUFE�CZ�UIF�/BUJPOBM�"TTPDJBUJPO�PG�8IPMFTBMF�
%JTUSJCVUPST�	/"8�B�GFEFSBUJPO�PG����OBUJPOBM�XIPMFTBMF�MJOF�PG�USBEF�BTTPDJBUJPOT�BOE�
individual firms, totaling more than 40,000 companies; www.naw.org/ ):

t�5PUBM�XIPMFTBMF�EJTUSJCVUJPO�USBEF�SFQSFTFOUFE������USJMMJPO�EPMMBST�PG�TBMFT�JO�UIF�
6OJUFE�4UBUFT�JO������UIBU�JT�BCPVU����QFSDFOU�PG�6�4��HSPTT�EPNFTUJD�QSPEVDU�
	(%1
�

t�%JTUSJCVUPST� BDDPVOU� GPS����PVU�PG� FWFSZ���� TQFOU�PO�DPNQVUFS�IBSEXBSF�BOE�
TPGUXBSF��8IPMFTBMF�EJTUSJCVUJPO�TQFOET�NPSF�PO�JOGPSNBUJPO�UFDIOPMPHZ�	*5
�PO�
B�QFS�FNQMPZFF�CBTJT�UIBO�BMNPTU�BOZ�PUIFS�6�4��JOEVTUSZ�

There is a distinction between wholesalers and distributors. But we ignore it for the 
purposes of this chapter. Instead, we simply note that the terms have different roots and 
at one time represented distinct sectors. Traditionally, the term “wholesaler” referred to a 
company that resold products to another intermediary, whereas a “distributor” implied that 
the company resold products to a customer that would use the product. Formally then, a 
pharmaceutical wholesaler resells prescription drugs to a retail pharmacy, which resells 
the product to a household consumer. An industrial maintenance distributor instead sells 
cutting tools to an industrial customer that uses those tools in its manufacturing facilities.

#VU�UIJT�UFSNJOPMPHZ�BMTP�WBSJFT�GSPN�JOEVTUSZ�UP�JOEVTUSZ��'PS�FYBNQMF�EJTUSJCV-
tors of printing paper are called “merchants,” and distributors of automotive aftermarket 
QSPEVDUT�BSF�iKPCCFST�w�5IJT�UFSNJOPMPHZ�FWFO�NJHIU�WBSZ�GSPN�NBSLFU�UP�NBSLFU�XJUIJO�
an industry. Because our critical point is that wholesaler-distributors have the title to 
the goods they resell—that is, they have the authority to set prices—we override these 
terminology distinctions. This chapter instead highlights the key functions and traits of 
XIPMFTBMFS�EJTUSJCVUPST��5IFZ�LOPX�UIF�JEFOUJUZ�PG�UIF�OFYU�CVZFS�JO�UIF�DIBOOFM�XIJDI�
they may or may not share with the manufacturer. They are defined primarily by their 
performance of an ownership channel function.2

The importance of wholesaler-distributors also is striking in two main ways: in 
itself and because it is not particularly evident in the business press. Yet the latest 
reports seemingly always predict the doom and death of the sector. Oddly enough, 
this pessimism may prevail because the sector is generally well organized in active 
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trade associations. These effective bodies commission regular reports that suggest 
ways their members can improve operations and caution against complacency. But as 
XF�IBWF�BMSFBEZ�MFBSOFE�TVDI�FGGPSUT�UP�BEKVTU�JNQSPWF�BOE�JODSFBTF�FGGJDJFODZ�MJLFMZ�
signal the health of this channel function, not its demise.

A more fundamental reason for the misplaced pessimism is that the wholesale 
TFDUPS�IBT�CFFO�TVCKFDU�UP�B�NBTTJWF�EFDBEFT�MPOH�XBWF�PG�consolidation, industry 
CZ�JOEVTUSZ�	XIJDI�XF�FYBNJOF�MBUFS�JO�UIJT�DIBQUFS
��'PS�OPX�TVGGJDF�JU�UP�TBZ�UIBU�
understandably, the disappearance of two-thirds of the companies in an industry (as 
has happened in some sectors) creates an atmosphere of panic and dread. But the 
GFBS�JT�VOGPVOEFE��.PTU�GJSNT�JO�B�DPOTPMJEBUJPO�XBWF�BDUVBMMZ�FYJU�CZ�CFJOH�BDRVJSFE�
not by going bankrupt or shutting down. The acquirers are large, healthy businesses 
UIBU�IBWF�TVQQPSUFE�TUFBEZ�JODSFBTFT�JO�UIF�XIPMFTBMF�TFDUPS�T�TIBSF�PG�UIF�DIBOOFM�JO�
SFDFOU�EFDBEFT��$POTPMJEBUJPO�TUSFOHUIFOT�XIPMFTBMFS�EJTUSJCVUPST�FWFO�BT�JU�SFEVDFT�
their number—and some inefficiencies in the industry.

$POTPMJEBUJPO�XBT� MBSHFMZ�TQBSLFE�CZ� *5��5IBU� JT�BDUPST�QFSGPSNJOH� UIF�EJTUSJ-
CVUJPO� GVODUJPO� FYQFSJFODF� JOUFOTF� QSFTTVSFT� UP� JOWFTU� JO� *5�� 5IF� DVTUPNFS�GBDJOH�
�FMFNFOUT�PG�UIF�CVTJOFTT�JO�QBSUJDVMBS�BSF�JODSFBTJOHMZ�FYQFDUFE�UP�CF�*OUFSOFU�FOBCMFE�
BOE�TPQIJTUJDBUFE��$PODVSSFOUMZ�PQFSBUJPOT�CFOFGJU� GSPN�*5�TZTUFN�JOWFTUNFOUT�UIBU�
allow the distributors to participate in the supply chain management revolution (see 
$IBQUFS�����briefly, supply chain management refers to the strategic coordination 
of traditional business functions systematically across the channel, with the goal of 
enhancing long-term performance for the channel, or supply chain, overall). Then 
UIFTF�OFX�TZTUFNT�NVTU� JOUFSGBDF�TFBNMFTTMZ��4VDI�DPNQFUJUJWF�EFNBOET�FODPVSBHF�
wholesaler-distributors to consolidate so that they can achieve the scale economies 
UIBU�KVTUJGZ�NBTTJWF�JOWFTUNFOUT�JO�BVUPNBUJPO�

%FTQJUF�UIFTF�DPOTPMJEBUJPO�USFOET�UIPVHI�USBEJUJPOBM�NFBTVSFT�PG�JOEVTUSZ�con-
centration� SFNBJO� MPX� JO� DPNQBSJTPO�XJUI�NBOVGBDUVSJOH� TFDUPST��5P� TPNF�FYUFOU�
low concentration reflects the geographically distinct markets that mark most com-
petition among wholesaler-distributors. A single wholesaler-distributor might totally 
dominate one region of a country but account for a miniscule proportion of national 
sales. Thus, the apparent fragmentation of wholesale distribution does not reflect the 
true nature of concentration, as measured in any single region.

This discussion sets up an issue XF�BEESFTT�JO�$IBQUFS���: Power is a property 
of a relationship, not of a business. A very large and reputable manufacturer, such 
BT�.POTBOUP�PS�%V1POU�NBZ�OPU�CF� BOZ�NPSF�QPXFSGVM� UIBO� B� TJOHMF�XIPMFTBMFS��
distributor, in a given market. This supplier even may be less powerful, if customer 
loyalty prevents the big supplier from bypassing a downstream channel member to 
BDDFTT� B� UFSSJUPSZ��%JTUSJCVUPST� PG� QFTUJDJEFT� IFSCJDJEFT� BOE� GBSN� FRVJQNFOU� PGUFO�
FOKPZ�FYDFMMFOU�SFMBUJPOT�XJUI�UIF�GBSNFST�JO�UIFJS�NBSLFUT�NBOZ�PG�XIPN�TJNQMZ�XJMM�
not do business without going through their favored distributor.

Master Distributors

Observers often find themselves puzzled by master distributors, a sort of super 
XIPMFTBMFS�BT�SFQSFTFOUFE�JO�'JHVSF�����

$POTJEFS� 3$*� B� NBTUFS� EJTUSJCVUPS� PG� FMFDUSJDBM� NPUPST� GPS� UIF� SFGSJHFSBUJPO�
�JOEVTUSZ��	3FDBMM�UIBU�XF�NBLF�OP�EJTUJODUJPO�CFUXFFO�iXIPMFTBMFSw�BOE�iEJTUSJCVUPSw�
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in this chapter, so we use these terms interchangeably.) The customer, such as an air 
conditioning contractor, makes purchases from one of its 4,000 conveniently located 
CSBODIFT� SVO� CZ� ����� JOEFQFOEFOU�XIPMFTBMFST� 	J�F�� EJTUSJCVUPST� UP� #�#� DVTUPN-
ers). These wholesalers do not deal with the manufacturer though but with another, 
single point of contact, namely, the master distributor, which only distributes to other 
EJTUSJCVUPST��*O�PUIFS�XPSET�'JHVSF�����SFBMMZ�GFBUVSFT������XIPMFTBMFST����NBTUFS�EJT-
tributor +�JUT������XIPMFTBMFS�DVTUPNFST�BMM�PG�XIJDI�TFMM�UP�PUIFS�CVTJOFTTFT�SBUIFS�
UIBO�UP�DPOTVNFST��)PXFWFS�GPS�B�HJWFO�NBOVGBDUVSFS�T�QSPEVDUT�UIJT�NBTUFS�EJTUSJCV-
UPS�EPFT�OPU�DPNQFUF�XJUI�PUIFS�XIPMFTBMFST�GPS�DPOUSBDUPST��CVTJOFTT��"MUIPVHI�PO�
QBQFS�JU�MPPLT�MJLF�BO�FYUSB�MBZFS�	IFODF�PCTFSWFST��XJEFTQSFBE�DPOGVTJPO�BU�JUT�FYJT-
tence), the master distributor actually creates a stable, prosperous system that suits all 
QBSUJFT��5P�VOEFSTUBOE�JUT�WBMVF�XF�IBWF�UP�BTL��8IBU�GVODUJPOT�XPVME�CF�QVTIFE�POUP�
some other player in the channel if the master distributor were eliminated?

%JTUSJCVUPST�SFMZ�PO�NBOZ�TFSWJDFT�QSPWJEFE�CZ�NBOVGBDUVSFST��#VU�NBTUFS�EJT-
tributors also can provide those services, so they thrive when they can do so more 
FGGFDUJWFMZ�BOE�PS�FGGJDJFOUMZ�UIBO�UIF�NBOVGBDUVSFS�EPFT��$POUSBDUPST�XIJDI�SFQSFTFOU�
the end-user in a B2B channel, demand enormous assortments (e.g., each specific 
replacement motor) and fast delivery (e.g., of refrigerated goods that spoil quickly). 
*O�'JHVSF�����UIF������CSBODIFT�PG������XIPMFTBMFST�FBDI�XPVME�OFFE�UP�SVTI�UP�
provide one of the thousands of parts demanded, making the goal of keeping ade-
quate stock close to the customer totally infeasible. Instead, distributors want to buy 
products as needed, using the master distributor as their “invisible warehouse.” (Not 
TVSQSJTJOHMZ�UIF�NBTUFS�EJTUSJCVUPS�TQFOET�B�MPU�PO�FYQSFTT�EFMJWFSZ�TFSWJDFT�


Electrical Contractors

Multiple Manufacturers 

Master Distributor 

Wholesalers
1,25 0

(4,000 branches)

FIGURE 7-1 Representative master distributor channel
Source: Based on Das Narayandas and V. Kasturi Rangan (2004), 
“Building and Sustaining Buyer-Seller Relationships in Mature 
Industrial Markets,” Journal of Marketing, Vol. 68, no. 3, pp. 63–77.
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Master distributors also consolidate orders from all their manufacturers, so their 
DVTUPNFST�BWPJE�NJOJNVN�PSEFS�SFRVJSFNFOUT�FTUBCMJTIFE�CZ�UIF�NBOVGBDUVSFS��3BUIFS�
these individual distributors can buy a variety of products from a multitude of vendors, 
CVU� TUJMM� FOKPZ� UIF�RVBOUJUZ�EJTDPVOU�BOE� MPXFS� USBOTQPSUBUJPO�DPTUT�PCUBJOFE�CZ� UIF�
master distributor.

'JOBMMZ�NBTUFS� EJTUSJCVUPST�� SPMFT� TPNFUJNFT�NJSSPS� UIPTF� PG� B� GSBODIJTPS� (see 
$IBQUFS��
. They help their customers (i.e., other distributors) improve their business 
processes, demonstrate best practices, and shoulder some of their channel functions, 
such as advertising.

&TTFOUJBMMZ�NBTUFS� EJTUSJCVUPST� HJWF� EJTUSJCVUPST� FDPOPNJFT� PG� TDPQF� BOE� TDBMF�
BOE�IFMQ�UIFN�SFTPMWF�UIFJS�MPHJTUJD�BOE�TVQQPSU�QSPCMFNT��$PNQFUJUJWF�QSFTTVSFT�IBWF�
driven their B2B customers to seek out such benefits, even as manufacturers rediscover 
that it often does not pay to provide individualized, direct services to all their distribu-
UPST��*O�UIF�6OJUFE�4UBUFT�JO�QBSUJDVMBS�NBTUFS�EJTUSJCVUPST�IBWF�HBJOFE�B�MPU�PG�HSPVOE�
often because manufacturers have adopted balanced scorecard methods to evaluate 
their performance.3�5IBU�JT�SBUIFS�UIBO�MPPLJOH�KVTU�BU�WPMVNF�NBOVGBDUVSFST�JODSFBT-
ingly consider other performance criteria, such as marketing support, service levels, 
BOE�OFYU�EBZ�EFMJWFSZ��.BTUFS�EJTUSJCVUPST�GBSF�XFMM�PO�TVDI�CBMBODFE�TDPSFDBSET�FTQF-
DJBMMZ�XIFO�UIFZ�IFMQ�NBOVGBDUVSFST�FYQBOE�JOUP�OFX�DIBOOFMT��(FPSHJB�1BDJGJD�TFMMT�
QBQFS�QSPEVDUT�BOE�EJTQFOTJOH�TZTUFNT�CVU�NPTU�EJTUSJCVUPST�WJFX�UIFTF�CVMLZ�JOFY-
pensive products as a minor market. Thus, master distributors solve the problem by 
IFMQJOH�UIF�EJTUSJCVUPST�NFFU�UIFJS�DVTUPNFST��OFFET�XJUIPVU�SFRVJSJOH�UIFN�UP�EFWPUF�
warehouse space to products that offer them low value per cubic meter.

Many manufacturers in turn have grown far more sophisticated in their pricing 
for distributors, such that they offer functional discounts for:

t�/P�NJOJNVN�PSEFS�TJ[F�
t�8JMMJOHOFTT�UP�CSFBL�DBTF�RVBOUJUJFT�EPXO�UP�TNBMM�MPUT�
t�4BNF�EBZ�TIJQQJOH�
t�.BSLFUJOH�TVQQPSU�	F�H��DVTUPNJ[FE�DBUBMPHVFT�GMZFST�*OUFSOFU�PSEFSJOH
�
t�)PMEJOH�JOWFOUPSZ�
t�5BLJOH�SFTQPOTJCJMJUZ�GPS�MPHJTUJDT�

This fine-grained approach favors master distributors because it offers more ways for 
UIFN�UP�HFU�QBJE�GPS�XIBU�UIFZ�BMSFBEZ�EP��8IZ�EJE�UIJT�OFX�GMFYJCJMJUZ�BSJTF �#FDBVTF�
manufacturers increasingly focus on supply chain management 	$IBQUFS���
 and thus 
are interested in anything that can increase their coordination with downstream chan-
nel members.

Other Supply Chain Participants

4VQQMZ�DIBJOT�BSF�DPNQMFY�BOE�JOWPMWF�NVMUJQMF�QBSUJDJQBOUT�JOUFSNFEJBSJFT�BOE�TFS-
vice providers, all of which seek to facilitate the movement of goods and services 
from their source to their consumption location. Thus, in a supply chain, the channel 
functions and activities that traditionally are the focus of wholesaler-distributors often 
HFU� QFSGPSNFE�CZ�PUIFS�QBSUJDJQBOUT�� 'PS� FYBNQMF�manufacturers’ sales branches 
are captive wholesaling operations, owned and operated by manufacturers. Many 
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manufacturers also maintain sales offices to perform specific selling and marketing 
functions. These locations rarely take physical possession of inventory though, so they 
may continue to work with independent wholesaler-distributors. Customers, particu-
larly large, multiestablishment retail firms, perform wholesale distribution functions, 
especially in vertically integrated channels, whether forward integrated by the manu-
facturer or backward integrated by the end-customer in a B2B sector.

Agents, brokers, and commission agents buy or sell products and earn com-
missions or fees, without ever taking ownership of the products they represent. These 
channels are critical in service industries, which have nothing to inventory and thus 
nothing to own. By convention, agents in service industries are not considered part of 
the wholesale trade, because there are no tangible goods involved. However, ignoring 
them would limit our view of wholesaling in practice.

5IF� PUIFS� FYBNQMFT� PG� DPNQBOJFT� UIBU� QFSGPSN� TVQQMZ� DIBJO� BDUJWJUJFT� JO� B�
B2B marketing channel are nearly innumerable. The transportation and warehous-
ing industry provides logistics functions; increasingly, third-party logistics providers 
and value-added warehousing companies view to perform some functions too. Unlike 
wholesaler-distributors, third-party logistics providers (3PL) do not take title to the 
QSPEVDUT�UIBU�UIFZ�IBOEMF��3BUIFS�UIFZ�DIBSHF�UIFJS�DVTUPNFST�BO�BDUJWJUZ�CBTFE�GFF�GPS�
services rendered, which replace traditional sell-side markup pricing by wholesaler-
distributors. The emergence of large, sophisticated, end-to-end logistics providers 
SFNBJOT�B�LFZ�DIBMMFOHF�UP�XIPMFTBMFS�EJTUSJCVUPST��8JUIPVU�TPVOEJOH�UPP�QFTTJNJTUJD�
we note that the number of manufacturer-owned distribution centers has declined 
sharply in the past decade or so, in part as manufacturers increasing outsource their 
XPSL�UP��1-T�4

WHOLESALING STRATEGIES

8IPMFTBMFST�BEE�WBMVF�BT�UIFZ�QFSGPSN�OJOF�HFOFSJD�DIBOOFM�GVODUJPOT�	GSPNù$IBQUFSù�
: 
They take physical possession of the goods, take title (ownership), promote the 
product to prospective customers, negotiate transactions, finance their operations, 
risk their capital (often by granting credit to both suppliers and customers), process 
orders, handle payments, and manage information. In general, they manage the flow 
of information both ways: upstream to the supplier and downstream to other channel 
members and prospective customers. In so doing, they provide utility upstream and 
EPXOTUSFBN��8IPMFTBMFS�EJTUSJCVUPST� TVSWJWF� BOE� UISJWF� JG� UIFZ�QFSGPSN� UIFTF� GVOD-
tions more effectively and efficiently than either manufacturers or customers.

This generalization varies from one economy to another of course. Japan has 
long been noted for its very long channels, in which multiple wholesalers touched 
the goods several times between their emergence from the manufacturer and their 
final point of consumption. Many wholesalers added margin but little value; thus in 
UIF�����T�+BQBO�T�XIPMFTBMF�TFDUPS�CFHBO�UP�TISJOL�TUFBEJMZ��$IBOOFMT�HSFX�TIPSUFS��
XIPMFTBMFST�XFSF�FYDMVEFE�TUBSUJOH�XJUI�TFDPOEBSZ�BOE�UFSUJBSZ�XIPMFTBMFST��#VU�BT�
+BQBOFTF� DPOTVNFST� DPOUJOVFE� UP� FYQSFTT� JODSFBTJOH� QSJDF� DPOTDJPVTOFTT� SFUBJMFST�
sought to purchase directly from manufacturers, which led to still shorter channels—
and even greater pressures on wholesalers.�
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An Historical Perspective on Wholesaling Strategy

The wholesaling sector is a funny scenario. It is critical and massive, and yet it remains 
largely invisible to the buyer, who takes the functions is performs for granted. Both 
manufacturers and customers have a troubling tendency to underestimate the three 
great challenges of wholesaling:

 1. %PJOH�UIF�KPC�correctly (no errors).
 2. %PJOH�UIF�KPC�effectively�	NBYJNVN�TFSWJDF
�
 3. %PJOH�UIF�KPC�efficiently (low costs).

5IF�IJTUPSZ�PG�UIF�6�4��QIBSNBDFVUJDBM�XIPMFTBMJOH�JOEVTUSZ�PGGFST�B�HPPE�FYBNQMF�� 
5IF�XIPMFTBMF�ESVH�USBEF�DBO�CF�USBDFE�CBDL�UP�UIF�NJE�����T��&VSPQF�BMSFBEZ�IBE�
retail pharmacies, but the American colonies did not. Instead, medical practitioners 
prescribed and dispensed medicine on their own. But wholesalers arose to meet 
EFNBOET� GPS� NFEJDJOFT� JNQPSUFE� GSPN� &VSPQF�� 5IFTF� XIPMFTBMFST� UIFO� JOUFHSBUFE�
forward (e.g., opening retail apothecaries) and backward (e.g., manufacturing drugs 
from indigenous plants).

In the nineteenth century, new pharmacies arose, independent of physicians. 
These channel members grew in parallel with the growth of the hospital industry, 
XIJDI� OFFEFE� XIPMFTBMFST� UP� TVQQPSU� JUT� CVSHFPOJOH� EFNBOET�� %SVH� XIPMFTBMFST�
operated locally, and in stiff competition with the vast numbers that operated in the 
same area. But instead of integrating forward or backward, these manifestations of the 
concept remained largely independent.

*O�UIF�NJE�UXFOUJFUI�DFOUVSZ�UIF�JOEVTUSZ�FOUFSFE�B�OFX�QIBTF��-BSHFS�XIPMFTBM-
FST�PGGFSFE�SFHJPOBM�PS�FWFO�OBUJPOBM�DPWFSBHF�PG�QIBSNBDFVUJDBMT�CVU�BMTP�FYQBOEFE�
their product lines to include health and beauty aids. Two large national firms dom-
inated in terms of name recognition, but most of these wholesalers were smaller, 
SFHJPOBM�GJSNT�PQFSBUFE�CZ�B�GPVOEJOH�GBNJMZ�PVU�PG�B�TJOHMF�MPDBUJPO��'SPN������UP�
����� UIJT� MPOH�TUBOEJOH� JOEVTUSZ�XFOU� UISPVHI�B�QFSJPE�PG�ESBNBUJD� DPOTPMJEBUJPO��
%SVH�XIPMFTBMFST�ESPQQFE�GSPN�����GJSNT�EPXO�UP����NPTUMZ�UISPVHI�BDRVJTJUJPOT��
"U�UIF�FOE�PG�UIJT�QFSJPE�KVTU���GJSNT�BDDPVOUFE�GPS����QFSDFOU�PG�UIF�OBUJPOBM�NBSLFU�

8IZ�EJE� JU� UBLF� TP� MPOH� UP�EJTDPWFS� TVDI� FOPSNPVT� FDPOPNJFT�PG� TDBMF� JO� UIF�
JOEVTUSZ �5IF�BOTXFS�JT�UIF�EJGGJDVMUZ�PG�EPJOH�UIF�TJNQMF�KPC�PG�XIPMFTBMJOH�ESVHT�DPS-
rectly, effectively, and efficiently. The heart of drug wholesaling (and actually, much of 
wholesaling in general) is the relatively banal task of picking—taking from a shelf the 
JUFNT�UIBU�UIF�DVTUPNFS�OFFET�BOE�BTTFNCMJOH�UIFN�GPS�TIJQNFOU��1IBSNBDJFT�UZQJDBMMZ�
order frequently, requesting a few units of many different items. The variety of the units 
JT�TVCTUBOUJBM�XJUI�NBOZ�TUPDL�LFFQJOH�VOJUT�	4,6T
��#FDBVTF�UIF�QSPEVDUT�BSF�NFEJDJ-
OBM�EPJOH�UIF�KPC�DPSSFDUMZ�	J�F��QJDLJOH�FYBDUMZ�UIF�SJHIU�JUFN�JO�UIF�SJHIU�RVBOUJUZ�XJUI�
OP�SPPN�GPS�FSSPS
�JT�DSJUJDBM��'PS�HFOFSBUJPOT�UIJT�KPC�XBT�EPOF�CZ�QFPQMF�QJDLJOH�GSPN�
warehouse shelves. And there are simply few economies of scale to find in picking mil-
lions of items to move from a pallet to a warehouse loading dock to a storage shelf, and 
then picking those items from the shelves to put into a bottle for individual customers.

#FHJOOJOH�JO�UIF�����T�UIPVHI�GJSNT�CFHBO�FYQFSJNFOUJOH�XJUI�EJGGFSFOU�XBZT�UP�
do the picking better, faster, and accurately. But it was not until the task could be wholly 
restructured, using IT and automation, that the fundamentals of the industry shifted—
BOE�OPU�JO�KVTU�POF�XBZ��.BOZ�GJSNT�IBWF�FYQFSJNFOUFE�XJUI�*5�BOE�BVUPNBUJPO�BOE�
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multiple methods continue to be in use, with no standard, best practice in place. Instead, 
a few tactics turned out to be clearly inappropriate, and firms that bet all their resources 
on one poor approach or another have since left the market.

But the winners changed so many operational aspects that they became nearly 
unrecognizable. On the operations side, they changed their picking technology, 
together with their order processing, billing, inventory control, delivery route sched-
VMJOH�BOE�JOWFOUPSZ�USBDLJOH�UISPVHI�OFXMZ�FOPSNPVT�XBSFIPVTFT��&MFDUSPOJD�MJOLT�
with suppliers have replaced hundreds of clerks. On the demand side, wholesalers 
also profited from IT by turning to bar coding, scanning, and electronic order systems 
with direct data entry (which replaced salespeople who took handwritten notes about 
FBDI�QIBSNBDJTU�T�PSEFS�BOE�DMFSLT�XIP�FOUFSFE�JO�UIFTF�PSEFST�JOUP�UIF�TZTUFN
��5IF�
wholesale systems allow customers (i.e., pharmacies) to benefit from computerized 
accounts receivable and credit accounts, which they in turn offer to their customers. 
The pharmacies never could have been able to afford to provide such services other-
wise. Then using the information obtained through these systems, wholesalers offered 
detailed advice about which inventory to hold and how to display it (planograms), 
while also updating their prices quickly.

In short, technology made it possible to change everything, and very rapidly. 
Acquiring firms rushed to achieve the size needed to amortize their huge investments. 
Firms being acquired sought to avoid making such investments. Through the free use 
of such mutually beneficial mergers and acquisitions, a few big firms emerged that had 
instituted an astonishing degree of organizational change. That is, the winners used 
UFDIOPMPHZ�UP�EP�UIF�KPC�SJHIU�	GFXFS�QJDLJOH�FSSPST
�FGGFDUJWFMZ�	TXJGU�BOE�DPNQMFUF�
service to pharmacies), and efficiently (lower cost). This story recounts how it might 
take an industry 200 years to grow large—and then 20 years to consolidate.

4VCTFRVFOUMZ�JO�UIJT�DIBQUFS�XF�BMTP�DPWFS�UIF�QSPGJMFT�PG�XIPMFTBMFST�UIBU�UFOE�
UP�EPNJOBUF�BGUFS� UIF�TIBLFPVU�QIBTF��8F�BMTP�TVHHFTU�TUSBUFHJFT� GPS�NBOVGBDUVSFST�
that need to cope with a shrinking downstream (wholesale) channel.

Wholesaling Value-Added Strategies

-FU�T� IBWF� B�QPQ�RVJ[��"T�RVJDLMZ� BT� ZPV� DBO�NBLF� B� MJTU� PG� BMM� UIF� GVODUJPOT� UIBU�
wholesalers perform.� You might refer back to our generic channel functions. But 
often the first thing that pops to mind is that wholesalers gather, process, and use 
information about buyers, suppliers, and products to facilitate transactions. Although 
this traditionally has earned them substantial compensation, modern communication 
NFUIPET�BSF�MJLFMZ�UP�FSPEF�UIFJS�JOGPSNBUJPO�BEWBOUBHF�GPS�BMM�GPSNT�FYDFQU�UIF�NPTU�
DPNQMFY�JEJPTZODSBUJD�USBOTBDUJPOT�UIBU�EFNBOE�TVCTUBOUJBM�UBDJU�LOPXMFEHF�

In addition, as we noted briefly already, wholesalers add value by creating an 
efficient infrastructure�UP�FYQMPJU�FDPOPNJFT�PG�TDPQF�	J�F��PQFSBUJOH�BDSPTT�CSBOET�
and product categories) and scale (high volume). This advantage, which they can 
share with suppliers (upstream) and customers (downstream), reflects their special-
ization in channel functions and enables wholesalers to compete with manufacturers 
PO�QSJDF��.BOVGBDUVSFST�GSFRVFOUMZ�VOEFSFTUJNBUF�UIF�NBHOJUVEF�PG�UIF�XIPMFTBMFS�T�
FGGJDJFODJFT�JO�UFSNT�PG�QSPWJEJOH�NBSLFU�DPWFSBHF��4PNF�PG�UIJT�BEWBOUBHF�BMTP�TUFNT�
GSPN�UIF�XIPMFTBMFST��BCJMJUZ�UP�QSPWJEF�time and place utility by putting the right 
product in the right place at the time the customer wants it.
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.BOZ�DVTUPNFST�BMTP�WBMVF�UIF�XIPMFTBMFS�T�BCJMJUZ�UP�absorb risk, in the sense that 
UIFZ�HVBSBOUFF�FWFSZUIJOH�UIFZ�TFMM�JO�TPNF�GPSN��3JTL�EFDMJOFT�GVSUIFS�XIFO�UIF�XIPMF-
salers filter the product offering, suggesting appropriate choices for each customer and 
SFEVDJOH�UIF�DVTUPNFS�T� JOGPSNBUJPO�PWFSMPBE��5IVT� UIF�GVUVSF�GPS�XIPMFTBMFST�NJHIU�
lie in collaborative filtering software, which uses information the wholesaler gathers 
about the preferences and choices of all its customers to suggest the best solutions for 
B�QSPTQFDU�XJUI�QBSUJDVMBS�DIBSBDUFSJTUJDT�PS�OFFET��$PMMBCPSBUJWF�GJMUFSJOH�MJLFMZ�JT�UIF�
LFZ�SFBTPO�GPS�"NB[PO�T�TVDDFTT��*UT�FBSMZ�JOUSPEVDFE�QSPQSJFUBSZ�DPMMBCPSBUJWF�GJMUFSJOH�
algorithms have for years steered customers to the books and music considered or pur-
chased by “other people who bought” the same product the focal customer is buying.

For B2B buyers, wholesalers also engage in many functions that traditionally 
constitute manufacturing functions, in the sense that they transform the goods they 
TFMM��4PNF�XIPMFTBMFST�SFDFJWF�DPNQPOFOUT�BOE�TVCBTTFNCMJFT�BOE�QVU�UIFN�UPHFUIFS�
at the last minute (assemble to order). In general, they support customization through 
postponement of the final manufacturing step; kitting combines various components 
into sets, often with instructions for finalizing their manufacture. They also might add 
on proprietary complements�TVDI�BT�IBSEXBSF�BOE�TPGUXBSF��8IPMFTBMFST�FWFO�design 
new products from unique combinations of components, or program semiconductors, 
or perform other actions in which they treat various elements as input to their chan-
OFM�GVODUJPOT��*O�UIJT�DPOUFYU�XIPMFTBMFST�FOKPZ�BO�BEWBOUBHF�CFDBVTF�UIFZ�DBO�unite 
knowledge of the supplier base with information about the customer base and their 
TQFDJBMJ[FE�LOPXMFEHF�PG�DVTUPNFST��OFFET�

$POTJEFS�8FTDP�B�EJTUSJCVUPS�PG�FMFDUSJDBM�FRVJQNFOU�BOE�TVQQMJFT��#Z�EJTUSJCVU-
JOH�TVDI�QSPEVDUT�8FTDP�FOUFST�FWFSZXIFSF� JO� UIF�#�#�DVTUPNFS�T� GBDJMJUZ��FMFDUSJDJUZ�
UPVDIFT�BMM�GVODUJPOT��8FTDP�UIFO�VTFT�UIF�LOPXMFEHF�JU�HBJOT�UP�IFMQ�LFZ�BDDPVOUT�NBO-
BHF�UIFJS�GBDJMJUJFT�CFUUFS��5IJT�NBOBHFNFOU�DBO�IBWF�WBSJPVT�VOFYQFDUFE�FGGFDUT��8IFO�
B�IVSSJDBOF�EFTUSPZFE�B�DVTUPNFS�T�PJM�SFGJOFSZ�8FTDP�T�LOPXMFEHF�PG�IPX�UIF�FMFDUSJDJUZ�
GMPXFE�UISPVHI�UIF�GBDJMJUZ�IFMQFE�UIF�PXOFS�SFDPOTUSVDU�JUT�SFGJOFSZ�JO�KVTU�TJY�NPOUIT��

Wholesaling Strategies in Foreign Markets

8IFO� B�NBOVGBDUVSFS� FYQPSUT� UP� B� GPSFJHO�NBSLFU� OFX� DPNQMJDBUJPOT� FBTJMZ� BSJTF��
5IF�NBOVGBDUVSFS�NBZ�CF�QPPSMZ�WFSTFE�JO�UIF�NBSLFU�T�TJUVBUJPO��5IF�QSPEVDU�NBZ�CF�
badly suited, or the proper marketing strategy to make it fit might not be evident. The 
strategy that worked in the home market could be a disastrous misfit, even if the prod-
uct appeals to the foreign market. And of course, there are inevitable issues involved 
XJUI�GPSFJHO�DVSSFODZ�DVTUPNT�SFHVMBUJPOT�BOE�MBOHVBHF��'BDFE�XJUI�UIFTF�DPNQMFYJ-
ties, many manufacturers enter foreign markets with little ambition—and equally little 
JOWFTUNFOU��1BSUJDVMBSMZ�BNPOH�TNBMM�BOE�NFEJVN�TJ[FE�NBOVGBDUVSFST�	XIJDI�NBLF�
VQ�UIF�CVML�PG�FYQPSUJOH�GJSNT
�FYQPSUJOH�TFFNT�BMNPTU�MJLF�B�UISPXBXBZ�UBDUJD��*G�JU�
XPSLT�UIF�JODSFNFOUBM�CVTJOFTT�JT�XFMDPNF��*G�JU�EPFTO�U�MJUUMF�JT�MPTU�

4UVEJFT�PG�UIF�ESJWFST�PG�FYQPSU�QFSGPSNBODF�EFNPOTUSBUF�UIF�GPMMZ�PG�UIJT�BUUJUVEF�
UIPVHI�� 1SPGJUBCMF� TBMFT� BOE� TUSBUFHJD� BEWBOUBHFT� FNFSHF�XIFO� UIF� TUSBUFHZ� TVQQPSUT�
UIF�DIBOOFM�NFNCFST�SFTQPOTJCMF�GPS�UIF�FYQPSUFE�HPPE�CFDBVTF�NBOVGBDUVSFST�FOBCMF�
channel members to make arguments other than those focused on sheer price competi-
UJPO�TP�UIFZ�JO�UVSO�DBO�BDIJFWF�B�TVTUBJOBCMF�EJGGFSFOUJBUFE�QPTJUJPO��4JEFCBS�����QSPGJMFT�
one type of intermediary that can be of particular assistance to such manufacturers.
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*O�QBSUJDVMBS�FYQPSUFST�NVTU�CF�SFBEZ�UP�BEBQU�UIFJS�EJTUSJCVUJPO�TUSBUFHZ�UP�UIF�
market situation they face. A blind insistence that “this is our global distribution pol-
JDZw�EBNQFOT�FYQPSU�QFSGPSNBODF��3BUIFS�JU�NBUUFST�MJUUMF�XIBU�UZQF�PG�JOUFSNFEJBSZ�
the manufacturer uses (i.e., merchants, agents, distributors, direct buying offices), as 
long as the choice reflects local conditions, and the channel member receives support. 
'PS�FYBNQMF�NBOVGBDUVSFS�NVTU�EFMJWFS�FYQPSUFE�HPPET� UP� UIF�DIBOOFM�NFNCFS� JO�
B�UJNFMZ�SFMJBCMF�XBZ�CFDBVTF�TVDI�SFMJBCJMJUZ�PGUFO�EFUFSNJOFT�FYQPSU�QFSGPSNBODF��
$IBOOFM� JOUFSNFEJBSJFT� FWFO� UFOE� UP� TDSFFO� TVQQMJFST�NBJOMZ� PO� UIF� CBTJT� PG� UIFJS�
 ability to meet delivery commitments.

3FMBUJPOTIJQT�CFUXFFO�NBOVGBDUVSFST�BOE�UIFJS�FYQPSU�EJTUSJCVUJPO�DIBOOFMT�QBZ�
PGG�QBSUJDVMBSMZ�XIFO�UIF�UXP�QBSUJFT�DBO�GPSHF�TPMJE�XPSLJOH�SFMBUJPOTIJQT��4VDI�SFMB-
UJPOTIJQT� BSF� GMFYJCMF�XJUI�CPUI�QBSUJFT�XJMMJOH� UP�NBLF�NPEJGJDBUJPOT� BT� UIF�OFFE�
BSJTFT��5IFZ�BMTP�BSF�PQFO��5IF�QBSUJFT�FYDIBOHF�JOGPSNBUJPO�GSFFMZ�GSFRVFOUMZ�BOE�
informally. And they are cooperative, with each party interested in sharing gains and 
seeing the relationship pay off for both sides. These relationships have strong internal 
working norms, which in turn reflect the time, effort, and resources the manufacturer 
EFWPUFT� UP� JUT�FYQPSU�FGGPSUT��'JSNT� UIBU�WJFX�FYQPSU�BT�B�TJEF�BDUJWJUZ�DSFBUF�B�TFMG�
fulfilling prophecy of poor performance.

Wholesaling Strategies in Emerging Economies

1SFWJPVTMZ�XF�OPUFE�UIBU�DVTUPNFST�UFOE�UP�UBLF�UIF�TFSWJDFT�QSPWJEFE�CZ�B�XIPMF-
saler for granted, blissfully unaware of the costs that wholesalers incur. These blinders 
are particularly strong in emerging economies. In emerging markets, the low level 
of institutional trust further undermines business trade, leaving wholesalers without 
the trust and credibility that are their main tools for promoting business transactions 

Sidebar 7-1
Export trading companies

One type of channel member for exports is the 
export intermediary,9 an independent firm located 
in the exporter’s country, not the host country. These 
intermediaries perform channel functions (and forge 
marketing strategies) for multiple manufacturers in 
noncompeting product categories. In effect, they 
function as outsourced export departments for multi-
ple manufacturers, searching for markets, negotiating 
contracts, and monitoring contracts for performance. 
In the United States, they generally are known as 
export management or export trading companies. 
Many manufacturers bypass them, but these inter-
mediaries can help a manufacturer make a quantum 
leap in its level of international  sophistication—and 
therefore its export performance.

The best performers in this category have 
two characteristics. First, they master the products 

they sell, by taking training from manufacturers, 
and then training foreign customers and giving 
them after-sales service. Second, they are deeply 
knowledgeable about foreign markets and export 
processes. Visible indicators usually identify these 
firms, such as their multilingual and foreign-born 
personnel. They also tend to be smaller firms, such 
that another good indicator of their knowledge 
level is the makeup of the top three managers. In 
more knowledgeable firms, the top three

t� USBWFM�GSFRVFOUMZ
t� IBWF�FYUFOTJWF�FYQPSU�FYQFSJFODF�BOE
t� IBWF�DPOTJEFSBCMF�JOEVTUSZ�FYQFSJFODF�

Overall, the firm possesses extensive for-
eign connections, as well as strong industry 
experience.



216� 1BSU�***� t� $IBOOFM�4USVDUVSFT�BOE�4USBUFHJFT

and ensuring business performance.10 Yet effective and efficient wholesaling is a vital 
prerequisite of nearly any industry. In developing economies, the need for good distri-
bution is both particularly acute and badly met.11 The reasons may have to do with 
societal attitudes.

$POTJEFS� /JHFS� B� EFTQFSBUFMZ� QPPS� OBUJPO� JO�8FTU� "GSJDB�12 Its harsh natural 
climate prevents most value-added agricultural commodities from growing well 
UIFSF�XJUI�UIF�FYDFQUJPO�PG�POJPOT��"�TVQFSJPS�POJPO�WBSJFUZ�UIF�7JPMFU�EF�(BMNJ�JT�
BQQFBMJOH�FOPVHI�UP�PGGFS�B�WJBCMF�FYQPSU�DSPQ�BOE�TJODF�UIF�����T�POJPO�HSPXJOH�
practices have taken off in Niger. Yet onions have not been nearly as successful as they 
should be, considering the agricultural situation and market demand. That is, farm-
FST�QSPEVDF�POJPOT�BOE�DPOTVNFST�XBOU�UIFN��4P�XIBU�XBT�CMPDLJOH�UIF�DIBOOFM �
According to a team of aid agency analysts, it was the lack of a wholesaling sector.

In agriculture, wholesaling usually consists of brokers and wholesalers. Brokers 
move the crop from the field to the wholesaler, which involves the considerable physical 
PQFSBUJPOT�PG�TPSUJOH�TBDLJOH�BOE�NPWJOH��8IPMFTBMFST�UIFO�USBOTGFS�UIF�POJPOT�UP�UIF�
EJTUSJCVUPST�XIJDI�TFMM�UP�SFUBJMFST�	JO�/JHFS�FJUIFS�TUSFFU�NFSDIBOUT�PS�GJYFE�TUPSFT
��4PNF�
��o���QFSDFOU�PG�UIF�SFUBJM�QSJDF�PG�FBDI�POJPO�HPFT�UP�UIF�XIPMFTBMFS�	FWFO�BGUFS�GBSNFS�
co-ops use their countervailing power to reduce that level). On the surface, their prof-
its appear to be exploitation, according to farmers, retailers, and government officials. 
8IPMFTBMFST� UIVT�BSF� SFWJMFE�CZ�PUIFS�NFNCFST�PG� UIF�EJTUSJCVUJPO�DIBOOFM� JODMVEJOH�
end-users who believe the price they pay is too high. But all these members are ignoring 
the costs that the wholesalers incur. These onion wholesalers also are not getting rich. As 
POF�QVU�JU�i*U�T�B�MPU�MJLF�QMBZJOH�UIF�OBUJPOBM�MPUUFSZ�w�$POTJEFS�UIF�DPTUT�JOWPMWFE�JO�UIF�
GPMMPXJOH�GVODUJPOT�UIBU�BDDPVOU�GPS�TP�NVDI�PG�UIF�POJPO�T�GJOBM�NBSLFU�WBMVF�

t�-PDBUJOH�BTTFNCMJOH�BOE�TPSUJOH�QSPEVDF�GSPN�EJGGFSFOU�GBSNFST�JO�NBOZ�MPDB-
UJPOT��4PSUJOH�JT�QBSUJDVMBSMZ�JNQPSUBOU�CFDBVTF�JU�QSPWJEFT�B�CVML�CSFBLJOH�GVOD-
tion. Many consumers can afford only one onion. Bulk breaking can even mean 
buying a smaller onion.

t�"TTVNJOH�DSFEJU�SJTLT�GPS�BMM�BDUPST�JO�UIF�DIBOOFM�JODMVEJOH�GBSNFST�BOE�SFUBJMFST��
These actors regularly pay late, if at all, or want to use another currency, or ask if 
they may provide goods or future considerations (offsets) rather than currency.

t�"CTPSCJOH�PQQPSUVOJTN�CZ�SFUBJMFST�XIP�TZTUFNBUJDBMMZ�NBLF�GBMTF�DMBJNT�BGUFS�
taking delivery, that some percentage of the merchandise arrived spoiled, and 
simply switch wholesalers that challenge these claims.

t�#VJMEJOH�BOE�NBJOUBJOJOH�FYQFOTJWF�TUPSBHF�GBDJMJUJFT�
t�"CTPSCJOH�UIF�SJTL�PG�JNQSPQFS�QSJDJOH�XIJDI�JT�DPOTJEFSBCMF��*OGPSNBUJPO�BCPVU�

QSJDFT�TVQQMZ�BOE�EFNBOE�JT�EJGGJDVMU�UP�PCUBJO�JO�B�UJNFMZ�XBZ�EVF�UP�/JHFS�T�
poor national infrastructure.

t�.FFUJOH�USBOTQPSUBUJPO�DPTUT�CPUI�USBEJUJPOBM�BOE�JMMJDJU��5IBU�JT�UIF�HSFBUFTU�FMF-
ment of this cost is not the truck, though Niger suffers from poor roads that 
JODSFBTF�TIJQQJOH�DPTUT��3BUIFS�JU�JT�JMMJDJU�SFOU�TFFLJOH�CZ�HPWFSONFOU�PGGJDJBMT�
(e.g., customs, police), who erect multiple unnecessary checkpoints, even within 
/JHFS�T�CPSEFST�FYUPSU�CSJCFT�BOE�IBOE�PVU�GJDUJUJPVT�USBGGJD�UJDLFUT��8IPMFTBMFST�
XIP�QSPUFTU�GJOE�UIFJS� USVDLT�IFME�VQ�VOUJM� UIF�POJPOT�TQPJM��8IPMFTBMFST�XIP�
take their grievances to the government might find their entire truck fleet vandal-
ized in the night.
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t�"CTPSCJOH�UIF�SJTL�PG�DSPQ�MPTT�OPU�POMZ�UIF�POJPO�DSPQ�CVU�BMTP�BOZ�NFSDIBO-
dise they might have taken as payment in lieu of cash.

t�"CTPSCJOH�UIF�DPTUT�SFRVJSFE�UP�NFFU�PGGJDJBM�SFHVMBUJPOT�BOE�PCTFSWF�JOGPSNBM�
arrangements of all kinds.

5IFTF� CSPBEMZ� SBOHJOH� DPTUT� BSF� EJGGJDVMU� UP� FTUJNBUF�� 8IFO� UIF� BJE� BOBMZTUT�
attempted it, they were unpleasantly surprised by their vast magnitude. By far the 
 greatest cost was illicit rent seeking; beyond its direct costs, this effect has indirect impli-
DBUJPOT�UPP��'PS�FYBNQMF�POJPO�QSPEVDUJPO�JT�TVCKFDU�UP�TIBSQ�TFBTPOBM�TXJOHT�XIJDI�
could be smoothed out by holding onions in storage facilities. But wholesalers hesitate 
to build them because, like trucks, they are easy to see and vandalize. The vandals are 
likely to be disgruntled government employees who feel entitled to more bribe money 
than they are getting.

8IZ�EP�PGGJDJBMT�CFIBWF�UIJT�XBZ �"OE�XIZ�EPFTO�U�QVCMJD�QSFTTVSF�TUPQ�UIFN �
5IF�TJOHMF�HSFBUFTU�SFBTPO�JT� UIF�XIPMFTBMFST��QPPS�SFQVUBUJPO�FWFSZXIFSF�JO�/JHFS��
5IFZ� BSF� WJFXFE� BT� HSFFEZ� QBSBTJUFT� XIP� FYQMPJU� IBQMFTT� GBSNFST� BOE� DPOTVNFST�
without adding value. The public believes wholesalers are getting rich by engaging in 
TQFDVMBUJWF�IPBSEJOH�PS�PMJHPQPMJTUJD�DPMMVTJWF�CFIBWJPS��&YUPSUJOH�UIFN�BOE�WBOEBM-
J[JOH�UIFJS�QSPQFSUZ�UIVT�TFFNT�GBJS�PS� KVTUJGJFE��0GGJDJBMT�FWFO�PGGFS�B�QPTJUJWF�TQJO�
BSHVJOH�UIBU�CSJCF�NPOFZ�TBWFT�UIF�UBYQBZFS�IJHIFS�DJWJM�TFSWBOU�XBHFT�

3JTL�UIVT�JT�QFSWBTJWF�JO�POJPO�XIPMFTBMJOH�POJPOT�BOE�DPOUSBDUT�BSF�OP�TPMV-
UJPO� DPOTJEFSJOH� /JHFS�T� JOTUJUVUJPOBM� JOGSBTUSVDUVSF��5IFSFGPSF� XIPMFTBMFST� UFOE� UP�
work with relatives, friends, and other in-group members, as a way to coordinate their 
SFTQPOTFT�BOE�NPCJMJ[F�VOTFDVSFE�DSFEJU�PO�TIPSU�OPUJDF�� 	3FMZJOH�PO� JOGPSNBM� UJFT�
is a standard way to hedge high risks in any economy, including highly developed 
ones.13) Furthermore, women in Niger are limited in many sectors but flourish in 
wholesaling, though their low literacy rates demand that they employ literate people 
to read and write for them. The collection of illiterate women hiring relatives looks, on 
the surface, like strong evidence of nepotism and favoritism, rather than merit-based 
DPOTJEFSBUJPOT�	QBSUJDVMBSMZ�BNPOH�PCTFSWFST�XIP�EP�OPU�TFF�UIF�XIPMFTBMFST��DPTUT�
GSPN�UIF�TUBSU
��$POTVNFST�TJNQMZ� UBLF� GPS�HSBOUFE� UIF� UJNF�BOE�QMBDF�VUJMJUZ� UIFTF�
wholesalers create and assume they are making supernormal profits.

In contrast, wholesalers are not well compensated for their risks. Aid agency 
BOBMZTUT�DPODMVEFE�UIBU�UIFZ�EP�B�GBJSMZ�HPPE�KPC�VOEFS�POFSPVT�DPOEJUJPOT�CVU�UIFZ�
could do more, particularly if they were willing to invest more. The Niger onions 
would be perfect sources for a Nestlé factory in Niger that makes dried onions. But 
the factory does not source locally, because the multinational requires its onions be 
DFSUJGJFE�UP�NFFU�TUSJDU�TUBOEBSET��$FSUJGJDBUJPO�SFRVJSFT�XIPMFTBMFS�JOWFTUNFOU�

Ultimately, analysts concluded that the best way to help the Niger farmer would 
be to help the Niger wholesaler.14 They recommended a program of public education 
UP�DIBOHF�BUUJUVEFT�BOE�DSFBUF�TPDJBM�QSFTTVSF�UP�TUPQ�JMMJDJU�SFOU�TFFLJOH��#VU�UIJT�FYBN-
ple is not an isolated situation: 3FDBMM�PVS�EJTDVTTJPO�JO�$IBQUFS���	4JEFCBS����
�BCPVU�
tea middlemen. Negative public attitudes (again based on the mistaken impression that 
FYQMPJUBUJWF�XIPMFTBMFST�BEEFE�OP�WBMVF
�FODPVSBHFE�+BQBOFTF�DPMPOJBM�BENJOJTUSBUPST�
JO�5BJXBO�UP�CBDL�GBSNFST��DPPQFSBUJWFT�UP�DPNQFUF�XJUI�XIPMFTBMFST��:FU�FWFO�XJUI�B�
UBY�TVCTJEZ�UIF�DPPQFSBUJWFT�DPVME�OPU�NBUDI�UIF�XIPMFTBMFST��FGGJDJFODZ�JO�QSPWJEJOH�
the services most consumers take for granted.��
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Of course, none of this discussion should be taken as a guarantee that whole-
TBMFST�BSF�OFWFS�FYQMPJUBUJWF��"T�NJHIU�BOZ�PUIFS�DIBOOFM�NFNCFS� UIFZ�XJMM�QVSTVF�
their own interests to a dysfunctional level, unless checked by countervailing forces. 
*O�/JHFS�UIPTF�DPVOUFSWBJMJOH�GPSDFT�JODMVEF�GBSNFST��DP�PQT�BOE�UIF�QSFQPOEFSBODF�
of alternative wholesalers. In Taiwan, many wholesalers also competed vigorously 
BNPOH� UIFNTFMWFT�BT� JU� TIPVME�CF��5IFTF�FYBNQMFT� TIPVME�OPU�CF� UBLFO� UP� JNQMZ�
UIBU� UIF�QSPCMFN�FYJTUT�POMZ� JO�FNFSHJOH�FDPOPNJFT�� *O� UIF�6OJUFE�4UBUFT�BUUJUVEFT�
toward wholesalers feature widespread skepticism about whether they add any genu-
JOF�WBMVF�DPWFS�TJHOJGJDBOU�DPTUT�PS�PQFSBUF�FGGJDJFOUMZ��8F�SFUVSO�UP�UIJT�UIFNF�MBUFS�JO�
the chapter, when we discuss how wholesalers generate revenue.

Alliance-Based Wholesaling Strategies

8IPMFTBMFS�EJTUSJCVUPST�LFFQ�HPPET�PO�IBOE�UIBU�DVTUPNFST�OFFE�JNNFEJBUFMZ��4VDI�
availability often creates a situation in which the wholesaler-distributor backs up and 
FYUFOET� UIF� DVTUPNFS�T� PXO� JOWFOUPSZ� TZTUFN�� *O� FNFSHFODJFT� VOQMBOOFE� SFQBJST�
or maintenance situations, distributors can supply products and minimize downtime; 
master distributors are an important provider of this function. Another wholesaling 
trend seeks other, innovative ways to respond to emergencies while cutting costs. The 
LFZ�UP�UIJT�FYUSBPSEJOBSZ�GFBU�BQQFBST�UP�CF�federations of wholesalers.

In federations, the goal is to enter into progressive, cooperative arrangements 
with other channel members, in which all elements—the nature of assistance, the 
procedures for providing it, and the appropriate compensation—have been defined in 
advance.���4VDI�BSSBOHFNFOUT�DPVME�DVU�DPTUT�TVCTUBOUJBMMZ�	PGUFO�CZ���o���QFSDFOU
�
improve service, and open new business opportunities. By cooperating, the members 
of the federation eliminate redundant inventory or service operations. These adaptive 
practices are being widely developed; here we describe some prototypes, led by either 
wholesalers or manufacturers.

WHOLESALER-LED INITIATIVES In new, adaptive channels that depend on alliance (or 
consortium) relationships, wholesaler-distributors pool their resources to create a new, 
TFQBSBUF�PSHBOJ[BUJPO�GPS�KPJOU�BDUJPO��� These alliances�FYJTU�JO�BMNPTU�FWFSZ�JOEVTUSZ�
BOE�DBO�HSPX�RVJUF� MBSHF��'PS�FYBNQMF�"GGJMJBUFE�%JTUSJCVUPST� JT�POF�PG� UIF� MBSHFTU�
EJTUSJCVUJPO�BMMJBODFT�JO�/PSUI�"NFSJDB�XJUI�NPSF�UIBO�����JOEFQFOEFOU�XIPMFTBMFS�
EJTUSJCVUPST� BOE� ���� CJMMJPO� JO� BHHSFHBUF� TBMFT� JO� ����� 	TFF� www. indsupply.com/
affiliated-distributors).

"OPUIFS�BMMJBODF�*OUFSDPSF�3FTPVSDFT�*OD��TFMMT�NBDIJOF�UPPMT��&BDI�PG�UIF�GPVS�
distributors that formed this consortium had faced difficulty providing timely, high-
quality services to large customers with large contracts—the same ones who are most 
MJLFMZ� UP�IBWF�BO�FNFSHFODZ�BOE�UP�EFNBOE�FYDFQUJPOBM�TFSWJDF��&BDI�EJTUSJCVUPS� JO�
the consortium therefore refers business that it has trouble handling to Intercore 
3FTPVSDFT�XIJDI�JT�BENJOJTUSBUJWF�PQFSBUJPO�TUBGGFE�CZ�QFSTPOOFM�TFOU�CZ�FBDI�EJTUSJC-
VUPS��*OUFSDPSF�3FTPVSDFT�ESBXT�PO�UIF�SFTPVSDFT�PG�BMM�GPVS�EJTUSJCVUPST�	JODMVEJOH�UIFJS�
inventories, engineers, and other service personnel) to service each customer; it also 
DBO�DBMM�PO�FBDI�EJTUSJCVUPS�UP�EFNBOE�UIF�IFMQ�JU�OFFET��*OUFSDPSF�3FTPVSDFT�TFOET�
invoices and collects payments in its own name, then distributes profits to the owners 
(the four distributors), in the form of dividends.
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Another method for creating an alliance is through a holding company. Otra 
/�7��JT�B�%VUDI�DPNQBOZ�UIBU�IPMET����XIPMFTBMFST�PG�FMFDUSJDBM�QSPEVDUT��0OF�PG�UIFTF�
GJSNT�FYDFMT�JO�TFSWJDF�BOE�USBJOJOH��5IFSFGPSF�0USB�/�7��SFMJFT�PO�UIJT�FYQFSU�TFSWJDF�
GJSN�#-&�UP�EFWFMPQ�USBJOJOH�QSPHSBNT�BOE�NBUFSJBMT�GPS�BMM�UIF�PUIFS�XIPMFTBMFST�JO�
UIF�HSPVQ��#-&�IBT�CFDPNF�TP�QSPGJDJFOU�UIBU�JU�BMTP�PGGFST�JUT�USBJOJOH�UP�TPNF�PG�UIF�
HSPVQ�T�TVQQMJFST��8JUI�JUT�GPDVT�PO�UIF�NBSLFU�OPU�PO�UIF�QSPEVDFS�#-&�T�QSPHSBNT�
also are more thorough and less biased than the programs that suppliers usually 
develop themselves.

MANUFACTURER-LED INITIATIVES Adaptive channels need at least one party to take 
UIF� JOJUJBUJWF��8IPMFTBMFST�NJHIU� DSFBUF� UIF�QSFDFEJOH�DPOTPSUJVNT�IPMEJOH�DPNQB-
nies, or divisions. Manufacturers that take the initiative instead organize distributors to 
pool their abilities and increase the efficiency of the supply chains overall, which ben-
efits manufacturers, intermediaries, and end-users.���'PS�FYBNQMF�7PMWP�5SVDLT�/PSUI�
"NFSJDB�*ODPSQPSBUFE�TFMMT�DPNNFSDJBM�USVDLT�BOE�SFQBJS�QBSUT�JO�UIF�6OJUFE�4UBUFT�
CPUI� UISPVHI� USVDL� EFBMFST� BOE� JO� JUT� PXO� SFHJPOBM� XBSFIPVTFT�� %FBMFST� SFQPSUFE�
losses of lucrative repair business because they could not provide consistent, timely 
repairs when they were out of stock of the right parts. Yet the channel overall carried 
IVHF�JOWFOUPSJFT��7PMWP�(.�JOWFTUJHBUFE�BOE�MFBSOFE�UIBU�EFBMFST�IBE�USPVCMF�QSFEJDU-
ing the nature of demand for emergency roadside repairs and thus did not know what 
UP�TUPDL��:FU�USVDL�EPXOUJNF�JT�TP�FYQFOTJWF�UIBU�USVDL�PXOFST�TIPQ�DPNQFUJOH�EFBM-
FST�UP�GJOE�TVCTUJUVUF�QBSUT�SBUIFS�UIBO�XBJU�GPS�BO�BVUIPSJ[FE�7PMWP�(.�EFBMFS�UP�HFU�
the right part.

5P�BEESFTT�UIF�QSPCMFN�7PMWP�(.�BTTVNFE�NPSF�PG�UIF�JOWFOUPSZ�GVODUJPO�BOE�
developed a delivery service, for which it bills dealers. Instead of maintaining three 
midsized supply warehouses, it built a massive new warehouse that stocks every part, 
locating it near Memphis, Tennessee. This choice of an obscure airport may seem odd, 
VOUJM�XF�SFDBMM�UIBU�.FNQIJT�JT�BMTP�UIF�IFBERVBSUFST�PG�'FE&Y��5IVT�7PMWP�(.�NBEF�
B�'FE&Y�TQFDJGJD�JOWFTUNFOU�BOE�UPPL�PO�TPNF�SJTL�XIJDI�FOBCMFE�B�NFDIBOJTN�CZ�
XIJDI�EFBMFST�DBO�DBMM�GPS�UIF�QSFDJTF�QBSU�UIFZ�OFFE�BOE�HFU�JU�WJB�'FE&Y�UIF�TBNF�
EBZ��%FBMFST�TUJMM�IBWF�UP�QBZ�GPS�UIJT�TFSWJDF�CVU�UIFZ�PGUFO�QBTT�JU�PO�UP�DVTUPNFST�
who are price insensitive in the face of roadside emergencies. Furthermore, the result 
of this centralized solution is more business for the supplier and its dealers and a 
TIBSQ�ESPQ�JO�JOWFOUPSZ�DPTUT�XIJDI�PGGTFU�UIF�TIBSQ�SJTF�JO�FYQSFTT�EFMJWFSZ�DIBSHFT�

In contrast, we find a more decentralized solution in the warehouses of Okuma, a 
Japanese machine tool manufacturer. Okuma operates two of its own warehouses, elec-
USPOJDBMMZ�MJOLFE�UP����EJTUSJCVUPST��*O�BEEJUJPO�JU�MJOLT�JUT�EJTUSJCVUPST�UP�POF�BOPUIFS�
FODPVSBHJOH�UIFN�UP�ESBX�PO�POF�BOPUIFS�T�JOWFOUPSJFT��5IF�0LVNB�FMFDUSPOJD�TZTUFN�
UIVT�DSFBUFT����QPTTJCMF�TPVSDFT�	��XBSFIPVTFT����EJTUSJCVUPST
�GPS�BOZ�UPPM�

RETAILER-SPONSORED COOPERATIVES A retailer-sponsored co-op may seem similar 
UP�XIPMFTBMFST��WPMVOUBSZ�HSPVQT�CVU�JO�UIJT�DBTF�B�TJNJMBS�JEFB�HFUT�JOJUJBUFE�CZ�UIF�
retailers. In practice, there is a substantial difference.

To coordinate among themselves, dealers are obliged to create an organization, 
TVDI�BT�B�DPOTPSUJVN��8IFO�UIFZ�KPJO�UIFZ�BHSFF�UP�EP�B�DFSUBJO�BNPVOU�PG�CVTJOFTT�
XJUI�UIF�DPOTPSUJVN�BOE�GPMMPX�TPNF�PG�JUT�QSPDFEVSFT�TP�GBS�KVTU�MJLF�B�XIPMFTBMFS�
voluntary group. But the members also must buy shares in the co-op, such that they 
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are owners as well as members. And as owners, they receive shares of the profits gen-
erated by their co-op (as stock dividends) and end-of-year rebates on their purchases. 
Thus, the goals of the co-op and the interests of its members align closely.

Unlike wholesaler voluntary groups, retailer co-ops thus have a more formalized 
TUSVDUVSF� SVO�CZ�EFEJDBUFE�QSPGFTTJPOBM�NBOBHFST�XIPTF� KPCT�IBWF� GBJSMZ�FMBCPSBUF�
role descriptions. They also are better able to influence the marketing efforts of their 
PXOFS�NFNCFST�XIP�NVTU� BEIFSF� UP� UIF� DP�PQ�T� BEWFSUJTJOH� TJHOBHF� BOE� CSBOET�
JG� UIFZ�IPQF� UP� TUBZ�� *O� TIPSU� UIFJS�NBSLFUJOH�DPPSEJOBUJPO� JT� TUSPOHFS�� 4JEFCBS�����
�QSPGJMFT�"DF�)BSEXBSF�UIF�MBSHFTU�SFUBJMFS�DP�PQ�JO�UIF�6�4��IBSEXBSF�JOEVTUSZ�

Sidebar 7-2
Ace Hardware Corporation

The roots of Ace Hardware go back to 1924, when 
Richard Hesse, owner of a Chicago hardware store, 
decided to circumvent wholesalers to reduce costs. 
Hesse formed a partnership with other small retail-
ers to buy in bulk. The idea worked so well that, 
in 1928, Ace Hardware Stores incorporated. Today, 
Ace is a very profitable Fortune 500 firm (in size), 
counting sales in billions of dollars. Overall, Ace is 
the largest retailer-owned cooperative and leader 
in the hardware industry in terms of wholesale and 
retail sales and strength of the brand. Ace has over 
4,600 stores across all 50 states and more than 60 
countries generate annual retail sales of approxi-
mately $12 billion.19

Becoming an Ace dealer requires an initial 
membership fee of $5000, an initial purchase of 
$5,000 in voting stock, and substantial sums to 
remodel stores and convert operations to meet the 
Ace standard. Then there is the real commitment: 
a minimum annual level of merchandise purchased 
from Ace. Much of it is private-label merchandise, 
brightly trademarked in red and difficult to sell if 
the dealer is no longer an Ace affiliate. These sums 
represent a substantial commitment because most 
members are small, family-owned operations (mom-
and-pop stores). At the end of each year, the dealer-
owners receive a cash rebate and more stock, based 
on how much they bought from Ace. This incentive 
draws members further into the profitable Ace sys-
tem and gives them a reason not to leave. Should 
they do so, Ace buys back their stock immediately—
unless they join a competing co-op. In the latter 
case, Ace still will buy back its stock, but very slowly. 
Defection is one thing; joining the enemy is another.

The real enemy, however, has ceased to be 
other dealer cooperatives and instead has grown 
from vertically integrated retail chain stores, such 
as Home Depot. Although independent hardware 
stores’ business is growing, the chains’ business is 
growing faster. These chain retailers operate enor-
mous, impersonal stores (big boxes), featuring 
massive selection and low prices, though less per-
sonalized service. Their soaring popularity has driven 
more small hardware independents to join co-ops 
such as Ace.

Over time, Ace thus has shifted its focus, 
from signing up new outlets to helping its existing 
members compete against the big boxes. How can 
it do so?20 In the following summary (with the ben-
efits to the dealer in italics), we address another way 
to help independents compete: franchising. (For a 
further discussion of franchising, see Chapter 8.)

By managing the wholesale side of its busi-
ness carefully, Ace uses its buying power to obtain 
low prices from suppliers. It achieves high inventory 
turns, despite carrying many thousands of SKUs. 
This scenario keeps procurement costs down for its 
members while still providing them with an appeal-
ing assortment. Yet independent hardware dealers 
often suffer from negative consumer perceptions 
of Ace as little corner stores with great service but 
without competitive pricing. To counter this view, 
Ace mounts advertising campaigns to project the 
image that the local “helpful hardware people” 
are part of a larger organization, with great buying 
power and expertise.

Another problem is that Ace’s members are het-
erogeneous. They serve local communities, adapting 
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%FTQJUF�B�DPNNPO�JNQSFTTJPO�B�DP�PQ�JT�OPU�KVTU�GPS�EFBMFST��5IFSF�DBO�CF�NBOZ�
types; in principle, the only thing required to define a co-op is that the members set up 
BO�PSHBOJ[BUJPO�UP�TFSWF�UIFN�BOE�PXO�TIBSFT�JO�JU��$PPQFSBUJWFT�BSF�CFDPNJOH�QBSUJDV-
larly popular in Japan, as responses to the pressures of shortening marketing channels. 
4NBMM�BOE�NFEJVN�TJ[FE�XIPMFTBMFST�TFFJOH�UIFJS�SPMFT�PWFSUBLFO�CZ�MBSHF�XIPMFTBM-
ers or manufacturers, have been creating their own cooperatives to gain economies of 
scale.

5IF�$PPQFSBUJWF�"TTPDJBUJPO�:PLPIBNB�.FSDIBOEJTJOH�$FOUFS�	.%$
�GPS�FYBN-
QMF�JT�PXOFE�CZ����XIPMFTBMFST�XIJDI�VTF�UIF�.%$�BT�B�WFIJDMF�UP�HBJO�TDBMF��5IF�
XIPMFTBMFST�TVQQMZ�.%$�XIJDI�XBSFIPVTFT�UIF�HPPET�JO�B�IVHF�EJTUSJCVUJPO�DFOUFS��
#Z�TFSWJOH�GSPN�UIJT�DFOUFS�.%$�NJOJNJ[FT�TFQBSBUF�EFMJWFSJFT�	BOE�UIFJS�DPTUT
��*O�
BEEJUJPO�.%$�T�XIPMFTBMFST�IBWF�TVGGJDJFOU�TDBMF�UP�TFSWF�NBKPS�SFUBJMFST��5IFZ�IBWF�
built a modern, online information center to manage orders.

"OPUIFS�UZQF�PG�DPPQFSBUJWF�IBT�QMBZFE�B�NBKPS�SPMF�JO�EJTUSJCVUJPO�JO�UIF�6OJUFE�
4UBUFT�UIF�farm cooperative. The story of the emergence and growth of farm cooper-
BUJWFT�DPVME�GJMM�BO�FOUJSF�UFYUCPPL��4VGGJDF�JU�UP�TBZ�UIBU�PSHBOJ[BUJPOT�TVDI�BT�4VOLJTU�
0DFBO�4QSBZ�BOE�-BOE�0�-BLFT�IBWF�CFDPNF�FYUSFNFMZ�QPXFSGVM�GPSDFT�CFOFGJUJOH�
their members by organizing farm equipment and supply markets, as well as the mar-
kets into which farmers sell their produce. Although some farm co-ops have vertically 
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to local tastes. The result is that their offerings vary so 
much that it can be difficult to figure out how to help 
them. To overcome this problem, Ace has studied its 
members’ businesses intensively, using point-of-sale 
(POS) data from dealers with scanners to determine 
the best assortments. Ace also sends hundreds of 
retail consultants to work closely with dealers to 
develop and implement new business plans, store by 
store.

Through this research, Ace has come to cat-
egorize its members’ businesses into five classes: (1) 
home centers, (2) lumber, (3) farm, (4) general store, 
and (5) hardware. Hardware is further subdivided 
into three formats: convenience, neighborhood 
focus, and superstore. By studying its members, Ace 
has been able to distinguish best practices and turn 
its knowledge into elaborate format manuals for dif-
ferent store types. Thus, Ace offers detailed, proven 
operational recommendations for each membership 
category. The retail consultants customize these rec-
ommendations for each member and assist in their 
implementation.

To further its learning, Ace also operates some 
of its own stores. Thus it gains an appreciation of 

dealers’ daily management problems and seeks to 
devise solutions by experimenting, at its own risk. 
Such solutions go well beyond traditional inventory 
questions, to address issues such as how to recruit, 
motivate, and retain good retail personnel. The 
stores also provide a good place for Ace to experi-
ment with items its dealers won’t carry, such as 
water heaters and lawn tractors (Ace dealers tend to 
specialize in small, inexpensive items). Ace then can 
demonstrate that some stores could profitably step 
up to these complex, high-margin product lines.

In short, Ace binds its members to the sys-
tem but delivers value in return for their compliance 
and participation. Members make commitments 
to the system, erecting barriers to their own exit. 
Thus motivated, they are more willing to work with 
Ace, accept Ace’s suggestions, and funnel their pur-
chases through Ace. The system is surprisingly close 
to a franchise, whereby Ace acts as a franchisor. The 
difference is that the profits go not to the franchisor 
(Ace would play the “franchisor” role) but to the 
dealers (they are the owners of Ace). We thus have 
a proposal for a new name: Should Ace be called a 
model of “self-franchising”?



222� 1BSU�***� t� $IBOOFM�4USVDUVSFT�BOE�4USBUFHJFT

integrated both backward and forward, they remain primarily wholesalers of goods 
and services, and they administer the channels that they control with the approval of 
the farmers who own them.

Finally, the consumer cooperative also has had impacts on distribution. In the 
6OJUFE�4UBUFT�DPOTVNFS�DP�PQT�BSF�OPU�DPNNPO�UIPVHI��UIFZ�UFOE�UP�GMPVSJTI�JO�TNBMM�
homogeneous, closed communities, such as college towns or rural communities. But they 
EP�CFUUFS� FMTFXIFSF� BT� 4JEFCBS� ���� SFHBSEJOH� UIF� EJSFDU� TFMMJOH�NPWFNFOU� JO� 'SBODF�
reveals.

The identities of consumer cooperatives, their characteristics, and the  reasons 
for their success (or lack thereof) are not well understood. They deserve fur-
ther study, because they have great potential to improve consumer welfare. The 
$POTVNFSù 'FEFSBUJPO� PG�"NFSJDB� GPVOEFE� JO� ����� SFQSFTFOUT� PWFS� ���� EJGGFSFOU�
consumer cooperatives.21

Sidebar 7-3
Direct selling in France

A large and growing phenomenon in France  is 
direct selling from producers to consumers, entirely 
bypassing all intermediaries. Several French models 
are emerging, inspired by Japanese models estab-
lished in the 1960s. These models vary in the ser-
vice outputs they create and how they carry out 
channel functions. The constraints and obligations 
accepted by both sides also vary.

The primary success stories of this move-
ment are in food sectors. In a representative model, 
consumers organized as a cooperative contract 
directly with a set of farmers. Farmers and con-
sumers work together to decide what the farmer 
will plant and how it will be distributed (negotia-
tion function). Consumers subscribe in advance, 
taking on risk and advancing money to the farmer 
(credit). They pay a price, and in return, they must 
take whatever the farmer succeeds in growing. 
Thus, buyers limit their assortments and assume 
the risk of crop failure. They must come get their 
food in a fixed way (e.g., pick up a prepacked bas-
ket at the town social hall, from 4:00 to 5:00 on 
Friday afternoons). Then they bring their purchases 
home, discover what they have bought, and figure 
out how to cook it. Fruits and vegetables are com-
monly bought this way, but even meat and oysters 
can be distributed directly from farmer or fisher to 
consumer. In the process, consumers forgo third-
party certification, taking it on faith that the meat 
is organic and freshly slaughtered, for example.

What’s in it for these buyers? Many French 
shoppers prize regional foods and artisan-like varia-
tions in food. But the French distribution system 
for food is also heavily concentrated, standard-
ized, closed, and rule driven. The startling success 
of direct selling thus might signal an expression of 
protest against a national, one-size-fits-all system. 
In some regions, up to 50 percent of the volume of 
oysters or wine moves directly. Up to two-thirds of 
people who regularly eat organic food meet some of 
their needs by direct-to-farmer co-ops. One grocery 
chain, System U, has taken heed of direct selling as a 
signal of frustration and thus relaxed its own rules in 
response, greatly increasing its sourcing of regional 
foods that do not meet national standards and can 
vary considerably from one day to the next.

Consumers who buy directly are not seeking 
price considerations (prices are not lower and often 
can be higher). Instead, they might be militantly 
opposed to conventional farming, with its intensive 
use of herbicides, pesticides, and animal crowding 
practices. They believe they are getting more authen-
tic organic merchandise too. As one consumer put 
it, holding an apple full of insect marks and holes, 
“I know what the worm is eating.” For many con-
sumers, the motive also is political. They are suspi-
cious of intermediaries, viewing them with the same 
disdain as onion consumers in Niger and tea farm-
ers in nineteenth-century Taiwan. They buy directly 
to ensure farmers receive a fair share of channel 
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Consolidation Strategies in Wholesaling

The popular image of small wholesalers often contrasts with the modern reality, in 
which wholesalers are large, sophisticated, capital-intensive corporations. This trans-
formation occurred through consolidation, a phenomenon that has swept through 
NBOZ�JOEVTUSJFT�JO�QBSBMMFM�XJUI�JNQSPWFNFOUT�JO�*5�BOE�DIBOHFT�JO�UIF�XIPMFTBMFS�T�
DVTUPNFS�CBTF��*O�UIF�6OJUFE�4UBUFT�XIPMFTBMJOH�SFNBJOT�BO�BDUJWF�NFSHFST�BOE�BDRVJ-
sitions area, often funded by private buyout capital. The pressure to consolidate often 
DPNFT�GSPN�UIF�XIPMFTBMFS�EJTUSJCVUPS�T�MBSHFS�EPXOTUSFBN�DVTUPNFST�JODMVEJOH�MBSHF�
NBOVGBDUVSFST�NVMUJVOJU�SFUBJMFST�BOE�TJ[BCMF�QVSDIBTJOH�HSPVQT��4VDI�CVZFST�WBMVF�
the ability to access multiple suppliers, spread over a vast geography, but pass through 
only a single source. This preference creates demand for huge wholesalers.

However, as they consolidate through acquisition, wholesalers also use their 
OFXGPVOE�TDBMF�UP�GPSN�QBSUOFSTIJQT�XJUI�DVTUPNFST�XIJDI�MJNJUT�NBOVGBDUVSFST��BCJM-
ity to access these same customers. The newly massive wholesalers thus often prune 
their supplier list, using their bargaining leverage to wring concessions from a shorter 
list of vendors. This move in turn sets off a wave of consolidation upstream. That 
is, large customers provoke wholesaler consolidation, which stimulates manufacturer 
DPOTPMJEBUJPO��5IF�QBDF�PG�DPOTPMJEBUJPO�DBO�CF�TUBSUMJOHMZ�GBTU��'PS�FYBNQMF�UIF�OVN-
CFS�PG�6�4��QFSJPEJDBM�BOE�NBHB[JOF�XIPMFTBMFST�ESPQQFE�GSPN�NPSF�UIBO�����UP�GFXFS�
UIBO����GJSNT�JO�KVTU�OJOF�ZFBST�BOE�UIF�GJWF�MBSHFTU�XIPMFTBMFST�RVJDLMZ�HBJOFE�DPOUSPM�
PG����QFSDFOU�PG�UIF�OBUJPOBM�NBSLFU�

Continued

revenues: By cutting out intermediaries, they send 
more of their retail euro straight to the farmer.

Farmers, for their part, agree to deal directly 
to find markets, gain financing, avoid certification 
procedures, and bypass intermediaries. Many share 
the consumers’ political convictions and believe they 
are beating an oppressive system. Thus, an aura 
of like-mindedness and solidarity surrounds many 
 consumer–farmer encounters. But many farmers 
have also discovered that selling directly gives them 
newfound respect for the functions that intermedi-
aries perform:

t� %FBMJOH�XJUI� UIF� QVCMJD� DBO� CF� RVJUF� GSVT-
trating, and many farmers discover they 
prefer rural solitude to the ambiance of a 
market or town hall.

t� $POTVNFST�JO�UIF�DP�PQ�HFU�GJSTU�QSJPSJUZ�BU�B�
semi-fixed price. When demand turns out to 
be high, that situation can be frustrating. For 
example, fish producers dock with their catch 

and must carry it past motivated prospects 
who are ready to pay a higher price than the 
co-op. The prospects often become angry, 
creating dockside scenes during high seasons.

t� 'BSNFST� BSF� FYQFDUFE� UP� QSPWJEF� DSFEJU� PS�
take checks.

t� 5IFZ�OFFE�UP�FOHBHF�JO�QSPNPUJPO�UP�CVJME�
clientele.

t� 5P�MPDBUF�XIFSF�UIF�DVTUPNFS�XBOUT�UP�CVZ�
and be open when the customer wants to 
shop, some providers, such as vintners, must 
locate on well-traveled roads and open on 
weekends.

t� *U� JT�EJGGJDVMU�UP�GJOE�B�NBUDI�CFUXFFO�XIBU�
the soil can grow and the assortment that 
consumers want.

As a result, some farmers diversify, dealing 
with both co-ops and the much-reviled intermedi-
aries. And some have renounced direct selling to 
the public altogether.
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8IBU� DBO�NBOVGBDUVSFST� EP�XIFO� UIFZ� GBDF� B�XIPMFTBMF� DPOTPMJEBUJPO�XBWF �
They have four main solutions to consider. First, they can attempt to predict which 
wholesalers will be left standing and build partnerships with them. This move is com-
NPO�JO�&VSPQF�XIFSF�FDPOPNJD�VOJGJDBUJPO�IBT�NBEF�OBUJPOBM�CPVOEBSJFT�MFTT�SFM-
evant. But how can they identify likely winners? They look for four basic types:

 1. i$BUBMZTU�GJSNTw�UIBU�USJHHFS�DPOTPMJEBUJPO�CZ�NPWJOH�SBQJEMZ�UP�BDRVJSF�
 2. 8IPMFTBMFST� UIBU� FOUFS� MBUF� BGUFS� DPOTPMJEBUJPO� IBT� QSPHSFTTFE� CFDBVTF� TVDI�

firms would not enter unless they had found defensible niches.
 3. &YUSFNF� TQFDJBMJTUT� BMSFBEZ� BUUVOFE� UP� UIF� DPOEJUJPOT� MJLFMZ� UP� QSFWBJM� BGUFS�

consolidation.
 4. 5IFJS� PQQPTJUF� FYUSFNF� HFOFSBMJTUT�� 5IFTF� MBSHF� GVMM�MJOF� GJSNT� DBO� TFSWF�

many environments well, and their versatility is valuable once the market has 
consolidated.

4FDPOE�NBOVGBDUVSFST�GBDJOH�XIPMFTBMF�DPOTPMJEBUJPO�DBO�JOWFTU�JO��fragmentation. 
8JUI�UIJT�TUSBUFHZ�UIFZ�CFU�PO�BOE�XPSL�XJUI�TNBMMFS�JOEFQFOEFOU�GJSNT�USZJOH�UP�TVS-
vive the wave of consolidation. It represents the opposite form of the strategy of bet-
UJOH�PO�B�GFX�XJOOFST��'PS�FYBNQMF�NBOVGBDUVSFST�NJHIU�TFFL�PVU�BMMJBODFT�PG�TNBMMFS�
wholesaler-distributors whose members bid for national or multiregional contracts, 
offering the same geographic reach as a larger company. The alliances also take advan-
tage of volume purchasing opportunities from suppliers, yet each alliance member 
retains its operational autonomy and thus can continue to provide the same high ser-
vice levels to local customers. Not only might manufacturers seek to work with these 
alliances, but they also can create the alliance to offer a credible alternative to consoli-
EBUPST��*O�4PVUI�"GSJDB�GJOBODJBM�TFSWJDFT�USBEJUJPOBMMZ�XFSF�TPME�UISPVHI�JOEFQFOEFOU�
brokers. But in the face of changing societal and economic conditions, Old Mutual, a 
diversified provider of financial services in that country, worried that consolidation 
would shift the distribution of financial services to banks and vertically integrated com-
petitors. To keep its broker network alive and thriving, Old Mutual launched Masthead 
Broker Association, a division that sells distribution support services to brokers on 
highly favorable terms. The highly successful program has given Old Mutual (and its 
competitors) multiple routes to market that otherwise would have disappeared.

Third, a manufacturer facing wholesale consolidation can build a different, alter-
native route to market by vertically integrating forward. 8F�DPWFS�UIJT�TUSBUFHZ�JO�
$IBQUFS���

Fourth, a manufacturer might increase its own attractiveness to the remaining 
channels, usually by increasing its own ability to offer benefits (e.g., a strong brand 
name). This strategy, namely, of becoming more attractive to channel members, is a 
theme that permeates this book. 

After wholesale consolidation, the balance of power in the channel changes. 
Industry sales mostly move through a handful of large, publicly traded, professionally 
NBOBHFE�DPNQBOJFT��&OUSZ�CBSSJFST�BSF�IJHI�BOE�FOUSBOUT�NVTU�TFFL�OJDIF�NBSLFUT��
5IF�MBSHF�XIPMFTBMFST�BDIJFWF�MPXFS�HSPTT�NBSHJOT�UIBO�XIFO�UIF�JOEVTUSZ�T�XIPMFTBM-
ers were fragmented, local, and privately held, but they also engage in more total busi-
ness and operate more efficiently, such that their net margins are healthy, despite lower 
gross margins. These wholesalers put great pressures on suppliers, particularly in terms 
of pricing, and offer improved service to customers. The large surviving wholesalers 
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also redesign supply chain management processes, often revolutionizing their current 
operating methods.

8IPMFTBMFS�DPOTPMJEBUJPO�UIVT�JT�B�TFB�DIBOHF�JO�BO�JOEVTUSZ��0ODF�JU�CFHJOT�JU�
usually progresses rapidly. Manufacturers must react rapidly and be ready to change 
UIFJS�NBSLFUJOH�DIBOOFMT�BOE�NFUIPET��8IPMFTBMF�DPOTPMJEBUJPO�JT�B�GPSDF�UIBU�DBOOPU�
be overlooked.

ADAPTING TO TRENDS IN WHOLESALING

International Expansion

A striking feature of wholesaler-distributors is that though they can become quite large, 
they seldom go global. Is this a historical artifact of the days of family-owned businesses? 
8JMM�MBSHF�GJSNT�UIBU�TVSWJWF�BO�JOEVTUSZ�DPOTPMJEBUJPO�FWFOUVBMMZ�FYQBOE�BCSPBE 

Many domestic wholesaler-distributors already are� FYQBOEJOH� JOUFSOBUJPOBMMZ�
(often by acquiring foreign wholesaler-distributors) to meet the needs of their custom-
ers and suppliers. Global manufacturers and customers ask their distribution partners 
UP�NBJOUBJO�B�QSFTFODF�JO�BMM�UIFJS�NBKPS�NBSLFUT��5IF�SFEVDFE�DPTUT�PG�DSPTT�CPSEFS�
TIJQQJOH�BOE�GBMMJOH�USBEF�CBSSJFST�BMTP�FODPVSBHF�FYQBOTJPO��'PS�UIF�TBNF�SFBTPOT�
foreign wholesaler-distributors are making inroads into domestic markets. This trend 
PG�DSPTT�CPSEFS�HSPXUI�BOE�BDRVJTJUJPOT�JT�QBSUJDVMBSMZ�TUSPOH�JO�&VSPQF�

Yet, the very nature of wholesaling suggests that most wholesalers will never be 
truly global. Fundamentally, wholesaling entails meeting the needs of a local market, 
BOE�UIFTF�OFFET�BSF�TP�WBSJFE�UIBU�JU�JT�FYDFFEJOHMZ�EJGGJDVMU�UP�TUBOEBSEJ[F�NBSLFUJOH�
DIBOOFMT��8JUIPVU�TUBOEBSEJ[BUJPO�JU�CFDPNFT�WFSZ�EJGGJDVMU�GPS�TVQQMJFST�DVTUPNFST�
or wholesaler-distributors to pursue a truly global supply chain strategy. The few suc-
DFTTGVM�FYBNQMFT�DPNF�GSPN�JOEVTUSJFT�JO�XIJDI�NBOZ�QBSUJDJQBOUT�JO�UIF�DIBOOFM�BSF�
global, such as electronic components or computers.

Electronic Commerce

%FCBUF�SBHFT�BCPVU�UIF�JNQBDU�PG�electronic commerce on wholesalers. On the one 
hand, doomsday predictions abound: All intermediaries are doomed to elimination 
EVF�UP�UIF�SVUIMFTT�FGGJDJFODZ�PG�*OUFSOFU�TFBSDI�FOHJOFT��0O�UIF�PUIFS�IBOE�XIPMFTBM-
JOH�IBT�HFOVJOF�WBMVF�BEEFE��&MJNJOBUJOH�XIPMFTBMFST�XJMM�OPU�FMJNJOBUF�UIFJS� GVOD-
tions. And the Internet cannot provide all channel functions.

A more likely scenario is that e-commerce will change but not replace wholesal-
FST��8IPMFTBMFST�BOE� JOEFFE�BMM�DIBOOFM� JOUFSNFEJBSJFT� UISJWF�CZ�HBJOJOH�DVTUPNFS�
knowledge and combining it with their knowledge of producers to solve the problems 
of both ends.22 The Internet creates new problems (e.g., heightened risk of defective 
goods, fraudulent “merchants,” credit card theft, release of private information). It also 
creates new ways to solve problems (e.g., collaborative filtering to help the customer 
TQFOE�MFTT�UJNF�XIJMF�TUJMM�NBLJOH�CFUUFS�DIPJDFT
��$POTFRVFOUMZ�UIF�*OUFSOFU�TIPVME�
not eliminate intermediaries—but it does demand a reconsideration of the fundamen-
tals of how they create value and capture a fair share.

&BSMZ� JOEJDBUJPOT� TVHHFTU� UIBU� XIPMFTBMFST� BDUVBMMZ� BSF� CFOFGJUJOH� GSPN�
e- commerce as they co-opt the Internet for their own uses, to bring in new business 
and improve how they perform their work. Many distributors are racing to find new 
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ways to use the Internet as a tool to create even more value. In the process, they adopt 
BSUJGJDJBM�JOUFMMJHFODF�UP�SFQMBDF�TBMFTQFPQMF�T�TFSWJDF�SPMFT��)JSJOH�CZ�XIPMFTBMFST�UIVT�
IBT�TMPXFE�ESBNBUJDBMMZ�CVU�FYJTUJOH�TBMFTQFPQMF�BSF�FYQFDUFE�UP�QSPWJEF�IJHIFS�MFW-
els of service, including consultative selling.

B2B Online Exchanges

Independent electronic exchanges operate as online brokers in a given industry. 
5IFTF�FYDIBOHFT�QPQQFE�VQ�OPUBCMZ�JO�UIF�MBUF�����T�BT�DPNQBOJFT�PGGFSFE�BHHSFHB-
tion services for online supplier catalogs, enabling buyers of similar products to source 
and purchase items from multiple suppliers from a single location. To widespread sur-
QSJTF�UIPVHI�UIFTF�FYDIBOHFT�EJE�OPU�FYFSU�EFWBTUBUJOH�JNQBDUT�PO�XIPMFTBMFST�BT�
QSFEJDUFE�CVU�JOTUFBE�IBWF�GBJMFE�UIFNTFMWFT�BU�IJHI�SBUFT��8IFSF�UIFZ�NBEF�JOSPBET�
JU�XBT�PGUFO�JO�BMSFBEZ�DPNNPEJUJ[FE�JOEVTUSJFT�TVDI�BT�QFSTPOBM�DPNQVUFST��8IZ �"T�
you should have guessed by now, the predictions of doom for wholesalers ignored the 
basic value added�UIBU�XIPMFTBMFST�QSPWJEF��"SSPX�&MFDUSPOJDT�JT�B�MBSHF�XIPMFTBMFS�
PG�FMFDUSPOJD�DPNQPOFOUT��*O�UIF�����T�NPSF�UIBO����*OUFSOFU�FYDIBOHFT�GPSNFE�UIBU�
DPVME�DIBMMFOHF�"SSPX�T�CVTJOFTT�NPEFM23 proposing to “cut out the middleman” by 
handling the information flows and letting the producer handle the product flows. 
-FU�T�DPOTJEFS�IPX�"SSPX�CFBU�CBDL�UIFTF�FYDIBOHFT�CZ�JOWFTUJHBUJOH�UIF�UISFF�DMBTTFT�
of business in which it competed:

t�#PPL� BOE� TIJQ�� $PNNPEJUZ� TUBOEBSEJ[FE� QSPEVDUT� UIBU� DPOTUJUVUF� ��� QFSDFOU�
PG� JUT� CVTJOFTT� BSF� TVCKFDU� UP� DPNQFUJUJPO� GSPN� HSFZ� NBSLFUT��5IF� FYDIBOHFT�
FYQFDUFE�UP�XJO�UIJT�CVTJOFTT�

t�7BMVF�BEEFE� PSEFST��5P� SBUJPOBMJ[F� UIF� TVQQMZ� DIBJO� BOE� MPXFS� UPUBM� PSEFSJOH�
costs, Arrow provides services such as kitting, programming, managing the cus-
UPNFS�T�JOWFOUPSZ�PO�UIF�DVTUPNFS�T�TJUF�BOE�HVBSBOUFFJOH�JOWFOUPSZ�CVGGFST��5IF�
DVTUPNFS�UIVT�CFOFGJUT�GSPN�UIF�XIPMFTBMFS�T�LOPXMFEHF�PG�JUT�OFFET�

t�%FTJHO�XJOT��$PNQMFY�TFMMT�UP�DVTUPNFST�XIP�BSF�VOTVSF�PG�UIFJS�SFRVJSFNFOUT�
means providing brand-neutral advice that customers cannot get from the supplier.

*O�SFUSPTQFDU�UIF�GBJMVSF�PG�UIF�FYDIBOHFT�DPVME�IBWF�CFFO�QSFEJDUFE��4USPOH�DPNQFUJ-
tion in the book-and-ship business had already dropped its margins drastically. The 
DPTUT�UIF�FYDIBOHFT�QSPQPTFE�UP�SFEVDF�	GPS�B���QFSDFOU�GFF
�XFSF�POMZ���QFSDFOU�PG�
UIF� QVSDIBTF� QSJDF�� 'VSUIFSNPSF� UIF� FYDIBOHFT�XFSF� VOLOPXO�XIFSFBT�"SSPX� JT�
known and trusted. In the design wins and value-added orders segments, the distribu-
UPS�DMFBSMZ�FOKPZFE�BEWBOUBHFT�BOE�CFDBVTF�DVTUPNFST�CFOFGJU� GSPN�POF�TUPQ�TIPQ-
ping, the distributor could resist unbundling its book-and-ship business.

"�TUPSZ�TJNJMBS�UP�"SSPX�T�IBT�SFQFBUFE�JO�WBSJPVT�TFDUPST��8IPMFTBMJOH�JT�CSVUBMMZ�
competitive. New entrants often have difficulty unseating incumbents, who benefit 
from their well-established, well-working routines and lean operations.24 In particular, 
FYDIBOHFT�DPVME�OPU�DSFBUF�OFX�WBMVF�UIBU�UIF�FYJTUJOH�XIPMFTBMFST�DPVME�OPU�SFBEJMZ�
NBUDI�FTQFDJBMMZ�XIFO�UIFZ�FYQMPJUFE�UIF�8FC�BT�B�WJBCMF�UPPM�

/POFUIFMFTT�FYDIBOHFT� TIPVME�OPU�CF�XSJUUFO�PGG� DPNQMFUFMZ��5IFZ�BSF�HBJOJOH�
ground in sectors in which commodities can be separated from other parts of the busi-
OFTT��5IF�NBKPS�PCTUBDMF�BQQFBST�UP�CF�codification of difficult-to-estimate parameters 
	F�H��RVBMJUZ�PG�DVTUPNFS�TFSWJDF
��&YDIBOHFT� GPVOEFS�XIFO�DVTUPNFST�EJTDPWFS� UIFZ�
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OFFE�TPNFUIJOH�VOFYQFDUFE��FNFSHFODZ�PS�SVTI�TFSWJDF�EFTJHO�LOPX�IPX�BOE�TP�GPSUI��
'VSUIFSNPSF�KVTU�FTUBCMJTIJOH�B�SFMJBCMF�SFMBUJPOTIJQ�JT�DPTUMZ��&YQFSUJTF�DSFEJU�XPSUIJ-
ness, and general qualification to bid must be factored in, none of which is easy to do.��

Online Reverse Auctions

1FSIBQT�B�HSFBUFS�UISFBU�UP�XIPMFTBMFST�UIBO�POMJOF�FYDIBOHFT�JT�online bidding by 
reverse auction.�� In this real-time price competition, prequalified suppliers seek to 
XJO�B�DVTUPNFS�T�CVTJOFTT��6TJOH�TQFDJBMJ[FE�TPGUXBSF�CJEEFST�	XIFUIFS�EJTUSJCVUPST�
producers, or both) submit progressively declining bids, and the winner submits the 
lowest bid before time runs out. Although only a small part of overall transactions, 
reverse auctions are gaining ground; many buyers perceive them as a fast, easy way to 
TFU�BTJEF�iJSSBUJPOBMw�DPOTJEFSBUJPOT�	F�H��SFMBUJPOTIJQT�iTPGUw�PS�TVCKFDUJWF�RVBMJGJDB-
tions) and get straight to a low price.

8IPMFTBMFST�UFOE�UP�CF�TVTQJDJPVT�PG�SFWFSTF�BVDUJPOT�UIPVHI�CFDBVTF�UIFZ�TFFN-
ingly reduce procurement decisions to price, without consideration of capabilities—
NBOZ�PG�XIJDI�SFGMFDU�UIF�XIPMFTBMFST��TVQQMJFS�TQFDJGJD�JOWFTUNFOUT��&TQFDJBMMZ�XIFO�
bids are open (revealed to all bidders) rather than sealed (only winning bids are known), 
wholesalers worry that open bidding may trick them into revealing their positions.

3FWFSTF�BVDUJPOT� UIVT�IBWF� SFBM�EBOHFST��5IFZ�NBZ�EFTUSPZ�FYDFMMFOU� SFMBUJPO-
ships, with the potential to generate performance breakthroughs and new ideas. 
8IPMFTBMFST�	BOE�PUIFS�TVQQMJFST
�IFTJUBUF�UP�NBLF�JOWFTUNFOUT�TQFDJGJD�UP�TVQQMJFST�
that run reverse auctions. And reverse auctions tend to focus on the lowest product 
prices, rather than the lowest procurement costs or lowest cost of ownership over the 
QSPEVDU�T�MJGFUJNF��5IFTF�CSPBEFS�DPTU�DPODFQUT�JOWPMWF�JOUBOHJCMF�GBDUPST�CVU�DPOTJE-
erations of warranties, delivery time, switching costs, and capabilities tend to get lost 
JO�CJEEJOH�XBST��&GGPSUT� UP� JODPSQPSBUF�TVDI� GBDUPST� JOUP� UIF�BVDUJPO�IBWF�OPU�CFFO�
successful, because they are so difficult to codify.

Ultimately, the long-run danger of reverse auctions is that suppliers use them to 
FYUSBDU�FYDFTTJWF�DPODFTTJPOT�ESJWJOH�TVQQMJFST�	XIPMFTBMFST�BOE�NBOVGBDUVSFST
�SJHIU�
out of business. This forced supply consolidation puts buyers into negotiations with 
KVTU�B�GFX�MBSHF�XIPMFTBMFST�BOE�QSPEVDFST��*O�UIF�MPOH�SVO�UIJT�TDFOBSJP�NBZ�OPU�CF�
the route to sustainable competitive advantages for buyers.

Fee for Services

It has always been difficult for wholesalers to calculate the true profitability of a given 
QSPEVDU�MJOF�PS�DVTUPNFS��1SPEVDU�MJOFT�DPNQPTF�B�QPSUGPMJP�BOE�DVTUPNFST�EFNBOE�
BO�BTTPSUNFOU��%SPQQJOH�BO�VOQSPGJUBCMF�QSPEVDU�MJOF�DBO�EJTSVQU�UIF�BQQFBM�PG�UIF�
QBDLBHF��%SPQQJOH�BO�VOQSPGJUBCMF�DVTUPNFS�DPOUSBEJDUT�UIF�CBTJD�OPUJPO�PG�TQSFBE-
ing costs over a large customer base. Thus, wholesalers carry many customers that 
cost more than they bring in, usually because they demand multiple services along 
with their products. Traditionally, wholesalers charge for the product and include the 
service “for free.” This bundling is based on the idea that customers will pay more for 
products from distributors that give them more service.

But over time, many customers have come to violate this convention, relentlessly 
XFBSJOH�EPXO�EJTUSJCVUPST�PO�QSJDF�XIJMF�USBJOJOH�UIF�EJTUSJCVUPST��QFSTPOOFM�OPU�UP�XJUI-
IPME�TFSWJDFT��8IZ�EP�XIPMFTBMFST�UPMFSBUF�TVDI�NPOFZ�MPTJOH�DVTUPNFST �'SFRVFOUMZ�
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it is because they cannot identify who they are. It is no simple matter to assign costs to 
customers nonarbitrarily. One possible method is activity-based costing (ABC), which 
BTTJHOT�DPTUT�CBTFE�PO�BQQSPYJNBUJPOT�PG� UIF�BDUJWJUJFT�OFFEFE� UP� TVQQPSU�FBDI�DVT-
UPNFS��"O�"#$�BOBMZTJT�VTVBMMZ� TVHHFTUT� UIBU� UIF�EJTUSJCVUPS�T�QPSUGPMJP�PG� DVTUPNFST�
follows the 80/20 rule�����QFSDFOU�PG�QSPGJUT�BSF�HFOFSBUFE�CZ�POMZ����QFSDFOU�PG�DVT-
UPNFST�BOE�UIF�SFNBJOJOH����QFSDFOU�PG�DVTUPNFST�BDUVBMMZ�ESBJO�QSPGJUT�BXBZ���

A solution to this problem is rapidly gaining ground: fee for service models.�� 
The idea is to break the traditional connection between the pricing model (gross 
margin on product) and the value model (providing superior service, which may be 
worth far more than the product and is more difficult to find elsewhere). By charg-
ing a product price and then a fee for each and every service the customer uses, the 
wholesaler unbundles products and services and makes its value proposition visible. 
'PS�FYBNQMF�5.*�JT�B�DVUUJOH�UPPMT�EJTUSJCVUPS�UIBU�IBT�JOUSPEVDFE�GFFT�GPS�JOTQFDUJOH�
kitting, and tracking services associated with cutting tools. These services save the 
customer time and money in a demonstrable way, which is why TMI can collect fees 
on them rather than (trying to) charge more for its tools.

At the limit, distributors offer services for a fee without supplying the product 
	XIJDI� JT� TPVSDFE�FMTFXIFSF
��5IF� GFF� GPS� TFSWJDF�NPEFM� SFQSFTFOUT�B� SFWPMVUJPO� JO�
wholesaling, though like most revolutions, it is not easy to introduce, particularly 
when customers are accustomed to thinking of services as “included” in gross mar-
HJOT��8IPMFTBMFST�OFFE� UP�EFNPOTUSBUF� UIBU� UIFJS� TFSWJDFT� BSF�WBMVBCMF��5IFZ�NJHIU�
do so by accepting more risk, agreeing to be paid only if the customer meets specific 
targets (e.g., cost savings, labor savings, performance improvements).

Vertical Integration of Manufactures into Wholesaling

8IFO� NBOVGBDUVSFST� QFSGPSN� XIPMFTBMJOH� BDUJWJUJFT� UIFNTFMWFT� UIFZ� PQFSBUF� TBMFT�
branches and offices�BT�XF�EJTDVTTFE�JO�$IBQUFS�� (make-or-buy analysis). At the retail 
level, huge “power retailers” also might bypass independent wholesaler-distributors by 
setting up their own branches to perform channel functions. This trend is gathering 
NPNFOUVN� JO�&VSPQF� 	GVFMFE�CZ� UIF�FDPOPNJD�VOJPO
�BOE� +BQBO� 	GVFMFE�CZ� SJTJOH�
price elasticity among consumers and questions about the length and operating meth-
PET�PG�+BQBOFTF�DIBOOFMT
��*O�UIF�6OJUFE�4UBUFT�UIJT�USFOE�BMSFBEZ�JT�XFMM�BEWBODFE�

That is, wholesaler-distributors are a small part of many traditional (physical) 
6�4��SFUBJM�DIBOOFMT�EVF�UIF�JOGMVFODF�PG�power retailers29 that dominate various sec-
UPST�PG�SFUBJM�BDUJWJUZ��1PXFS�SFUBJMFST�UZQJDBMMZ�CVZ�JO�MBSHF�RVBOUJUJFT�JO�TFMFDU�QSPEVDU�
categories (e.g., toys) and take a very prominent position in their channel. Because 
of this purchase volume, power retailers can often adopt a buy direct approach. 
3FUBJMFST� TVDI� BT�8BM�.BSU� TRVFF[F� DPTUT� PVU� PG� UIF� DIBOOFM� CZ� DSFBUJOH� JO�IPVTF�
distribution systems in which wholesaler-distributors play small roles, then further 
MFWFSBHF�UIFJS�QPTJUJPOT�VTJOH�UBDUJDT�TVDI�BT�JO�TUPSF�NFEJB�BOE�BEWFSUJTJOH��'PS�FYBN-
QMF�8BM�.BSU�57�CSPBEDBTUT�PO��������TDSFFOT�JO�NPSF�UIBO������TUPSFT�SFBDIJOH�
BQQSPYJNBUFMZ�����NJMMJPO�TIPQQFST�FWFSZ�NPOUI��*O�SFTQPOTF�NBOZ�PG�JUT�TVQQMJFST�
JODMVEJOH�,SBGU�'PPET�(JMMFUUF�BOE�'SJUP�-BZ�CFHBO�BEWFSUJTJOH�PO�8BM�.BSU�57�XIJDI�
further strengthened their ties.30

Manufacturers must respond to the demands of dominant buyers, often at 
UIF�FYQFOTF�PG�XIPMFTBMFS�EJTUSJCVUPST�� *O� BEEJUJPO�QPXFS� SFUBJMFST� USJHHFS� JOEVTUSZ�
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consolidation among small- and medium-sized retailers—that is, the traditional con-
sumers of wholesale distribution. Thus, the role of wholesaler-distributors in retail 
channels has diminished or been eliminated in the past 20 years, leaving fewer, larger 
wholesaler-distributors among the only survivors. This outcome provides another rea-
son e-commerce is unlikely to have a devastating effect on independent wholesalers in 
NPTU�SFUBJM�TFDUPST��5IF�EFWBTUBUJPO�IBT�BMSFBEZ�PDDVSSFE��1PXFS�SFUBJMFST�IBWF�MFGU�GFX�
wholesaler-distributors standing for the Internet to affect.

At the same time, the hyperefficient retail distribution systems used by power 
retailers are not well suited to “unit of one” sales, as required for online buying and 
TIJQQJOH� UP� B� DPOTVNFS�T�IPNF��5IVT�NBOZ�PG� UIFTF� SFUBJMFST�QBSUOFS�XJUI�XIPMF-
saler-distributors or third-party fulfillment companies, such as Fingerhut, to enter 
e- commerce fields.31 The Internet, curiously, may prove to be a way to bring indepen-
dent wholesalers back into retail channels.

SUMMARY: WHOLESALING STRUCTURES AND STRATEGIES

The wholesaling sector covers the sale of products between businesses, as opposed to 
sales to ultimate household end-users. It creates value by providing channel functions. 
Just as the value of these functions is often underappreciated, so too is the value-
added and economic importance of the wholesaling sector. The essential tasks that 
this industry performs may be mundane, but it is no simple matter to carry them out 
with few errors, bundled with valued services, and at low cost.

1MBZFST�JO�UIF�XIPMFTBMF�TFDUPS�BMTP�BSF�FYQFSJNFOUJOH�XJUI�JOOPWBUJWF�XBZT�UP�
deliver value while cutting costs, such as assembling federations of channel members 
to share resources, to eliminate inventory and process redundancies. These efforts 
may be led by wholesalers or by manufacturers; they can be organized in multiple 
XBZT�� $IBOOFM�NFNCFST� GVSUIFS� EPXOTUSFBN� TVDI� BT� EFBMFST� BMTP�NJHIU� PSHBOJ[F�
to capitalize on economies of scale, such as through cooperatives. Another way to 
achieve economies of scale is through consolidation, and in wholesaling settings, con-
solidation is endemic, usually achieved with waves of mergers and acquisitions by 
a handful of players. As we discussed in this chapter, manufacturers have four main 
responses to such consolidation and its outcomes.

The future of wholesaler-distributors will be one of changes, due to the pres-
TVSFT�BOE�PQQPSUVOJUJFT�PG� JOUFSOBUJPOBM�FYQBOTJPO�BT�XFMM�BT� UIF�OFX�QPTTJCJMJUJFT�
created by electronic commerce. The idea that electronic commerce will eliminate 
wholesaler-distributors is overly simplistic. These institutions already are finding ways 
to benefit from the Internet. But change is certain, and it will continue to affect vari-
ous wholesaling sectors in different ways.

TA K E - A W AYS

t� 8IPMFTBMF�CVTJOFTTFT�TFMM�QIZTJDBM�JOQVUT�BOE�QSPEVDUT�UP�PUIFS�CVTJOFTTFT��SFUBJMFST�
merchants, contractors, industrial users, institutional users, and commercial users. 
8IPMFTBMJOH�JT�DMPTFMZ�BTTPDJBUFE�XJUI�UBOHJCMF�HPPET��)PXFWFS�XIPMFTBMFST�DSFBUF�
value added by providing services in channel functions.
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t� #VZFST�UZQJDBMMZ�VOEFSTUBUF�UIF�EJGGJDVMUZ�PG�UIF�UISFF�DSJUJDBM�DIBMMFOHFT�PG�XIPMFTBMJOH�
t�%PJOH�UIF�KPC�XJUIPVU�FSSPST�
t�%PJOH�UIF�KPC�FGGFDUJWFMZ�	J�F��XJUI�B�NBYJNVN�PG�TFSWJDF
�
t�%PJOH�UIF�KPC�FGGJDJFOUMZ�	J�F��BU�MPX�DPTUT
�

 This tendency is particularly acute in developing economies, in which a healthy 
wholesaling sector actually can spur considerable development.

t� 5IF�DIBMMFOHFT�PG�XIPMFTBMJOH�QSPNQU�GJSNT�UP�DSFBUF�FDPOPNJFT�PG�TDPQF�BOE�TDBMF�
VQ�BOE�EPXO�UIF�DIBOOFM�PG�EJTUSJCVUJPO��5IF�PCKFDUJWF�JT�UP�PGGFS�FYDFQUJPOBM�TFSWJDF�
at acceptable costs, such as through:
t�.BTUFS�EJTUSJCVUPST�B�UZQF�PG�TVQFS�XIPMFTBMFS�
t�'FEFSBUJPOT�PG�XIPMFTBMFST�XIJDI�NJHIU�CF�MFE�CZ�XIPMFTBMFST�UIFNTFMWFT�PS�CZ�

manufacturers.
t�7PMVOUBSZ�BOE�DPPQFSBUJWF�HSPVQT�PG�XIPMFTBMFST�SFUBJMFST�DPOTVNFST�PS�QSPEVDFST�

t� $POTPMJEBUJPO�JT�B�DPNNPO�QIFOPNFOPO�JO�XIPMFTBMJOH�EVF�JO�QBSU�UP�UIF�
 economies of scale available through IT. Yet the wholesaling sector is typically less 
concentrated than the manufacturing sector.

t� 'PVS�UZQFT�PG�XJOOFST�FNFSHF�XIFO�B�XIPMFTBMJOH�TFDUPS�DPOTPMJEBUFT�
t�$BUBMZTU�GJSNT�	TFSJBM�BDRVJSFST
�
t�-BUF�FOUSBOUT�UIBU�GJOE�EFGFOTJCMF�OJDIFT�
t�&YUSFNF�TQFDJBMJTUT�BUUVOFE�UP�QPTUDPOTPMJEBUJPO�DPOEJUJPOT�
t�&YUSFNF�HFOFSBMJTUT�UIBU�USBEF�EFQUI�GPS�CSFBEUI�

t� .BOVGBDUVSFST�DBO�SFBDU�UP�DPOTPMJEBUJPO�JO�XIPMFTBMJOH�CZ�
t�1BSUOFSJOH�XJUI�POF�PG�UIF�GPVS�XJOOFST�
t�*OWFTUJOH�JO�GSBHNFOUBUJPO�	TVQQPSUJOH�TNBMM�JOEFQFOEFOUT
�
t�7FSUJDBMMZ�JOUFHSBUJOH�GPSXBSE�
t�*OWFTUJOH�JO�CFDPNJOH�NPSF�BUUSBDUJWF�UP�TVSWJWPST�PG�UIF�DPOTPMJEBUJPO�

t� &YQPSU�EJTUSJCVUJPO�DIBOOFMT�QSFTFOU�TQFDJBM�DIBMMFOHFT�UIBU�SFRVJSF�UIF�NBOVGBDUVSFS�
to develop cultural sensitivity and alter its normal working arrangements.

t� &MFDUSPOJD�DPNNFSDF�QSPNJTFT�UP�DIBOHF�UIF�XIPMFTBMJOH�TFDUPS�JO�NBOZ�XBZT�TPNF�
PG�XIJDI�XJMM�CFOFGJU�UIF�TFDUPS�FOPSNPVTMZ��0OMJOF�FYDIBOHFT�BOE�SFWFSTF�BVDUJPOT�
BSF�BNPOH�UIFTF�EFWFMPQNFOUT��*O�SFTQPOTF�XIPMFTBMFST�BSF�FYQFSJNFOUJOH�XJUI�
new ways to add value and capture a fair share of it.
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Franchising is a marketing channel structure intended to convince end-users that 
they are buying from a vertically integrated manufacturer, even if they really purchase 
from a separately owned company. Franchise systems masquerade as company sub-
sidiaries. In reality, they are a particular type of the classic, two-firm marketing chan-
nel structure, in which one supplies and the other performs downstream marketing 
channel functions.1 Franchisors2 are the upstream manufacturers of a product or origi-
nators of a service. They write contracts with franchisees, which are separate compa-
nies that provide the marketing channel functions downstream. End-users (customers 
of the franchisee) believe they are dealing with the franchisor’s subsidiary, because 

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FGJOF�GSBODIJTJOH�BOE�EJTUJOHVJTI�CVTJOFTT�GPSNBU�GSBODIJTJOH�GSPN�BVUIPSJ[FE�
franchise systems.

t�%FTDSJCF�XIZ�BO�FOUSFQSFOFVSJBM�QFSTPO�NJHIU�CFDPNF�B�GSBODIJTFF�SBUIFS�UIBO�
founding a new business, as well as what might make a candidate hesitate to 
join a franchise system.

t�&YQMBJO�XIZ�B�GJSN�XJUI�B�CVTJOFTT�NPEFM�PQUT�GPS�GSBODIJTJOH�SBUIFS�UIBO�FYQBOE-
ing by setting up its own branches run by employee managers.

t�%FUBJM�UIF�GFBUVSFT�PG�CVTJOFTTFT�UIBU�BSF�QPPSMZ�TVJUFE�UP�GSBODIJTJOH�

t�%FTDSJCF�UIF�FTTFOUJBM�FMFNFOUT�PG�B�GSBODIJTF�DPOUSBDU�BOE�XIZ�DPOUSBDUT�BSF�TP�
important when franchising.

t�$PNQBSF�UIF�QPTJUJWF�BOE�OFHBUJWF�GFBUVSFT�PG�B�CVTJOFTT�UIBU�NJYFT�GSBODIJTFFT�
with company-owned outlets and describe why most franchising systems evolve 
JOUP�UIJT�NJYFE�GPSN�

t�&YQMBJO�IPX�NVMUJVOJU�GSBODIJTJOH�BGGFDUT�UIF�TDBSDJUZ�PG�HPPE�NBOBHFNFOU�

t�&WBMVBUF�UIF�CJHHFTU�QSPCMFNT�B�GSBODIJTPS�GBDFT�PODF�B�CVTJOFTT�CFDPNFT�DMFBSMZ�
viable, assuming it survives the founding stage.

C H A P T E R  8

Franchising Structures 
and Strategies
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the franchisee assumes the identity of the franchisor, projecting itself as though it were 
part of the franchisor’s operation. This deliberate loss of separate identity is a hall-
mark of franchising.

5P�FOBCMF�UIJT�NBTRVFSBEF�UIF�GSBODIJTFF�BXBSET�UIF�GSBODIJTPS�DBUFHPSZ�FYDMV-
sivity (it does not sell competing brands in the product category). Usually, it does not 
carry any other product categories either. Thus, franchising goes beyond granting a 
producer favored status in a single product category.

Franchising is often considered a post–World War II phenomenon. But its roots go 
back much farther, to ancient times in practice and to the Middle Ages in legal precedent. 
Its linguistic roots reflect ancient forms of both English and French, drawing from two 
terms: freedom and privilege. A medieval franchise formally and contractually limited a 
TPWFSFJHO�T�BVUIPSJUZ�JO�TPNF�XBZ�	F�H��UBY�FYFNQUJPO�HVBSBOUFF�PG�DFSUBJO�SJHIUT
��5IVT�
a franchise enlarged the freedom of the franchisee from the sovereign, and it granted the 
privilege associated with the benefits that should accrue from this advantage.

Franchising as we know it today can be traced to the late nineteenth century, 
XIFO�JO�UIF�6OJUFE�4UBUFT�TPGU�ESJOL�DPNQBOJFT�BXBSEFE�CPUUMJOH�DPOUSBDUT�BOE�SFUBJM-
ing franchises dominated the sales of gasoline, automobiles, and sewing machines. 
In business-to-business applications, the franchising concept was largely developed 
CZ�UIF�.D$PSNJDL�)BSWFTUJOH�.BDIJOF�$PNQBOZ�UP�TFMM�EJSFDUMZ�UP�GBSNFST�CZQBTT-
ing wholesalers. Automobiles, sewing machines, and harvesters each represented 
SFMBUJWFMZ�OFX�DPNQMFY�NBTT�QSPEVDFE�QSPEVDUT�XIJDI�OFFEFE�UP�CF�TPME�JO�IVHF�
WPMVNFT�UP�HBJO�FDPOPNJFT�PG�TDBMF�JO�NBOVGBDUVSJOH��4FMMJOH�UIF�NBTTJWF�NBDIJOFT�
BU� TVDI� B� MBSHF� TDBMF� SFRVJSFE� TQFDJBMJ[FE�NBSLFUJOH� TFSWJDFT� UIBU�XFSF� VOVTVBM� BU�
UIF� UJNF� JODMVEJOH� UIF� FYUFOTJPO� PG� DSFEJU� EFNPOTUSBUJPO� TFSWJDFT� BOE� QPTU�TBMFT�
repair. Because firms in these industries could not hire and train their own dealers 
fast enough, they turned to franchisees, as near subsidiaries, as a way to grow quickly. 
After they achieved the necessary growth, firms often turned their franchising opera-
tions into company-owned and managed outlets, in a trend that has repeated itself 
multiple times in history.

To further the projection of a franchisor-based identity, franchisees purchase the 
right to use and market the franchisor’s brand. The franchisors, or sellers, induce fran-
chisees, or dealers, to acquire some identity of the producer and concentrate on one 
product line. Fundamentally, dedicated dealers stock a product and resell it, adher-
ing to certain guidelines about what to offer the market. The agreement involves a 
detailed contract, describing the necessary fees and allowing the franchisee to use the 
proven methods, trademarks, names, products, know-how, production techniques, and 
marketing techniques developed by the franchisor. Effectively, the franchisor develops 
an entire business system, or a business format, and licenses it to the franchisee to 
use in a given market area. In other cases, the agreement stops short of licensing the 
entire business format. Yet across the board, the producer’s aim is to sell its product. 
The manufacturer seeks to maintain some control the presentation of its brand name, 
and the franchisee agrees to follow the franchisor’s methods. By contract, the franchi-
see cedes substantial legitimate power to the franchisor. The reasons for both parties 
entail increasing profits from selling the product.

And yet, the franchisee remains a separate business, with its own balance sheet 
BOE� JODPNF� TUBUFNFOU�� 'SPN� UIF� TUBOEQPJOU� PG� BO� BDDPVOUBOU� PS� B� UBY� BVUIPSJUZ� B�
franchise is a business like any other. Franchisees invest their own capital, run the 
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business, and keep the profits or assume the losses. They own the business; it is theirs 
to alter, sell, or terminate (though even this fundamental property right can be circum-
scribed by the franchise contract).

FRANCHISING STRUCTURES

Franchising is an inherently contradictory marketing channel, yet it functions surpris-
ingly well in many circumstances. Two independent businesses join forces to perform 
marketing functions to their mutual benefit. But in so doing, they attempt to convince 
end-users that they are one company, owned and operated under the same brand 
name. To convince end-users of the cohesiveness of the channel and the brand name, 
franchisees compromise their independence. They voluntarily cede an astonishing 
degree of power to the franchisor—and pay the franchisor for the privilege of doing so.

Why would any downstream entrepreneur accept (indeed, seek out and pay for) 
a franchise? For that matter, why would any manufacturer go to market through inde-
pendent companies, when its real intention is to control the channel tightly enough 
that the end-user doesn’t know the difference? Why not give customers what they 
think they are getting, that is, company-owned and -managed outlets?

4VDI�RVFTUJPOT�NBLF�JU�TFFN�BT�JG�GSBODIJTJOH�JT�B�GMBXFE�DPODFQU�UIBU�TIPVME�CF�
WFSZ�SBSF��*O�DPOUSBTU�GSBODIJTJOH�JT�UIF�GBTUFTU�HSPXJOH�GPSN�PG�SFUBJMJOH��$IBJO�PSHB-
OJ[BUJPOT�VTJOH�GSBODIJTJOH�XIFUIFS�JO�XIPMF�PS�JO�QBSU�BDDPVOUFE�GPS������CJMMJPO�PG�
6�4��TBMFT�JO������XJUI�B�HSPXUI�SBUF�BCPVU�UXJDF�BT�GBTU�BT�UIBU�PG�UIF�HSPTT�OBUJPOBM�
product (GNP).3�"�CSPBE�DPOTUSVBM�PG�GSBODIJTJOH�JO�UIF�6�4��SFUBJMJOH�TFDUPS�TVHHFTUT�
UIBU� JU� BDDPVOUT� GPS� ����NJMMJPO� TUPSFT� JO� ��� JOEVTUSJFT� FNQMPZJOH� OFBSMZ� ��NJMMJPO�
QFPQMF��*O�&VSPQF�GSBODIJTJOH�XBT�PODF�EJTNJTTFE�BT�BO�BCFSSBOU�GPSN�PG�PSHBOJ[B-
tion, suitable only for North America; instead, it has taken off since it first appeared in 
&VSPQF�JO�UIF�����T��"OE�FWFO�BT�GSBODIJTJOH�DPOUJOVFT�UP�EPNJOBUF�SFUBJM�TFDUPST�JU�JT�
growing in B2B markets, particularly in the sale of services to businesses.

As an institution, franchising is so well established globally that it has come full 
DJSDMF�� $PVOUSJFT� UIBU� GJSTU� FYQFSJFODFE� GSBODIJTJOH� BT� B� 6�4�� JNQPSU� IBWF� TQBXOFE�
UIFJS�PXO�GJSNT�UIBU�PGGFS�CVTJOFTT�GPSNBUT�UIFZ�IBWF�FYQPSUFE�UP�PUIFS�DPVOUSJFT��
JODMVEJOH�iCBDLw�UP�UIF�6OJUFE�4UBUFT��5IF�GSBODIJTJOH�JOTUJUVUJPO�JT�TP�TUBCMF�BOE�TP�
pervasive that it offers the single most common way to become an entrepreneur in 
North America, Europe, and Asia.�� 4JEFCBS�����EFTDSJCFT� UIF�XPSME�T�NPTU� BENJSFE�
GSBODIJTPS�XIPTF�PQFSBUJPOT�UPVDI�FWFSZ�BTQFDU�PG�UIF�GSBODIJTJOH�TZTUFN��$BO�ZPV�
name it without looking? We bet you can.

Benefits to Franchisees

Imagine you are a private entrepreneur with a certain amount of capital, perhaps due 
to an inheritance, severance pay, accumulated savings, or equity from a previous busi-
ness. You could invest the money and collect the earnings, but you are more interested 
in starting a business. Owning your own business sounds great:

t�*U�JT�JOUSJOTJDBMMZ�BQQFBMJOH�GPS�QTZDIPMPHJDBM�SFBTPOT�	F�H��ZPV�GFFM�QSJEF�JO�UIF�
idea of ownership).

t�0UIFS�PQQPSUVOJUJFT�JO�TPDJFUZ�TFFN�DMPTFE�PGG�UP�ZPV�QFSIBQT�CFDBVTF�PG�ZPVS�
gender, race, or background.
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Sidebar 8-1
McDonald’s

McDonald’s is not only the world’s largest retail orga-
nization, in terms of the number of outlets (more 
than 33,000 units located in 119 countries, repre-
senting 95 percent of the world’s wealth), but it is 
also its largest and most admired franchisor. The scale 
of this successful franchising can be difficult to grasp. 
Consider (www.mcdonalds.com) the following:

t� 0O�BWFSBHF�B�OFX�PVUMFU�PQFOT�TPNFXIFSF�
JO�UIF�XPSME�FWFSZ�GJWF�IPVST�

t� 8JUI�����NJMMJPO�FNQMPZFFT�.D%POBME�T�JT�UIF�
XPSME�T�MBSHFTU�QSJWBUF�FNQMPZFS�

t� *U�JT�BMTP�UIF�XPSME�T�MBSHFTU�IPMEFS�PG�SFBM�FTUBUF�

McDonald’s may seem ubiquitous now, but it 
also made some errors along the way. The format 
FNFSHFE�GSPN�$BMJGPSOJB�JO�UIF�BGUFSNBUI�PG�8PSME�
8BS�**�XIFO�3BZ�,SPD�MJDFOTFE�UIF�IBNCVSHFS�DIBJO�
concept from its founders (the MacDonald broth-
FST
��*O������,SPD�PQFOFE�IJT�PXO�.D%POBME�T�BOE�
began to build his empire. Growth remained steady 
until 1996, when franchisees suffered declining 
profitability, mainly because the U.S. market had 
grown nearly saturated, yet McDonald’s continued 
to add units at a rapid pace, cannibalizing its exist-
JOH�GSBODIJTFT��"GUFS�BO� JO�IPVTF�SFWPMU� UIF�DIBJO�
slowed its growth (in part, by closing one unit for 
FWFSZ�UXP�JU�PQFOFE
�BOE�JOWFTUFE�IFBWJMZ�UP�NPE-
FSOJ[F�LJUDIFOT�BOE�JNQSPWF�CPUI�JUT�QSPEVDU�BOE�JUT�
profitability. This back-to-basics approach, focused 
on growing same-store sales, to the benefit of fran-
chisees, led the firm back to growth.5

Today, of its 33,000 outlets, McDonald’s owns 
8 percent of those located in the United States. 
Approximately 4,000 outlets (mostly in Asia and the 
.JEEMF�&BTU
�BSF�KPJOU�WFOUVSFT�XJUI�MPDBM�TIBSFIPME-
ers, and the remaining 15,500 outlets are owned by 
����� GSBODIJTFFT��5IFTF� GSBODIJTFFT� JOWFTU�IFBWJMZ�
to build their outlets, often selling all their posses-
sions to raise the capital. Then they pay McDonald’s 
VQ�UP����QFSDFOU�PG�UIFJS�FBSOFE�SFWFOVF�JO�GFFT�BOE�
SFOU�	.D%POBME�T�JT�VTVBMMZ�UIFJS�MBOEMPSE
��*O�SFUVSO�
they share in the system.

Provided Format
Method
5IF�PQFSBUJOH�NBOVBM�XFJHIT�UXP�LJMPHSBNT�	PWFS�
GPVS�QPVOET
� BOE� TQFDJGJFT� WJSUVBMMZ� FWFSZ�EFUBJM� PG�

IPX� PQFSBUJPOT� NVTU� CF� QFSGPSNFE�� "MM� TFSWFST�
wear uniforms without pockets, for example, to dis-
courage them from accepting tips or putting their 
IBOET� JO� UIFJS�QPDLFUT��-FBWJOH�IBOET� GSFF� JO� UVSO�
FODPVSBHFT�DPOTUBOU�BDUJPO�	iJG�ZPV�WF�HPU�UJNF�UP�
MFBO�ZPV�WF�HPU�UJNF�UP�DMFBOw
��$PPLJOH�BOE�TFSW-
ing specifications are timed down to the second, 
and detailed role descriptions mandate the respon-
TJCJMJUJFT�PG�FWFSZ�NFNCFS�PG�UIF�TUBGG�

Set-Up Assistance
Months of on-site training lead to courses at 
)BNCVSHFS� 6OJWFSTJUZ� B� MJUFSBM� DBNQVT� JO� TVCVS-
CBO�$IJDBHP�UIBU�FWFSZ�ZFBS�UFBDIFT�BQQSPYJNBUFMZ�
�����OFX�GSBODIJTFFT�BOE�NBOBHFST�IPX�UP�SVO�
the business. McDonald’s also undertakes to secure 
a site and build the restaurant, which it then rents 
back to the new franchisee.

Norm Enforcement
0ODF� PQFSBUJPOT� BSF� VOEFSXBZ� UIF� GSBODIJTFF�
SFDFJWFT�SFHVMBS�BTTJTUBODF�GSPN�BO�BSNZ�PG�SFHJPOBM�
consultants, who also perform frequent and detailed 
performance checks. McDonald’s insists that fran-
chisees abide by its intricate system. Consider the 
poor French franchisee, who lost his 12 units when 
he was terminated for noncompliance.

Worldwide Supply
.D%POBME�T�IBT�B�OFUXPSL�PG�GBWPSFE�TVQQMJFST�UIBU�
GVODUJPO� BMNPTU� BT� TVCTJEJBSJFT�� 8IFO� FOUFSJOH� B�
new market, McDonald’s seeks out local suppliers 
and asks them to adapt to its methods. But in most 
cases, the franchisor finds these local suppliers inad-
equate and induces its own suppliers to enter the 
market as replacements. These key suppliers process 
astonishing quantities of food and supplies, matched 
precisely to McDonald’s exacting specifications. The 
result is immediate uniformity, combined with econ-
omies of scale that allow the franchisor to operate 
profitably while charging low prices.

Marketing Strategy and Communications
.D%POBME�T� UBSHFUT� GBNJMJFT�CZ�QSPWJEJOH� GBTU� JOFY-
QFOTJWF�NFBMT�UIBU�DIJMESFO�FOKPZ��5P�ESBX�UIF�GBNJMZ�
into the stores, it focuses on pleasing children with in-
TUPSF�FWFOUT�UPP�	F�H��CJSUIEBZ�QBSUJFT
�)BQQZ�.FBMT�
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Continued

and Ronald McDonald. The menu remains extremely 
similar worldwide, with some limited adaptation to 
local tastes. This standardization enhances its ability 
to capture of economies of scale—and not just in 
food. McDonald’s also is one of the world’s leading 
distributors of toys through its Happy Meals.

'VSUIFSNPSF� JU� BTTJHOT� NBTTJWF� BEWFSUJTJOH�
budgets to marketing campaigns, particularly those 
CBDLJOH�TQPSUJOH�FWFOUT�� 'PS�FYBNQMF�.D%POBME�T�
TQFOET� NJMMJPOT� UP� BEWFSUJTF� EVSJOH� JOUFSOBUJPOBM�
GPPUCBMM� 	GPS�"NFSJDBOT�TPDDFS
�FWFOUT�� *O�DPOUSBTU�
XJUI�UIF�SFTU�PG�JUT�TUSBUFHZ�.D%POBME�T�BEWFSUJTJOH�
is not standardized, such that different countries 
BOE�SFHJPOT�IBWF�UIFJS�PXO�TMPHBOT�BOE�DBNQBJHOT��
Communication is partly financed by franchisees, 
XIP�QBZ�����QFSDFOU�PG�UIFJS�SFWFOVF�BT�BO�BEWFS-
tising fee. They may also run their own local cam-
paigns, for which the franchisor assists them with 
ready-to-use kits.

Participation
5P�FOUFS�UIJT�TZTUFN�B�QSPTQFDUJWF�GSBODIJTFF�NVTU�
QBTT�UFTUT�PG�JUT�NPUJWBUJPO�BOE�DBQBCJMJUZ��"QQMJDBOUT�
include professionals from a range of fields, includ-
JOH�EPDUPST�MBXZFST�BOE�FYFDVUJWFT�UIPVHI�UIFTF�
candidates frequently get screened out for their 
JOBEFRVBUF�NPUJWBUJPO�BOE�MBDL�PG�DVTUPNFS�TFSWJDF�
PSJFOUBUJPO�� *O�'SBODF� TVDDFTTGVM� DBOEJEBUFT� JOWFTU�
substantial upfront fees and sunk costs to outfit the 
interior and kitchen (though the franchisor largely 
pays to build the restaurant and holds the lease).

Despite such high early costs, most McDonald’s 
MPDBUJPOT�CSFBL�FWFO�BGUFS� TFWFSBM� ZFBST� 	BOE�PGUFO�
TPPOFS
� BOE� CFDPNF� RVJUF� QSPGJUBCMF�� *O� 'SBODF�
one franchisee draws a salary comparable to an 
FYFDVUJWF� QBZDIFDL� XIJMF� BMTP� DPMMFDUJOH� TVCTUBO-
UJBM� EJWJEFOET� BOE� CVJMEJOH� XFBMUI� JO� UIF� MPDBUJPO�
	XIFSF� SFTBMF� �WBMVFT� SBO�VQXBSE�PG� TFWFSBM�NJMMJPO�
Euros). Satisfactory performance also means a fran-
chisee can open more stores, though McDonald’s 
EJTDPVSBHFT� PWFSMZ� MBSHF� PQFSBUJPOT� GFBSJOH� UIF�
PXOFS�XJMM�CFDPNF�UPP�GBS�SFNPWFE�GSPN�EBZ�UP�EBZ�
operations.

McDonald’s draws criticism as well as admira-
tion though. Social critics charge that the franchisor 
JT�UPP�IFBWZ�IBOEFE�BOE�BOUJVOJPO�JO�JUT�QFSTPOOFM�
practices. Suppliers complain of being exploited. 
5IF� TFDSFUJWF� DIBJO� JT� PGUFO� BDDVTFE� PG� CFJOH� B�
heartless multinational, seeking merely to create an 
VOIFBMUIZ�8FTUFSOJ[FE�GBTU�GPPE�DVMUVSF�XIFSFWFS�
it goes by suppressing local businesses and displac-
ing local customs. Yet McDonald’s also earns praise 
for offering employment (and ultimately franchis-
ing opportunities) to young people and those who 
often face discrimination in traditional job markets 
(e.g., Latinos and African Americans in the United 
States, people of North African descent in France). 
The franchisees often operate in struggling neigh-
borhoods, creating jobs and businesses that ben-
efit residents. And the persistent popularity of the 
product suggests that fast-food culture is not totally 
unwelcome!

t�:PV�IBWF�HSPXO�UJSFE�PG�XPSLJOH�GPS�TPNFPOF�FMTF�
t�:PV�BSF�XJMMJOH�UP�BTTVNF�TPNF�SJTL�UP�HBJO�JOEFQFOEFODF�
t�:PV�BSF�DPOGJEFOU�UIBU�ZPV�DBO�FBSO�CFUUFS�SFUVSOT�JO�UIF�MPOH�SVO�JG�ZPV�QVU�ZPVS�

own labor into your own company than if you invest your resources—whether 
financial or labor—in someone else’s.

t�#Z�PXOJOH�B�CVTJOFTT�ZPV�DPVME�IFMQ�TVQQPSU�GBNJMZ�NFNCFST�PS�GSJFOET�XIP�
also need employment.

All of these needs and benefits can be fulfilled by starting your own business from 
scratch or from franchising. But the risks and threats involved with starting a business 
from the ground up suggest some additional benefits of choosing a franchise arrangement:

t�'BJMVSF�SBUFT�GPS�OFX�CVTJOFTTFT�BSF�IJHI�
t�4FUUJOH�VQ�B�CVTJOFTT�UBLFT�NPOUIT�FWFO�ZFBST��*O�QBSUJDVMBS�JU�UBLFT�UJNF�BOE�

resources to build a clientele.
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t�5IFSF�BSF�MJUFSBMMZ�UIPVTBOET�PG�EFDJTJPOT�CJH�BOE�TNBMM�UP�CF�NBEF�
t�8IFSF�TIPVME�UIF�CVTJOFTT�CF�MPDBUFE 
t�4IPVME�JU�IBWF�B�UIFNF 
t�8IBU�TJ[F�TIPVME�JU�CF 
t�8IBU�LJOE�PG�QSPEVDUT�TIPVME�JU�QSPWJEF�BOE�IPX�TIPVME�UIFZ�CF�QSFQBSFE�

economically and efficiently?
t�5IFSF�BSF�TP�NBOZ�MFHBM� GJOBODJBM�NBSLFUJOH�NBOBHFSJBM�BOE�PQFSBUJOH�EFDJ-

sions to be made that any entrepreneur can be overwhelmed.
t�'JOBMMZ�UIF�CVTJOFTT�FBTJMZ�DPVME�GBJM�XJQJOH�PVU�BMM�ZPVS�DBQJUBM�

$POUFNQMBUJOH�UIFTF�QSPTQFDUT�IBT�NBEF�QMFOUZ�PG�QFPQMF�UPP�OFSWPVT�UP�QVSTVF�
their entrepreneurial ambitions. You may have met them in the job market, still drawing 
designs for their great idea on napkins and dreaming of walking into the boss’s office to 
quit. But for those who remain dedicated to the notion of running their own business, 
XIJMF�BMTP�NJOJNJ[JOH�TPNF�SJTLT�B�GSBODIJTJOH�BSSBOHFNFOU�PGGFST�QFSIBQT�UIF�QFSGFDU�
combination. In effect, you sell some portion of your independence to the franchisor, 
and in return, you obtain the services of a corporate backer, a coach, and a problem 
solver (as well as another role that we discuss subsequently). Franchisor personnel 
step in to assist you. They train you, work with you, and share the franchisor’s proven 
formula with you. The business format represents a prepackaged solution to all your 
startup problems and preset answers to most of the critical decisions you face. By pay-
JOH�B�GFF�	VTVBMMZ�JO�TFWFSBM�QBSUT
�ZPV�CVZ�B�MJDFOTF�UP�FYQMPJU�UIJT�GPSNBU�JO�B�QBSUJDVMBS�
market area.

START-UP PACKAGE When you buy the license for a business format, you acquire a 
CSBOE�OBNF�BOE�BO�FYQMBOBUJPO�PG�BMM�UIF�NBSLFUJOH�EFDJTJPOT�UIF�GSBODIJTPS�BMSFBEZ�
has made about the business. Along with decision-making guidance, you acquire 
 training and assistance to implement those decisions, including the following

t�.BSLFU�TVSWFZ�BOE�TJUF�TFMFDUJPO
t�'BDJMJUZ�EFTJHO�BOE�MBZPVU�	BSDIJUFDUVSBM�BOE�CVJMEJOH�TFSWJDFT

t�-FBTF�OFHPUJBUJPO�BEWJDF
t�'JOBODJOH�BEWJDF
t�0QFSBUJOH�NBOVBMT
t�.BOBHFNFOU�USBJOJOH�QSPHSBNT
t�5SBJOJOH�GPS�GSBODIJTFF�T�FNQMPZFFT

All of these initial services are valuable. But site selection is particularly impor-
tant to a retail operation, because market potential is the critical determinant of any 
store’s sales and productivity.6 The amount of help a franchisor provides varies with 
UIF�CVTJOFTT�BOE�DPOUSBDU��'PS�FYBNQMF�.D%POBME�T�UZQJDBMMZ�QFSGPSNT�BMM�TJUF�BOBMZ-
TJT�BOE�NPTU�MBOE�BDRVJTJUJPO�BOE�EFWFMPQNFOU��#VEHFU�3FOU�"�$BS�NFSFMZ�BTTJHOT�B�
territory and allows the franchisee to build wherever he or she pleases, subject to 
franchisor review and advice.

Another critical benefit, available from the very moment the franchisee starts 
up, is the brand name itself. By using the brand equity already associated with 
this name, the franchisee can quickly build a clientele that is loyal to the brand 
offering.
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These initial services also benefit from economies of scale, which the franchisor 
can capture and share with the franchisee. By providing the same services over and 
over, the franchisor acquires deep, detailed knowledge of the nuances of every single 
activity. The franchisor also pools demand for these services, which makes it econom-
ical to dedicate specific personnel to the set-up tasks (e.g., statistical specialists to 
QFSGPSN�TJUF�BOBMZTFT��DPNQBOZ�MBXZFST�UP�EFBM�XJUI�[POJOH�BVUIPSJUJFT�BOE�ESBGU�EPDV-
ments; architects to draw plans and supervise construction; technicians to train, install, 
and test equipment). Through the franchisor’s scale, the franchisee also gains preferred 
customer status with service providers (e.g., contractors, bankers). All of these benefits 
suggest better results at lower costs.

ONGOING BENEFITS Were this the end of the story, franchising would only be a system 
for launching a business. But it is primarily a system for running a business. Once you 
IBWF�TUBSUFE�ZPVS�GSBODIJTFE�CVTJOFTT�XIBU�TFSWJDFT�NJHIU�ZPV�FYQFDU�UIF�GSBODIJTPS�
to keep providing?

t�'JFME�TVQFSWJTJPO�PG�PQFSBUJPOT�JODMVEJOH�RVBMJUZ�JOTQFDUJPOT
t�.BOBHFNFOU�SFQPSUT�GFFECBDL
t�.FSDIBOEJTJOH�BOE�QSPNPUJPOBM�NBUFSJBMT
t�.BOBHFNFOU�BOE�FNQMPZFF�SFUSBJOJOH
t�/BUJPOBM�BEWFSUJTJOH
t�$FOUSBMJ[FE�QMBOOJOH
t�.BSLFU�EBUB�BOE�HVJEBODF
t�"VEJUJOH�BOE�SFDPSE�LFFQJOH
t�(SPVQ�JOTVSBODF�QMBOT

Of this list, the first two items stand out for their potential for conflict. Almost 
all franchisors have a continuous program of field supervision, including monitoring 
and correcting quality problems. Field representatives (with titles such as “franchise 
consultant”) visit each franchise outlet to aid its everyday operations, check product 
and service quality, and monitor performance. They serve as coaches and consultants 
for the franchisee. But they also are employees of the franchisor, such that they serve 
as inspectors, evaluators, and reporters. These latter policing roles might conflict with 
the former coaching roles, demanding diplomacy and skill to balance them.

Many franchisees are required to submit management reports, monthly or semi-
monthly, about key elements of their operations, such as weekly sales, local advertising, 
employee turnover, profits, and so forth. These regular reports reflect the nearly “sub-
sidiary nature” of franchising but would be highly unusual in other contractual chan-
nels. By reporting on operations, the franchisee facilitates various financial, operating, 
and marketing control procedures throughout the franchise system. It also enables the 
franchisor to offer feedback to assist the franchisee. But this confidential information 
constitutes the very heart of the business; to provide feedback, the franchisor might 
demand that franchisees buy special electronic invoicing and reporting systems that 
PQFO�UIFJS�CPPLT�UP�PWFSTJHIU�BOE�SFWJFX��4VDI�UBDUJDT�DBO�DSFBUF�SFTFOUNFOU�FTQFDJBMMZ�
if the franchisee’s goal was independence from an overseeing boss.

COMPETITIVE ADVANTAGES OF FRANCHISING� -PPL� CBDL� BU� UIF� MJTU� PG� TFSWJDFT� UIBU�
you, as an entrepreneur, likely are willing to use your capital to obtain from someone 
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FMTF��#VU�XIZ�FYBDUMZ�TIPVME�ZPV�CVZ� UIFTF�TFSWJDFT� GSPN�B� GSBODIJTPS� SBUIFS� UIBO�
independent consultants, such as architects, accountants, lawyers, and so forth?

First, franchisors act as consolidators in this specific type of channel. They bring 
together all the necessary services, no more, no less, under one roof and consolidate 
UIFN�BDIJFWJOH�FDPOPNJFT�PG�TDBMF�	TJ[F
�BOE�TDPQF�	TZOFSHZ
�

4FDPOE� GSBODIJTPST� GPDVT�PO�POF�QSPEVDU� MJOF� 	F�H�� GBTU� GPPE� SFTUBVSBOUT� DBS�
SFQBJS
��5IFZ�EFWFMPQ�CFOFGJUT�GSPN�UIJT�TQFDJBMJ[BUJPO�

Third, perhaps the most critical and distinguishing benefit of a franchisor is its 
ability to bring everything together and focus it on a branded concept. Everything the 
franchisor does is dedicated to the needs of the brand and the implementation of its 
DPODFQU��5IF�GSBODIJTPS�EFWFMPQT�TQFDJBMJ[BUJPO�CFOFGJUT�UJFE�UP�CSBOE�FRVJUZ�XIJDI�
cannot accrue without a multitude of units. Thus, a major reason to turn to a franchi-
sor is to rent its brand equity and become part of a large network, not just contract for 
business services.

This discussion brings us to a crucial and often-misunderstood reason for why 
you would pay for a franchise. You are hiring an enforcement agency. The franchi-
sor acts as a police officer, judge, and jury. The business format is a system, and the 
franchisor makes sure that all players (franchisees) observe its rules, without allow-
ing any opportunism. You, the franchisee, hire the franchisor to police the system, 
to make sure that everyone else implements the concept too. It is in your interest to 
have a police officer to protect brand equity—and brand equity is the basis of the 
franchising concept.

This idea is often labeled the prevention of free riding. As we briefly mentioned 
JO�$IBQUFS���free riding occurs when one party reaps benefits while another party 
CFBST�BMM�UIF�DPTUT��%VOLJO��%POVUT�QPTJUJPOT�JUTFMG�BT�B�QSPEVDFS�PG�QSFNJVN�GSFTI�
bakery goods. To sustain this positioning, franchisees agree to throw out unsold prod-
uct after a few hours and replace them with freshly produced goods. This promise 
is costly to keep, which creates a temptation to keep selling donuts for a few more 
hours, hoping that no one will notice they are a bit stale. A franchisee that sells stale 
EPOVUT�CFOFGJUT� GSPN�UIF�%VOLJO��%POVUT� JNBHF�CVU� UIJT�QSBDUJDF�IVSUT� UIF�CSBOE�T�
image, which hurts all franchisees. Ultimately, the franchisor’s field representatives are 
likely to find out, and the punishment for the shirking franchisee is likely to be swift 
and painful.

If franchisees did not have a franchisor, they likely would invent one to provide 
the channel function of policing the system. Brand equity is utterly critical to franchis-
JOH��4BGFHVBSEJOH�CSBOE�FRVJUZ�JT�B�LFZ�SFBTPO�GSBODIJTJOH�IBT�CFDPNF�BTTPDJBUFE�XJUI�
the production of all kinds of services. For services such as document handling, build-
ing, business aids and services, child care, hospitality, tourism, travel, weight control—
even autopsies!—a constant challenge is ensuring consistent outcomes. By branding a 
service business, the franchisor guarantees consistency, which attracts customers and 
enhances brand equity, for itself and its franchisees.

Benefits to Franchisor

Now let’s turn the lens around and change our perspective: You head a company with 
a concept and a brand. You have a business format. You desire tight control over the 
implementation of your concept. You want that control to uphold the brand’s image and 
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ensure the proper sale and servicing of your product. With this directive focus, the logi-
cal choice seemingly would be to set up a network of outlets that you can own, operate, 
and supervise, with the help of managers you hire to supervise the staff at each outlet. 
Each outlet remains to be set up, after you hire and train the manager and staff.

4VDI�FGGPSUT�UBLF�TJHOJGJDBOU�UJNF�FGGPSU�BOE�NPOFZ��:PV�BSF�VMUJNBUFMZ�SFTQPOTJ-
ble for every decision and every staff move. Furthermore, you must remain constantly 
on guard to avoid agency conflicts� TJNJMBS� UP� UIF�POFT�XF�EJTDVTTFE� JO�$IBQUFS��. 
That is, your managers likely have different incentives and goals than you do, so you 
IBWF�UP�GJOE�B�XBZ�UP�HFU�UIFN�UP�QFSGPSN�JO�UIF�XBZ�ZPV�EFTJSF��4VDI�DPOTJEFSBUJPOT�
constitute the two main categories of reasons that you might prefer a franchise system 
rather than an owned network to spread your ideas.

FINANCIAL AND MANAGERIAL CAPITAL FOR GROWTH Most people with a great idea 
want to grow fast, motivated by far more than just entrepreneurial ego or impatience. 
"�VOJRVF�JEFB�OFFET�UP�CF�FYQMPJUFE�BOE�FTUBCMJTIFE�BT�GBTU�BT�QPTTJCMF�UP�HBJO�B�GJSTU�
mover advantage before others have the chance to copy it. If your idea is trendy (e.g., 
"NFSJDBO�TUZMF�GBTU�GPPE�JO�4PVUIFBTU�"TJB
�ZPV�OFFE�UP�HFU�JU�HPJOH�SBQJEMZ�CFGPSF�
the market becomes saturated. In a business market with fragmented competition 
and no strong brands, a quickly spreading idea is more likely to build a strong brand 
OBNF�CFGPSF�PUIFST��$POWFSTFMZ�JG�UIF�NBSLFU�IPTUT�B�TUSPOH�DPNQFUJUPS�ZPV�NBZ�OFFE�
to grow fast, before the competitor really notices or tries to block you. Furthermore, 
SFBDIJOH�B�NJOJNVN�FGGJDJFOU�TDBMF�RVJDLMZ�FOBCMFT�ZPV�UP�BNPSUJ[F�ZPVS�DPTUT�PWFS�B�
MBSHFS�PQFSBUJPO��'PS�FYBNQMF�UP�KVTUJGZ�OBUJPOBM�6�4��BEWFSUJTJOH�ZPV�XPVME�OFFE�UP�
achieve national coverage of a market of several hundred million people.

4VDI�TQFFE�UP�NBSLFU�EFNBOET�NBTTJWF�BNPVOUT�PG�GJOBODJBM�DBQJUBM�XIJDI�NBZ�
PS�NBZ� OPU� CF� BWBJMBCMF� UISPVHI� B� QVCMJD� TUPDL� PGGFSJOH��5IF� FBSMJFTU� FYQMBOBUJPOT�
of franchising focused on the idea that franchisees are a cheaper (or perhaps only) 
source of capital, in that franchisees often are willing to invest for a lower rate of 
return than passive investors who lack a good understanding of the business or their 
location. Although appealing, this idea fell into disfavor, because it appeared to con-
tradict financial portfolio theory, which states that investors of any kind prefer less 
risk. Because the risk of any single location is greater than risk spread across the 
entire chain, prospective franchisees should prefer to buy a share in the chain, rather 
than the rights to one location. But the idea also is making a comeback, in part 
because of the evidence that it persists in practice.� Perhaps capital markets remain 
inefficient for prospective franchisors. And perhaps franchisees do not act as merely 
rational financial investors, indifferent between owning their own business and own-
ing a piece of a company.�

Remember, from the previous perspective, that the franchisees you find to buy 
into your operations want to be their own boss. They will manage their own outlets, 
which imply that franchisees who buy in are confident in their ability to influence 
the risk-to-return ratio of their operations. By buying franchise rights to a location of 
their choice, they seek to demonstrate their ability to earn high profits at lower risk. 
Investors in the overall chain instead have minimal influence on day-to-day operations 
and can earn only returns on their investment; franchisees, after paying suppliers and 
the franchisor, get to keep all the profits earned from the store. Thus, franchisees are 
rarely indifferent between owning a franchise and owning a piece of the franchisor, 
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and their willing investments offer the franchise system a ready way to grow quickly 
and with sufficient financial resources.

The idea that entrepreneurs value the returns from their own wholly controlled 
operations more than they value equal returns from owning a piece of a larger orga-
OJ[BUJPO� JNQMJFT� UIBU� XF� OFFE� UP� NPWF� CFZPOE� DPOWFOUJPOBM� NFBTVSFT� PG� QSPGJU��
Entrepreneurs have other motives��'PS�FYBNQMF�UIFZ�NBZ�IBWF�GPVOE�XIBU�UIFZ�DPO-
sider the perfect location for a service provider and just need help getting it up and 
running. Often entrepreneurs have specific technology innovations that they want to 
FNQMPZ�CVU�OFFE�IFMQ�XJUI�UIF�QFSJQIFSBM�PSHBOJ[BUJPOBM�TVQQPSU��"MUIPVHI�UIFZ�NBZ�
not value the entire chain as highly as they value their location or innovation, you still 
would have a relatively easy time persuading such a franchisee to invest.9 By persuad-
ing them to invest in your franchise system, rather than another option (note that 
many would-be franchisors never find any franchisees—or buyers for their stock), you 
run a successful sort of test run of your idea. By attracting franchisees’ investments, 
you also gain an endorsement of your operations, as well as their own.

Finding franchisees provides another sort of resource, beyond the financial. That 
is, you address the pressing issue of overcoming a personnel shortage of good man-
agers. Even with plenty of capital, an entrepreneur often needs to spend an inordinate 
amount of time trying to solve the managerial scarcity problem.�� But remember, 
you’re still trying to grow your business quickly, and you have plenty of other issues 
UP�PDDVQZ�ZPVS�BUUFOUJPO��4QFOEJOH�UJNF�SFWJFXJOH�SFTVNFT�JOUFSWJFXJOH�NBOBHFSJBM�
candidates, and calling references is inefficient, difficult, and often ineffective. Instead, 
franchising offers a preestablished way to “screen” managerial applicants, by asking 
them to become franchisees. Unmotivated, uninterested, or incapable managers are 
unlikely to pay a lump-sum entry fee, put up the initial investment, accept payment of 
an ongoing royalty, or be willing to accept the risk of living off the uncertain profits of 
their efforts. In contrast, dedicated managers who are confident in their abilities and 
entrepreneurial in their attitudes likely jump at the chance to prove themselves and 
their capabilities.

These arguments for starting up through franchising are rationally defensible, 
but of course, reality is not always quite so rational. Many founders of franchise orga-
OJ[BUJPOT�BSF�GPDVTFE�PO�BO�PWFSSJEJOH�PCKFDUJWF�UP�DPOUSPM�UIF�FOUFSQSJTF�BT�JU�HSPXT�
and they believe it is easier to influence (or dominate) each franchisee (and thus the 
entire operation) than to influence a board of directors. In this case, the decision 
to franchise is driven by a fear of losing control by selling shares, rather than the 
desire to raise financial capital or resolve a shortage of human capital. Ironically, these 
founders often find they underestimated the independent spirit of their franchisees.11 
Even more ironically, the founders likely lose control anyway, because they must give 
VQ�QPXFS�UP�QSPGFTTJPOBM�NBOBHFST�BT�UIFJS�PSHBOJ[BUJPO�HSPXT�

HARNESSING THE ENTREPRENEURIAL SPIRIT Instead, an effective and persistent fran-
DIJTF�TZTUFN�SFDPHOJ[FT�UIBU�GSBODIJTFFT�PGGFS�BMM�UIF�CFOFGJUT�BOE�HBJOT�PG�B�WBTU�HSPVQ�
of entrepreneurs—widely considered the driving force behind successful economies 
UISPVHIPVU� UJNF��$POTJEFS�B�HFOFSBM� UIFPSZ� GSPN�PSHBOJ[BUJPOBM�CFIBWJPS� MJUFSBUVSF��
There are two main ways a firm can motivate the staff who work for it. It can control 
and monitor them, in which case it seeks to supervise employees, then sanction or 
SFXBSE�UIFN�BT�BQQSPQSJBUF��0S� JU�DBO�JODFOUJWJ[F�UIFN�UP�BMJHO�UIFJS�PXO�JOUFSFTUT�
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with the best interests of the company by making them residual claimants of the 
firm’s profits. A residual claimant needs less monitoring, because to earn profits, he 
or she works hard to make the business succeed. In this sense, franchising encour-
ages work and reduces monitoring costs by transforming managers into owners and 
residual claimants.

Furthermore, franchisees may gain substantial “psychic income”—not just finan-
cial rewards—from owning their own business. They likely feel pride of ownership 
and a sense of loyalty toward “their” franchise system, and they may appreciate the 
benefits it offers them, such as the ability to hire relatives and friends who need work. 
1FSIBQT�NPTU� JNQPSUBOU� SVOOJOH� B� CVTJOFTT� PGGFST� GSBODIJTFFT� B�XBZ� UP�NBYJNJ[F�
UIF�SFUVSOT�PO�UIF�LOPXMFEHF�BOE�SFMBUJPOTIJQT�UIBU�UIFZ�CSJOH�UP�UIF�CVTJOFTT��4VDI�
human capital is often so specific that it works only within specific ventures. (This 
JEFB�PG�NBYJNJ[JOH�UIF�SFUVSOT�PO�TQFDJBMJ[FE�IVNBO�DBQJUBM�SFBQQFBST�JO�PVS�TVCTF-
quent discussion of multiunit franchisees.)

5IF�GSBODIJTFFT��NPSF�JOUSJOTJD�	J�F��JOUFSOBM
�NPUJWBUJPO�UP�FYFSU�FGGPSU�UP�CFOFGJU�
CPUI�UIF�TQFDJGJD�PVUMFU�BOE�UIF�XJEFS�TZTUFN�MJLFMZ�IFMQT�FYQMBJO�XIZ�GSBODIJTJOH�JT�TP�
prominent in retail sectors, for which effort truly matters for success. But if the margins 
earned are too low to pay supervisors well and ensure that all staff members put forth 
DPOUJOVPVT� FGGPSU� B� CBTJD�NPOJUPSJOH� TZTUFN�XJMM� GBJM�� 4VDI� DPODFSOT� BSF� FTQFDJBMMZ�
problematic in service industries, in which production and distribution are simultane-
ous, so it would be impossible for an owner to inspect all output before the customer 
TFFT�JU��5BCMF�����MJTUT�TFDUPST�JO�XIJDI�GSBODIJTJOH�IBT�B�TUSPOH�QSFTFODF�BMM�PG�XIJDI�
match these traits and characteristics.

We also need to distinguish between lack of effort and misdirected effort and 
the influence of franchising on them. A franchising contract is a good way to combat 
a lack of effort, but it is often unsuccessful in resolving misdirected effort. Instead, 
GSBODIJTFFT�XJUI�UIFJS�FOUSFQSFOFVSJBM�TQJSJUT�PGUFO�CBUUMF�GSBODIJTPST�PWFS�FYBDUMZ�IPX�
things should be done. A good franchisor takes franchisees seriously and considers 
their ideas, as if they were consultants, rather than rejecting contradictory ideas out of 
hand, as difficult as that might be. One franchisor offers a pithy summary of the key 
challenge12: “You see, a manager will do what you want, but he won’t work very hard. 
A franchisee will work hard, but he won’t do what you want.”

The franchisee as a consultant works out implementation problems for the fran-
chise system and generates new ideas, especially on the local level. That is, the fran-
chise system establishes the general vision; to be implemented on a large scale, and 
even globally, the vision must be adapted to local circumstances, as well as to changes 
in the marketplace over time. A franchisor lacks access to local markets and end-users; 
the franchisee provides it.

$POTJEFS�UIF�FYBNQMF�PG�4PVUIFBTU�"TJB�XIFSF�6�4��TUZMF�GBTU�GPPE�IBT�CFDPNF�
RVJUF�QPQVMBS��8JMMJBN�)FJOFDLF�BO�"NFSJDBO�SBJTFE�JO�5IBJMBOE�BQQSPBDIFE�1J[[B�
)VU�XJUI�UIF�JEFB�PG�PQFOJOH�B�GSBODIJTF�JO�#BOHLPL�CVU�1J[[B�)VU�XPSSJFE�BCPVU�
"TJBOT��XFMM�EPDVNFOUFE�EJTMJLF� PG� DIFFTF��%FTQJUF� DPSQPSBUF�NJTHJWJOHT�)FJOFDLF�
paid the necessary fees and signed a contract to go ahead. Both parties are thrilled 
IF�EJE�CFDBVTF�1J[[B�)VU�OPX�FOKPZT�TVCTUBOUJBM�CVTJOFTT�JO�5IBJMBOE�BOE�)FJOFDLF�
PXOT�EP[FOT�PG�PVUMFUT�

Thus in many situations, the franchisor might not know best; sophisticated fran-
chisees can solve problems that the national office might not even notice. Even in this 
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seemingly inverted channel though, the franchisor remains a necessary participant. 
The central corporate office collects the various, diverse ideas provided by all its 
franchisees, screens out those that appear unworkable, adapts them for application to 
UIF�FOUJSF�DIBJO�BOE�UIFO�TQSFBET�UIFN�UP�PUIFS�GSBODIJTFFT��4PNF�PG�UIF�CFTU�LOPXO�
JNBHFT�BOE�QSPEVDU�JEFBT�UIBU�BQQFBS�JO�FWFSZ�NPEFSO�.D%POBME�T�XFSF�HFOFSBUFE�CZ�
franchisees but spread by the franchisor.13�-JLF�UIF�'JMFU�A0�'JTI �5IBOL�B�GSBODIJTFF�

TABLE 8-1 Sectors with substantial franchise presence

Amusement

Automobiles:

  Rental

� � 4FSWJDF

  Equipment

#VTJOFTT�4FSWJDFT

#VJMEJOH�1SPEVDUT�BOE�4FSWJDFT

$IJMESFO�T�1SPEVDUT�*ODMVEJOH�$MPUIJOH

$MFBOJOH�4FSWJDFT�BOE�&RVJQNFOU

&EVDBUJPOBM�4FSWJDFT

Employment Agencies

)FBMUI�BOE�#FBVUZ�	*ODMVEFT�)BJS�4UZMJOH�BOE�$PTNFUPMPHZ


Home Furnishings/Equipment

Lodging/Hotels

Maintenance

Miscellaneous Retail

.JTDFMMBOFPVT�4FSWJDFT�JODMVEJOH�5SBJOJOH

1FSTPOBM�4FSWJDFT�BOE�&RVJQNFOU

1FU�4FSWJDFT

Photography and Video

Printing

2VJDL�4FSWJDFT

Real Estate

Restaurants

  Fast Food

  Traditional

Retail Food

Shipping and Packing

5SBWFM

Source:�4FF������XFCTJUF�	www.franchising.com).
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MPDBUFE�JO�B�IFBWJMZ�$BUIPMJD�OFJHICPSIPPE�XIPTF�DVTUPNFST�BWPJEFE�NFBU�EJTIFT�PO�
Fridays.

A key point to retain from this discussion is an understanding of how franchise 
systems evolve. The franchisor has the original vision for the business format. Over 
time though, franchisees develop the vision collectively. In general, no single franchi-
see has a better format. Rather, the franchisor continually gathers, adapts, and diffuses 
the best ideas across the set of franchisees.

In the development of franchise systems, it also turns out that many of the most 
creative, contributing franchisees come from among managers who once worked for 
the company. A motivated, capable manager can be rewarded for his or her effort, and 
also encouraged to remain with the company, by awarding him or her a franchise con-
tract. In France, many large retailers face slow growth in their home market, forcing 
them to consider secondary locations, such as small towns that cannot support a large, 
company-owned store. Instead, they give employees the opportunity to transform from 
managerial employees into self-employed franchisees. Employees get to own their own 
businesses; franchisors enjoy reduced reduce risk and investment while also growing 
JOUP�OFX�BSFBT��)PXFWFS�FNQMPZFFT�JO�UIJT�TJUVBUJPO�PGUFO�MBDL�UIF�OFDFTTBSZ�DBQJUBM�
which requires the franchisors to provide additional support and “bet” on their former 
employees, to preserve their loyalty and know-how. French franchisors might offer 
these one-time employees additional financial backing, assistance with the transition, 
and advanced training. As long as this additional assistance does not go so far as to 
quench their entrepreneurial spirit, it can be a happy outcome for everyone involved.��

In a sense, this development brings us full circle. We began by describing fran-
chising as a way to find good managers (without having to hire them) quickly, who 
were willing to provide the franchisor with ready capital. Now we find franchising used 
as a way to keep managers already hired, by granting them the necessary capital. This 
section is thus indicative of the constantly evolving role of franchising. Fast Retailing, 
a Japanese company that owns the casual clothing retailer Uniglo, operate hundreds 
PG�6OJHMP�PVUMFUT�CZ�DPOWFSUJOH�QSPBDUJWF�FNQMPZFFT�XJUI�BU�MFBTU�UFO�ZFBST��FYQFSJFODF�
into franchisees, in line with founder’s belief that store managers must be independent 
and that franchising is a way to establish win–win relationships.15

In short, franchising is more than a way to grow fast, obtain capital, or avoid 
NPOJUPSJOH�DPTUT��*U�PGGFST�B�WFSTBUJMF�HFOFSBMJ[FE�TZTUFN�PG�NBOBHFNFOU�NPUJWBUJPO�
in marketing channels. Yet for many, it remains easy to underestimate the power of 
GSBODIJTJOH� BOE�PWFSFTUJNBUF� UIF� WBMVF�PG� DPOUSPMMJOH� UIF�PQFSBUJPO� BT� 4JEFCBS� ����
describes.

Another View: Reasons Not to Franchise

Not everyone agrees with this rosy view of franchising. By any stretch of the imagi-
OBUJPO�4UBSCVDLT� JT�B�IJHIMZ� TVDDFTTGVM� DIBJO�16 Its fast growth and massive cover-
age of seemingly every urban corner led many people to assume it was a franchised 
DIBJO��*OTUFBE�FWFSZ�TUPSF�JT�B�DPNQBOZ�PVUMFU�NBOBHFE�CZ�BMM�4UBSCVDLT�FNQMPZFFT��
)PXBSE�4DIVMU[�JUT�GPVOEFS�SFNBJOT�TIBSQMZ�DSJUJDBM�PG�GSBODIJTJOH�CZ�BSHVJOH�UIBU�JU�
MFBET�GJSNT�UP�FYQBOE�UPP�RVJDLMZ�XJUIPVU�TUPQQJOH�UP�BEESFTT�QSPCMFNT�BT�UIFZ�BSJTF��
The result, he asserts, is that errors (e.g., hiring the wrong people, losing control of 
operations, compromising on quality, picking bad locations) propagate through the 
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TZTUFN�BOE�CFDPNF�FTUBCMJTIFE��4UBSCVDLT�NBJOUBJOT�MFHFOEBSZ�DPOTJTUFODZ�JO�CPUI�
its operations and its product output, and somehow manages to hire and retain enthu-
TJBTUJD�DPNNJUUFE�TUPSF�NBOBHFNFOU��4DIVMU[�EPFT�JU�CZ�PGGFSJOH�TUPDL�PQUJPOT�UP�BMM�
GVMM�UJNF�FNQMPZFFT�	B�QFSL�UIBU�DPOTJTUFOUMZ�MBOET�4UBSCVDLT�PO�MJTUT�PG�UIF�CFTU�QMBDFT�
UP�XPSL
��&RVJUZ�TUBLFT�JO�UIF�PWFSBMM�CVTJOFTT�TFFNJOHMZ�BMMPX�4UBSCVDLT�UP�EVQMJDBUF�
the enthusiasm and sense of ownership that franchisees bring to their business. That 
JT�EFTQJUF�TUSPOH�BSHVNFOUT�JO�GBWPS�PG�B�GSBODIJTJOH�TZTUFN�4UBSCVDLT�PGGFST�POHPJOH�
QSPPG�UIBU�UIFSF�JT�OPUIJOH�BCPVU�UIF�JOEVTUSJFT�JO�5BCMF�����UIBU�NBLFT�GSBODIJTJOH�UIF�
only viable way to run the channel.

FRANCHISING STRATEGIES

Product and Trade Name Franchising Strategies

In a widespread and traditional form of franchising, generally referred to as prod-
uct and trade name franchising, or authorized franchise systems, dealers (also 
known as distributors, resellers, or agents) meet minimum criteria that the manufac-
turer establishes regarding their participation in different marketing functions. The 
GSBODIJTPS�UIVT�BVUIPSJ[FT�EJTUSJCVUPST�	XIPMFTBMFST�PS�SFUBJMFST�PS�CPUI
�UP�TFMM�B�QSPE-
VDU�PS�QSPEVDU�MJOF�XIJMF�VTJOH�JUT�USBEF�OBNF�GPS�QSPNPUJPOBM�QVSQPTFT��&YBNQMFT�BU�
UIF�SFUBJM�MFWFM�JODMVEF�BVUIPSJ[FE�UJSF�BVUP�DPNQVUFS�NBKPS�BQQMJBODF�UFMFWJTJPO�BOE�
household furniture dealers whose suppliers have established strong brand names. 
4VDI�BVUIPSJ[BUJPO�DBO�BMTP�CF�HSBOUFE�BU�UIF�XIPMFTBMF�MFWFM�GPS�FYBNQMF�UP�TPGU�
drink bottlers and to distributors or dealers by manufacturers of electrical and elec-
tronics equipment. These producers make most of their profits on the margins they 
obtain by selling to their dealers, rather than on fees and royalties.

Sidebar 8-2
ADA discovers the benefits of franchisees

"%"�SFOUT�DBST�BOE�USVDLT��*UT�EJTDPVOU�TUSBUFHZ�DFO-
UFST�PO�BEWFSUJTJOH�B�WFSZ�MPX�QSJDF�UIPVHI�UIF�UPUBM�
price often turns out to be much higher, once the 
FYUSBT�HFU�GBDUPSFE�JO�� *U�BMTP�PGGFST�NJOJNBM�TFSWJDF��
*OJUJBMMZ�UIF�GJSN�LFQU�DPTUT�VMUSBMPX�CZ�TUJDLJOH�UP�B�
niche (cars and light trucks in cities) and using franchis-
ing to grow fast. But this approach meant that it soon 
TBUVSBUFE�JUT�IPNF�NBSLFU�PG�'SBODF��*O�UIF�CFMJFG�UIBU�
it was essential to keep growing, ADA began to open 
rental counters in airports and train stations, renting 
a broader assortment of cars and trucks. To run this 
OFX�PQFSBUJPO�NBOBHFNFOU�CFMJFWFE� JU�OFFEFE� UP�
iQSPGFTTJPOBMJ[Fw� JUT� SFUBJM� PQFSBUJPOT� TP� JU� TUBGGFE�
these sites with company personnel.

The results were disappointing. City dwell-
ers who went to ADA counters were already well 

JOGPSNFE�BOE�OFFEFE� MJUUMF�IFMQ��5SBWFMFST�XIP� GSF-
quented airports and train stations instead demanded 
information and assistance. Furthermore, these loca-
UJPOT�XFSF�IJHIMZ�DPNQFUJUJWF�TVDI�UIBU�"%"�IBE�UP�
BEE�QFSTPOOFM�CSPBEFO�JUT�WFIJDMF�TUPDL�BOE�NBLF�
its rental terms more flexible. Still, the counters suf-
GFSFE� GSPN�B� MBDL�PG� SFGFSSBMT� GSPN� USBWFM� BHFODJFT�
with which ADA has no connections.

"T� UIF� DPVOUFST� TBOL� UP� FWFS� MPXFS� QFSGPS-
NBODF�MFWFMT�FNQMPZFFT�EFTFSUFE�MFBWJOH�"%"�XJUI�
only its weakest managers. To rectify the situation, 
"%"� BEEFE� BOPUIFS� MFWFM� PG� DPSQPSBUF� PWFSTJHIU��
Ultimately though, it had to concede that it simply 
DPVME�OPU� DPNQFOTBUF� GPS�QPPS� TVQFSWJTJPO�BU� UIF�
SFOUBM�TJUF��*UT�TPMVUJPO �4FMM�UIPTF�USPVCMFE�iQSPGFT-
TJPOBMw�DPNQBOZ�SVO�TJUFT�UP�GSBODIJTFFT���
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Thus, when we refer to franchising today, we usually mean business-format fran-
chising, or licensing of an entire way of doing business under a brand name. For a fran-
chisor, the reward for agreeing to this activity is the generation of ongoing fees from its 
franchisees.

Business Format Franchising Strategy

&TUBCMJTIJOH�BO�BVUIPSJ[FE�GSBODIJTF�TZTUFN�IFMQT�TVQQMJFST�JODSFBTF�UIF�QSPCBCJMJUZ�
that channel members provide appropriate types and levels of service outputs to end-
VTFST�XJUIPVU�BTTVNJOH�GJOBODJBM�PXOFSTIJQ��'PS�FYBNQMF�PSHBOJ[FST�PG�BVUIPSJ[FE�
franchise systems might specify or impose restrictions on how channel members can 
operate. As such, an authorized franchise system�JT�B�XBZ�UP�FYFSDJTF�QPXFS��5IJT�
term implies that the system is always clearly demarcated, but that implication is mis-
leading. In some areas, legal requirements oblige any so-called franchisor to follow 
disclosure and reporting rules (and thus pay significant legal costs), but in other are-
OBT�UIF�CPVOEBSJFT�CFUXFFO�GSBODIJTJOH�BOE�PUIFS�NFUIPET�UP�FYFSDJTF�QPXFS�BSF�MFTT�
DMFBS��#FZPOE�WFSUJDBM� JOUFHSBUJPO�B�HSBZ�BSFB�FYJTUT�CFUXFFO� GSBODIJTJOH�BOE�PUIFS�
forms of distribution. It thus can be difficult to determine whether a channel is fran-
chised or technically separable but still led or (legally or illegally) dominated by an 
JOGMVFOUJBM�VQTUSFBN�DIBOOFM�NFNCFS��$POTJEFS�B�SFUBJMFS�DPPQFSBUJWF�PS�XIPMFTBMFS�
sponsored voluntary group. Each of these forms resembles franchising, but regulators 
have had to intervene to ascertain whether franchising laws apply to these groups.

What “franchising” usually implies today is the licensing of an entire business 
format. The European Union provides a good definition: A franchise is a package 
of industrial or intellectual property rights, including trade names, trademarks, shop 
signs, utility models, designs, copyrights, know-how, or patents. The package may 
CF�FYQMPJUFE�UP�SFTFMM�HPPET�PS�QSPWJEF�TFSWJDFT�UP�FOE�VTFST��5IF�&6�EFGJOJUJPO�VTFT�
three features to distinguish franchising:

 1. The use of a common name or sign, with a uniform presentation of the premises.
 2. $PNNVOJDBUJPO�PG�LOPX�IPX�GSPN�GSBODIJTPS�UP�GSBODIJTFF�
 3. $POUJOVJOH�QSPWJTJPO�PG�DPNNFSDJBM�PS�UFDIOJDBM�BTTJTUBODF�CZ�UIF�GSBODIJTPS�UP�

the franchisee.

"�DBSFGVM�EFGJOJUJPO� JT� DSJUJDBM�CFDBVTF� UIF�&6�FYFNQUT� GSBODIJTJOH� GSPN�NBOZ�
regulations designed to encourage intra- and international competition within it. This 
FYFNQUJPO� SFDPHOJ[FT� UIF�OFFE� GPS� GSBODIJTF� TZTUFNT� UP�QSPKFDU� B� DPNNPO� JEFOUJUZ�
XIJDI�JO�UVSO�SFRVJSFT�DPOUSBDUT�UIBU�NBZ�SFTUSJDU�DPNQFUJUJPO��5IF�FYFNQUJPO�JT�KVTUJGJFE�
GSPN�B�DPOTVNFS�XFMGBSF�TUBOEQPJOU�CFDBVTF�BDDPSEJOH�UP�UIF�&VSPQFBO�$PNNJTTJPO�
franchising should “combine the advantages of a uniform and homogeneous network, 
XIJDI�FOTVSFT�B�DPOTUBOU�RVBMJUZ�PG�UIF�QSPEVDUT�BOE�TFSWJDFT�XJUI�UIF�FYJTUFODF�PG�
traders personally interested in the efficient operation of their business.”��

Franchise Contracting Strategies

Franchising is tightly governed by elaborate, formal contracts that run on for pages, 
filled with intricate legal language. It is tempting for both franchisor and franchisee 
to leave the contracts to the lawyers and simply presume that the working arrange-
ments that arise will govern the relationship anyway. This is a dangerous error. In 
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franchising, the contract really matters. In particular, three sections of a franchise con-
tract determine who will enter the arrangement and how it will function19:

 1. The payment system, particularly the lump-sum fee to enter the system, royalty 
fees, and the initial investment. The calculation of these fees and their potential 
adjustment over the contract duration are critical.

 2. Real estate, including who holds the lease and how it may be transferred. Although 
this detail appears to entail financing, it is actually distinct and important.

 3. Termination. Franchise arrangements anticipate the possible end of the relation-
ship and spell out how it would be conducted.

*O�UIF�6OJUFE�4UBUFT�XIFSF�GSBODIJTJOH�IBT�B�MPOH�IJTUPSZ�SFHVMBUPST�BOE�DPVSUT�
similarly consider its social benefits, out of concern that franchisors (typically regarded 
BT� MBSHF� QPXFSGVM� BOE� TPQIJTUJDBUFE
� NJHIU� FYQMPJU� GSBODIJTFFT� 	UZQJDBMMZ� TFFO� BT�
small, weak, and naive). A key reason for this concern is that franchise contracts typi-
cally contain clauses that, on their face, outrageously favor the franchisor (probably 
because franchisors have better lawyers and more bargaining power).

But are the contracts truly unfair?
5P�FYQMBJO�XIZ�UIFZ�NJHIU�OPU�CF�DPOTJEFS�B�QBSBMMFM�XJUI�JOUFSOBUJPOBM�QPMJUJDT�

in which, to safeguard an agreement, two parties engage in hostage exchanges. The 
party that is more likely to break its promise offers a hostage to the other side. If it 
reneges, the other party gets to keep the hostage. If both sides are equally tempted to 
CSFBL�UIFJS�QSPNJTFT�UIFZ�FYDIBOHF�IPTUBHFT�

Franchise contracts represent attempts by each side to post hostages to ensure the 
other side lives up to its promises.�� Both the franchisor and franchisee are tempted to 
renege, but the franchisee is in a better position to renege, so it posts more  hostages—
that is, it accepts contracts that give seemingly greater power to the franchisor.

PAYMENT SYSTEMS� 5IF�GSBODIJTFF�VTVBMMZ�QBZT�B�GJYFE�GFF�PS�MVNQ�TVN�QBZNFOU�UP�
join the franchise system. If the contract ended there, the franchisor would be sorely 
tempted to abscond with the fee and do nothing to help the franchisee. This fee is a hos-
tage posted by the franchisee. It also offers its initial investments in acquiring inventory, 
obtaining and adapting the facility, purchasing tools and equipment, and advertising its 
store opening. If the store closed quickly, the franchisee would lose much of its invest-
NFOU�FTQFDJBMMZ�JG�JUT�QVSDIBTFT�JODMVEFE�GJYUVSFT�BOE�FRVJQNFOU�TQFDJBMJ[FE�UP�GJU�UIF�
GSBODIJTPS�T�PQFSBUJPOT�PS�EFDPS�	F�H��EJTUJODUJWF�DPMPST�QBUUFSOT�FNCMB[POFE�MPHPT�BOE�
slogans). The part of the initial investment that the franchisee can never recover is called 
a sunk cost. Thus, both the upfront fee and the sunk costs are hostages posted by the 
franchisee. If it fails to live up to its promises to work in accordance with the franchise 
system and the businesses fails, it loses its hostages.

Of course, the franchisor must post some hostages of its own. The optimal hos-
tage in this case is a royalty on sales (variable fee). If the franchisor refuses to help 
the franchisee, sales suffer, and the franchisor shares in that suffering by collecting less 
royalty income. Therefore, royalties motivate the franchisor to assist the franchisee.21 
"U�UIJT�QPJOU�XF�OFFE�UP�FYQMBJO�UIF�BQQFBM�PG�SPZBMUJFT�PO�TBMFT�SBUIFS�UIBO�PO�QSPGJU��
5IBU�JT�UIF�GSBODIJTPS�T�GVODUJPO�JT�UP�IFMQ�UIF�GSBODIJTFF�NBLF�NPOFZ��4P�QSPGJU�TFFN-
ingly should be the best measure. But in most cases, sales can be readily observed and 
verified, whereas profit is easy to manipulate and difficult to check.
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Thus, franchisors make money from both fees and royalties, and the key ques-
tion is, What is the best way to get the most money �1VU�EJGGFSFOUMZ�XIBU�SBUJP�PG�GJYFE�
fees and variable sales royalties should franchisors prefer? One argument holds that 
GJYFE�BOE�WBSJBCMF�QBZNFOUT�TIPVME�DPSSFMBUF�OFHBUJWFMZ�22 The rationale is that a fran-
DIJTPS�DIBSHJOH�B�IJHI�GJYFE�GFF�TFOET�UXP�TJHOBMT��.Z�GSBODIJTF�JT�WBMVBCMF�CVU�BMTP�
*�BN�FYUSBDUJOH�BT�NVDI�BT�*�DBO�GSPN�ZPV�VQGSPOU�TP�UIBU�*�DBO�FYQMPJU�ZPV�MBUFS�	J�F��
iUBLF�UIF�NPOFZ�BOE�SVOw
��5P�FNQIBTJ[F�UIF�QPTJUJWF�TJHOBM�CVU�NJUJHBUF�UIF�OFHB-
tive signal, franchisors reduce their upfront fee (sometimes to nothing, even for well-
known franchises)23 and seek to make money later with higher royalty rates. This 
move also creates a new hostage, in that they share more risk with their franchisees.

The threat at this point is whether they are sharing too much. By forgoing 
upfront money in favor of potential royalty payments, franchisors take on a risk that 
franchisees accept their assistance to set up the business, and then try to renegotiate 
UIF� DPOUSBDU� UP� UIFJS� BEWBOUBHF�� 4VDI�opportunistic holdup by the franchisee can 
take various forms, such as negotiating for the deferment or reduction of royalties, 
FYUSB�BTTJTUBODF� SFOU� SFMJFG�BOE�TP� GPSUI��'SBODIJTPST�NJHIU�BHSFF� UP� SFOFHPUJBUF� UP�
avoid losing the sunk costs they already have invested to set the franchisee up in busi-
ness. Thus, fear of opportunistic holdup seemingly should drive the franchisor to ask 
for more upfront money, in lieu of royalties.

*O�QSBDUJDF�UIPVHI�VMUJNBUFMZ�XF�GJOE�MJUUMF�SFMBUJPO�CFUXFFO�UIF�GJYFE�GFF�BOE�
the royalty.���*O�UFSNT�PG�UIF�TIFFS�BNPVOU�PG�UIF�GJYFE�GFF�GSBODIJTPST�UFOE�UP�DPO-
cede and take less upfront money than they would prefer; the franchisees appear to 
make concessions on other aspects of the contract, which we discuss subsequently. 
In addition, the franchisee agrees to make heavy initial investments—including sunk 
costs in things such as franchise-specific decor and equipment or merchandise that is 
EJGGJDVMU�UP�SFUVSO�PS�SFTFMM�UIBU�DBO�SVO�NVDI�IJHIFS�UIBO�UIF�GSBODIJTPS�T�GJYFE�GFF��
By incurring this investment, the franchisee offers a valuable hostage to assure the 
GSBODIJTPS�UIBU�JU�XJMM�FYFSU�JUT�CFTU�FGGPSUT�UP�TUBZ�JO�UIF�CVTJOFTT�SBUIFS�UIBO�NJTUSFBU-
ing the franchisor by renegotiating the contract at every opportunity.

'VSUIFSNPSF�GSBODIJTPST�NJHIU�XBOU�UP�SFEVDF�UIFJS�VQGSPOU�GJYFE�GFFT�UP�FOMBSHF�
the pool of applicants. As we discussed previously, franchising offers a viable method 
to identify the sort of entrepreneurial profile (i.e., personality, background, man-
agement ability, and local knowledge) that makes for an ideal franchisee. If this list 
included the criterion of substantial personal wealth too, the pool of qualified candi-
dates would shrink dramatically.

But franchisors do not just lower their demands for upfront fees. Real-world 
FWJEFODF�JOEJDBUFT�UIFZ�BMTP�BTL�GPS�B�MPXFS�SPZBMUZ�SBUF�UIBO�UIFZ�NJHIU��.D%POBME�T�
reportedly leaves several hundred thousand dollars on the table (i.e., in the franchi-
see’s bank account) each time it grants a franchise.25�4P�XF�NVTU�BTL��8IZ �

The primary answer is to enhance the value of the business to each franchisee. 
#Z�CFJOH�HFOFSPVT�.D%POBME�T�FOTVSFT�UIBU�UIF�GSBODIJTFF�IBT�B�MPU�UP�MPTF�OPU�MFBTU�
its sense of loyalty to the company that treated it so well. In turn, the franchisee is 
more motivated to live up to its promises, which constitutes the foundation for effec-
tive franchising.

In this vein, consider tied sales��4PNF�DPOUSBDUT�JODMVEF�B�DMBVTF�PCMJHJOH�GSBO-
chisees to buy their inputs (products, supplies) from the specific supplier; in the 
United Kingdom, Avis and Budget require franchisees to purchase the cars they rent 
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GSPN�UIF�OBUJPOBM�GSBODIJTPS��4VDI�UJF�JOT�BQQFBS�BOUJDPNQFUJUJWF�JO�UIBU�JG�GSBODIJTFFT�
could buy the same car elsewhere for less, they seemingly should be allowed to do 
so. Regulators make similar arguments to question whether the tie-ins are actually 
just a disguise for a method to collect more ongoing fees. Furthermore, overcharging 
franchisees for supplies could prompt retaliation by the franchisee, which looks to 
compensate for the informal fees by cheating in some other way. A restaurant forced 
UP�CVZ�PWFSQSJDFE� JOHSFEJFOUT� GSPN� UIF� GSBODIJTPS�NJHIU� DVU�QPSUJPO� TJ[FT�PS� SFVTF�
food for too long.

For franchisors though, the threats may be worthwhile, because tied sales pro-
vide a means to ensure quality. Avis and Budget know the cars being rented are fully 
equipped (e.g., air conditioning, satellite radio), as promised to end-users. When input 
quality is difficult to measure continuously, franchisors become more likely to use tied 
sales clauses. But they also seek to price them fairly, to avoid resentment and allega-
tions of profiteering. Moreover, if any product can serve as input, franchisors rarely 
write tied sales clauses. Alternatively, if a range of products will do, but not all of 
them, franchisors might oblige franchisees to buy from approved sources, even if not 
from the franchisor.

LEASING Regarding rent collection on a franchisee’s premises, some franchisors, 
TVDI�BT�.D%POBME�T�UBLF�QBJOT�UP�FOTVSF�UIBU�UIFZ�BSF�UIF�MBOEMPSE�PS�BU�MFBTU�IPME�
the right to lease the property to the franchisee. That is, they might negotiate the lease 
with the property owner, and then sublet to the franchisee. These leases generally 
QSPUFDU�UIF�GSBODIJTPS�T�SJHIUT�BU�UIF�FYQFOTF�PG�UIF�GSBODIJTFF��)PXFWFS�PXOJOH�MBOE�
is a capital-intensive practice, and the leasing negotiations absorb much management 
attention while also creating frequent disputes.

The investments may be worth it for the franchisor though, because retailing 
depends on location, and the best locations are difficult to secure. Owners of prime 
commercial locations might prefer to deal with franchisors, rather than individual 
franchisees. The franchisor may also negotiate better than a smaller franchisee.

"�DMFBSFS�FYQMBOBUJPO�GPS�XIZ�GSBODIJTPST�NJHIU�JOTJTU�PO�IPMEJOH�UIF�MFBTFT�GPS�
all sites (even the lesser ones) instead focuses on the contract with the franchisee, in 
that lease control makes the franchisor’s termination threats credible.26 A noncom-
pliant franchisee that is also a tenant is easy to eject from the system: The franchisor 
simply terminates the lease, simultaneous with terminating the franchisee. A franchi-
see tenant agrees to the lease, which favors the landlord, to offer another hostage to 
the franchisor. This hostage is particularly valuable if the franchisee makes improve-
ments to the property, because such improvements often can be appropriated by the 
landlord.

Finally, being the landlord provides franchisors with a means to assist franchi-
sees, by reducing their capital requirements. That is, franchisors might defer rents on 
GSBODIJTFT�UIBU�BSF�JO�USPVCMF��#VU�FWFO�BT�UIFZ�FYIJCJU�UIJT�GMFYJCJMJUZ�GSBODIJTPST�UIBU�
are landlords retain their potent ability to enforce the contract, in that they can evict 
the franchisee while retaining the site for operations by a new franchisee.

TERMINATION� -PTJOH� B� GSBODIJTFF� JT� EJGGJDVMU� BOE� DPTUMZ�� 5IF� GSBODIJTPS� OFFET� UP�
replace it (and in the absence of leasing clauses, it might need to replace the location 
too), take the time to train the new franchisee, and suffer opportunity costs related to 
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lost business. The franchisee thus faces the temptation of holding up the franchisor by 
threatening to quit while negotiating a better deal. To a certain point, the franchisor 
likely concedes to these negotiations, to avoid having to replace the franchisee.

"U�UIF�TBNF�UJNF�GSBODIJTPST�NBLF�JU�FYQFOTJWF�BOE�EJGGJDVMU�GPS�GSBODIJTFFT�UP�
leave. As we noted, they offer lucrative business deals (low royalties, even on a good 
business) and demand early, franchise-specific investments (e.g., decor). In addition, 
franchisors have several contract devices at their disposal to make it even more dif-
ficult to quit. In the United Kingdom, many contracts require franchisees to find their 
replacements. Not only must the franchisee find a candidate quickly, but that candi-
date must be acceptable to the franchisor. If it fails to find a replacement, the franchi-
sor imposes a transfer fee, to cover the costs of finding the replacement on its own.

Franchisors also may insert right of first refusal clauses, such that they have 
the right to contract with the franchisee if they can match any offer the franchisee 
receives, perhaps from a competitor. Although these options protect the franchisor 
against a franchisee that threatens to sell to an unsuitable buyer, they also create an 
opportunity for the franchisor to abuse the franchisee, by denying it the right to liqui-
EBUF�JUT�CVTJOFTT�BU�B�GBJS�WBMVF��5IVT�NBOZ�TUBUFT�JO�UIF�6OJUFE�4UBUFT�SFHVMBUF�UFSNJ-
nation clauses to prevent such abuse.

CONTRACT CONSISTENCY� %FTQJUF� UIF� WBSJPVT�PQUJPOT� BWBJMBCMF� GSBODIJTF� DPOUSBDUT�
FYIJCJU� TVSQSJTJOHMZ� MJUUMF� WBSJBODF�� /P� UXP� GSBODIJTFFT� GBDF� UIF� TBNF� TJUVBUJPO� ZFU�
franchisors generally apply a single contract (with perhaps minor variations) and a 
single price to all franchisees, offered on a take-it-or-leave-it basis.

$POUSBDUT�BMTP�EP�OPU�WBSZ�NVDI�PWFS�UJNF��"EKVTUNFOUT�NBZ�PDDVS�PDDBTJPOBMMZ�
QBSUJDVMBSMZ�JO�UIF�QSJDF�TVDI�UIBU�SPZBMUJFT�BOE�GJYFE�GFFT�UFOE�UP�SJTF�BT�UIF�GSBODIJTPS�
CFDPNFT�CFUUFS�FTUBCMJTIFE�	.D%POBME�T�SFNBJOT�UIF�FYDFQUJPO�UIBU�QSPWFT�UIF�SVMF
��
But in truth, contracts are surprisingly stable.�� They are often written for fairly long 
periods, such as 15 years. Furthermore, tailoring contracts too specifically can heighten 
legal fees, especially in jurisdictions with high disclosure requirements. Finally, fran-
chisors want to be perceived as fair, such that they treat franchisees equitably. By 
offering the same contract across the board, the franchisor avoids any appearance of 
EJTDSJNJOBUJPO�B�UISFBU�UIBU�TFFNT�UP�MPPN�MBSHFS�UIBO�UIF�QPTTJCMF�MPTT�PG�GMFYJCJMJUZ�
or a reputation for arbitrariness.

CONTRACT ENFORCEMENT Beyond contracts, safeguarding a franchise relationship 
often relies on the influence of reputation. Franchisors that take a long-term view of 
their businesses worry, rightly, about creating an image of themselves as harsh, oppres-
TJWF�HSFFEZ�CVMMJFT��4VDI�BO�JNBHF�UISFBUFOT�UIFN�XJUI�UIF�MPTT�PG�DVSSFOU�GSBODIJTFFT�
poor cooperation, and an inability to attract new franchisees. More broadly, no fran-
chisor wants to be classed as some fly-by-night operation, out to make money quickly 
through fees and lucrative tie-in sales and then abandon the franchisees. Thus, franchi-
sors that are not swindlers, that seek to build their business, make a strong effort treat 
their franchisees correctly. Their reputation is worth far more than any short-term gains 
UIFZ�NJHIU�FYUSBDU�CZ�JOWPLJOH�IBSTI�DPOUSBDU�UFSNT�UP�iXJOw�EJTQVUFT�XJUI�GSBODIJTFFT�

In turn, franchisors do not always enforce the contracts they have written so 
carefully. Instead, they weigh the costs and benefits of punishing each act of noncom-
QMJBODF�BOE�UPMFSBUF�UIPTF�UIBU�UIFZ�DBO�BT�5BCMF�����JNQMJFT�
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SELF-ENFORCING AGREEMENTS Because each side still has incentives to cheat though, 
a contract seeks to create a self-enforcing agreement. In such an arrangement, neither 
side wants to violate, regardless of monitored or threats, because the contract rearranges 
their incentives to ensure that cheating is not in their own best interest. The trouble is 
that every clause that stops one side from cheating creates a new way for the other side 
to cheat. Every effort to balance power creates a new possibility for imbalance.

This assertion is true of most business arrangements. But if franchisors and franchi-
sees rely only on elaborate contracts to address the problem, they take a great risk. These 

TABLE 8-2 When do franchisors enforce the franchise contract?

Theoretical Rationales for Enforcing Contracts/Punishing Transgressions

t� 4PVSDJOH�GSPN�B�TVQQMJFS�PUIFS�UIBO�UIPTF�BQQSPWFE�CZ�UIF�GSBODIJTPS�
t� 'BJMJOH�UP�NBJOUBJO�UIF�MPPL�BOE�BNCJBODF�PG�UIF�QSFNJTFT�
t� 7JPMBUJOH�UIF�GSBODIJTPS�T�TUBOEBSET�BOE�QSPDFEVSFT�
t� 'BJMJOH�UP�QBZ�BEWFSUJTJOH�GFFT�
t� 'BJMJOH�UP�QBZ�UIF�GSBODIJTPS�T�SPZBMUZ�

Costly Enforcement Situations, Making Franchisors More Likely to Overlook Violations

t� %FOTF�UJHIUMZ�LOJU�OFUXPSL�PG�GSBODIJTFFT�TVDI�UIBU�UIF�GSBODIJTPS�GFBST�B�TPMJEBSJUZ�SFBDUJPO�CFDBVTF�
PUIFS�GSBODIJTFFT�XPVME�TJEF�XJUI�UIF�WJPMBUPS�

t� "�WJPMBUPS�JT�B�DFOUSBM�QMBZFS�JO�UIF�GSBODIJTFF�T�OFUXPSL�
t� 1FSGPSNBODF�BNCJHVJUZ�QSFWFOUT�UIF�GSBODIJTPS�GSPN�JEFOUJGZJOH�UIF�TJUVBUJPO�DMFBSMZ�PS��NPOJUPSJOH�XFMM�

TP�JU�DBOOPU�CF�TVSF�JU�IBT�B�TUSPOH�DBTF�BHBJOTU�UIF�iWJPMBUPS�w
t� 4USPOH�SFMBUJPOBM�HPWFSOBODF�BMMPXT�UIF�TZTUFN�UP�PQFSBUF�PO�UIF�CBTJT�PG�OPSNT�PG�TPMJEBSJUZ�GMFYJCJMJUZ�

and information exchange.

Benefits of Enforcement Outweigh the Costs, with Punitive Actions More Likely

t� 5IF�WJPMBUJPO�JT�DSJUJDBM�POF�TVDI�BT�NJTTJOH�B�MBSHF�SPZBMUZ�QBZNFOU�PS�PQFSBUJOH�B�WFSZ�TIBCCZ�GBDJMJUZ�
JO�B�IJHIMZ�WJTJCMF�MPDBUJPO�

t� 5IF�GSBODIJTFF�JT�B�DFOUSBM�QMBZFS�JO�UIF�OFUXPSL��3BUIFS�UIBO�BWPJEJOH�FOGPSDFNFOU�UP�SFEVDF�TZTUFN�
CBDLMBTI�UIF�GSBODIJTPS�TFOTFT�UIF�OFFE�UP�TFOE�B�TJHOBM�UIBU�SVMFT�BSF�SVMFT��5PMFSBUJOH�B�NBKPS�WJPMB-
tion by a central player instead would signal to other franchisees that the contract is just a piece of 
paper, with no real weight.

t� 5IF�WJPMBUPS�JT�B�NBTUFS�GSBODIJTFF�XJUI�NVMUJQMF�VOJUT�TVDI�UIBU�UIF�WJPMBUJPO�XJMM�QSPQBHBUF�BDSPTT�JUT�
units and become a large-scale problem.

t� 5IF�GSBODIJTPS�IBT�JOWFTUFE�JO�UIF�GSBODIJTF�system (not the particular franchisee) and thus needs to 
QSPUFDU�JUT�JOWFTUNFOU�FWFO�JG�TUSPOH�SFMBUJPOBM�HPWFSOBODF�JT�JO�QMBDF��5IF�GSBODIJTPS�XJMM�SJTL�VQTFUUJOH�
B�HJWFO�SFMBUJPOTIJQ�UP�QSPUFDU�JUT�TZTUFN�JOWFTUNFOUT�

t� 5IF�GSBODIJTPS�JT�MBSHF�
t� )JHI�NVUVBM�EFQFOEFODF�JO�UIF�GSBODIJTFFoGSBODIJTPS�SFMBUJPOTIJQ�TVHHFTUT�JU�DBO�XJUITUBOE�UIF�DPOGMJDU�

that enforcement will create.
t� 5IF�GSBODIJTPS�JT�NVDI�NPSF�QPXFSGVM�UIBO�UIF�GSBODIJTFF�BOE�DBO�DPFSDF�UIF�GSBODIJTFF�UP�UPMFSBUF�

enforcement.

Source:�"OUJB�,FSTJ�%��BOE�(BSZ�-��'SB[JFS�	����
�i5IF�4FWFSJUZ�PG�$POUSBDU�&OGPSDFNFOU�JO�*OUFSGJSN�$IBOOFM�
Relationships,” Journal of Marketing����OP����QQ����o���
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two parties are agreeing to tie their fates together for years. The franchisor is providing 
access to its secrets and trademarks; the franchisee is sacrificing its autonomy. Their 
arrangement is elaborate and forward looking, and the resulting contracts become highly 
DPNQMFY�WFSZ�RVJDLMZ�BT�XF�TIPX�JO�5BCMF�����CZ�MJTUJOH�BTQFDUT�UIBU�OFFE�UP�CF�DPWFSFE�
in some way in any franchise contract. But no contract can fully specify all contingencies 
and craft proper solutions for all problems in the future.

Company Store Strategies

Franchisee- and company-owned outlets are usually considered substitutes, such that 
one or the other seems more apt to fit the situation, but not both. Yet in practice, many 
franchisors also run company-owned stores.���"NPOH�6�4�� GJSNT� UIBU� GSBODIJTF� BO�
BWFSBHF�PG����QFSDFOU�PG�UIFJS�PVUMFUT�BSF�DPNQBOZ�PXOFE�29

MARKET DIFFERENCES� 5IF�PCWJPVT�FYQMBOBUJPO�JT�UIBU�TPNF�NBSLFUT�EJGGFS�GSPN�PUIFST��
Therefore, company outlets and franchisee outlets could serve different types of markets. 
'PS�FYBNQMF�TPNF�NBSLFUT�SFRVJSF�NPOJUPSJOH�CZ�UIF�GSBODIJTPS�CFDBVTF�SFQFBU�CVTJOFTT�
for any one franchisee is minimal.�� A fast-food restaurant franchise on a superhighway 
draws heavily on the market of consumers passing through only once. This franchisee 
likely is tempted to cheat (e.g., cut costs by serving stale food), because it would not suf-
fer the consequences of its poor quality. Travelers are drawn in by the franchisor’s brand 
OBNF�BOE�UIFJS�QPPS�FYQFSJFODF�MFTTFOT�CSBOE�FRVJUZ��:FU�UIFZ�BSF�VOMJLFMZ�UP�SFUVSO�UP�
UIJT�FYBDU�MPDBUJPO�BOZXBZ�TP�UIF�GSBODIJTFF�EPFT�OPU�TVGGFS�UIF�VTVBM�DPOTFRVFODFT�	J�F��
lost future sales). To protect its brand equity, the franchisor likely prefers to own this out-
let (and as we noted, other franchisees should welcome this decision).

TEMPORARY FRANCHISES AND COMPANY OUTLETS� "OPUIFS�FYQMBOBUJPO�GPS�UIF�TJNVM-
UBOFPVT�FYJTUFODF�PG�GSBODIJTF��BOE�DPNQBOZ�PXOFE�TUPSFT�JT�UIBU�TPNF�PG�UIF�TUPSFT�

TABLE 8-3 The franchise contract

5IF�*OUFSOBUJPOBM�'SBODIJTF�(VJEF�PG�UIF�*OUFSOBUJPOBM�)FSBME�5SJCVOF�TVHHFTUT�UIBU�BOZ�GSBODIJTF�DPOUSBDU�
should address the following topics:

t� %FGJOJUJPO�PG�UFSNT
t� 0SHBOJ[BUJPOBM�TUSVDUVSF
t� 5FSN�PG�JOJUJBM�BHSFFNFOU
t� 5FSN�PG�SFOFXBM
t� $BVTFT�GPS�UFSNJOBUJPO�PS�OPOSFOFXBM
t� 5FSSJUPSJBM�FYDMVTJWJUZ
t� *OUFMMFDUVBM�QSPQFSUZ�QSPUFDUJPO
t� "TTJHONFOU�PG�SFTQPOTJCJMJUJFT
t� "CJMJUZ�UP�TVCGSBODIJTF
t� .VUVBM�BHSFFNFOU�PG�QSP�GPSNB�DBTI�GMPXT
t� %FWFMPQNFOU�TDIFEVMF�BOE�BTTPDJBUFE�QFOBMUJFT
t� 'FFT��GSPOU�FOE�POHPJOH
t� $VSSFODZ�BOE�SFNJUUBODF�SFTUSJDUJPOT
t� 3FNFEJFT�JO�DBTF�PG�EJTBHSFFNFOU

Source:�.PVMUPO�4VTBO�-��	FE�
�	����
�International Franchise Guide�	0BLMBOE�$"��4PVSDF�#PPLT�1VCMJDBUJPOT
�
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are temporary��$JSDVNTUBODFT�BU�POF�QPJOU� JO� UJNF�DSFBUF�B�OFFE�GPS�POF�GPSN�PG�
ownership or the other.

Franchisors usually start with one and then a few outlets of their own, which 
they use to formulate the business format and develop the brand name. If they skip 
this step and start franchising early, they cannot attract many franchisees, because 
UIFZ�IBWF�MJUUMF�UP�PGGFS�	F�H��CSBOE�FRVJUZ�QSPWFO�GPSNBU
��4P�GSBODIJTPST�TUBSU�XJUI�
company stores. Once they have achieved a certain level, they can add franchisees, 
usually at a high rate.

#VU�PODF�B�CVTJOFTT�JT�VOEFSXBZ�XIZ�BEE�BOZ�GVSUIFS�DPNQBOZ�TUPSFT �4PNFUJNFT�
the cause is accidental: A franchisee has a problem, and the franchisor buys out the 
MPDBUJPO�GPS�TZTUFN�NPSBMF�	PS�JO�UIF�6OJUFE�4UBUFT�UP�BWPJE�MBXTVJUT
�PS�CFDBVTF�B�
QSPGJUBCMF�GSBODIJTFF�NVTU�FYJU�RVJDLMZ�	F�H��GPS�IFBMUI�SFBTPOT
��'PS�UIFTF�NPUJWFT�UIF�
company outlet is temporary, and the franchisor seeks to sell it to a new franchisee as 
soon as possible.

We find a variation on this idea in Italy, where opening a retail store in a particular 
sector (e.g., food) requires a sector-specific license from local authorities. These licenses 
are limited in supply and thus valuable, representing a big obstacle for Italian franchi-
TPST�� *G� UIFZ�XJTI� UP� FYQBOE�RVJDLMZ� UIFZ�NBZ�CF�PCMJHFE� UP� BDDFQU� BO�VOEFTJSBCMF�
franchisee, simply because it holds one of the licenses to sell that product in the area. 
They can thus predict conflict with the license holder, so franchisors decline to franchise 
and use their corporate influence to obtain their own license. In turn, they are required 
to run a company outlet for some time. Thus, a predominant pattern in Italian franchis-
ing reveals system growth, by divesting of corporate assets. The franchisor operates the 
PVUMFU�MFBSOT�GSPN�JUT�FYQFSJFODF�BOE�UIFO�EJWFTUT�JUTFMG�PG�UIF�PVUMFU�CZ�TFMMJOH�UP�B�TVJU-
able franchisee. This divestment costs the franchisor little, because the newly franchised 
store cooperates with management, often with better operating results.

6MUJNBUFMZ�UIF�JEFB�PG�UFNQPSBSZ�GSBODIJTFFT�PS�DPNQBOZ�TUPSFT�DBOOPU�FYQMBJO�
though why franchisors, as they grow, continue to add new company outlets, at a 
lower rate than they add franchisees.31�4ZTUFNT�UIBU�HSPX�UIF�GBTUFTU�EP�TP�CZ�GBWPS-
ing franchisees over company units. (And these systems have lower failure rates.)32�4P�
there must be reasons to maintain both types permanently, in which is known as the 
plural form.

PLURAL FORMS AND SYNERGIES� 4JNVMUBOFPVTMZ� BOE� EFMJCFSBUFMZ� NBJOUBJOJOH� both 
company and franchised outlets to perform the same functions constitutes a plural 
form strategy.33� 5IF� VOEFSMZJOH� QSJODJQMF� IPMET� UIBU� GSBODIJTPST� NBOBHF� PSHBOJ[B-
tional duality (vertically integrated and outsourced) by drawing on the strengths of 
each system to offset the other’s weaknesses. In particular, a plural form enables fran-
chisors to build a control system that creates functional rivalry between the two forms. 
The rivalry is effective because franchisors monitor their own units very closely, using 
the following:

 1. Elaborate management information systems that generate detailed, daily reports 
about every aspect of their outlets’ operations.

 2. Frequent, elaborate, unannounced field audits, covering hundreds of items and 
requiring hours to complete.

 3. Mystery shoppers, or paid professional auditors who pose as customers.
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4VDI�IFBWZ�JOWBTJWF�DPOUSPM�NFDIBOJTNT�BSF�UPMFSBUFE�CZ�DPNQBOZ�NBOBHFST�CFDBVTF�
they have little choice: They are paid a salary to observe the franchisor’s rules. Top 
management tells them what to do, and they do it. They are not separately account-
able for earning profits.

Franchisees instead reject such invasive, frequent, thorough monitoring efforts. 
Rather than telling franchisees what to do, franchisors must attempt to persuade them. 
The titles that appear in each form thus are telling: Whereas company store managers 
report to district managers, franchisees work with (do not report to) franchise consul-
tants��)PXFWFS�UIF�JOGPSNBUJPO�BOE�FYQFSJFODF�HBJOFE�GSPN�IFBWZ�DPOUSPM�NFDIBOJTNT�
in company stores help franchisors understand the day-to-day operations of the busi-
ness it purports to master.

The two forms in plural systems also serve as benchmarks for the other. By 
comparing the performance of company and franchise outlets, the franchisor can 
FODPVSBHF�FBDI�UP�EP�CFUUFS��5IF�DPNQBOZ�BOE�GSBODIJTF�PVUMFUT�QFSGPSN�FYBDUMZ�UIF�
same roles—which, as we have noted, seems senseless—so direct comparisons are 
possible. In turn, competition within the system increases dramatically.

The connection between the two forms is not solely contested though. In the 
plural form, each side engages in teaching the other, which can create a mutual 
strategy. That is, the company stores and franchisees both try out ideas and then 
seek to persuade their counterparts to adopt the ones that work. In this process, strat-
egy emerges from their rigorous debate. Plural forms create more options, which get 
reviewed more candidly and thoroughly than would unitary forms. Thus, the ideas are 
well refined, and each side commits more strongly to the new initiatives that arise.

Another advantage of the plural form is that the franchisor can create career 
paths for personnel to move back and forth between the company side and the fran-
chisee side. Not only does this freedom accommodate personnel needs, but it also 
IFMQT� TPDJBMJ[F� UIF� NFNCFST� PG� CPUI� TJEFT� PG� UIF� GSBODIJTF�iGBNJMZ�w� 0OF� NFNCFS�
might prefer a career path through the company side, dealing with company outlets 
BT�B�NBOBHFS�UIFO�TVQFSWJTPS�BOE�UIFO�BT�B�DPSQPSBUF�FYFDVUJWF��"OPUIFS�NJHIU�XBOU�
to focus only on the franchise side, by starting a unit, adding new ones, and growing 
into a mini-hierarchy. Yet another member of the franchise family might prefer to span 
both sides, in which case the following three career paths are noteworthy:

 1. $PNQBOZ�FNQMPZFFT�CFDPNF�GSBODIJTFFT��5IJT�QBUI�JT�DPNNPO��$PNQBOZ�FNQMPZ-
ees like it because they can develop into entrepreneurs, often with less capital 
than an outsider would need. Franchisors like it because their franchisee commu-
nity is seeded with people they know and trust.

 2. $PNQBOZ�VOJU�NBOBHFST�CFDPNF�GSBODIJTFF�DPOTVMUBOUT��5IJT�TIJGU�FOUBJMT�NPWJOH�
from running a company store (being on salary, following the rules) to working 
with franchisees to persuade them. The jobs are very different (similar to a pro-
motion from a factory supervisor to a diplomatic post), so the transition can be 
EJGGJDVMU�CVU�UIF�FYoDPNQBOZ�NBOBHFS�MJLFMZ�FOKPZT�DSFEJCJMJUZ�XJUI�GSBODIJTFFT�
CFDBVTF�PG�IJT�PS�IFS�QSFWJPVT�IBOET�PO�FYQFSJFODF�

 3. $PNQBOZ�NBOBHFST�CFDPNF�GSBODIJTFF�NBOBHFST��*O�UIJT�NPWF�UIF�NFNCFS�TIJGUT�
GSPN�POF�PSHBOJ[BUJPO�UP�BOPUIFS�GSPN�UIF�GSBODIJTPS�T�IJFSBSDIZ�UP�NBOBHJOH�JO�
a multi-unit franchisor. It offers an important way in which mini-hierarchies mimic 
UIF�GSBODIJTPS�T�PSHBOJ[BUJPO�
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All three spanning career paths solidly unite the franchisor and franchisee too. They 
BMMPX�QFSTPOOFM�FYDIBOHFT�SFHVMBSMZ�BOE�PO�B�MBSHF�TDBMF�

Beyond trading ideas and human capital, company stores also provide a unique 
resource: They are good laboratories, in which a company can test new ideas while 
BCTPSCJOH�UIF�SJTL�PG�GBJMVSF��%VOLJO��%POVUT�SFHVMBSMZ�FYQFSJNFOUT�XJUI�OFX�QSPE-
ucts and processes in its own stores, using them as a sort of test market. In this case, 
the company can confirm that the tests are conducted properly and that the feedback 
JU� SFDFJWFT� JT� DBOEJE��0ODF� B� OFX�QSPEVDU� PS� QSPDFTT� IBT� CFFO�QFSGFDUFE�%VOLJO��
%POVUT�DBO�QPJOU�UP�UIF�TVDDFTT�JO�JUT�DPNQBOZ�PXOFE�TUPSFT�UP�FODPVSBHF�GSBODIJ-
sees to adopt the change themselves.

Of course, company store managers are less likely to generate the innovative 
ideas for testing, because they are hired to follow rules. Ideas instead tend to come 
from the franchisor’s central database or the active involvement of motivated entrepre-
neurs, especially those coping with local circumstances, including competition, labor 
GPSDFT�BOE�DVTUPNFST��5IF� JODSFBTJOH�QPQVMBSJUZ�PG� *OEJBO� GPPE� JO�-POEPO�IBT� MFE�
.D%POBME�T�UP�BEE�DVSSZ�BOE�TQJDF�UP�JUT�#SJUJTI�NFOVT��� Ideas like this can be tested 
in company stores, but they likely originate from local franchisees, adapting to local 
competition and tastes.

In short, plural forms complement each other in ways that make the chain 
stronger, and both franchisors and franchisees benefit—as long as active management 
is in place. Maintaining company and franchisee units simultaneously is beneficial if 
all the parties work to make it so and appreciate the benefits of the franchise system’s 
“dual personality.”

EXPLOITING FRANCHISEES WITH COMPANY OUTLETS Just like any split personality 
UIPVHI� UIFSF� DBO� CF� B�NBMFWPMFOU� TJEF� BOE� UIJT� FYQMBOBUJPO� GPS� QMVSBM� GPSNT� IBT�
attracted substantial attention from regulators and scholars.35 Franchisors might prefer 
to run company outlets, to control the operation closely and appropriate all the profits 
generated by the marketing channel. (Assuming, of course, that the company system 
would be equally profitable, which is a heroic assumption, as we hope we have shown 
already.) Given this premise, a trademark owner might franchise merely to build the 
business. Once established, this franchisor would use its profits to buy back its fran-
chises. If they refuse to sell, the franchisor might attempt to appropriate their property 
(e.g., by fabricating a reason to invoke a termination clause, ending the lease).

In this sinister scenario, franchisors increase the fraction of company-owned 
units, especially in the most lucrative locations (e.g., urban commercial districts). That 
JT�GSBODIJTPST�VTF�GSBODIJTFFT�UP�CVJME�UIF�TZTUFN�BOE�UIFO�FYQSPQSJBUF�UIFN�BDDPSE-
ing to this redirection of ownership�IZQPUIFTJT��"MUIPVHI�FYJTUJOH�FWJEFODF�TVHHFTUT�
this development is rare, anecdotal reports and court cases suggest that it does happen.

'PS� FYBNQMF� ;BOOJFS� B� SFUBJMFS� UIBU� DPWFST� UIF� DIJMESFO�T� DMPUIJOH� NBSLFU� JO�
France, uses 13 different brand names and a variety of routes to market (e.g., hyper-
markets, single-brand boutiques, multibrand boutiques, company owned and franchisee 
PXOFE
��;BOOJFS�TFFLT�UP�MPDL�VQ�UIF�NBSLFU�CZ�DPWFSJOH�FWFSZ�WJBCMF�QPTJUJPO��5P�EP�
so, it used franchisees to grow quickly. The franchisees later charged that once the fran-
chisor had grown large and successful, it used pricing tactics and restrictive contract 
UFSNT�UP�TRVFF[F�PVU�NPSF�UIBO�����GSBODIJTFFT�JO�GBWPS�PG�PUIFS�DIBOOFMT�JODMVEJOH�JUT�
company-owned stores.36�;BOOJFS�TJNQMZ�QBJE�UIF�EBNBHFT�UP�TFUUMF�UIFTF�MFHBM�DMBJNT�
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ADAPTING TO TRENDS IN FRANCHISING

Franchisors have very high failure rates. Various estimates suggest that three-quar-
UFST�PG� UIF�IVOESFET�PG� GSBODIJTPST� MBVODIFE� JO� UIF�6OJUFE�4UBUFT� TVSWJWF� MFTT� UIBO�
B�EFDBEF�� *O������ UIF�4NBMM�#VTJOFTT�"ENJOJTUSBUJPO� SFQPSUFE� UIBU�EFGBVMU� SBUF� GPS�
UIF����XPSTU�QFSGPSNJOH�GSBODIJTF�CSBOET�SBOHFE�CFUXFFO����BOE����QFSDFOU��� For 
FWFSZ�IJHI�QSPGJMF�GSBODIJTPS�TVDI�BT�.D%POBME�T�BOE�JUT�XFBMUIZ�GSBODIJTFFT�UIFSF�BSF�
multiple business formats and brand names that have failed, partially or completely, 
stripping franchisees of their wealth in the process. Many brands build substantial 
TJ[F�PWFS�UJNF�CVU�UIFO�DPMMBQTF�TVDI�BT�XIFO�,SJTQZ�,SFNF�XFOU�GSPN�B�SFHJPOBM�
treat to a short-lived national phenomenon, before shrinking back again due to the 
GBJMVSF�PG�NBOZ�PG�JUT�GSBODIJTFFT��4PNF�GSBODIJTPST�GBJM�UP�TQSFBE�EFTQJUF�UIFJS�CFTU�
efforts;  others actually set out to defraud their franchisees, just as they would any 
other investor. The Malaysian and Thai governments thus have set up departments to 
IFMQ�DJUJ[FOT�CFDPNF�GSBODIJTFFT�PVU�PG�DPODFSO�UIBU�UIFJS�QFPQMF�NJHIU�CF�DIFBUFE�
by unscrupulous, would-be franchisors.��

Survival Trends

Most evidence indicates that success forecasts success.39 The older the system and the 
NPSF�VOJUT�JU�IBT�UIF�HSFBUFS�JUT�PEET�PG�DPOUJOVJOH�UP�FYJTU��'PS�B�QSPTQFDUJWF�GSBO-
DIJTFF�FTUBCMJTIFE�GSBODIJTPST�NBZ�CF�NPSF�FYQFOTJWF�CVU�UIFZ�BMTP�MPXFS�UIF�SJTL�PG�
system failure. A period of four years offers an attractive threshold: Franchise systems 
that are at least four years of age offer a sharply lower probability of failing than do 
younger systems.��

4VSWJWBM�JT�BMTP�NPSF�MJLFMZ�JG�UIF�GSBODIJTPS�DBO�BUUSBDU�B�favorable rating from 
B�UIJSE�QBSUZ��'PS�FYBNQMF�UIF�6�4��NBHB[JOF�Entrepreneur surveys franchisors and 
verifies much of the information it collects, before adding in subjective judgment to 
compile proprietary ratings of hundreds of franchisors. This rating is a good predictor 
of franchisor survival for many years, which may actually reflect a sort of bias, in that 
the ranking creates a self-fulfilling prophesy. The third-party certification of predicted 
success helps the franchisor gain an image as a legitimate player in its operating 
environment. With this reputation, it can more easily acquire the resources it needs to 
survive. Yet many entrepreneurs continue to assign relatively a low priority to certifi-
cation and incomprehensibly refuse to cooperate with certifying bodies.

MAINTAINING A COOPERATIVE ATMOSPHERE To encourage success and survival, the 
franchisor instead must ensure that franchisees perceive the benefits of opening a 
OFX�PVUMFU�UIFO�UIBU�UIFZ�CFMJFWF�UIFZ�DPOUJOVF�UP�SFDFJWF�WBMVF�JO�FYDIBOHF�GPS�UIF�
SPZBMUJFT�UIFZ�QBZ��4VDI�CFMJFGT�HFOFSBMMZ�SFRVJSF�B�TFOTF�PG�DPPQFSBUJPO�CVU�JOTUFBE�
many franchise systems create an inherent conflict between the desire and risk of 
CFJOH�POF�T�PXO�CPTT�BOE�CFJOH�OFBSMZ�B�TVCTJEJBSZ�PG�B�DFOUSBM�PSHBOJ[BUJPO��0OF�
GSBODIJTFF�TVNNBSJ[FT�B�UZQJDBM�MFWFM�PG�BNCJWBMFODF�JO�UIJT�BUUJUVEF��:

[The franchise name] does not bring in much business, and whatever business it 
does bring in, I suppose it helps people feel more secure. But right now, I feel 
it’s my business—and that’s my name on the front because the numbers would 
be the same.
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But franchisees are likely more cooperative when they sense a solid relation-
TIJQ�CFUXFFO�UIFNTFMWFT�BOE�UIFJS�GSBODIJTPS��4FWFSBM�DPOEJUJPOT�FODPVSBHF�CVTJOFTT�
partners to develop feelings of commitment and perceive higher levels of trust and 
fairness,�� such as when a partner believes that

 1. Their partner encourages them to innovate.
 2. "�UFBN�TQJSJU�FYJTUT�
 3. (PPE�QFSGPSNBODF�JT�SFDPHOJ[FE�
 4. The partner is fair.
 5. $PNNVOJDBUJPO�JT�PQFO�
 6. The partner is competent and acts reliably.

Although franchising is inherently asymmetric, with franchisees highly depen-
dent on the franchisor, franchisees remain entrepreneurs and feel the entrepreneurial 
need to be the boss.���"DDPSEJOHMZ� UIF�GSBODIJTPS�T�DPOTVMUBOU�NVTU�FYFSU� JOGMVFODF�
without appearing to threaten the franchisee’s autonomy—a difficult balancing act, 
requiring diplomacy and persuasive skills. Furthermore, franchisors must seek to 
resolve conflicts by searching for integrative, win–win solutions that allow it to craft a 
mutually acceptable solution with its franchisees. Moreover, franchisors can motivate 
QBSUOFST�BOE� JODSFBTF� UIF�TJ[F�PG�B� GSBODIJTF�TZTUFN�CZ� MPXFSJOH�SPZBMUZ� SBUFT�PWFS�
time, promising low upfront franchise fees that instead increase over time, owning a 
small and decreasing proportion of stores, keeping franchisees’ initial investment low, 
and helping finance franchisees.��

MANAGING INHERENT GOAL CONFLICT Every franchise system features a structural 
source of conflict, in the clash of goals between franchisee and franchisor that arises 
because of the difference between each side’s contribution to the business and each 
side’s outcomes. For franchisors, higher sales are always better, because they lead to 
higher variable fees and more income. With greater income, they can engage in more 
QSPNPUJPO�BOE�CVJME�CSBOE�FRVJUZ�XIJDI�JO�UVSO�BMMPXT�UIFN�UP�JODSFBTF�UIF�	GJYFE�
and variable) fees they charge and enlarges the pool of prospective store managers 
and franchisees. For a franchisee in a specific trading area, more sales means more 
profit too—up to a point.��

*O�TIPSU�GSBODIJTPST�TFFL�UP�NBYJNJ[F�TBMFT��GSBODIJTFFT�TFFL�UP�NBYJNJ[F�QSPG-
its. This goal incongruity�CFDPNFT�NPSF�WJWJE�BT�DIBJOT�FYQBOE�� *O� UIFJS�FGGPSU� UP�
NBYJNJ[F�TZTUFN�TBMFT�GSBODIJTPST�TBUVSBUF�UIF�NBSLFU�BSFB�CZ�BVUIPSJ[JOH�NBOZ�OFX�
PVUMFUT�UP�UIF�FYUFOU�UIBU�OFX�TUPSFT�NJHIU�FODSPBDI�PO�FYJTUJOH�PVUMFUT�BOE�canni-
balize�PUIFS�GSBODIJTFFT��&WFO�.D%POBME�T�IBT�NJTDBMDVMBUFE�UIF�CFTU�HSPXUI�SBUFT��JO�
#SB[JM�JU�XBT�BU�POF�UJNF�UIF�MBSHFTU�	JOEJSFDU
�QSJWBUF�FNQMPZFS�CFDBVTF�JU�IBE�BEEFE�
IVOESFET�PG�GSBODIJTFFT�JO�XIBU�.D%POBME�T�WJFXFE�BT�B�NPEFM�PQFSBUJPO��#VU�GSBO-
DIJTFFT� TPPO�CFHBO�DPNQMBJOJOH� BOE�FWFO� TVFE� UIBU�.D%POBME�T�IBE�VOEFSNJOFE�
them by opening too many stores and making it impossible for them to earn profits.��

4VDI�FWFOUT�IBSN�UIF�GSBODIJTPS�T�SFQVUBUJPO�XJUI�GSBODIJTFFT�UIPVHI�UIF�GJOBO-
DJBM�HBJOT�GSPN�BVUIPSJ[JOH�OFX�PVUMFUT�NBZ�UFNQU�JU�UP�FODSPBDI�BOZXBZ��)PXFWFS�
even company-owned stores often build too many stores too close to each other, 
XIJDI�DBO�VOEFSNJOF�MPOH�UFSN�QSPGJUT�	F�H��4UBSCVDLT
��4ZTUFNBUJD�FWJEFODF�TVHHFTUT�
that few systems can resist this temptation: As the system grows, they locate new out-
MFUT�DMPTF�FOPVHI�UP�FYJTUJOH�PVUMFUT�UP�EJNJOJTI�TJOHMF�TUPSF�SFWFOVFT�CVU�UIF�OFX�
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outlet still adds enough revenue to raise total system royalties. In contrast, vertically 
JOUFHSBUFE�GJSNT�DBSFGVMMZ�TQBDF�PVU�UIFJS�DPNQBOZ�PXOFE�PVUMFUT�UP�BWPJE�DBOOJCBMJ[-
JOH�BO�FYJTUJOH�SFWFOVF�TUSFBN�CFDBVTF�UIFJS�GPDVT�SFNBJOT�PO�QSPGJUT�OPU�KVTU�TBMFT���

For franchisors that want to grow, even to the point of encroaching on their 
FYJTUJOH� GSBODIJTFFT� UIF� RVFTUJPO� JT�)PX� DBO�XF� DPWFS� B�NBSLFU� EFOTFMZ�XJUIPVU�
BMJFOBUJOH�PVS�GSBODIJTFFT �0OF�TPMVUJPO�JT�UP�PGGFS�OFX�TJUFT�UP�FYJTUJOH�GSBODIJTFFT�
or to give them right of first refusal to a new location. If economies of scale arise from 
operating multiple sites, the franchisee may be in a position to gain from them. This 
JEFB�MFBET�UP�UIF�QBSBEPY�PG�NVMUJVOJU�GSBODIJTFFT�

Multiunit Franchising

%PFT�B�GSBODIJTPS�QSFGFS�B�NBOBHFS�	DPNQBOZ�PXOFE
�PS�BO�JOEJWJEVBM�FOUSFQSFOFVS�
	GSBODIJTFF
�JO�FBDI�VOJU �$VSJPVTMZ�UIF�BOTXFS�NBZ�CF�i/FJUIFS�w�� Rather than deal-
ing with a multitude of different, individual responsible parties for each location, 
some franchisors interact with a single company that runs multiple locations, through 
multiunit franchising. Although we note some variations on the idea, it is possible to 
establish a primary principle: The manager of a unit is not the owner but is employed 
by the owner, which owns more than one unit and must hire employees to run the 
various locations. This arrangement is common and growing.

0O� UIF� GBDF�PG� JU� UIF� TZTUFN� JT�EJGGJDVMU� UP� FYQMBJO� UIPVHI�� *G� UIF�QVSQPTF�PG�
franchising is to replace lackluster employee managers with motivated owner-man-
agers, then multiunit franchising should fail, because it just adds a layer of franchisee 
management, between the franchisor and the person running the outlet. The master 
franchisee monitors the monitor (i.e., store manager), instead of just controlling the 
TJUVBUJPO� JUTFMG��8IZ �5IF� BOTXFS� JT� OPU� UPUBMMZ� DMFBS� UP� CF� IPOFTU�� 4PNF� FWJEFODF�
indicates that franchisors resort to multiunit franchising to grow faster and deal with 
VOGBNJMJBS�NBSLFUT��5IVT�6�4��GSBODIJTPST�IFBWJMZ�GBWPS�NVMUJVOJU�PQFSBUPST�XIFO�UIFZ�
need to open operations in Africa and the Middle East.���)PXFWFS�EPJOH�TP�NBZ�TJN-
ply postpone problems, such that franchisors that use multiunits franchising appear 
to fail more frequently than those that insist that franchisees own and manage their 
stores. This demand slows growth, but it may make the system healthier.

.D%POBME�T� QSFGFST� 	CVU� EPFT� OPU� SFRVJSF
� TJOHMF�VOJU� GSBODIJTJOH�� 1FSIBQT� BT�
a result, it has virtually little presence in Africa. In contrast, Burger King embraced 
multiunit franchising early in its history and used it to grow fast. Eventually, the chain 
had to confront fundamental flaws in its market strategy and operations, which had 
been masked by its fast growth. The franchisor also became embroiled in battles with 
powerful multiunit franchisees, creating a spiral of conflict that hardened into embit-
tered, lasting mediocre relations. Ultimately, the chain suffered severely and continued 
UP�SFNBJO�TFDPOE�GJEEMF�UP�.D%POBME�T�

#FGPSF�EJTNJTTJOH�NVMUJVOJU� GSBODIJTJOH�IPXFWFS�XF�TIPVME�FYBNJOF� JUT�QPTJ-
UJWF�TJEF��"�NVMUJVOJU�GSBODIJTFF�DBO�DSFBUF�BO�PSHBOJ[BUJPOBM�TUSVDUVSF�UIBU�NJNJDT�UIF�
franchisor’s structure and imitates its practices. These “mini-hierarchies” simplify mat-
UFST�FOPSNPVTMZ�GPS�UIF�GSBODIJTPS�FOBCMJOH�JU�UP�EFBM�XJUI�POF�PSHBOJ[BUJPO�UIBU�JT�
the multiunit franchisee. Because the multiunit operators already replicate the franchi-
sor’s management practices and policies, they reduce the enormous job of managing 
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IVOESFET�PG�SFMBUJPOTIJQT�JOUP�B�NPSF�USBDUBCMF�NBOBHFNFOU�QSPCMFN��'PS�FYBNQMF�
,'$�IBT�NPSF�UIBO������6�4��SFTUBVSBOUT�NPSF�UIBO�IBMG�PG�XIJDI�BSF�PXOFE�CZ�KVTU�
���GSBODIJTFFT��*G�,'$�DBO�DPOWJODF�POMZ�UIFTF�MBSHFTU�GSBODIJTFFT�PG�UIF�NFSJUT�PG�BO�
idea, it influences almost more than half of the restaurants!

Of course, if mini-hierarchies are to help the franchisor, there needs to be sub-
stantial cooperation, such that the mini-hierarchies replicate the franchisor’s system. 
Many large restaurant chains appear to have mastered this process, demonstrating that 
if prospective franchisees are carefully screened, given a trial period, and observed, 
multiunit franchising can be a viable and valuable strategy. If a franchisee fails to meet 
the franchisor’s requirements, it simply is not allowed to open more units.

Another benefit of multiunit franchising stems from its ability to preserve 
LOPXMFEHF�� "HBJO� VTJOH� GBTU� GPPE� SFTUBVSBOUT� BT� BO� FYBNQMF� XF� OPUF� UIBU� TNBMM�
EFUBJMT�	F�H��UIF�GBTUFTU�XBZ�UP�GPME�B�QJ[[B�CPY
�VMUJNBUFMZ�NBLF�B�CJH�EJGGFSFODF�JO�
DPNQFUJUJWF�CVTJOFTTFT��4VDI�LOPX�IPX�EFNBOET�FYQFSJFODF�BOE�HFUT�USBOTNJUUFE�CZ�
FYBNQMF�CVU�JO�UIJT�JOEVTUSZ�QFSTPOOFM�UVSOPWFS�JT�WFSZ�IJHI��5IVT�QFSTPOOFM�FOUFS�
the learning curve, learn, and then leave, taking their knowledge with them. A new 
restaurant franchise starts without any such knowledge, and as soon as it gains it, the 
personnel who possess it are likely to leave. Multiunit franchisees provide a means to 
preserve and spread such knowledge across their own stores, through holding meet-
ings, making phone calls, and using other means of communication. The resulting 
personal ties across stores also help spread knowledge. That is, multiunit franchises 
spread learning curves by actively lobbying to disseminate know-how across their 
own locations.��

They are particularly likely to spread tacit, idiosyncratic knowledge when it 
SFGFST� DPOTJTUFOUMZ� UP� B� MPDBM� BSFB�� &WFO� JO� TUBOEBSEJ[FE� CVTJOFTTFT� TVDI� BT� QJ[[B�
SFTUBVSBOUT�MPDBM�FYQFSJFODF�NBUUFST�BOE�DBO�NJUJHBUF�GSBODIJTF�GBJMVSF�SBUFT��%JTUBOU�
FYQFSJFODF�XIFUIFS�HBJOFE�CZ�UIF�GSBODIJTPS�PS�UIF�NVMUJVOJU�GSBODIJTFF�JT�MFTT�IFMQ-
GVM� UIBO� MPDBM� FYQFSJFODF�51 Therefore, when franchisors use multiunit franchising, 
UIFZ�PGUFO�BXBSE�OFX�TJUFT�UP�UIF�GSBODIJTFF�UIBU�PXOT�UIF�OFYU�DMPTFTU�VOJU�UP�FYQMPJU�
the power of contiguity by ensuring units owned by one person are adjacent, without 
intermingling units owned by different people. This strategy is particularly effective 
if the new site to be developed is not only contiguous but also offers a demographic 
profile similar to that served by the rest of the multiunit owner’s stores. These fran-
chisors allow franchisees to build up large networks of stores that appear on a map 
as a single, unbroken mass, uninterrupted by other franchisees or company-owned 
stores.52 Owning clusters of stores also makes it easier for franchisees to monitor their 
NPOJUPST�	TUPSF�NBOBHFST
�BOE�BNPSUJ[F�IVNBO�DBQJUBM�DPOOFDUFE�UP�BO�BSFB��'JOBMMZ�
because the local customer base is likely being served by the same owner in various 
stores, free riding declines.

SUMMARY: FRANCHISING STRUCTURES AND STRATEGIES

Franchising a business format offers a way to grow quickly while also building brand 
equity. For the franchisee, it provides a means to gain assistance and reduce risk. In 
return for paid fees, entrepreneurs receive the services of a corporate backer, a coach, 
a problem solver, and an enforcement agency, which polices the way the brand is 
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presented across the board. For the franchisor, the system represents access to capital 
and management resources, as well as a method for harnessing the motivation and 
capabilities of entrepreneurs. For businesses that can be formatted and transmitted, 
GSBODIJTJOH� JT� BO�FYDFMMFOU� TPMVUJPO� UP�QFSTJTUFOU�QSPCMFNT�PG�NPOJUPSJOH�FNQMPZFF�
managers.

#VU�DPEJGZJOH�UIF�GPSNVMB�BMTP�EFNBOET�XSJUJOH�B�DPNQMFY�DPOUSBDU�UP�TQFDJGZ�
SJHIUT�BOE�EVUJFT��$POUSBDUT�BSF�DSBGUFE�UP�HJWF�CPUI�TJEFT�HPPE�SFBTPOT�UP�BCJEF�CZ�
their agreement, in the form of hostages. Many franchisors price their franchises 
lower than the market will bear to increase the applicant pool and invoke a profit 
NPUJWF�GPS�GSBODIJTFFT�UP�TUBZ�JO�CVTJOFTT��-PXFS�MVNQ�TVN�FOUSZ�GFFT�BMTP�EFOPUF�B�
signal that the franchisor has no opportunistic intentions of taking the franchisees’ 
money and failing to provide the promised services. But franchisors also frequently 
bind franchisees with clauses that award control of the property to the franchisor 
and limit franchisees’ ability to terminate, such that the franchisor can punish non-
compliance, protect its brand equity, and reinforce the franchisee’s dependence on it. 
%FQFOEFODF�BMTP�BSJTFT�XIFO�UIF�GSBODIJTFF�NVTU�JOWFTU�JO�GSBODIJTF�TQFDJGJD�BTTFUT�
with low resale value outside the business. Yet franchisors cannot rely entirely on 
their contracts, which vary surprisingly little across franchisees or over time, to run 
a franchise system. They must also develop a reputation for fair dealings, by not 
FYQMPJUJOH�GSBODIJTFFT��EFQFOEFODF�

'SBODIJTF�TZTUFNT�UZQJDBMMZ�NJY�DPNQBOZ�PXOFE�PVUMFUT�JO�XJUI�GSBODIJTFFT�UP�
gain a laboratory and a classroom for training personnel, trying out ideas, and refining 
UIFJS�CVTJOFTT�GPSNBU��%VBM�PS�QMVSBM�TZTUFNT�BMTP�FOBCMF�UIF�GSBODIJTPS�UP�BDIJFWF�TZO-
ergies between the sides of its business, as well as encourage the franchisor to collect, 
adapt, and spread new products and practices. Not only do these plural forms spark 
vigorous debate and build commitment to new initiatives, but the rivalry they invoke 
also motivates both sides of the operation to improve.

Regardless of such benefits, the failure rates of franchisees are quite high. 
4VSWJWBM�CFDPNFT�NPSF�MJLFMZ�BT�B�TZTUFN�HSPXT�BHFT�BOE�BDRVJSFT�DFSUJGJDBUJPO�CVU�
it also depends on cooperation, achieved by building commitment, seeking win–win 
TPMVUJPOT�PGGFSJOH�HFOVJOF�BTTJTUBODF�BOE�GPSNBMJ[JOH�SPMFT�BOE�EVUJFT��#VU�DPOGMJDU�JT�
inevitable: Franchisees pursue profit, franchisors pursue sales, and the two goals col-
lide even more as operations grow.

Multiunit franchising, in which one franchisee owns many outlets, is rather diffi-
cult to understand but also surprisingly common, often resulting in blocks of contigu-
ous outlets owned by the same mini-hierarchy. It likely provides an effective method 
to monitor the monitors and capture and spread local knowledge, while obliging 
NVMUJVOJU�GSBODIJTFFT�UP�CFBS�UIF�DPTU�PG�GSFF�SJEJOH��:FU�UIF�DPNQMFYJUZ�BOE�SJTL�JOIFS-
ent to franchising also seem to demand that channel managers should consider other 
solutions, perhaps offering less control but greater cooperation.

8F�BMTP�BDLOPXMFEHF�UIPVHI�UIBU�CZ�UIF�����T�GSBODIJTJOH�DMFBSMZ�IBE�CFDPNF�
B�QFSNBOFOU�GPSDF�OPU�KVTU�B�GBE�JO�TUSVDUVSJOH�6�4��EJTUSJCVUJPO�DIBOOFMT��5PEBZ�UIBU�
trend has repeated itself worldwide. Franchising as an institution is so stable and so 
pervasive that it represents the single most common way to become an entrepreneur 
in North America, Europe, and Asia.53 The dynamism of this channel institution is 
remarkable. Thus, franchising continues to deserve serious consideration by any man-
ager in any marketing channel.
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TA K E - A W AYS

t� 'SBODIJTJOH�JT�B�NBSLFUJOH�DIBOOFM�TUSVDUVSF�JOUFOEFE�UP�DPOWJODF�FOE�VTFST�UIBU�UIFZ�
are buying from a vertically integrated manufacturer, when they may be buying from a 
separately owned company.

t� 'SBODIJTJOH�B�CVTJOFTT�GPSNBU�JT�B�XBZ�UP�HSPX�RVJDLMZ�XIJMF�CVJMEJOH�CSBOE�FRVJUZ�
t�'PS�UIF�GSBODIJTPS�UIF�TZTUFN�QSPWJEFT�RVJDL�BDDFTT�UP�DBQJUBM�BOE�NBOBHFNFOU�

resources. It also enables the franchisor to harness the motivation and capability of entre-
preneurs. For “programmable” businesses (that can be put into a format and transmitted), 
GSBODIJTJOH�JT�BO�FYDFMMFOU�TPMVUJPO�UP�UIF�QSPCMFNT�PG�NPOJUPSJOH�FNQMPZFF�NBOBHFST�

t�'PS�UIF�GSBODIJTFF�UIF�TZTUFN�PGGFST��BTTJTUBODF�BOE�SFEVDFT�SJTL��#Z�QBZJOH�GFFT�
entrepreneurs purchase a corporate backer, coaching, problem solutions, and 
brand enforcement.

t� 5IF�DPEJGJDBUJPO�PG�UIF�GPSNVMB�JODMVEFT�XSJUJOH�B�DPNQMFY�DPOUSBDU�TQFDJGZJOH�UIF�
rights and duties of both sides, to encourage their compliance.
t�$POUSBDUT�NJHIU�QSJDF�GSBODIJTFT�MPXFS�UIBO�UIF�NBSLFU�XJMM�CFBS�UP�JODSFBTF�UIF�

applicant pool and give franchisees a profit motive to stay in business.
t�$POUSBDUT�PGUFO�CJOE�GSBODIJTFFT�XJUI�DMBVTFT�UIBU�BXBSE�DPOUSPM�PG�UIF�QSPQFSUZ�UP�

the franchisor and/or limit the franchisees’ ability to terminate their business.
t�$POUSBDUT�HJWF�UIF�GSBODIJTPS�NFBOT�UP�QVOJTI�OPODPNQMJBODF�XIJDI�QSPUFDUT�

brand equity but also reinforces the franchisee’s dependence on the franchisor.
t�'SBODIJTPST�DBOOPU�FYQMPJU�UIF�GSBODIJTFFT��EFQFOEFODF�PQQPSUVOJTUJDBMMZ�TP�UIFZ�

rarely enforce contracts every time franchisees violate them. Instead, they weigh 
the costs and benefits and select which battles they want to fight with which 
 franchisees that fail to comply.

t� 'SBODIJTF�TZTUFNT�UZQJDBMMZ�NJY�DPNQBOZ�PXOFE�BOE�GSBODIJTFE�PVUMFUT��5IJT�QMVSBM�
form gives the franchisor a laboratory and a classroom to train personnel, try out 
ideas, and refine the business format.

t� 'BJMVSF�SBUFT�BSF�WFSZ�IJHI�CVU�NJUJHBUFE�CZ�HSPXUI�BHFT�BOE�DFSUJGJDBUJPO�CZ�UIJSE�
parties.

t� $POGMJDU�JT�JOFWJUBCMF�JO�QBSU�CFDBVTF�PG�UIF�CVJMU�JO�DMBTI�PG�HPBMT�
t� .VMUJVOJU�GSBODIJTJOH�JT�TVSQSJTJOHMZ�DPNNPO�BOE�SBUIFS�EJGGJDVMU�UP�VOEFSTUBOE�

� ��� 8F� UIBOL� 3VQJOEFS� +JOEBM� BOE� 3P[FOO�
Perrigot for helpful discussions during the 
preparation of this chapter.

� ��� 4QFMMJOH� OPUF��i'SBODIJTPSw� JT� 6�4�� &OHMJTI�
whereas “franchiser” is British English. This 
UFYUCPPL� BEPQUT� UIF� 6�4�� DPOWFOUJPO� CVU�
many documents, particularly in Europe, 
use “franchiser.”

� ��� 18$�	����
�i'SBODIJTF�#VTJOFTT�&DPOPNJD�
0VUMPPL������w�+BOVBSZ���

� ��� The Economist� 	����
� i5IF� 5JHFS� BOE� UIF�
5FDIw�'FCSVBSZ���QQ����o���

 5. This information is drawn from multiple 
TPVSDFT��,BVGNBOO�BOE�-BGPOUBJOF�	����
�PQ��
DJU��-PWF�+PIO�'��	����
�McDonald’s: Behind 
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TRENDS INFLUENCING MARKETING CHANNELS

Dramatic changes in the business environment influence various aspects of marketing 
channels’ structure and strategy. Some trends are well underway in the U.S. market but 
are just beginning in developing economies:

 1. Already 80 percent of all U.S. gross domestic product (GDP) comes from the 
service sector, up from 58 percent in 1970, yet the transition into services is just 
starting in China.1 The shift from products to services has important ramifica-
tions for a firm’s channel strategy.

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FTDSJCF�UIF�UISFF�NPTU�TJHOJGJDBOU�USFOET�JOGMVFODJOH�NBSLFUJOH�DIBOOFMT��
 structure and strategy.

t�6OEFSTUBOE�XIBU�ESJWFT�UIF�TIJGU�GSPN�QSPEVDUT�UP�TFSWJDFT�GPS�CPUI�TVQQMJFST�BOE�
channel members.

t�&WBMVBUF�UIF�FGGFDU�PG�LFZ�TFSWJDF�DIBSBDUFSJTUJDT�JODMVEJOH�UIF�BDRVJTJUJPO�PG�
 service-related capabilities, infrastructure, and knowledge, on channel strategies.

t�6OEFSTUBOE�UIF�ESJWFST�BOE�FGGFDUT�PG�UIF�HMPCBMJ[BUJPO�PG�CPUI�TVQQMJFST�BOE�
 downstream channel members on channel strategies.

t�3FDPHOJ[F�UIF�ESJWFST�PG�JODSFBTFE�F�DPNNFSDF�GPS�CPUI�TVQQMJFST�BOE�EPXOTUSFBN�
channel members and explain the effect of increased online sales on channel 
strategies.

C H A P T E R  9

Emerging Channel 
Structures and 
Strategies
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 2. The drive for globalization has taken hold across various market and industry 
segments, with significant channel implications. Of the S&P 500 firms that report 
foreign sales, 46 percent of total revenue in 2010 came from foreign markets.2

 3. The shift from bricks-and-mortar retailing to e-commerce is transforming channel 
systems worldwide and in most industries. For example, increasing online sales of 
music and books have significantly altered the channels for these products, and 
the extent to which these changes will continue to affect sales remains uncertain.

By their very nature, the impact of market- and technological-based disruptions 
is difficult to predict. Yet we would be remiss if we were to ignore these three trends 
that fundamentally influence today’s marketing channel structures and strategies. 
These trends and the resultant business adaptations are leading to emerging channel 
structures and strategies, which is the focus of this chapter.

CHANNEL STRATEGIES FOR SERVICES

In the shift of world markets from mostly product-based to service-based economies, 
developed economies are leading the way—while also causing upstream and down-
stream channel members to look for opportunities to add more services to differenti-
ate their overall offering. For example, manufacturers of consumer electronic products 
offer service warranties for most products; in many cases, their earnings from these 
warranties exceed the profits they obtain from their core products. Consumer elec-
tronic analysts report that the profit margins on warranties can be up to 18 times 
greater than the margins on the core products.3

In parallel, many retailers are adding competitive warranty plans to jump into this 
profit stream. But the stream is only so wide, so increasing channel conflict surrounds 
add-on services. Some retailers also seek to take advantage of the increase of the share 
of U.S. GNP captured by financial services and health care. For example, Wal-Mart has 
TUBSUFE�PGGFSJOH�JUT�#MVFCJSE�QSFQBJE�EFCJU�DBSET�JO�DPOKVODUJPO�XJUI�"NFSJDBO�&YQSFTT�
which promise no annual fee or minimum balance and expand its traditional product 
sales (food, apparel, home furnishings) to financial services.4 In this trend, by which 
GJSNT�TIJGU�GSPN�TFSWJDFT�UP�QSPEVDUT�TPNF�JNQPSUBOU�RVFTUJPOT�BSJTF�

t�How does the shift to a service-based economy influence established, product-
centric channel ecosystems?

t�What are the most effective channel structures and strategies for manufacturers 
that implement service transition strategies?

Drivers of the Shift to Services

The shift of sales dollars and employees from product- to service-based enterprises 
in the United States and other developed economies has been dramatic. The speed of 
UIJT�USBOTJUJPO�GPS�TPNF�FNFSHJOH�NBSLFUT�BMTP�IBT�CFFO�SFMBUJWFMZ�RVJDL��0WFS�B�����UP�
40-year period, Singapore went from an agricultural, to a low-cost manufacturing, and 
then to a service-based knowledge economy.5 To understand the impact of such busi-
ness changes on channel strategy, it is helpful to understand why firms are making 
this transition. Most firms have added services to their existing product offerings in 
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an attempt to improve their competitiveness and financial performance.6 Both IBM and 
(FOFSBM�&MFDUSJD�	(&
�FBSOFE�IJHIMZ�QVCMJDJ[FE�GJOBODJBM�HBJOT�GSPN�USBOTJUJPOJOH�GSPN�
product-centric manufacturers to primarily service providers, which helped draw atten-
UJPO� UP� UIF� BUUSBDUJWFOFTT� PG� UIJT� TUSBUFHZ��"MPOHTJEF� UIFTF�XFMM�QVCMJDJ[FE� TVDDFTTFT�
are some notable failures, including Intel’s move to Web-based services and Boeing’s 
offer of financial services. An analysis of U.S. manufacturing firms from 1990 to 2005 
reveals that, on average, these firms moved from earning only 9 percent of their sales 
in services to 42 percent—a nearly fivefold increase over a 15-year period for firms 
whose primary business focus remains manufacturing!7 But shifting to services has 
little impact on manufacturing firms’ financial performance until those firms earn at 
least 20–30 percent of their sales from services, at which point performance increases 
rapidly, as Figure 9-1 shows.

Overall, firms have both offensive and defensive motivations to shift to a ser-
vice-based business, as follows:8

t�"EEJOH� TFSWJDFT� DBO� JODSFBTF� TBMFT� BOE� UIF� SBUF�PG� TBMFT�HSPXUI�CFDBVTF� SFW-
enues can be generated from the large installed base of customers that already 
buy existing products.

t�4FSWJDFT�JODSFBTF�UIF�MFWFM�PG�EJGGFSFOUJBUJPO�XJUI�DPNQFUJUJWF�PGGFSJOHT�JODSFBT-
ing the firm’s profitability.

t�#FDBVTF�TFSWJDFT�EFNBOE�B�IJHIFS�EFHSFF�PG� JOUFHSBUJPO�BOE�DPOUBDU�CFUXFFO�
supplier and customer, they can lock in customers and increase their switching 
costs, which can lead to stronger, difficult-to-imitate relationships.

t�(SFBUFS�GSFRVFODZ�PG�JOUFSBDUJPO�BOE�EFQUI�PG�DVTUPNFS�JOWPMWFNFOU�JO�TFSWJDF�
based businesses leads to more knowledge about customer needs and creates 
greater opportunities to innovate new products and services.
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FIGURE 9-1 Effect of service transition strategies on firm performance
Source: Fang, Eric, Robert W. Palmatier, and Jan-Benedict E. M. Steenkamp  
(2008), “Effect of Service Transition Strategies on Firm Value,” Journal of 
Marketing 72 (September), pp. 1–15.
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t�4FSWJDFT�UZQJDBMMZ�HFOFSBUF�B�TUFBEJFS�GMPX�PG�SFWFOVF�UIBO�EP�QSPEVDUT�CFDBVTF�
they better resist economic cycles. Products often represent a onetime purchase 
that can be postponed if needed; services (e.g., maintenance, repairs, renewals) 
are necessary and billed on a more regular basis. For example, aircraft engine, 
railway stock, and elevator manufacturers earn little on their highly competitive 
product sales, but they do very well in the 10- to 30-year warranty, maintenance, 
and repair businesses.

t�4PNF�GJSNT�NVTU�BEE�TFSWJDFT�JO�SFTQPOTF�UP�CVTJOFTT�EFDMJOFT�EVF�UP�DPNQFUJ-
tion from offshore, “me-too,” low-cost product competitors.

&NFSTPO�&MFDUSJD�XBT�B�MBSHF�CVTJOFTT�UP�CVTJOFTT�GJSN�XJUI�POF�EJWJTJPO�GPDVTFE�
on selling refrigeration products to grocery stores. Its shift to service-based business 
effectively demonstrates the underlying benefits.9 The initial impetus for the change 
PDDVSSFE� XIFO� PGGTIPSF� NBOVGBDUVSFST� SFWFSTF�FOHJOFFSFE� &NFSTPO�T� SFGSJHFSBUJPO�
products and offered significant discounts to U.S. grocery stores for similar products. 
"T� &NFSTPO�T� TBMFT� BOE�QSPGJUT� FSPEFE� JU� CFHBO� UP� BEPQU� B� TFSWJDF�CBTFE� CVTJOFTT�
NPEFM��3BUIFS�UIBO�TFMM�SFGSJHFSBUJPO�FRVJQNFOU�PODF�FWFSZ�GFX�ZFBST�&NFSTPO�PGGFSFE�
UP�CVZ�CBDL�BOE�UIFO�MFBTF�UIF�FRVJQNFOU�QSPWJEFE�B�XBSSBOUZ�DPOUSBDU�BOE�JODMVEFE�
NBJOUFOBODF�BOE�DBMJCSBUJPO�TFSWJDF�BHSFFNFOUT��3FGSJHFSBUJPO�FRVJQNFOU�BOE�TFSWJDF�
are neither a competency nor a central focus of grocery stores, so they were motivated 
UP�TIJGU�UIF�SJTL�UP�&NFSTPO�BOE�QBZ�B�NPOUIMZ�DIBSHF��"MUIPVHI�NBOVGBDUVSFST�PGUFO�
assume risk in offering services, they also might be better suited to understand the 
costs associated with that risk than are their diverse customers.

5IJT�TFSWJDF�TUSBUFHZ�JODSFBTFE�UIF�TBMFT�BOE�QSPGJUT�&NFSTPO�FBSOFE�JO�UIBU�JU�
TPME�NPSF��#VU�JU�BMTP�FSFDUFE�B�IJHIFS�CBSSJFS�UP�PGGTIPSF�FRVJQNFOU�TVQQMJFST�XJUIPVU�
local service personnel, such that they were unable to build and maintain the relation-
TIJQT�SFRVJSFE�GPS�BO�POHPJOH�TFSWJDF�GPDVTFE�CVTJOFTT��*O�BEEJUJPO�JU�CFDBNF�NPSF�
DSJUJDBM�GPS�&NFSTPO�UP�EFBM�EJSFDUMZ�XJUI�UIF�FOE�VTFST�	HSPDFSZ�BOE�GPPE�TUPSFT
�SBUIFS�
UIBO�TFMMJOH�FRVJQNFOU�UISPVHI�JOUFSNFEJBUF�DIBOOFM�QBSUOFST��5IJT�disintermedia-
tion process, in which manufacturers exclude their channel partners so that they can 
sell directly to end customers, is a common outcome when product-based suppliers 
shift to service-based businesses. (It also is a common outcome of e-commerce, as 
we discuss later in this chapter.) By expanding the customer’s business to include 
product leases, warranties, and maintenance, the manufacturer can economically sup-
QPSU�B�EJSFDU�TBMF��5IF�TFSWJDF�CBTFE�USBOTBDUJPO�BMTP�SFRVJSFT�NPSF�DPQSPEVDUJPO�BOE�
relational ties, which might preclude another channel partner’s participation. That is, 
firms shifting into services move down the distribution chain (i.e., downstream verti-
cal integration) to gain multiple benefits and support their service delivery efforts. 
The shift-to-services trend causes product firms to sell directly to customers, which 
reduces sales going through intermediary channel partners (i.e., disintermediation).

Effect of Key Service Characteristics on Channel Strategies

Most firms do not sell either a pure product (e.g., salt) or service (e.g., consulting) but 
rather create an offering with elements of both a product and a service. For example, 
McDonald’s restaurants are classified as services, yet they sell products (hamburgers, 
fries, drinks), as well as services, including preparation, delivery, and a place to sit 
and eat. Despite this confluence, every firm is designated either a product or a service 
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business by governmental administrations; in the United States, this designation is 
based on the firms’ primary industry identification classification (North American 
Industry Classification System, or NAICS).10 Most retailers and wholesalers are classi-
fied as service businesses, but their value proposition involves buying, inventorying, 
and reselling physical products. In this sense, it is helpful to consider the degree to 
which a firm’s sales come from services, or its service ratio, to understand the impact 
of service characteristics on the firm’s channel strategy.11�&NFSTPO�T�NPWF�UP�CVOEMF�
services with its refrigeration products increased the service content of its offering, 
which affected its channel strategy, even though it continued to offer its core refrigera-
tion products and remained formally classified as a product business.

Services are offerings that are not primarily a physical product; are consumed at 
time they are produced; provide value through convenience, entertainment, timeliness, 
or health; and are essentially intangible.12 In many cases, a shift to services involves a 
gradual transition, such that the service ratio of a particular supplier’s offering increases 
over time. This transition often ends when the “product” supplier no longer manufactures 
the core product but rather buys it from the same offshore suppliers that initially sparked 
its service shift. During a service transition period, the product firm’s offering takes on 
more service characteristics, which affects the channel structure and strategies. In dis-
cussing the impacts of four key characteristics of services that differentiate them from 
products, we take the perspective of an upstream manufacturing firm that is implement-
ing a service transition strategy in a purposeful attempt to increase its service ratio. 
Thus, we can clarify how each service characteristic affects a firm’s channel strategy.13

Intangibility is perhaps the most important difference between products and 
services: A service is “performance in use,” and unlike physical objects, it cannot be 
touched or literally seen. Thus, services cannot be inventoried, patented, or physically 
displayed, so their marketing channels differ radically. Health services provided by a 
doctor to a patient (e.g., surgery) and education (e.g., learning) are both hard to see 
and touch, as well as difficult to evaluate. Several key functions of channel members— 
taking ownership or title, inventorying, and ultimately selling a physical product to the 
customer when needed—are simply not viable for intangible services. Continuing the 
&NFSTPO�FYBNQMF�UIJT�EJTUSJCVUPS�PSJHJOBMMZ�IBE�TLJMMT�JO�CVZJOH�TUPDLJOH�BOE�TFMMJOH�
SFGSJHFSBUJPO� FRVJQNFOU� UP�HSPDFSZ� TUPSFT� CVU�PODF� JUT� TBMF�NPWFE� JOUP� SFGSJHFSBUJPO�
services (leasing, warranty, repair, ongoing maintenance), many of its core functions 
became unnecessary. In addition, buyers sense more anxiety and risk when buying a 
service, because they cannot easily evaluate the intangible offering, so they prefer stron-
ger relationships and brand reputation to help manage this service-related risk percep-
tion.14 As brands and relationships increase in importance as the offering becomes more 
intangible, suppliers either need to sell directly to end-users or use channel partners 
with strong existing brands and/or relationships with targeted end-users.

Heterogeneity in service performance is substantial, as well as harder to con-
trol than that for products. For example, products might be manufactured in highly 
controlled factory environments, with precise measurements of attributes and minimal 
impacts of individual employees on product performance. Services instead are pro-
duced at the time of need, in geographically dispersed locations, with high dependence 
PO�UIF�FNQMPZFF�T�EFMJWFS�XIJDI�NBLFT�JU�NVDI�IBSEFS�UP�TUBOEBSEJ[F�QFSGPSNBODF��*O�
many cases, manufacturers try to alter their channel strategies to control and reduce 
this heterogeneity.
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Johnson Controls, a large multinational firm, is in the temperature control busi-
ness. Starting with thermostats and moving into heating, ventilating, and air condition-
ing (HVAC) products, more than half its revenue now comes from maintenance, repair, 
and consulting services. Many HVAC products sell through a network of distributors 
and dealers to residential customers, but a majority of its services sell directly to cus-
tomers. To deal with each customer group’s specific needs, Johnson Controls maintains 
GJWF�TFSWJDF�PSHBOJ[BUJPOT�UIBU�DBO�FGGFDUJWFMZ�EFMJWFS�IJHIMZ�DVTUPNJ[FE�TPMVUJPOT��5IF�
TFSWJDF�EJWJTJPO�JT�NPSF�UIBO�UXJDF�UIF�TJ[F�PG� JUT�OFBSFTU�DPNQFUJUPS�BOE�HSPXJOH�
faster than product sales. It would be difficult, if not impossible, to offer such services 
through multiple channel intermediaries.15

Similarly, consumers are shifting more weight to the service component of auto-
mobile ownership, which has affected automobile manufacturers’ channel strategy. 
8IFO�IJHI�FOE�BVUPNPCJMF�NBOVGBDUVSFST�GJSTU�SFDPHOJ[FE�UIJT�USFOE�UIFZ�SFBMJ[FE�UIBU�
service delivery by local car dealerships was highly variable, even though the manu-
facturers continued to make strides in reducing the variation in product performance 
	F�H��RVBMJUZ�DPOUSPM�NFBTVSFT�BVUPNBUFE�GBDUPSJFT
��5IVT�NBOVGBDUVSFST�MPTU�SFQFBU�
business due to poor service levels in heterogeneous retail channels, even though their 
product performed reliably. To take more control (i.e., increase their power over the 
retailer) and reduce variability in their offering, manufacturers increased their service 
standards and bumped up the investment they demanded from their channel partners 
(increasing the costs of being a dealer), while simultaneously reduced the number 
of competitive dealers (increasing the benefits of being a dealer). In addition, they 
increased monitoring, such as by increasing the importance of customer satisfaction 
surveys and the weights placed on maintenance and service performance. These efforts 
caused suppliers and channel members to become more interdependent, leading to 
channel structures with lower channel intensity levels (more selectivity). Thus, suppli-
ers can sell directly to end-users to better control service delivery and/or reduce the 
level of channel intensity while increasing control and monitoring of channel partners.

Coproduction between the provider and end-user and the perishability of 
inventory are both higher for services than for products. Products are typically manu-
factured, shipped, and held in inventory until the end-user needs the product. In 
contrast, services are “produced” in conjunction with the end-user at the time of con-
sumption. Thus, services cannot typically be inventoried until needed, and the cus-
tomer often needs to be present at the point of production, which affects the resulting 
channel strategy.

Continuing with our automobile example, for a dealer to demonstrate and teach 
a customer how to use sophisticated new product features (e.g., navigation system, 
Bluetooth), the dealer needs an employee available, and the customer must be pres-
FOU�UP�QBSUJDJQBUF�JO�UIF�QSPEVDUJPO�PG�UIJT�TFSWJDF��&WFO�NBJOUFOBODF�SFRVJSFT�UIF�DBS�
to be brought to the dealership and the specific problem communicated effectively, 
which then affects the customer’s experience. In addition, the customer’s experience 
can be influenced by other customers visiting the dealership at the same time. This 
DSPTT�DVTUPNFS�FGGFDU�PGUFO�SFRVJSFT�TFHSFHBUJOH�EJGGFSFOU�FOE�VTFS�HSPVQT�JO�EJGGFSFOU�
locations if one group is likely to have a negative effect on another group’s experience. 
"O�BVUPNPCJMF�EFBMFSTIJQ�DBOOPU�IPME�JUT�PJM�DIBOHFT�JO�JOWFOUPSZ�UP�VUJMJ[F�EVSJOH�
slow service periods. Most service capacity also is limited by the number of trained 
personnel available at any one time, with large differences between slow and peak 
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periods. How do channel managers deal with the complex and interrelated issues 
involved in the coproduction and perishability of inventory of services?

Similar to responses to increases in intangibility and heterogeneity, a channel man-
ager who wants to control the experience might sell directly to the customer without 
any intermediary channels. However, with greater coproduction, the relative importance 
of being geographically and temporally convenient to customers also increases, because 
the customer needs to be involved. The inability to inventory services also means that 
every location must have the capacity to “produce” the service at the time and loca-
UJPO�PG�UIF�DVTUPNFS�T�DIPJDF��#PUI�UIFTF�TFSWJDF�DIBSBDUFSJTUJDT�SFRVJSF�B�DMPTF�NBUDI�
between the offering and the customer’s location and time of purchase, so channels pro-
vide a critical function that manufacturers transitioning into services often have trouble 
providing—especially if the offering retains a significant product component. In this 
case, an e-commerce channel cannot suffice for example. Channel managers want more 
control over the experience, so channel intensity needs to decrease, even as monitoring 
and targeting of channel members to specific customer groups or geographical areas 
has to increase to achieve better control over the coproduction experience. Depending 
on the offering, temporal and geographic coverage could be improved through a combi-
nation of direct selling, traditional retail, and e-commerce or hybrid channels.

In summary, to adjust to higher levels of coproduction and inventory perishability, 
channel managers in service settings need to build hybrid channel structures, in which 
distinct channels address specific customer needs, times, segments, or geographies.

Effects of Product Aspects on Channel Strategies

Many firms shifting into services do so in stages, beginning by bundling services 
BSPVOE�UIFJS�DPSF�QSPEVDU��+VTU�BT�&NFSTPO�BEEFE�GJOBODJOH�MFBTJOH�NBJOUFOBODF�BOE�
XBSSBOUJFT�UP�JUT�SFGSJHFSBUJPO�FRVJQNFOU�PS�*#.�JOJUJBMMZ�BEEFE�TPGUXBSF�TPMVUJPOT�UP�
its hardware products, in the early stages, the product features often overwhelm the 
service characteristics. However, as the service ratio increases, specific service char-
acteristics become more important for determining a firm’s channel strategy. Near the 
end of IBM’s service transformation, it bundled Sun Workstations (a product competi-
tor) into its offerings and sold off its laptop and personal computer divisions, reflect-
ing the decreasing importance of these core products. Today IBM solution offerings 
(consulting) have little product content and are nearly pure services. This threshold 
is critical to IBM’s channel strategy, because it no longer needs or desires to have 
JOUFSNFEJBSJFT�� 3BUIFS� JUT� DVTUPN� TPMVUJPOT� SFGMFDU� DMPTF� USVTUJOH� SFMBUJPOTIJQT�XJUI�
end-customers. When a firm transitions to the point of pure services with no physical 
products, it often has little need for traditional channel structures (e.g., warehousing 
and inventorying of physical products), and channel strategies are determined mainly 
by the service offering.

Consider what happened to music retailers when there was no longer any “prod-
uct” aspect to their offering (i.e., records and CDs were replaced by music down-
MPBET
��-PDBM�NVTJD�SFUBJMFST�	F�H��7JSHJO�3FDPSET�5PXFS�3FDPSET
�FGGFDUJWFMZ�EJTUSJCVUFE�
records and CDs to diverse groups of local customers, most of whom would not travel 
very far to shop for music; these retailers thus could target the specific needs of their 
MPDBM�DVTUPNFST��3FUBJMFST�OFBS�VOJWFSTJUJFT�DBSSJFE�$%T�TVJUFE�UP�B�ZPVOHFS�NPSF�IJQ�
clientele; those near more affluent suburbs maintained a larger inventory of classical 
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music. Furthermore, they hired knowledgeable personnel to staff their stores. However, 
once the physical “product” grew less important, the service could be promoted, 
ordered, delivered, and billed over the Internet at any time and to nearly any location. 
Thus, the demand for local music retailers diminished. The Internet was an enabling 
technology; the removal of the “product” aspect of the offering in turn enabled the 
e-commerce channel to perform the majority of the channel functions. Similar disap-
pearances of the “product” aspects from an offering often lead to disintermediation of 
channel members and a turbulent restructuring of the channel system.

Overall, the higher the service ratio of the offering, the larger the impact on the 
firm’s channel strategy. The impact increases especially dramatically when the sup-
plier no longer offers any physical products. The effect stems from multiple factors:

 1. The intermediary performs fewer traditional channel functions for a pure service 
offering.

 2. The supplier needs more control over the overall service experience (e.g., 
personnel).

 3. Bilateral communication with customers is critical to enable problem solving and 
innovation.

Effects of Acquiring Service Capabilities, Infrastructure, and Knowledge

8IFO�B�QSPEVDU�TVQQMJFS�BEPQUT�B�TFSWJDF�USBOTJUJPO�TUSBUFHZ�JU�RVJDLMZ�SFDPHOJ[FT�UIBU�
JU�NVTU� HBJO� BDDFTT� UP� TQFDJBMJ[FE� TFSWJDF� DBQBCJMJUJFT� JOGSBTUSVDUVSF� BOE� LOPXMFEHF��
Suppliers have multiple avenues to do so, each with its own benefits, costs, and chan-
nel implications. The three main approaches are in-house development, collaborating 
XJUI�BO�FYJTUJOH�QSPWJEFS�BOE�BDRVJTJUJPO��4PNF�GJSNT�IBWF�EFWFMPQFE�in-house service 
capabilities successfully; many more have failed in their efforts to do so.16 For example, 
(&�FGGFDUJWFMZ�FYFDVUFT�TQBSF�QBSUT�TVQQMZ�NBJOUFOBODF�BOE�XBSSBOUZ�TFSWJDFT�GPS�UIF�
KFU�FOHJOFT�JU�NBOVGBDUVSFT�CFDBVTF�(&�BMSFBEZ�IBE�UIF�LOPXMFEHF�BOE�SFMBUFE�TFSWJDF�
skills to do so, due to the overlap with its product business. However, in-house service 
development is often slow and expensive, with no guarantee that a product-focused firm 
can ever develop sufficient capabilities to compete head-to-head with a services-only 
firm. Furthermore, in-house development often pits a supplier directly against its channel 
partners, competing for service delivery rights. When service sales are minor, the man-
agement team that launched the services often is also responsible for the channel rela-
tionship, which can place them in direct competition with channel members, which can 
lead to channel conflict. This conflict can be aggravated when the in-house development 
QFSUBJOT�UP�TFSWJDFT�SFMBUFE�UP�UIF�DPSF�QSPEVDU��%FDJTJPOT�UIBU�NJOJNJ[F�DIBOOFM�DPOGMJDU�
can also undermine the success of the firm’s service transition strategy.

For service offerings farther from the core offering, firms may achieve more suc-
cess if they collaborate closely with an existing service provider. These partnerships 
might be formal joint ventures, contractual agreements, or relationally governed part-
nerships. The advantage of this approach is that the focal firm can select its partners 
on the basis of their specific capabilities, the customer groups served, or a lack of con-
flict. The disadvantages are the same as those that refer to any interfirm partnership: 
(1) potential loss of proprietary information, (2) management complexities, (3) culture 
clashes, or (4) loss of control of the relationship with the end-user.17 Product-focused 
firms also may have difficulty writing contracts for services, which must be more open 
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ended than a typical product-based contract. Collaborating reduces risk by limiting the 
level of investments in the service transition strategy, and possibly reducing channel 
conflict, but it creates its own execution risks.

An obvious alternative would be to collaborate with existing channel members—
an option that is viable if the channel member has the necessary service capabilities, 
though it also generates some additional concerns. First, channel members not included 
JO�UIF�TFSWJDF�CBTFE�QBSUOFSTIJQ�NBZ�CFDPNF�EFNPUJWBUFE��3BSFMZ�JT�JU�GFBTJCMF�UP�MBVODI�
services with all existing channel partners. Second, a supplier could “teach” the chan-
nel member to sell services, which would shift the balance of power and make future 
service efforts by the supplier more difficult. Apple’s success in the mobile market has 
SFRVJSFE�JU�UP�CVJME�B�TUSPOH�FOUFSQSJTF�GPDVTFE�DPOTVMUBOU�OFUXPSL�XJUI�EPXOTUSFBN�
channel members to provide necessary support services.18 As Sidebar 9-1 describes, 

Sidebar 9-1
Fujitsu and Federal Express build a close relationship

In the 1990s, Fujitsu’s personal computer division 
conducted 70 percent of its business in Japan. 
Fleeing fierce competition, Fujitsu entered the 
U.S. laptop market, only to discover the competi-
tive situation was just as bad there. Disappointed 
with its performance, Fujitsu conducted a thorough 
review that pinpointed logistics as a major problem. 
Laptops were manufactured in Tokyo, and then 
shipped by sea in large batches to two warehouses 
on the West Coast. The result was that channel 
partners were served too slowly.

Recognizing that logistics is a channel com-
petence, Fujitsu transferred all warehousing and 
distribution functions to a third party, Federal 
Express. Fujitsu also made a FedEx-specific invest-
ment by opening a customer support center near 
Memphis, Tennessee—the FedEx superhub, which 
is poorly served by other carriers. Fujitsu further 
increased its reliance on FedEx by closing one of its 
West Coast warehouses.

Fujitsu’s site-specific investment created 
close physical proximity, which fueled communica-
tion. FedEx then came up with a radical idea: Why 
bring finished laptops from Tokyo? Why not instead 
expand the Memphis facility to create customized 
laptops? One key hurdle was final assembly: FedEx 
suggested CTI, a company that did such work for 
many other FedEx customers. (FedEx got the idea 
from its work with another customer, Dell Computer. 
Channel members provide economies of scope!)

Fujitsu implemented the idea. Subassemblies 
flown from Osaka to Memphis get turned over to 

FedEx and CTI. FedEx takes operational responsibil-
ity for the entire subassembly and customization 
process, and then delivers the final product to retail-
ers or end-users.

Within a year, Fujitsu was no longer taking 
a month to supply mass-produced products to its 
channel. Instead, it transformed its business into a 
customized production offering, with delivery guar-
anteed within four days of order placement. The 
effect on its competitive advantage and profit has 
been spectacular, leading one analyst to describe the 
relationship as follows:

Fujitsu entered the relationship with a spirit 
of true strategic alliance. The company didn’t 
choose FedEx because it was the cheapest 
provider. Nor did it reward its purchasing 
managers for jerking around and lying to 
FedEx to save a few yen. Nor did it enter the 
“partnership” with an arm’s-length, quasi-
adversarial, hyper-legalistic, super-secretive, 
no-trust, lowest-cost-at-all-cost, dump-
them-tomorrow-if-we-get-a-better-deal 
mind-set.

Instead, it enlisted FedEx as a full, active, inti-
mate partner. Fujitsu and FedEx tackled Fujitsu’s 
operational problems together—openly and 
 cooperatively—and developed a revamped logis-
tics package as a result in order to deliver a new 
service to customers.19
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'VKJUTV�DPMMBCPSBUFE�XJUI�'FE&Y�UP�QSPWJEF�DVTUPNJ[FE�MBQUPQT�UP�UIF�6�4��NBSLFU�XJUI�B�
guaranteed four-day delivery window.

The last alternative would be to acquire a services company that provides the 
necessary capabilities, which in turn can more easily be partitioned from existing 
channel members to reduce conflict—at least temporarily. This strategy is the fastest 
option, and it probably has the most chance of success from a strategic standpoint, 
FWFO� JG� BDRVJTJUJPO� DPTUT� PGUFO� VOEFSNJOF� UIF� DIBODFT� PG� TVDDFTT� GSPN� B� GJOBODJBM�
TUBOEQPJOU��*O�NBOZ�DBTFT�TVQQMJFST�JOJUJBMMZ�PQFSBUF�UIF�BDRVJTJUJPO�XJUI�B�TFQBSBUF�
management team, so the firm can focus separately on each part of the business. 
$SFBUJOH�B�TUBOE�BMPOF�TFSWJDF�PSHBOJ[BUJPO�XJUI�JUT�PXO�HPBMT�BDUJPO�QMBOT�BOE�GJOBO-
cial targets may increase the success rate of service transition strategies.

3FTFBSDI�PO�TFSWJDF�USBOTJUJPO�TUSBUFHJFT�BMTP�IJHIMJHIUT�PUIFS�GBDUPST�UIBU�IFMQ�
manufacturers become successful service providers. First, manufacturers need to shift 
more resources toward the selection, training, and compensation of boundary span-
ning personnel, who are far more critical in service-oriented businesses. Second, cus-
tomer assessment and feedback gain importance, because services often deal with 
intangibles and tend to be more oriented toward customer benefits. Third, manufac-
turers need deeper relationships with customers, as a critical step in solution selling. 
'PVSUI�NBOVGBDUVSFST�IBWF� UP�DIBOHF�UIF�DVMUVSF�PG� UIFJS�PSHBOJ[BUJPO� UP�CF�NPSF�
customer centric.20

Channel Members’ Responses to Service Transition Strategies

Our discussion thus far has adopted the perspective of the upstream supplier or man-
ufacturer. In many cases, the impact of the manufacturer’s strategy has negative impli-
cations for its downstream channel partners. Thus, these channel members seek to 
provide services to customers themselves. In response to similar business drivers, 
downstream channel members adopt service transition strategies; for example, Arrow 
&MFDUSPOJDT�IBT�BEEFE�USBJOJOH�LJUUJOH�QSPHSBNNJOH�BOE�BTTFNCMZ�UP�JUT�PSJHJOBM�FMFD-
tronics distribution functions.21 These efforts may be performed in partnership with 
suppliers, or else the channel members might compete in a portion of the business 
portfolio. Channel members in closer proximity to the customer often enjoy a posi-
tional advantage in this competition, especially with regard to relationship building 
and coproduction.

If channel members anticipate a risk of disintermediation by their supplier, they 
often withdraw their own effort, investigate ways to counter the potential negative 
effects by shifting focus and sales to competitive products or services, or launch their 
own services. Both manufacturers and channel intermediaries must respond to the 
shift toward service-based economies and its disruption of traditional channel struc-
tures and strategies. Thus, shift to services often leads to conflict, but it also can pro-
vide opportunities for the firms that can adapt well.

CHANNEL STRATEGIES FOR GLOBALIZATION

(MPCBMJ[BUJPO�JO�NBOZ�NBSLFUT�BOE�JOEVTUSJFT�JT�DBVTJOH�DIBOHFT�UP�DIBOOFM�TZTUFNT��
5PEBZ�JOUFSOBUJPOBM�USBEF�BDDPVOUT�GPS����QFSDFOU�PG�HMPCBM�(%1�BOE�BT�USBEF�RVJDLMZ�
expands across borders, firms and foreign customers are becoming increasingly 
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interlinked.22 Suppliers and their downstream channel partners are expanding glob-
ally; both suppliers (e.g., Procter & Gamble) and retailers (e.g., Wal-Mart) see interna-
tional expansion as a primary source of sales growth in the next decade. The impact 
on the channel structure and channel relationships depends on who leads the way 
into international markets and if both parties enter the same new markets. If Procter 
& Gamble (P&G) wants to sell its products in a new international market, it will try 
to find the channel with the best access to targeted end-users, which may not be the 
same as the best channel for the home market. Thus, suppliers often have to build new 
channel relationships when entering new markets. This situation is ripe for conflict and 
disruption to existing channel relationships, because the entering supplier builds new 
relationships with local channels that can undermine existing channel relationships in 
the new market. In addition, if the home country retailer is entering the same inter-
national market as its suppliers, the suppliers need to manage relationships with both 
home market and local retailers. Alternatively, when retailers enter new international 
markets, they often continue to offer their existing supplier’s products, supplemented 
with locally sourced products.

"OPUIFS� TJHOJGJDBOU� JNQBDU�PG� HMPCBMJ[BUJPO� JT� UIF�POF�PO� TNBMM� GBNJMZ�PXOFE�
retailers, which has long been one of the most common retail formats. But global 
retailers continue to expand internationally; the top 10 retailers have increased the 
number of countries in which they sell by more than 60 percent in the past decade, 
such that their combined sales exceeded US$1.1 trillion in 2010.23 Such growth results 
GSPN�UIF�BDRVJTJUJPO�PG�MPDBM�SFUBJMFST�BOE�EJSFDU�FOUSZ�JOUP�OFX�NBSLFUT�XIJDI�DBO�
erode prices and diminish sales by local retailers. The global expansion of both sup-
pliers and channel partners also is an important factor for understanding changes 
to existing channel ecosystems. Specifically, when both suppliers and downstream 
channel members (distributors, retailers) expand into international markets, important 
RVFTUJPOT�BSJTF�

t�How does globalization influence established channel ecosystems?
t�What are the most effective channel structures and strategies for entering new 

markets?

Drivers of Globalization

5IF�QVTI�GPS�HMPCBMJ[BUJPO�JT�PGUFO�JOUFOTF��5P�VOEFSTUBOE�UIF�JOGMVFODF�PG�UIJT�USBOTJ-
tion on channel strategies, it is helpful to identify the underlying motivation. Channel 
participants expand internationally in search of revenue growth when domes-
tic markets become saturated. Thus, three of the world’s largest retailers—Wal-Mart 
(the United States), Metro Group (Germany), and Tesco (the United Kingdom)—have 
grown three times faster in developing markets than in their domestic markets in 
recent years.24 The promises of a larger and growing population, expanding consump-
tion, and a fragmented competitive landscape make developing markets especially 
tempting for large suppliers and retailers. These opportunities become even more 
appealing when the home market is marked by aging populations, decreasing birth-
rates, and increasing competitive rivalry (e.g., Japan, Italy, the United States).

"MUIPVHI�UIF�PWFSXIFMNJOH�NBKPSJUZ�PG�HMPCBMJ[JOH�BDUJWJUZ�JOWPMWFT�GJSNT�GSPN�
developed markets entering developing markets, some suppliers from emerging mar-
kets also are expanding into developed markets. The largest maker and distributor of 
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down clothing in China, Bosideng, has opened retail stores in New York and Milan to 
increase its brand prestige and better position itself for future growth.25

The opening of international markets to foreign development, due to expand-
ing trade agreements or a desire to increase foreign investment, further encourages 
expansion plans. Wal-Mart has cited a relaxation to India’s foreign investment rules as 
the key to the rise of new stores that seek to tap India’s $490 billion retail market.26 
In a similar fashion, advances in infrastructure in emerging markets make expan-
sion viable. Beyond roads, legal structures, electrical power, and telecommunication 
improvements, the increasing availability and use of the Internet as an information 
and shopping source provides low cost access to new markets. The capability of the 
Internet to accelerate international expansion cannot be overstated. For example, in 
2012, Neiman Marcus shipped luxury goods to more than 100 countries, with a flat 
shipping rate of $19.95, to increase its exposure, and J. Crew reported sales in 107 
different countries through its outsourced, global, e-commerce platform.27 By entering 
new markets through online sales, the seller reduces its financial risk, makes it easy 
for users to evaluate its product assortments, and is able to build a base of customers 
prior to establishing an expensive brick-and-mortar footprint.

The focus on globalization by both upstream and downstream channel mem-
bers thus is driven primarily by their desire to expand sales by leveraging the relative 
demographic and competitive advantages in developing versus developed markets, 
enabled by new enhancements to global infrastructures, changes in regulatory/legal 
conditions, and the expansion of Internet coverage.

Effects of Globalization on Channel Strategies

The top management of both upstream and downstream channel members cite global 
expansion as a top priority, with notable effects on a firm’s channel strategy. Most 
large firms from developed nations have already entered other developed countries; 
on average, the top 10 retailers sell into 16 countries. Among large U.S. firms for 
example, nearly 50 percent of sales come from outside the U.S. market. Thus, recent 
expansion mainly focuses on developing markets. Many leading suppliers and retail-
ers also worry that their competitors will gain an initial foothold in new markets by 
BDRVJSJOH�PS�DPMMBCPSBUJOH�XJUI�UIF�TUSPOHFTU�MPDBM�QBSUOFST��-BUFS�FOUSBOUT�UP�B�OFX�
market often lack many strategic alternatives, because early entrants already have 
BDRVJSFE�PS�FOUFSFE�JOUP�KPJOU�WFOUVSFT�XJUI�UIF�iCFTUw�QBSUOFST�BOE�UIFJS�CSBOE�CVJME-
ing efforts are well established.

The next decade is likely to be witness to a tough race to expand into the next 
tier of global markets. Figure 9-2 contains a ranking of the top 30 countries in the 
developing world, according to their attractiveness on four key criteria: market attrac-
UJWFOFTT�DPVOUSZ�SJTL�NBSLFU�TBUVSBUJPO�BOE�UJNF�QSFTTVSF��#SB[JM�$IJOB�BOE�*OEJB�BSF�
in the top five, based on the number of consumers in each country; Chile and Uruguay 
might seem less obvious. China’s score of 100 of 100 on time pressure reflects the criti-
cality of timing, because the channel structure and relationships are already starting to 
mature in some industry segments.

As new markets open and both upstream and downstream channel partners 
enter the same high-potential new markets, increased competitive rivalry may dis-
rupt their existing channel relationships. The first entrants into a new market seek to 
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FIGURE 9-2 Retail opportunities in developing markets

2012 
Rank Country Region

Market 
Attractiveness 

(25%)

Country 
Risk 

(25%)

Market 
Saturation 

(25%)

Time 
Pressure 

(25%)

1 Brazil Latin America 100.0 85.4 48.2 61.6
2 Chile Latin America 86.6 100.0 17.4 57.1
3 China Asia 53.4 72.6 29.3 100.0
4 Uruguay Latin America 84.1 56.1 60.0 52.3
5 India Asia 31.0 66.7 57.6 87.9
6 Georgia Central Asia 27.0 68.7 92.6 54.0
7 United Arab 

Emirates
MENA 86.1 93.9 9.4 52.9

8 Oman MENA 69.3 98.3 17.4 50.4
9 Mongolia Asia 6.4 54.4 98.2 75.1

10 Peru Latin America 43.8 55.5 62.9 67.2
11 Malaysia Asia 56.7 98.1 18.9 54.8
12 Kuwait MENA 81.1 88.7 36.4 20.3
13 Turkey Eastern Europe 78.8 69.3 32.3 33.1
14 Saudi Arabia MENA 63.1 81.8 35.4 33.0
15 Sri Lanka Asia 12.7 68.3 79.0 51.3
16 Indonesia Asia 39.6 61.6 47.0 62.4
17 Azerbaijan Central Asia 19.2 41.5 93.6 53.2
18 Jordan MENA 45.8 65.3 69.5 23.8
19 Kazakhstan Central Asia 31.5 47.5 75.5 47.5
20 Botswana Sub-Saharan Africa 44.4 88.1 42.7 23.7
21 Macedonia Eastern Europe 43.6 46.5 55.9 56.6
22 Lebanon MENA 60.2 30.2 48.9 54.2
23 Colombia Latin America 47.8 70.1 36.7 36.6
24 Panamas Latin America 53.4 68.8 42.0 25.2
25 Albania Eastern Europe 24.6 47.6 74.8 39.9
26 Russia Eastern Europe 80.2 53.6 19.6 32.2
27 Morocco MENA 23.5 58.2 48.2 49.2
28 Mexico Latin America 71.9 70.0 15.1 20.3
29 Philippines Asia 28.3 54.6 52.5 38.3
30 Tunisia MENA 35.7 55.4 65.0 14.4

Source: Kearney, A. T. (2012), “Global Retail Development Index Report,” www.atkearney.com.
Notes: MENA = Middle East, North Africa. Market Attractiveness: 0 = low attractiveness, 100 = high 
 attractiveness. Country risk: 0 = high risk, 100 = low risk. Market Saturation: 0 = saturated, 100 = not saturated. 
Time Pressure: 0 = no time pressure, 100 = urgency to enter.
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BDRVJSF�BOE�CVJME�BMMJBODFT�XJUI� UIF�TUSPOHFTU� MPDBM� GJSNT�	XIPMFTBMFST�EJTUSJCVUPST�
retailers) to speed their sales growth, reduce risk, and limit competitors’ alternatives. 
During this initial shakeout period, the high level of conflict leads partners to build 
relationships rapidly, despite the divergent cultural and business norms they might 
face. Some key initial strategic channel decisions include which end-user segments 
to target, the level of intensity/selectivity to implement in the network, and the types 
of channel members to include in the channel system (see Chapter 5 for a review of 
channel design decisions). If many channel members are added to the network, each 
firm’s motivation can be undermined, and conflict increases. More exclusivity can 
increase a channel member’s willingness to invest in the products, but there might 
be a corresponding loss of market coverage by the supplier. For example, Apple gave 
exclusivity to Dixons (a U.K. consumer electronics retailer) to sell iPads ahead of rival 
retailers; Dixons reciprocated by adding customer service centers to provide special-
J[FE�UFDIOJDBM�TVQQPSU�GPS�"QQMF�T�QSPEVDUT�28

Perhaps the most difficult decision a firm makes is how much to change its 
existing channel structure and strategy to adapt to local conditions. This decision 
determines not only how well the firm fits the local market but also its ultimate abil-
ity to compete and exploit its sustainable competitive advantage in the marketplace. 
When Wal-Mart expands into new markets, it seeks to leverage its economies of scale 
BOE�FYQMPJU�JUT�TJ[F�BOE�TDPQF��UIJT�FGGPSU�BTTVNFT�UIBU�TVDI�BTTFUT�XIJDI�IBWF�CFFO�
advantageous in its home market, also are beneficial in new markets. The retailer’s 
failed expansion into Germany offered an example of what happens when such an 
assumption is incorrect. Wal-Mart’s internal resources (logistics, low-cost processes) 
simply could not be leveraged in Germany, because German consumers prefer special-
J[FE�HSPDFSZ�TUPSFT�JOTUFBE�PG�POF�TUPQ�TIPQQJOH�29

Firms have several alternatives to accelerate their international expansion. The 
NPTU�DPNNPO�BQQSPBDIFT�BSF�BDRVJTJUJPO�KPJOU�WFOUVSFT�QBSUOFSTIJQT�GSBODIJTJOH�BOE�
EJSFDU�NBSLFU�FOUSZ��&BDI�BQQSPBDI�IBT�TQFDJGJD�TUSFOHUIT�BOE�XFBLOFTTFT��)PXFWFS�
most firms find that a combination of market entry strategies is most effective; the 
exact combination depends on the market, legal, and competitive landscape. Tesco has 
enjoyed a relatively strong international growth record for more than 20 years, growing 
from being a local U.K. retailer to one of the largest supermarkets in the work, largely 
by matching its entry strategy to local market conditions. Tesco started in 1993 with 
the acquisition of Catteau in France. Then it entered South Korea with a joint venture 
with Samsung in 1999, and it expanded in the United States in 2007 by opening its own 
stores. In each case, Tesco evaluated the local market and potential alternatives, and 
then selected the entry strategy it deemed most effective.

"O�BDRVJTJUJPO�BQQSPBDI�PGUFO�IFMQT�UIF�FOUSBOU�RVJDLMZ�SFBDI�B�NFBOJOHGVM�MFWFM�
of sales in a market and integrates local managers with firsthand knowledge of the mar-
LFU��)PXFWFS�BDRVJSJOH�B�GJSN�XJUI�B�EJGGFSFOU�DPSQPSBUF�DVMUVSF�BOE�CVTJOFTT�NPEFM�DBO�
make integration with the overall firm difficult. Firms typically want to integrate all of their 
BDRVJTJUJPOT�JOUP�POF�DVMUVSF�CVTJOFTT�TZTUFN�BOE�TFU�PG�QPMJDJFT�XIJDI�IBT�UIF�QPUFOUJBM�
UP�VOEFSDVU�MPDBM�FNQMPZFFT�BOE�CVTJOFTT�TVDDFTT��*O�BO�BDRVJTJUJPO�UIF�BDRVJSFS�UBLFT�PO�
all the risk; in alliances or joint ventures, the local partner tends to remain more engaged. 
Another approach is to use a franchising model, such that the business format (brands, 
processes, offerings) remains the same but local owners and managers operate the chan-
nels. Franchising offers the benefits of attracting, retaining, and motivating local managers 
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XIP�BSF�DVMUVSBMMZ�TFOTJUJWF��JU�BMTP�NBZ�BMMPX�B�GJSN�UP�FYQBOE�NPSF�RVJDLMZ�CFDBVTF�UIJT�
BQQSPBDI�SFRVJSFT�MFTT�DBQJUBM�GSPN�UIF�GJSN�FOUFSJOH�UIF�NBSLFU�

'JSNT� FOUFSJOH� B� NBSLFU� TIPVME� SFDPHOJ[F� UIBU� 	PUIFS� UIBO� NFFUJOH� GJOBODJBM�
objectives) the greatest barrier, for both suppliers and retailers, is often the ability to 
gain local knowledge and execution capability.30 Navigating local regulatory, govern-
mental, and business conditions can be incredibly difficult for outsiders. A local face 
to put on the business, local networks of relatives, friends, and business associates, is 
often necessary to resolve problems and advance the business. This demand is espe-
DJBMMZ�BDVUF�JG�UIF�FOUSZ�TUSBUFHZ�SFRVJSFT�UIF�BDRVJTJUJPO�PG�MBOE�PS�CVJMEJOH�GBDJMJUJFT�UP�
meet local regulatory and political hurdles.

.VDI�PG�UIJT�EJTDVTTJPO�JT�FRVBMMZ�BQQMJDBCMF�GPS�VQTUSFBN�TVQQMJFST�PS�EPXO-
stream channel members. However, there is one major difference for downstream 
channels, in that these channel members often continue to source many of their prod-
ucts from existing suppliers. In essence, the upstream supplier gets introduced into 
the new market by its channel partners. In contrast, when an upstream supplier wants 
to enter a new market, it typically seeks to partner with the strongest local channel 
member, rather than introducing its “home” channel partners into that new market. 
If the supplier builds a strong business relationship with its local partner, it becomes 
even more difficult for home channel members to enter. Many of the products to 
which they have access and with which they are most familiar already are being sold 
in the new market. Thus, downstream channels may feel more pressure than upstream 
suppliers to enter new markets early and with a larger initial presence.

Finally, the allure of growth through emerging markets is great, but international 
expansion also involves significant risk. In 2012 alone, Tesco, Wal-Mart, Carrefour 
SA, and Home Depot all announced significant changes, pullbacks, or outright exits 
from the Chinese market, because their business models just were not working.31 
8BM�.BSU�QMBOT�UP�IBMWF�JUT�TRVBSF�GPPUBHF�PG�GMPPS�TQBDF��5FTDP�JT�DMPTJOH�TUPSFT�BOE�
consolidating those stores still open in an attempt to improve profitability. Home 
Depot closed the last of its 12 stores in China, after years of attempting to copy its 
U.S. strategy of cutting out intermediaries by receiving products straight from suppli-
FST�BOE�TFMMJOH�UIFN�UP�MPDBM�DPOTVNFST��#VU�)PNF�%FQPU�DPVME�OFWFS�RVJUF�CSFBL�UIF�
lock on Chinese distribution channels or leverage its global supply base. In addition, 
Chinese consumers rarely have space to store tools, so they hire local businesses to 
make home repairs, which undermines Home Depot’s very business model (and also 
implies the chain’s lack of local market knowledge). Finally, its fixed price policy 
caused problems, because haggling is a norm in China and an appealing part of the 
shopping experience for many consumers. Because its approach did not fit end-users’ 
needs, and few of its competitive advantages offered value in the Chinese market, the 
example of Home Depot offers a good summary of the barriers and risks that firms 
face when expanding into new markets.

In summary, most suppliers and their downstream channel partners enter devel-
oping markets to access the large, growing opportunities—despite the significant risk 
associated with introducing their business models into a new culture and economic 
FOWJSPONFOU��'JSNT�VTF�WBSJPVT�FOUSZ�BQQSPBDIFT�GSPN�BDRVJSJOH�PS�CVJMEJOH�BMMJBODFT�
with local firms to direct market entry, depending on the local circumstances. When a 
firm enters a new market though, it nearly always faces significant conflict and must 
CVJME�OFX�SFMBUJPOTIJQT�RVJDLMZ�
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CHANNEL STRATEGIES FOR E-COMMERCE

The third key trend is the increasing importance of e-commerce (i.e., online, Internet-
based sales) to global business, which influences channel structures and strategies in 
a multitude of ways. The technology, logistics, and market reach capabilities of the 
online channel allow suppliers to sell directly to customers, often without intermedi-
ary channel participation. The Internet enables startups and new firms to sell directly 
to customers, undermining the power of channel intermediaries; it also diminishes 
the geographic, temporal, and informational constraints that were fundamental to 
the design of existing channel systems. The shift to online purchases has perhaps 
most dramatically transformed the channel system for the sales of books and music, 
such that for books and music retailers with some e-commerce sales more than 70 
percent of book and 80 percent of music sales in the United States are via e-com-
merce.32 Prior to the Internet, suppliers of music and books built a channel structure 
of traditional brick-and-mortar retailers to deliver books and music, which entailed 
shipping, inventorying, and selling to end-users that were geographically dispersed. 
With e-commerce, suppliers can reach customers anywhere, at any time of day, and 
provide immediate delivery, without needing to locate inventories in proximity to 
DVTUPNFST�BMM�PG�XIJDI�SFNPWFT�NBOZ�DPTUMZ�DIBOOFM�MBZFST��&YJTUJOH�CPPL�BOE�NVTJD�
retailers instead offer expensive assets (e.g., buildings), high labor and inventory 
costs, and limited hours, which makes the rapid shift to e-commerce understandable 
for these offerings.

The shift to services can also be enabled by e-commerce channels, especially 
when the offering contains limited product content. For example, e-commerce helps 
local artists distribute their music to consumers directly and cut out large recording 
studies, as well as music retailers. Accounting for e-commerce trends when designing 
a channel structure and strategy thus is critical for a multitude of product and service 
categories, because these trends have the potential to influence a multitude of the key 
channel functions (e.g., promotion, negotiation, ownership, ordering, payment, infor-
mation sharing) we outlined in Chapter 1. Internet-based channels are important in 
UIFJS�PXO�SJHIU�CVU�BMTP�DSJUJDBM�UP�FOBCMJOH�UIF�TIJGU�UP�TFSWJDFT�BOE�UIF�HMPCBMJ[BUJPO�
of industries. As both suppliers and other channel members (distributors, retailers) 
BEE�POMJOF�TBMFT�DIBOOFMT�TPNF�JNQPSUBOU�RVFTUJPOT�BSJTF�

t�How does the shift to e-commerce influence established channel ecosystems?
t�What are the most effective channel structures and strategies for adding 

 e-commerce sales channels?

Drivers of Increased E-Commerce

The move to e-commerce in the marketing channel ecosystem has been intense and 
accelerating. The primary driver is firms’ desire to tap the large and growing online 
market. In 2012, e-commerce sales exceeded $1 trillion for the first time; they are 
predicted to reach $1.3 trillion in 2013. The United States represents the largest mar-
ket, with $343 billion in sales, followed by China, the United Kingdom, Japan, and 
Germany.33 To understand the rapid growth and ultimate impact of this transition on 
channel strategies, it is helpful to identify the underlying drivers of this change. The 
BNB[JOH�IJTUPSZ�PG�Zappos.com, as described in Sidebar 9-2—from its launch online in 
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�����UP�CFDPNJOH�UIF�XPSME�T�MBSHFTU�TIPF�SFUBJMFS�JO������QVSDIBTFE�CZ�"NB[PO�JO�
2009—highlights some of the inherent advantages of an online business.34

In the previous section, we noted that the motivations for many firms to expand 
channel structures globally included increased sales growth, though entering new 
markets also is risky. Similarly, many firms employ e-commerce channels to enter 

Sidebar 9-2
Zappos.com, an e-commerce fairytale

Once upon a time, Nick Swinmurn went to his local 
mall to find a pair of his favorite shoes, in the right 
color and size. After spending the better part of 
his day searching store after store, he gave up and 
left empty handed. That got Swinmurn thinking: 
There had to be a better way. He raised $150,000 
in initial capital and started shoestore.com, but that 
name quickly seemed too generic, so he renamed it 
something fun and different: Zappos.com.

As soon as Zappos hit the Internet, its busi-
ness exploded. Swinmurn easily recognized the 
limitations of traditional brick-and-mortar stores, 
including limited inventory and high search costs 
for consumers. Instead, Zappos.com allowed cus-
tomers, sitting in the comfort of their own homes, 
to find exactly the shoes they wanted by carrying a 
large variety of sizes, colors, brands (150 in the first 
year), models, and widths. Zappos was accessible 
online 24/7, so customers also could shop when-
ever it was convenient, not just when the mall or 
storefront was open. With few downsides, custom-
ers quickly fell in love with the Zappos experience.

Wanting to be more than just a temporary 
Prince Charming, Zappos also began providing dedi-
cated accounts and passwords for easy repeat pur-
chases. It was one of the first e-commerce businesses 
to offer free shipping and free return shipping within 
60 days, which eliminated one of its few downsides. 
That is, consumers no longer faced the risk of being 
stuck with a shipped item that they did not like or 
that did not fit. A toll-free, live customer service 
department further distinguished Zappos as the com-
pany that cared about consumers. By 2000, Zappos’ 
sales reached $1.6 million, and just a few years later, 
it had become the world’s largest shoe retailer.

But such rapid growth meant Zappos needed 
help—a lot of it, and fast. In 2000, it partnered with 
Venture Frog Incubators to lure customers even 

more effectively, using the investment it received 
to expand its brand offerings and promote contests 
and giveaways. In addition, Zappos entered into an 
agreement with West Coast Shoe Pavilion to run its 
online e-commerce site (shoepavilion.com). Even as 
it was changing the shoe market, Zappos kept look-
ing for new ways to expand. In 2004 and 2005, it 
further increased the size of its inventory. But with 
its continued growth, Zappos confronted an unex-
pected limitation for an e-commerce firm: It needed 
to hire more people to handle its vast sales and 
increasingly complex structure.

In 2009, Amazon came to the rescue, purchas-
ing Zappos for a whopping $850 million. But this 
was no simple buyout, in that Zappos would con-
tinue to operate away on its own, separate from the 
“Amazon umbrella.” The unconventional choice, for 
Amazon at least, reflected just how effective Zappos 
has been at building its brand and its reputation for 
customer service.

Today Zappos continues to grow and expand. 
Its Zappos Insights division provides consulting ser-
vices to help companies build their own strong cul-
tures. To clarify its focus on broader ranges of items, 
it launched Zappos Couture to sell high-end shoes 
and apparel.

All of this—along with 2010 gross sales of 
$1 billion in footwear and more than $5 billion in 
clothing—came from a simple idea, sparked by 
a frustrating trip to the mall. Nick Swinmurn has 
built a worldwide brand that stands for great cus-
tomer service, convenience, value, and compassion. 
The possibilities for Zappos thus appear endless: 
shoes, clothing, consulting, or even an airline. This 
 e-commerce story is even more compelling when 
we consider that Zappos and its growth are no 
 fairytale but a true case of a happy ending, pro-
duced by a superior channel strategy.35
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new markets, such that the online channel becomes a platform to gain initial sales 
and learn about local customer priorities or else serves as a primary sales strategy in a 
particular market. An e-commerce entry strategy can be relatively less costly, because 
it demands little infrastructure or local staff. Many firms even outsource their supply 
chain and logistics to third parties that have regulatory, legal, or transportation exper-
tise in local markets.

Yet some developing markets simply lack the infrastructure, online awareness, or 
customer acceptance to support an online market entry strategy. Similar to the ranking 
of developing countries for overall market entry, A. T. Kearney has ranked the top mar-
kets for e-commerce expansion, on the basis of four criteria: online market attractive-
ness, online infrastructure, digital laws and regulations, and overall retail development.36 
Figure 9-3 provides a ranked list of the top 10 countries for e-commerce expansion for 
������6OTVSQSJTJOHMZ�UIF�UPQ�UISFF�DPVOUSJFT�BSF�$IJOB�#SB[JM�BOE�3VTTJB�JO�UFSNT�PG�
UIF�TJ[F�PG�UIFJS�NBSLFUT�BOE�UIFJS�TUBHF�PG�PWFSBMM�JOGSBTUSVDUVSF�EFWFMPQNFOU��)PXFWFS�
the next group of countries may seem less obvious: three from Latin America (Chile, 
.FYJDP�BOE�6SVHVBZ
�UXP�JO�UIF�.JEEMF�&BTU�	6OJUFE�"SBC�&NJSBUFT�0NBO
�BOE�POF�
FBDI�JO�"TJB�	.BMBZTJB
�BOE�&BTUFSO�&VSPQF�	5VSLFZ
��5IJT�UPQ�UFO�MJTU�NBLFT�JU�DMFBS�UIBU�
e-commerce expansion opportunities are truly global in reach.

The ability of online channels to support search and ordering activities all the 
time, offer lower prices (due to their lower cost structure), and provide a vast assort-
ment held in central warehouses represent the primary benefits, compared with tra-
dition channels, and thus the drivers of increased online channel share. But these 
benefits can be offset by the lack of immediacy that marks an online shopping expe-
rience, in that customers must wait to receive the shipped product—which can take 
weeks, depending on product locations and shipping methods. Some traditional retail-
ers that also maintain online channels seek to reduce this deterrent and take advan-
tage of their local inventory; for example, Wal-Mart launched same-day delivery in 
some markets, for a $10 shipping charge, which represents a substantial advantage 
over online-only channel competitors in terms of speed of delivery.

Because e-commerce provides a means to bypass existing channels and reach 
end-users directly, it also appeals to relatively small suppliers, which lack traditional 
channel access, and larger firms that want to launch a new product into a market in 
which they have no channel coverage. That is, a driver of e-commerce is its ability to 
remove barriers to new businesses and new product introductions. By eliminating the 
need for start-up investments or even a proven business model, e-commerce allows 
GJSNT�UP�HFU�POMJOF�RVJDLMZ�XJUI�iKVTU�B�OJDF� MPPLJOH�XFCTJUFw�BOE�QSPNPUJPOT�DPO-
ducted through social media and search engine targeting.

In summary, e-commerce as a sales channel is undergoing tremendous growth 
due to a multitude of drivers, including the following:

t�-PXFS�TUBSUVQ�BOE�PQFSBUJOH�DPTUT�GPS�NBOZ�QSPEVDUT�BOE�CVTJOFTTFT
t�)JHIFS�*OUFSOFU�DPOOFDUJPO�SBUFT�BOE�DBQBCJMJUJFT
t�"CJMJUJFT�UP�FOBCMF�OFX�QSPEVDU�NBSLFU�BOE�DPVOUSZ�FYQBOTJPO�JO�BO�FDPOPNJ-

cal and relatively fast manner
t�)JHI�RVBMJUZ�QVSDIBTF�FYQFSJFODFT

5IFTF� CFOFGJUT� BSF� FDIPFE� JO� B� TVSWFZ� PG� $&0T� UIBU� BTLFE� UIFN� UP� QSFEJDU� GVUVSF�
growth: 90 percent stated that they planned to increase their use of e-commerce 
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DIBOOFMT�BOE�B�NBKPSJUZ�PG�UIFTF�$&0T�TUBUFE�UIBU�F�DPNNFSDF�XBT�UIFJS�TJOHMF�CJH-
gest growth driver.37

Effects of E-Commerce on Channel Strategies

Adding an e-commerce channel to an existing bricks-and-mortar channel structure 
often creates issues. It causes conflict with existing channels, which is typical when-
ever a supplier increases the intensity of its channel coverage. Channel partners start 
to believe their pie is getting divided among more channel members, so each channel 
member earns less sales, and the increased competition often leads to lower prices, 
resulting in an even greater drop in profit. These effects may be intensified with 
the addition of an e-commerce channel, because e-commerce competitors often can 
undercut traditional channel members’ prices, due to their low-cost structure (e.g., 
limited land or building costs, fewer employees). In addition, for many e-commerce 
providers, a low-cost strategy is central, and they purposely target brick-and-mortar 
channels with price competition, to leverage their lower-cost structures. The resulting 
JOFRVJUJFT� JO�UIF�EJWJTJPO�PG�DPTUT�BOE�QSPGJUT�BDSPTT� UIF�DIBOOFM�TZTUFN�JNQMZ�free 
riding: Some channel members provide a local location to observe and test products 
	BEEJOH�DPTUT
�XIJMF�PUIFST�HFU� UIF�CVTJOFTT�	SFDFJWJOH�QSPGJUT
��3FDBMM�PVS�EFUBJMFE�
EJTDVTTJPO�PG�UIF�FRVJUZ�QSJODJQMF�BOE�JUT�JNQPSUBODF�UP�UIF�IFBMUI�PG�UIF�DIBOOFM�FDP-
system in Chapter 3.

"MM�DIBOOFM�TZTUFNT�IBWF�TPNF�JOFRVJUJFT�CVU�UIF�HSPXUI�PG�F�DPNNFSDF�NBLFT�
this issue ever more pressing, because it is elevating free riding to epidemic levels. 
To cope, suppliers and downstream channel members must devise new norms for 
business, such as adding flat payments (i.e., salary), fees for services (i.e., expense 
accounts), or overrides to compensate more expensive channel members for sales 
made by another (e.g., group bonuses). Sidebar 9-3 suggests several ways to introduce 
Web channels, without creating excessive channel conflict, and to resolve the resulting 
JOFRVJUJFT�

Such conflict is not limited to intrachannel competition. Wal-Mart’s move to add 
TBNF�EBZ�EFMJWFSZ�SFQSFTFOUFE�B�EJSFDU�SFTQPOTF�UP�"NB[PO�T�DPNQFUJUJWF�JOSPBET�JOUP�
JUT� CVTJOFTT� CBTFE�QBSUJBMMZ� PO�"NB[PO�T� BCJMJUZ� UP� PGGFS� POF�EBZ� EFMJWFSZ� JO� TPNF�
markets. As this example highlights, traditional channel firms often add e-commerce 
channels mainly because of their desire to respond to online threats to their exist-
ing business, while still defending some of their traditional competitive advantages. 
Yet these effects are constantly shifting, because the online experience is constantly 
evolving. As Zappos shows, e-commerce firms continually work to enhance the online 
experience they offer end-users and seek to remove potential barriers to online shop-
ping, which means e-commerce is a constantly moving target.

Increases in e-commerce sales, as well as the growing number of sales channels, 
also prompt changes in channel pricing. Pure Internet-based companies are much 
more likely to adopt a creative pricing approach that features discounting, bundling, 
auctions, and other flexible policies.38 This tendency seems logical: 89 percent of 
online shoppers report that “best price” is their primary reason for returning to a web-
site after their first purchase. In addition, in many product markets, the prices charged 
online are lower than in traditional environments.
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Hierarchical Multichannel Strategies

Both traditional and online channels thus seek to hit the moving target of effective 
e-commerce, increasingly by adopting hybrid or multichannel models. Traditional 
channel members add online capabilities, and dedicated online firms add traditional 
CSJDL�BOE�NPSUBS� TJUFT� 	F�H��"NB[PO�T�BOE�(PPHMF�T� SFDFOU�BOOPVODFNFOUT� UP�PQFO�
retail stores). Both Sony and Apple run storefronts, mail out catalogs, and host online 
channels, as well as contracting with independent retailers. Across these various lev-
els, an exploding number of channels provide connections among retailers, suppliers, 
and end-users. This scenario, in which vertical channel partners use multiple routes 
UP�UIFJS�IPSJ[POUBM�FOE�VTFST� JNQMJFT�B�hierarchical multichannel relationship. In 
turn, channel managers are focused on building effective multichannel, rather than 
single-channel, strategies in response to the belief that firms earn more when they are 
connected to customers through more channels.40

7FSUJDBM� DIBOOFM� QBSUOFST� BSF� TFRVFOUJBMMZ� BMJHOFE� XIFSF� UIF� VQTUSFBN� TVQ-
plier supports their downstream partner’s interaction with the end-consumer, while 
IPSJ[POUBM�DIBOOFMT�GVODUJPO�BU�UIF�TBNF�MFWFM�PGUFO�JO�DPNQFUJUJPO�UP�XJO�UIF�TBNF�

Sidebar 9-3
Channel conflict and Internet Commerce

Channel conflict is a major issue for B2B (business-
to-business) firms, especially that resulting from the 
introduction of online e-commerce. Web-based 
commerce threatens to create divisions within firms, 
and also threatens third-party vendors with greater 
competition. Even if a website does not take orders 
and “merely” provides information, it is replac-
ing, and potentially contradicting, the functions 
of another channel member. Although something 
of an issue in B2C (business-to-consumer) mar-
keting, it is particularly menacing in B2B settings, 
because business customers are strongly motivated 
to encourage competition among other chan-
nel members. These B2B firms also are rushing to 
embrace the Web as a way to improve their supply 
chain management.39 So what are suppliers to do 
to minimize the conflict sparked by e-commerce in 
B2B sectors? Eleven options are as follows:

 1. Do not offer a lower price on your website 
than the customer can find from channel 
members.

 2. Divert the fulfillment of website orders to 
channel partners.

 3. Provide information on products and 
 services, but do not take orders.

 4. Use your website to promote channel 
 partners.

 5. Encourage channel partners to advertise on 
your website.

 6. Limit the online offering to a subset of 
products that particularly interest online 
customers, rather than the full line.

 7. Use a unique brand name for products on 
your website.

 8. On your website, offer products early in 
their product life cycle, when demand is 
growing but the website is less likely to 
 cannibalize partner efforts.

 9. Communicate your distribution strategy, 
internally and externally, to clarify the role 
your website is expected to play.

 10. Work to coordinate the elements of the dis-
tribution strategy (in line with suggestion #9), 
including paying overrides, creating rules of 
engagement, and assigning roles and respon-
sibilities.

 11. Appeal to superordinate goals, such as doing 
the best possible job to meet customers’ 
needs.
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end-customer. As Figure 9-4 displays, they engage in simultaneous vertical and hori-
[POUBM�SFMBUJPOTIJQT��5IJT�TIJGU�UP�IJFSBSDIJDBM�NVMUJDIBOOFM�SFMBUJPOTIJQT�JT�EVF�UP�UIF�
same technologies, global strategies, and emerging customer trends operating across 
the channel ecosystem.

Due to these similarities, and because both upstream and downstream members 
of the channel interact with customers, the balance of power shifts in hierarchical 
multichannel relationships, which can enhance the level of conflict (see Chapters 10 
and 11). For example, an end-user who conducts an online search for a particular 
product likely finds search results that list both the manufacturer of the product and 
its traditional retail partner. The customer can go to either partner’s website to order 
the desired product, with little differentiation between their offerings. In this case, the 
retailer likely suffers a decrease in channel power, because it is no longer the only 
one with a direct connection to the consumer. Furthermore, the manufacturer can use 
data gathered from its end-user sales to inform its strategies and innovative activities, 
which means that it depends less on the retailer for such information.

In response, some traditionally powerful retailers are taking rapid action. Home 
Depot will remove products from shelves if the manufacturer sells the same prod-
ucts through its own website. (See Chapter 12, Sidebar 12-1, for a description of how 
John Deere has dealt with this apparent restriction.) Other retailers are seeking ways 
to balance out channel dependence, such as through private-label initiatives, efforts 
to improve their own e-commerce interfaces, a greater focus on experiential offer-
ings, and even withholding customer data from manufacturers. However, such moves 
appear destined to increase channel conflict even further, with concomitant reductions 
in trust and cooperation among vertical supply chain partners. In the long term, such 
outcomes undermine the effectiveness, and the very purpose, of the sales channel.

Overall, e-commerce offers perhaps the biggest disruption to channel structures 
and strategies in the global marketplace; most analysts agree that further effects are 
TUJMM�UP�FNFSHF��"O�POMJOF�QMBUGPSN�PGGFST�VOJRVF�JOGPSNBUJPO�BDDFTT�TFBSDI�DBQBCJMJ-
ties, cost benefits, and adaptability, such that suppliers can sell directly to end-users 

Supplier

Customers

Retailers

Online
channels

Storefront
channels

Vertical
channel

relationships

Horizontal
channels

relationships

FIGURE 9-4 Hierarchical multichannel relationships
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without intermediary channels. The ability of the Internet to level the playing field 
between large and small sellers also helps remove long-standing barriers to market 
FOUSZ�	HFPHSBQIJD�UFNQPSBM�TJ[F�JOGPSNBUJPOBM
�DBVTJOH�NBOZ�NBSLFUT�UP�GSBHNFOU�
into smaller and smaller target segments. As technological capabilities keep increas-
ing, and access to more of the world’s population grows, e-commerce channels are 
likely to continue grabbing a bigger share of sales. In response, suppliers and channel 
members should develop and launch effective e-commerce channel strategies, which 
will be critical to the financial and strategic performance of most channel participants 
for the foreseeable future.41

SUMMARY: EMERGING CHANNEL STRUCTURES AND STRATEGIES

Three modern business trends have dramatic influences on marketing channels, demand-
ing adaptations or the innovation of new channel structures and strategies. First, com-
petitive pressures (e.g., low-cost, offshore suppliers) push sellers to seek a closer degree 
of integration with their end-users, not only to ensure their current survival but also to 
erect higher switching barriers to enhance their future survival changes. This pursuit has 
led to a shift in many developed markets, from mostly product based to mostly service 
based. The resulting services typically generate steady revenue flows and can resist 
NBOZ�FDPOPNJD�DZDMFT��)PXFWFS�UIFTF�CFOFGJUT�SFRVJSF�TPNF�NJOJNVN�QFSDFOUBHF�PG�
sales from services (e.g., 20–30 percent), because the firms need core, service-based 
capabilities and some economies of scale to generate positive financial outcomes and 
PWFSDPNF�UIF�DPTUT�BOE�PSHBOJ[BUJPOBM�UVSCVMFODF�DBVTFE�CZ�B�USBOTJUJPO�UP�TFSWJDFT�

5IBU�JT�B�TFSWJDF�USBOTJUJPO�TUSBUFHZ�JNQMJFT�B�EFNBOE�GPS�BDDFTT�UP�TQFDJBMJ[FE�
service capabilities, infrastructure, and knowledge. For example, service-based trans-
BDUJPOT�SFRVJSF�DPQSPEVDUJPO�BOE�SFMBUJPOTIJQ�UJFT�XJUI�UIF�FOE�VTFS�XIJDI�BMTP�NBZ�
exclude existing channel partners from the sale, in a process known as disintermedia-
tion. The transition might occur through in-house development, collaboration with an 
FYJTUJOH�QSPWJEFS�PS�BDRVJTJUJPO��"MUIPVHI�BMM�UISFF�BQQSPBDIFT�IBWF�SJTLT�UIFZ�BMTP�
tend to provide more resources for boundary-spanning personnel, increase customer 
BTTFTTNFOU�BOE�GFFECBDL�FGGPSUT�BOE�UIVT�BMUFS�UIF�PSHBOJ[BUJPOBM�DVMUVSF�UP�NBLF�JU�
more customer-centric. Firms shifting to services thus tend to move further down the 
distribution chain to gain benefits and support their service delivery efforts.

Second, the saturation of local markets and increasing access to international 
realms means that international trade currently accounts for one-fifth of global GDP; as 
foreign customers become increasingly interlinked, accompanying changes appear in 
OFXMZ�HMPCBM�DIBOOFM�TZTUFNT��*O�UIFJS�HMPCBMJ[BUJPO�QMBOT�NPTU�TVQQMJFST�BOE�EPXO-
stream channel partners enter developing markets to access their massive opportuni-
ties, regardless of the risk involved in spreading existing business models to different 
cultures and environments. However, to mitigate this risk, firms adopt different entry 
BQQSPBDIFT�TVDI�BT�BDRVJTJUJPOT�BOE�BMMJBODFT�PS�FMTF�UBLF�UIF�QMVOHF�XJUI�B�EJSFDU�
market entry. The nearly inevitable conflict associated with entering a new market 
GPSDFT�DIBOOFM�NFNCFST�UP�CVJME�OFX�SFMBUJPOTIJQT�RVJDLMZ��1FSIBQT�UIF�NPTU�EJGGJDVMU�
decision for a firm in this situation is how much to change its home country channel 
structure to adapt to local conditions.

Third, e-commerce has created a new, more level playing field, on which existing 
channels need to recalibrate their strategies. With the remarkable information, search, 
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cost, and adaptability capabilities offered by an online platform, upstream channel 
NFNCFST�PG�WBSZJOH�TJ[FT�BOE�MPDBUFE�WJSUVBMMZ�BOZXIFSF�DBO�TFMM�EJSFDUMZ�UP�FOE�
VTFST�PGUFO�BU�B�MPXFS�DPTU�UIBO�USBEJUJPOBM�TFMMFST�DBO�PGGFS��5IF�SFTVMU�JT�PGUFO�JOFRVJ-
ties, in both costs and profits, between full-service providers and free-riding channel 
members. Therefore, partners throughout a channel need new business norms, to 
ensure everyone feels fairly treated and to apply a consistent multichannel strategy. 
Such a strategy is key to financial and strategic success for most channel  participants—
especially as e-commerce continues to expand the channel options through improved 
technological capacities and greater international access to the Internet.

TA K E - A W AYS

t� 5ISFF�NPEFSO�USFOET�GVOEBNFOUBMMZ�JOGMVFODF�NBSLFUJOH�DIBOOFM�TUSVDUVSFT�BOE�
strategies:
t�5IF�TIJGU�UP�TFSWJDF�CBTFE�FDPOPNJFT
t�(MPCBMJ[BUJPO�PG�NBSLFUT
t�(SPXUI�PG�UIF�F�DPNNFSDF�DIBOOFM

t� 4FSWJDFT�BSF�BOZ�PGGFSJOH�UIBU�JT�OPU�QSJNBSJMZ�B�QIZTJDBM�QSPEVDU��UIBU�JT�DPOTVNFE�
at the time it is produced; that provides value through convenience, entertainment, 
timeliness, or health; and that is essentially intangible.

t� 'JSNT�TIJGU�UP�TFSWJDF�CBTFE�CVTJOFTTFT�CFDBVTF�BEEJOH�TFSWJDFT�
t�$BO�JODSFBTF�TBMFT�BOE�TBMFT�HSPXUI�CFDBVTF�UIFZ�HFOFSBUF�SFWFOVF�GSPN�FYJTUJOH�

customers of their products.
t�&OIBODFT�GJSNT��EJGGFSFOUJBUJPO�GSPN�DPNQFUJUPST�
t�*ODSFBTFT�DVTUPNFS�JOUFSBDUJPO�GSFRVFODZ�BOE�EFQUI�XIJDI�JO�UVSO�QSPWJEF�NPSF�

insights into customer needs and better innovation opportunities.
t�(FOFSBUFT�TUFBEJFS�SFWFOVF�GMPXT�UIBO�DPNF�GSPN�QSPEVDUT�
t�"MMPXT�GJSNT�UP�SFTQPOE�EFGFOTJWFMZ�UP�DPNQFUJUJPO�GSPN�PGGTIPSF�PS�MPX�DPTU�

providers.
t� 5IF�TIJGU�UP�TFSWJDFT�BMTP�JOEVDFT�HSFBUFS�EJTJOUFSNFEJBUJPO�TVDI�UIBU�VQTUSFBN�GJSNT�

sell directly to end-users.
t� 5IF�TIJGU�UP�TFSWJDFT�JODSFBTFT�DVTUPNFS�DPQSPEVDUJPO�BOE�JOWFOUPSZ�QFSJTIBCJMJUZ�

so new service providers often need hybrid channel structures to address specific 
 customer needs, segments, and geographies during the actual purchase process.

t� (MPCBM�FYQBOTJPO�SFTVMUT�NBJOMZ�GSPN�GJSNT��TFBSDI�GPS�OFX�NBSLFUT�FTQFDJBMMZ�
developing ones, that can support their revenue growth, beyond saturated domestic 
NBSLFUT��4VDI�FYQBOTJPOT�PDDVS�UISPVHI�EJSFDU�FOUSZ�BDRVJTJUJPOT�BMMJBODFT�BOE�KPJOU�
ventures, and franchising.

t� (MPCBM�DIBOOFMT�PGUFO�FSPEF�QSJDFT�BOE�DBVTF�TBMFT�MPTTFT�GPS�MPDBM�SFUBJMFST�
t� $IBOOFMT�FNCSBDF�F�DPNNFSDF�UP�FYQBOE�JOUP�QSFWJPVTMZ�JOBDDFTTJCMF�NBSLFUT�BOE�

appeal directly to end-users.
t� 5IF�UFDIOPMPHZ�MPHJTUJDT�BOE�NBSLFU�SFBDI�DBQBCJMJUJFT�PG�F�DPNNFSDF�DIBOOFMT�

help suppliers sell directly to customers, which again leads to disintermediation. It 
also affects the balance of power in existing channels, such that their designs may 
become unwieldy or unworkable.
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t� .BOZ�F�DPNNFSDF�QSPWJEFST�QVSTVF�B�MPX�DPTU�TUSBUFHZ�BOE�UBSHFU�NPSF�FYQFOTJWF�
CSJDL�BOE�NPSUBS�DIBOOFM�DPNQFUJUPST��5IJT�TJUVBUJPO�DSFBUFT�JOFRVJUJFT�JO�UIF�EJWJTJPO�
of costs and profits, such as when some channel members provide a local location 
to observe and test products (adding costs) but another channel member with lower 
costs makes the sale (receiving profits).
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Managing Channel 
Power
LEARNING OBJECTIVES

After reading this chapter, you should be able to:

t�%FGJOF�QPXFS�BT�B�DSJUJDBM�UPPM�GPS�NBSLFUJOH�DIBOOFMT�UIBU�JT�OPU�JOIFSFOUMZ�HPPE�
PS�CBE�

t�%FTDSJCF�UIF�SFMBUJPO�CFUXFFO�QPXFS�BOE�EFQFOEFODF�BOE�XIFO�EFQFOEFODF�
FYJTUT�

t�%JTUJOHVJTI�CFUXFFO�GJWF�TPVSDFT�PG�QPXFS�BT�XFMM�BT�UIF�JNQPSUBODF�BOE�VTFT�PG�
FBDI�

t�%FTDSJCF�UBDUJDT�GPS�CVJMEJOH�QPXFS�

t�&YQMBJO�IPX�UP�VTF�QPXFS�BT�B�UPPM�UP�NBOBHF�DPOGMJDU�BOE�JODSFBTF�DPPQFSBUJPO�

t�3FDPHOJ[F�UIF�JNQPSUBODF�PG�UIF�CBMBODF�PG�EFQFOEFODF�BOE�EFTDSJCF�XIFO�B�
XFBLFS�QBSUZ�TIPVME�FYJU�UIF�SFMBUJPOTIJQ�PS�UBLF�DPVOUFSNFBTVSFT�

t�%JTUJOHVJTI�CFUXFFO�TJY�DPNNVOJDBUJPO�TUSBUFHJFT�GPS�DPOWFSUJOH�QPXFS�JOUP�JOGMV-
FODF�BOE�UIFJS�FGGFDUT�PO�UIF�DIBOOFM�

t�%FTDSJCF�IPX�UIF�GSBNJOH�PG�BO�JOGMVFODF�BUUFNQU�ESJWFT�UIF�UBSHFU�T�SFBDUJPO�

THE NATURE OF POWER

*O�NBSLFUJOH�DIBOOFMT�HFUUJOH�QPXFS�VTJOH�JU�DPSSFDUMZ�BOE�LFFQJOH�JU�BSF�TVCKFDUT�PG�
QBSBNPVOU�JNQPSUBODF��7JSUVBMMZ�FWFSZ�FMFNFOU�PG�NBSLFUJOH�DIBOOFMT�JT�QFSNFBUFE�
CZ�DPOTJEFSBUJPOT�PG�QPXFS�CFDBVTF�NBSLFUJOH�DIBOOFMT� UIFNTFMWFT�BSF�TZTUFNT�PG�
QMBZFST�XIP�EFQFOE�PO�POF�BOPUIFS��5IFJS� JOUFSEFQFOEFODF�OFFET� UP�CF�NBOBHFE��
QPXFS�JT�UIF�XBZ�UP�EP�JU��0SHBOJ[BUJPOT�PS�UIF�QMBZFST�JO�B�NBSLFUJOH�DIBOOFM�TFFL�
UP�BDRVJSF�QPXFS�BOE�VTF�JU�XJTFMZ�GPS�UIF�DIBOOFM�UP�XPSL�UPHFUIFS�UP�HFOFSBUF�WBMVF�
	iHSPX�UIF�QJFw
�BOE�UP�FOBCMF�FBDI�QMBZFS�UP�DMBJN�JUT�GBJS�TIBSF�PG�UIBU�WBMVF�	iEJWJEF�
UIF�QJFw
�

)PX�QMBZFST�HBJO�BOE�VTF�UIFJS�QPXFS�UPEBZ�EFUFSNJOFT�XIFUIFS�UIFZ�DBO�LFFQ�
UIFJS�QPXFS�UPNPSSPX��5IF�WBSJFE�TPVSDFT�BOE�VTFT�PG�QPXFS�BSF�not�FRVJWBMFOU��4PNF�

PART IV Implementing Channel Strategies
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UBDUJDT�GPS�HFUUJOH�BOE�VTJOH�QPXFS�BSF�FGGJDBDJPVT�JO�UIF�TIPSU�UFSN�CVU�EJTBTUSPVT�JO�
UIF�MPOH�UFSN��0UIFS�NFBOT�IBWF�MJNJUFE�FGGFDUJWFOFTT�JO�UIF�TIPSU�SVO�CVU�TMPXMZ�HBJO�
JNQPSU�PWFS� UJNF��5IFSFGPSF� JU�CFIPPWFT�FBDI�NFNCFS�PG�B� DIBOOFM� UP�VOEFSTUBOE�
XIFSF�UIF�QPXFS�MJFT�BOE�XFJHI�UIF�CFTU�XBZT�UP�VTF�JU�BT�XFMM�BT�UIF�CFTU�XBZT�UP�
SFBDU�UP�UIF�QPXFS�PG�PUIFS�DIBOOFM�NFNCFST�

5IJT�DIBQUFS�CFHJOT�CZ�DPOTJEFSJOH�GVOEBNFOUBM�RVFTUJPOT��What is the nature of 
power, and why is it so important in marketing channels?�8F�UIFO�EFTDSJCF�UXP�NBJO�
XBZT�UP�FTUJNBUF�BOE�JOEFY�QPXFS�JO�B�DIBOOFM�SFMBUJPOTIJQ��VTJOH�BO�JOWFOUPSZ�PG�GJWF�
UZQFT�PG�QPXFS�PS�FTUJNBUJOH�UIF�EFQFOEFODF�PG�FBDI�PSHBOJ[BUJPO��8F�EJTDVTT�IPX�UP�
EFBM�XJUI�OPU�POMZ�QPXFS�JNCBMBODFT�CVU�BMTP�UIF�DPOTFRVFODFT�PG�VTJOH�POF�LJOE�PG�
QPXFS�SBUIFS�UIBO�BOPUIFS��'JOBMMZ�XF�DPWFS�IPX�UP�DPOWFSU�QPXFS�	B�MBUFOU�BCJMJUZ
�
JOUP�EBZ�UP�EBZ�PQFSBUJOH�JOGMVFODF�

*O� UIF� QBTU� UISFF� EFDBEFT� TVCTUBOUJBM� SFTPVSDFT� IBWF� HPOF� JOUP� TUVEZJOH� UIF�
EZOBNJDT�PG�QPXFS�JO�BDUVBM�EJTUSJCVUJPO�DIBOOFMT��5IJT�DIBQUFS�GPDVTFT�PO�QSFTFOUJOH�
UIF�NBKPS�DPODMVTJPOT�PG�UIJT�FOPSNPVT�CPEZ�PG�SFTFBSDI�BOE�FYBNJOJOH�UIFJS�JNQMJDB-
UJPOT�GPS�QSBDUJDJOH�NBOBHFST�

Power Defined

Power�JT�UIF�BCJMJUZ�PG�POF�DIBOOFM�NFNCFS�	"
�UP�HFU�BOPUIFS�DIBOOFM�NFNCFS�	#
�
UP�EP�TPNFUIJOH�JU�PUIFSXJTF�XPVME�OPU�IBWF�EPOF��4JNQMZ�QVU�QPXFS�JT�B�QPUFOUJBM�
GPS�JOGMVFODF�

1PXFS�JT�SBUIFS�EJGGJDVMU�UP�EJBHOPTF�CFDBVTF�GBMTF�QPTJUJWFT�BSF�DPNNPO��5IBU�
JT�QPXFS�NJHIU�TFFN�UP�FYJTU�XIFO�POF�GJSN�	UIF�target�PG� JOGMVFODF
�GPMMPXT�UIF�
QBUI� UIBU� BOPUIFS� GJSN� 	UIF� influencer
� EFTJSFT�� 5IJT� JT� DPPQFSBUJPO�CVU� JU� JTO�U�
QPXFS�JG�UIF�UBSHFU�XPVME�IBWF�EPOF�JU�BOZXBZ�SFHBSEMFTT�PG�UIF�PUIFS�GJSN�BOE�JUT�
QSFGFSFODFT��$POTJEFS�GPS�FYBNQMF��IPX�UIF�IFBE�PG�B�MBSHF�*5�EJTUSJCVUPS�EFTDSJCFT�
UIF�CFIBWJPS�PG�POF�NBOVGBDUVSFS�

*U�USFBUT�NF�MJLF�B�TMBWF�y�UISPXT�NZ�CVTJOFTT�QMBO�JO�B�CJO��*U�TJNQMZ�TMJDFT�VQ�JUT�
&VSPQFBO�UBSHFU�EJWJEFT�JU�JOUP�DPVOUSJFT�BOE�UIFO�BMMPDBUFT�BO�BSCJUSBSZ�GJHVSF�UP�
NF��*G�*�EPO�U�IJU�NZ�UBSHFU�UIFZ�HFU�PO�UIF�QIPOF�BOE�BTL��i8IZ�EPO�U�ZPV�CVZ�
NPSF w�5IJT�DPNQBOZ�JT�OPU�JOUFSFTUFE�JO�NZ�JEFBT��"OZUIJOH�XF�TVHHFTU�JT�JHOPSFE�
PS�XF�BSF�UPME�UP�QVU�JU�JOUP�OFYU�ZFBS�T�CVTJOFTT�QMBO�

*SPOJDBMMZ�UIJT�SVEF�NBOVGBDUVSFS�NBZ�CFMJFWF�JU�IBT�NPSF�QPXFS�UIBO�JU�SFBMMZ�EPFT��
'PS�FYBNQMF�JNBHJOF�JU�XBOUT�UIF�GSVTUSBUFE�EJTUSJCVUPS�UP�DVU�JUT�QSJDFT�PO�UIF�NBOV-
GBDUVSFS�T�CSBOET�BOE�OFYU�NPOUI�UIF�EJTUSJCVUPS� MPXFST�UIPTF�QSJDFT��5IF�NBOVGBD-
UVSFS�NJHIU�TUSVU�BSPVOE�UIJOLJOH�UIF�QSJDF�DVU�FYFNQMJGJFT�JUT�QPXFS�BU�XPSL��#VU�UIF�
QPXFS�DPVME�MJF�FMTFXIFSF��.BZCF�DVTUPNFST�QSPWPLFE�UIF�QSJDF�DVU�PS�UIF�EJTUSJCV-
UPS�T�DPNQFUJUPST�PS�FWFO�UIF�NBOVGBDUVSFS�T�DPNQFUJUPST��*O�BEEJUJPO�UP�TVDI�FYUFSOBM�
GPSDFT�UIF�JOJUJBUJWF�DPVME�IBWF�DPNF�GSPN�XJUI�UIF�EJTUSJCVUPS�PSHBOJ[BUJPO�XIJDI�IBT�
DIPTFO�UP�BEPQU�B�OFX�IJHIFS�WPMVNF�MPXFS�NBSHJO�TUSBUFHZ��0S�NBZCF�UIF�EJTUSJCV-
UPS�JT�QMBOOJOH�PO�DMFBSJOH�PVU�PME�VOXBOUFE�JOWFOUPSZ��8IBU�MPPLT�MJLF�BO�FYFSDJTF�PG�
QPXFS�NBZ�CF�BO�BDU�PG�GSFF�XJMM�B�SFTQPOTF�UP�UIF�FOWJSPONFOU�PS�BO�BDLOPXMFEH-
NFOU�PG�UIF�QPXFS�PG�PUIFS�QMBZFST��)FSF�XF�OFFE�UP�EJTUJOHVJTI�CFUXFFO�influence�
XIJDI�NFBOT�BMUFSJOH�XIBU�XPVME�IBWF�CFFO� UIF�DPVSTF�PG�FWFOUT� GSPN�exercising 
power�XIJDI�NFBOT�FYFSUJOH�JOGMVFODF�
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"QQBSFOU�BDUT�PG�DPNQMJBODF�UIBU� JOTUFBE�BSF�XIBU�BOPUIFS�QMBZFS�XPVME�IBWF�
EPOF� BOZXBZ� BSF� DPNNPO� JO� DIBOOFMT��5IF� SFTVMUJOH�NJTEJBHOPTJT�PG�QPXFS� 	GBMTF�
QPTJUJWF
�JT�IB[BSEPVT��False positives�MFBE�UIF�TVQQPTFEMZ�QPXFSGVM�DIBOOFM�NFNCFS�
UP�PWFSFTUJNBUF�JUT�BCJMJUZ�UP�FYFSU�JOGMVFODF�BOE�NBLF�DIBOHF�IBQQFO��4VDI�PQUJNJTN�
MFBET�UIJT�NFNCFS�UP�VOEFSUBLF�DIBOOFM�JOJUJBUJWFT�UIBU�BSF�EPPNFE�UP�GBJM��*U�JT�JNQPS-
UBOU�UP�VOEFSTUBOE�how�B�DIBOOFM�NFNCFS�HBJOT�QPXFS�UP�CF�BCMF�UP�UFMM�whether�JU�IBT�
UIF�QPUFOUJBM�GPS�JOGMVFODF�

#FDBVTF�QPXFS�JT�UIF�BCJMJUZ�UP�DIBOHF�XIBU�XPVME�IBWF�IBQQFOFE�JU�JT�IZQP-
UIFUJDBM� TQFDVMBUJWF� BOE� JNQPTTJCMF� UP� WFSJGZ��"OZ� BCJMJUZ� UIBU� JT� VOVTFE� JT� FBTZ� UP�
PWFSMPPL��"OE�OP�POF�DBO�CF�TVSF�XIBU�XPVME�IBWF�IBQQFOFE�JO�UIF�OPSNBM�DPVSTF�PG�
FWFOUT�BOZXBZ��5IVT�false negatives�BSF�DPNNPO�JO�DIBOOFMT�UPP��$IBOOFM�NFNCFS�
#�DPVME�CF�BDUJOH�VOEFS�"�T�JOGMVFODF�XJUIPVU�LOPXJOH�JU�PS�FWFO�XIJMF�EFOZJOH�JU��
'PS�FYBNQMF�#�NBZ�CFMJFWF�JU� JT�GSFFMZ�QVSTVJOH�JUT�FDPOPNJD�TFMG�JOUFSFTU�XJUIPVU�
SFBMJ[JOH�IPX�FGGFDUJWFMZ�"�IBT�GSBNFE�UIF�DPTUoCFOFGJU�USBEF�PGGT�TP�UIBU�#�CFDPNFT�
DPOWJODFE�UIBU�JUT�TFMG�JOUFSFTU�OJDFMZ�DPJODJEFT�XJUI�"�T�EFTJSFT�

Power as a Tool

1PXFS�JT�BO�FNPUJPOBMMZ�DIBSHFE�UFSN�MBEFO�XJUI�OFHBUJWF�DPOOPUBUJPOT�TVDI�BT�BCVTF�
PQQSFTTJPO�FYQMPJUBUJPO�JOFRVJUZ�BOE�CSVUBMJUZ��"OE�QSPQFSMZ�TP��1PXFS�DBO�CF�VTFE�UP�
EP�HSFBU�EBNBHF��"T�BOZ�4QJEFS�.BO�GBO�DBO�UFMM�ZPV�i8JUI�HSFBU�QPXFS�DPNFT�HSFBU�
SFTQPOTJCJMJUZ�w�*O�DIBOOFMT�FTQFDJBMMZ�QPXFS�DBO�CF�VTFE�UP�GPSDF�B�DIBOOFM�NFNCFS�
IFMQ�HFOFSBUF�WBMVF�XJUIPVU�SFDFJWJOH�DPNQFOTBUJPO�GPS�UIBU�FGGPSU��6TFE�JO�UIJT�XBZ�
QPXFS�JT�	BOE�TIPVME�CF
�DPOEFNOFE�

#VU�UIJT�DSJUJDBM�WJFX�BMTP�JT�POF�TJEFE��#FDBVTF�QPXFS�SFQSFTFOUT�UIF�QPUFOUJBM�GPS�
JOGMVFODF�HSFBU�CFOFGJUT�DBO�CF�BDIJFWFE�UISPVHI�JUT�KVEJDJPVT�VTF�UP�ESJWF�B�DIBOOFM�
UPXBSE�NPSF�FGGJDJFOU�NPSF�DPPSEJOBUFE�PQFSBUJPOT��'PS�FYBNQMF�BU�POF�QPJOU�JO�JUT�
IJTUPSZ�)FXMFUU�1BDLBSE�	)1
�NBEF�DPNQMFUF�QSJOUFST�JO�B�GBDUPSZ�BOE�UIFO�TIJQQFE�
UIFN�JOUP�UIF�DIBOOFM�IPQJOH�UIBU�FOE�VTFST�XPVME�CVZ�UIFN��#VU�CFDBVTF�EJGGFSFOU�
DVTUPNFST�EFNBOEFE�NBOZ�WFSTJPOT�PG�FBDI�QSJOUFS�UIJT�QPMJDZ�SFTVMUFE�JO�IJHI�JOWFO-
UPSJFT�PGUFO�PG�UIF�XSPOH�QSPEVDUT��'JOBMMZ�)1�QJPOFFSFE�B�TUSBUFHZ�UP�BDIJFWF�NBTT�
DVTUPNJ[BUJPO� BU� MPX� QSJDFT�� *UT� QSJOUFS� EFTJHOT� GFBUVSFE� TUBOEBSEJ[FE� JOEFQFOEFOU�
NPEVMFT�UIBU�DPVME�CF�DPNCJOFE�BOE�BTTFNCMFE�FBTJMZ�UP�NBLF�NBOZ�WBSJBUJPOT�PG�UIF�
DPSF�QSPEVDU��5IVT�DIBOOFM�QBSUOFST�DPVME�TUPDL�UIF�HFOFSJD�NPEVMFT�BOE�BTTFNCMZ�
UIFN�CBTFE�PO�DVTUPNFST��OFFET�

8JUI�JUT�DPOTJEFSBCMF�QPXFS�JO�UIF�QSJOUFS�DIBOOFM�)1�QVTIFE�MJHIU�NBOVGBD-
UVSJOH�BOE�BTTFNCMZ�PVU�PG�UIF�GBDUPSZ�BOE�EPXO�UIF�DIBOOFM��5IF�NPWF�HFOFSBUFE�
DPOGMJDU�CVU�JU�BMTP�SFTVMUFE�JO�MPXFS�JOWFOUPSJFT�UISPVHIPVU�UIF�DIBOOFM�and�GFXFS�
TUPDLPVUT�BO�JEFBM�	BOE�PGUFO�TFFNJOHMZ�JNQPTTJCMF
�DPNCJOBUJPO��&OE�VTFST�FOKPZFE�
UIF�CFOFGJUT�PG�HSFBUFS�DIPJDF�BU�MPXFS�QSJDFT��0UIFS�EPXOTUSFBN�DIBOOFM�NFNCFST�
DPVME� BQQSFDJBUF� UIF� CFOFGJUT� PG� JODSFBTFE� DVTUPNFS� TBUJTGBDUJPO� BMPOH� XJUI� MPXFS�
JOWFOUPSZ�IPMEJOH�DPTUT��)1�UIVT�FYQBOEFE�UIF�NBSLFU�GPS�QSJOUFST�XIJMF�BMTP�UBLJOH�B�
HSFBUFS�TIBSF�PG�UIJT�CJHHFS�QJF��)PXFWFS�DBSFGVM�UP�QSFTFSWF�JUT�TUFSMJOH�SFQVUBUJPO�GPS�
GBJS�QMBZ�)1�OFWFS�TPVHIU�UP�BQQSPQSJBUF�EPXOTUSFBN�DIBOOFM�NFNCFST��TIBSF�PG�UIF�
OFX�XFBMUI�UIF�DIBOOFM�HFOFSBUFE�

"�UFNQUJOH�BMUFSOBUJWF�XPVME�IBWF�)1�BDIJFWF�UIJT�XJOoXJO�SFTVMU�XJUIPVU�XJFME-
JOH�QPXFS�PS�QSFTTVSJOH�JUT�SFMVDUBOU�DIBOOFM�NFNCFST��*U�IBE�TUSBUFHJD�BMMJBODFT�JO�
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QMBDF�XJUI�JUT�EJTUSJCVUPST��XIZ�OPU�KVTU�XPSL�XJUI�UIFN�JOTUFBE�PG�FYFSDJTJOH�QPXFS�
PWFS�UIFN �)BE�UIF�DIBOOFM�SFDPHOJ[FE�IPX�XFMM�UIF�NPEVMBS�BQQSPBDI�XPVME�XPSL�
JU�UIFPSFUJDBMMZ�XPVME�IBWF�BTTVNFE�TPNF�PG�UIF�GBDUPSZ�T�GVODUJPOT�CFDBVTF�UIF�DIBO-
OFM�NFNCFST�XPVME�IBWF�BEPQUFE�QPTUQPOFNFOU�PG�NBOVGBDUVSJOH�PG�UIFJS�PXO�GSFF�
XJMM��#VU�TVDI�DMBSJUZ�BOE�DFSUBJOUZ�FYJTU�POMZ�XJUI�UIF�CFOFGJU�PG�IJOETJHIU��.BTT�DVT-
UPNJ[BUJPO�UISPVHI�UIF�QPTUQPOFNFOU�PG�BTTFNCMZ�XBT�B�SBEJDBM�JEFB�BU�UIF�UJNF�BOE�
FWFO�UPEBZ�JU�JT�OPU�XJEFMZ�VTFE��&NCSBDJOH�UIF�JEFB�XPVME�IBWF�SFRVJSFE�BO�BDU�PG�
GBJUI��BCTFOU�GBJUI�JU�SFRVJSFE�)1�T�FYFSDJTF�PG�QPXFS�

/PU�BMM�DBTFT�PG�QPXFS�XJFMEJOH�IBWF�TVDI�IBQQZ�FOEJOHT�UIPVHI��*O�UIF�OFXT-
QBQFS�JOEVTUSZ�JO�OPSUIFSO�&VSPQF�JO�UIF�����T�FBDI�OFXTQBQFS�GBDFE�B�DIPJDF�BCPVU�
XIFUIFS�UP�BEE�BO�*OUFSOFU�DIBOOFM�UP�JUT�FYJTUJOH�SPVUFT�UP�NBSLFU��"�GFX�OFXTQBQFST�
XFSF�QPXFSGVM�FOPVHI�UP�GPSDF�UIFJS�FYJTUJOH�DIBOOFMT�UP�BDDFQU�UIF�JODSFBTFE�DPNQF-
UJUJPO�DSFBUFE�CZ�UIF�BEEFE�*OUFSOFU�DIBOOFM��"OE�GPS�TPNF�GJSNT�UIF�BEEJUJPO�XPSLFE�
XFMM�QBSUJDVMBSMZ�JG�UIFZ�EJGGFSFOUJBUFE�UIFJS�8FC�DPOUFOU�BOE�XBJUFE�VOUJM�UIF�QJPOFFST�
IBE�NBEF�DPTUMZ�GJSTU�NPWFS�NJTUBLFT�BOE�UIFO�FOUFSFE�BT�FBSMZ�GPMMPXFST��#VU�TPNF�
���QFSDFOU�PG�OFXTQBQFST�MPTU�NBSLFU�WBMVF�BOE�TVGGFSFE�MPXFS�TUPDL�QSJDFT�NBJOMZ�
CFDBVTF�UIFZ�BMSFBEZ�IBE�NBOZ�SPVUFT�UP�NBSLFU�TP�UIF�OFX�*OUFSOFU�DIBOOFM�TJNQMZ�
DBOOJCBMJ[FE� UIFJS� PXO� TBMFT�� 'PS� UIFTF�QPXFSGVM� OFXTQBQFST� UIF�QPXFS� UP� PCMJHF�
FYJTUJOH�DIBOOFMT�UP�BDDFQU�UIF�8FC�BDUVBMMZ�XPSLFE�BHBJOTU�UIFJS�VMUJNBUF�JOUFSFTUT�2

4P�JT�QPXFS�HPPE�PS�CBE �-JLF�B�IBNNFS�power is a tool�BOE�B�UPPM�JT�OFVUSBM��8F�
DBO�KVEHF�IPX�TPNFPOF�VTFT�UIF�UPPM�CVU�UIFO�XF�BSF�EFDJEJOH�XIFUIFS�JUT�usage�JT�
HPPE�PS�CBE��1PXFS�JT�NFSFMZ�BO�JNQMFNFOU��*U�JT�value neutral��5ISPVHIPVU�UIJT�CPPL�
XF�NBJOUBJO�UIBU�iQPXFSw�TIPVME�JOWPLF�OP�DPOOPUBUJPOT�FJUIFS�QPTJUJWF�PS�OFHBUJWF�

The Need to Manage Channel Power

.BSLFUJOH�DIBOOFM�NFNCFST�NVTU�XPSL�UPHFUIFS�UP�TFSWF�FOE�VTFST��#VU�TVDI�JOUFSEF-
QFOEFODF�EPFT�OPU�NFBO�UIBU�XIBU�JT�HPPE�GPS�POF�JT�HPPE�GPS�BMM��&BDI�DIBOOFM�NFN-
CFS�TFFLT�JUT�PXO�QSPGJU��3FDBMM�UIBU�NBYJNJ[JOH�UIF�TZTUFN�T�QSPGJUT�JT�OPU�UIF�TBNF�
BT�NBYJNJ[JOH�FBDI�NFNCFS�T�QSPGJUT��"MM�FMTF�CFJOH�UIF�TBNF�FBDI�NFNCFS�PG�UIF�
TZTUFN�JT�CFUUFS�PGG�UP�UIF�FYUFOU�UIBU�JU�DBO�BWPJE�DPTUT�	PS�QVTI�UIFN�POUP�TPNFPOF�
FMTF
�XIJMF�HBSOFSJOH�SFWFOVFT�	QFSIBQT�CZ�UBLJOH�UIFN�GSPN�TPNFPOF�FMTF
��"OE�POF�
QBSUZ�T�DPTUT�NBZ�HFOFSBUF�EJTQSPQPSUJPOBUF�CFOFGJUT�GPS�BOPUIFS�QBSUZ�

'PS�FYBNQMF�JNBHJOF�B�NBOVGBDUVSFS�UIBU�XPVME�MJLF�UP�TFU�B�IJHI�QSJDF�BU�XIPMF-
TBMF�UP�HBJO�NPSF�SFWFOVF�GSPN�JUT�FYDMVTJWF�SFUBJMFS��5IF�SFUBJMFS�UP�QSFTFSWF�JUT�NBSHJOT�
TFUT�B�IJHIFS�SFUBJM�QSJDF�	BOE�FYDMVTJWJUZ�FOBCMFT�JU�UP�VQIPME�UIJT�QSJDF
��"T�B�SFTVMU�SFUBJM�
EFNBOE�EJNJOJTIFT�DPNQBSFE�XJUI�UIF�MFWFM� UIBU�XPVME�NBYJNJ[F�UIF�UPUBM�DIBOOFM�T�
QSPGJUT��	5IJT�QSPCMFN�JT�DBMMFE�double marginalization�CFDBVTF�UIF�JOFGGJDJFODZ�SFTVMUT�
GSPN�UXP�NBSHJOT�SBUIFS�UIBO�POF�JO�UIF�DIBOOFM�
�*G�UIF�NBOVGBDUVSFS�XFSF�WFSUJDBMMZ�
JOUFHSBUFE�GPSXBSE�	PS�UIF�SFUBJMFS�XFSF�WFSUJDBMMZ�JOUFHSBUFE�CBDLXBSE
�UIF�TJOHMF�PSHBOJ-
[BUJPO�HFOFSBUJOH�POF�JODPNF�TUBUFNFOU�XPVME�TFU�B�MPXFS�SFUBJM�QSJDF�GPMMPXJOH�B�TUSBU-
FHZ�PG�MPXFS�PWFSBMM�NBSHJOT�CVU�IJHIFS�WPMVNFT�3�#PUI�UIF�DIBOOFM�	IJHIFS�QSPGJUT
�BOE�
UIF�GJOBM�DVTUPNFS�	MPXFS�QSJDFT
�XPVME�CFOFGJU��#VU�CFDBVTF�UIF�SFUBJMFS�IBT�POF�JODPNF�
TUBUFNFOU�BOE�UIF�NBOVGBDUVSFS�IBT�BOPUIFS�SFUBJM�QSJDFT�XJMM�TUBZ�IJHIFS�BOE�VOJU�TBMFT�
XJMM�SFNBJO�MPX��*O�B�TJNJMBS�DIBOOFM�"QQMF�XBT�BCMF�UP�MFWFSBHF�JUT�QPXFS�XIFO�JU�JOJ-
UJBMMZ�TFMFDUFE�BO�FYDMVTJWF�DIBOOFM�QBSUOFS�GPS�UIF�J1IPOF�FOTVSJOH�UIBU�UIF�QPXFSGVM�
NBOVGBDUVSFS�XPVME�FBSO�TJHOJGJDBOU�SFWFOVF�TIBSJOH�SBUF�PO�BMM�TBMFT�4
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5IFSF�JT�VTVBMMZ�B�iCFUUFS�XBZw�UP�PQFSBUF�B�NBSLFUJOH�DIBOOFM�UIBU�JT�B�XBZ�UIBU�
JODSFBTFT�PWFSBMM�TZTUFN�QSPGJUT��#VU�UIF�PSHBOJ[BUJPOT�JO�UIF�DIBOOFM�PGUFO�BSF�VOXJMM-
JOH�UP�BEPQU�UIJT�BQQSPBDI�CFDBVTF�XIBU�JT�CFTU�GPS�UIF�TZTUFN�JT�OPU�OFDFTTBSJMZ�CFTU�
GPS�FBDI�NFNCFS�PG�JU��Left alone, most channel members will not cooperate to achieve 
some system-level goal.

&OUFS�QPXFS��*U�QSPWJEFT�B�XBZ�GPS�POF�QMBZFS�UP�DPOWJODF�BOPUIFS�UP�DIBOHF�XIBU�JU�
JT�BCPVU�UP�EP��5IJT�DIBOHF�DBO�CF�GPS�UIF�HPPE�PG�UIF�TZTUFN�PS�GPS�UIF�HPPE�PG�B�TJOHMF�
NFNCFS��5IF�UPPM�PG�QPXFS�DBO�CF�VTFE�UP�DSFBUF�WBMVF�PS�UP�EFTUSPZ�JU�UP�BQQSPQSJBUF�
WBMVF�PS�UP�SFEJTUSJCVUF�JU��5IF�VTBHF�JT�VQ�UP�UIF�EFDJTJPO�NBLFS�XIP�IPMET�UIF�QPXFS��
#VU�XIFUIFS�UIF�JOUFOU�JT�NBMFWPMFOU�PS�CFOFWPMFOU�DIBOOFM�NFNCFST�must�FOHBHF�JO�
UIF�FYFSDJTF�PG�CVJMEJOH�VTJOH�BOE�LFFQJOH�QPXFS��5IFZ�NVTU�FNQMPZ�QPXFS�UP�EFGFOE�
UIFNTFMWFT�BOE�UP�QSPNPUF�CFUUFS�XBZT�GPS�UIF�DIBOOFM�UP�HFOFSBUF�WBMVF��5IFSFGPSF�XF�
EFMJOFBUF�GJWF�TPVSDFT�PG�QPXFS�BOE�IPX�GJSNT�DBO�JOWFTU�JO�DSFBUJOH�FBDI�POF�

THE FIVE SOURCES OF CHANNEL POWER

1PXFS�	PS�UIF�QPUFOUJBM�GPS�JOGMVFODF
�JT�BO�BCJMJUZ�BOE�BCJMJUJFT�BSF�OPU�FBTZ�UP�BTTFTT��
"O�FOPSNPVT�CPEZ�PG�SFTFBSDI�IBT�BUUFNQUFE�UP�DBUBMPH�BMM�UIF�GBDFUT�BOE�NBOJGFTUB-
UJPOT�PG�QPXFS�JO�BO�FGGPSU�UP�BTDFSUBJO�XIP�IBT�QPXFS�BOE�XIBU�IBQQFOT�XIFO�UIFZ�
VTF�JU��)FSF�XF�IJHIMJHIU�IPX�QPXFS�HFUT�HBUIFSFE�VTFE�BOE�NBJOUBJOFE�JO�NBSLFUJOH�
DIBOOFMT�

#VU� IPX� DBO�XF� UBLF� BO� JOWFOUPSZ� PG� BO� PSHBOJ[BUJPO�T� BCJMJUZ� UP� DIBOHF� UIF�
CFIBWJPS�PG�BOPUIFS�PSHBOJ[BUJPO �5IFSF�BDUVBMMZ�BSF�NBOZ�XBZT��UIF�EFCBUF�JT�BCPVU�
XIJDI�XBZ�JT�CFTU�5�0OF�XBZ�PG�UIJOLJOH�BCPVU�JOEFYJOH�QPXFS�IBT�QSPWFO�QBSUJDVMBSMZ�
GSVJUGVM�JO�NBSLFUJOH�DIBOOFMT�UIPVHI�UIJT�NFUIPE�LOPXO�BT�UIF�'SFODI�BOE�3BWFO�
BQQSPBDI�DPNFT�GSPN�QTZDIPMPHZ�6�*U�IPMET�UIBU�UIF�CFTU�XBZ�UP�measure power�JT�
UP�DPVOU�JUT�HFOFTJT�GSPN�GJWF�TPVSDFT�PG�QPXFS��SFXBSE�DPFSDJPO�FYQFSUJTF�SFGFSFODF�
BOE�MFHJUJNBDZ��&BDI�PG�UIFTF�TPVSDFT�JT�SFBTPOBCMZ�PCTFSWBCMF�TP�FWFO�UIPVHI�QPXFS�
JT�IJEEFO�JU�DBO�CF�BQQSPYJNBUFE�CZ�DPNQJMJOH�FTUJNBUFT�PG�JUT�TPVSDFT�

"MUIPVHI� UIF� WBTU� BOE� CFXJMEFSJOH� GPSNT� PG� QPXFS� NBZ� MFBWF� NBOZ� DIBOOFM�
NFNCFST�DPOGVTFE�UIF�LFZ�NFTTBHF�JT�BDUVBMMZ�GVOEBNFOUBM��1PXFS�DBO�CF�BDDSVFE�
BOE�FYFSUFE�POMZ�CZ�B�QSPEVDFS�XJUI�B�WJBCMF�WBMVF�QSPQPTJUJPO�UIBU�BQQFBMT�UP�UIF�
FOE�VTFS��*G�UIF�QSPEVDFS�TVGGFST�B�TFSJPVT�EFGJDJFODZ�JO�UIJT�CBTJD�FMFNFOU�OP�BNPVOU�
PG�QPXFS�JO�UIF�DIBOOFM�DBO�DPNQFOTBUF�GPS�JU��4QFDJGJDBMMZ�UIF�QSPEVDFS�NVTU�PGGFS7

t�"�QSPEVDU�TFSWJDF�XIPTF�RVBMJUZ�MFWFM�NFFUT�UIF�OFFE�PG�B�TVCTUBOUJBM�TFHNFOU�PG�
FOE�VTFST

t�"U�B�QSJDF�UIF�FOE�VTFS�DPOTJEFST�QBZJOH
t�4VDI�UIBU�JU�JT�TBMFBCMF�FOPVHI�UIBU�UIF�UFSNT�PG�USBEF�PGGFSFE�UP�PUIFS�DIBOOFM�

NFNCFST�FOBCMF�UIFN�UP�FBSO�NJOJNVN�BDDFQUBCMF�GJOBODJBM�SFUVSOT�BU�UIF�QSJDF�
UIF�FOE�VTFS�JT�XJMMJOH�UP�QBZ

t�#BDLFE�CZ�B�NJOJNBMMZ�BDDFQUBCMF�QSPEVDFS�SFQVUBUJPO�BOE
t�%FMJWFSFE�SFMJBCMZ�TVDI�UIBU� UIF�QSPEVDFS�IPOPST�BOZ�EFMBZT� JU�IBT�OFHPUJBUFE�

XJUI�DIBOOFM�NFNCFST�PS�UIFJS�DVTUPNFST�

5IFTF�GJWF�UISFTIPMET�BSF�GVOEBNFOUBM��XJUIPVU�UIFN�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�
IBT�MJNJUFE�BCJMJUZ�UP�DSFBUF�EFNBOE�BOE�OP�SFBTPO�UP�CPUIFS�UP�USZ�UP�EP�TP�SFHBSEMFTT�
PG�UIF�QPXFS�FYFSUFE�CZ�UIF�VQTUSFBN�NFNCFS�
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Reward Power

"�reward�JT�B�CFOFGJU�HJWFO�JO�SFUVSO�GPS�B�DIBOOFM�NFNCFS�T�BHSFFNFOU�UP�BMUFS�JUT�CFIBW-
JPS��*O�EJTUSJCVUJPO�DIBOOFMT�UIF�FNQIBTJT�JT�NBJOMZ�PO�GJOBODJBM�SFXBSET��'JOBODJBM�SFUVSOT�
OFFE�OPU�CF�JNNFEJBUF�OPS�QSFDJTFMZ�FTUJNBCMF�CVU�FYQFDUBUJPOT�PG�FWFOUVBM�QBZPGGT�FWFO�
JOEJSFDU�POFT�QFSWBEF�DIBOOFM�OFHPUJBUJPOT��3FXBSE�QPXFS�JT�CBTFE�PO�B�CFMJFG�CZ�BDUPS�
#�UIBU�BDUPS�"�IBT�UIF�BCJMJUZ�UP�HSBOU�JU�TPNFUIJOH�WBMVBCMF��5IF�FGGFDUJWF�VTF�PG�SFXBSE�
QPXFS�SFTUT�PO�"�T�QPTTFTTJPO�PG�TPNF�SFTPVSDF�UIBU�#�WBMVFT�BOE�CFMJFWFT�JU�DBO�PCUBJO�CZ�
DPOGPSNJOH�XJUI�"�T�SFRVFTU��#VU�UIF�ability�UP�HSBOU�SFXBSET�JT�OPU�TVGGJDJFOU��#�NVTU�BMTP�
QFSDFJWF�UIBU�"�JT�willing�UP�HSBOU�SFXBSET��5IFSFGPSF�#�NVTU�CF�DPOWJODFE�UIBU�XIBU�"�
EFTJSFT�SFBMMZ�XJMM�DSFBUF�CFOFGJUT�BOE�UIFO�UIBU�#�XJMM�SFDFJWF�B�GBJS�TIBSF�PG�UIPTF�CFOFGJUT�

.BOZ� DIBOOFM� JOJUJBUJWFT� DSFBUF� SFXBSE� QPXFS� JO� WBSJPVT� GPSNT�� 'PS� FYBNQMF�
FGGPSUT�UP�CPPTU�B�SFTFMMFS�T�DBQBCJMJUJFT�FOBCMF�JU�UP�JODSFBTF�JUT�QSPGJUT��&YDFMMFOU�MPHJT-
UJDT�BMTP�DBO�JODSFBTF�EPXOTUSFBN�DIBOOFM�NFNCFST��SFXBSET�JOEJSFDUMZ�CFDBVTF�UIFJS�
JOUFSBDUJPOT�XJUI�UIF�QSPEVDFS�BSF�NPSF�FGGJDJFOU�BOE�QSPGJUBCMF�XIJDI�IBT�UIF�BEEFE�
BEWBOUBHF�PG�CFJOH�EJGGJDVMU�UP�JNJUBUF�8�5IJT�DIBQUFS�DJUFT�B�MPU�PG�FYBNQMFT�PG�SFXBSE�
QPXFS�CFDBVTF� JU� JT�VOJWFSTBMMZ�FGGFDUJWF��/PU�POMZ�EP�QSPEVDFST�HBJO� UIF�BCJMJUZ� UP�
BMUFS�EPXOTUSFBN�CFIBWJPS�CZ�JODSFBTJOH�SFXBSET�CVU�EPXOTUSFBN�DIBOOFM�NFNCFST�
BMTP�DBO�SFXBSE�QSPEVDFST�CZ�NPSF�FGGFDUJWFMZ�FTUBCMJTIJOH�NBSLFUT�GPS�UIF�QSPEVDFST��
QSPEVDU�PS�TFSWJDF�PGGFST�

"MUIPVHI�UIJT�EPNJOBODF�PG�SFXBSE�QPXFS�DBO�DSFBUF�UIF�UFNQUBUJPO�UP�MVNQ�UIF�
PUIFS�GPVS�TPVSDFT�PG�QPXFS�JOUP�UIJT�DBUFHPSZ�DPFSDJPO�FYQFSUJTF�MFHJUJNBUF�BQQFBM�
BOE�SFGFSFODF�QPXFS�BMM�HFOFSBUF�SFXBSET�BU�TPNF�MFWFM�UPP�JO�USVUI�UIFZ�EJGGFS�BOE�
PQFSBUF�JO�VOJRVF�XBZT�

Coercive Power

$PFSDJWF�QPXFS�TUFNT�GSPN�#�T�FYQFDUBUJPO�PG�punishment�CZ�"�JG�JU�GBJMT�UP�DPOGPSN�
XJUI�"�T�JOGMVFODF�BUUFNQU��*O�UIF�6OJUFE�4UBUFT�MBSHF�TVQFSNBSLFU�DIBJOT�FYUSBDU�TVC-
TUBOUJBM�TMPUUJOH�BMMPXBODFT�	GFFT
�GSPN�CSBOEFE�QSPEVDFST�CFGPSF�UIFZ�XJMM�BHSFF�UP�
TUPDL�OFX�QSPEVDUT��3FHBSEMFTT�PG�UIF�QPUFOUJBM�FDPOPNJD�SBUJPOBMF�GPS�UIJT�QSBDUJDF��
FNQJSJDBM�FWJEFODF�TVHHFTUT� UIBU� UIFTF� GFFT�SFBMMZ�FYJTU�CFDBVTF� UIF�SFUBJMFS�IBT� UIF�
BCJMJUZ�UP�CMPDL�NBSLFU�BDDFTT�CZ�B�NBOVGBDUVSFS�UIBU�SFGVTFT�UP�QBZ����0UIFS�FYBN-
QMFT�PG�DPFSDJWF�QPXFS�JODMVEF�NBSHJO�SFEVDUJPOT�B�XJUIESBXBM�PG�QSFWJPVTMZ�HSBOUFE�
SFXBSET�	F�H��FYDMVTJWF�UFSSJUPSJBM�SJHIUT
�BOE�TMPXFS�TIJQNFOUT�

*O�UIJT�TFOTF�coercion�JT�TZOPOZNPVT�XJUI�UIF�QPUFOUJBM�UP�UISFBUFO�BOPUIFS�PSHB-
OJ[BUJPO�XIFUIFS�JNQMJDJUMZ�PS�FYQMJDJUMZ��5IF�UISFBU�PG�CFJOH�ESPQQFE�GSPN�8BM�.BSU�T�
BQQSPWFE�WFOEPS�MJTU�IBT�MFE�NPTU�PG�JUT�TVQQMJFST�UP�BEPQU�FYQFOTJWF�FMFDUSPOJD�EBUB�
JOUFSDIBOHF�	&%*
�TZTUFNT�BOE�BHSFF�UP�QFSGPSN�CVML�CSFBLJOH�UP�TVQQPSU�JUT�WBSJPVT�
TUPSFT��4PDL�NBOVGBDUVSFST�NJHIU�CF�SFRVJSFE�UP�NJY�EJGGFSFOU�LJOET�PG�TPDLT�PO�B�QBMMFU�
UP�GJU�B�TQFDJGJD�8BM�.BSU�TUPSF�T�SFRVJSFNFOUT�SBUIFS�UIBO�TIJQQJOH�DPNQMFUF�QBMMFUT�BOE�
UISVTUJOH�UIF�DPTUT�PG�SFDPNQPTJOH�UIF�QBMMFUT�POUP�8BM�.BSU��5IJT�TIJGU�JT�OPU�USJWJBM��UIF�
QSPDFTTFT�SFRVJSFE�UP�NJY�TPDL�UZQFT�PO�B�QBMMFU�DPTUT�UIF�NBOVGBDUVSFS�����DFOUT�QFS�
QBJS�BOE�UIF�QBJS�TFMMT�UP�8BM�.BSU�GPS���������

$PFSDJWF�QPXFS�BMTP� SFQSFTFOUT� UIF� GMJQ� TJEF�PG� SFXBSE�QPXFS��5FDIOJDBMMZ� JU� JT�
OFHBUJWF� SFXBSE�QPXFS� 	B� SFXBSE� JT�XJUIIFME�PS�EPFT�OPU�NBUFSJBMJ[F
�� 4P�XIZ� USFBU�
JU�BT�B�TFQBSBUF�DBUFHPSZ �8IZ�OPU�KVTU�DPOTJEFS�OFHBUJWF�SFXBSET �5IF�NBJO�SFBTPO�JT�
UIBU�DIBOOFM�NFNCFST�EP�OPU�TFF�JU�UIJT�XBZ��5IFZ�WJFX�negative sanctions�OPU�BT�UIF�
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BCTFODF�PG�SFXBSET�CVU�BT�BO�BUUBDL�PO�UIFNTFMWFT�BOE�UIFJS�CVTJOFTT��$PFSDJPO�UIVT�JT�
TZOPOZNPVT�XJUI�BHHSFTTJPO�UPP�BOE�QSPWPLFT�TFMG�EFGFOTF�SFTQPOTFT��$IBOOFM�NFN-
CFST�UIBU�QFSDFJWF�MPX�SFXBSET�MJLFMZ�SFBDU�XJUI�JOEJGGFSFODF�PS�XJUIESBXBM�CVU�XIFO�
UIFZ�QFSDFJWF�B�QBUIPMPHJDBM�GPSN�PG�DPFSDJPO�UIFZ�SFBDU�CZ�DPOTJEFSJOH�B�DPVOUFSBUUBDL��
5IJT� EFGFOTJWF� SFBDUJPO�NFBOT� UIBU� DPFSDJWF� QPXFS� JT� MFTT� GVODUJPOBM� PWFS� UJNF� UIBO�
PUIFS�TPVSDFT�PG�QPXFS�UIBU�QSPEVDF�NPSF�QPTJUJWF�TJEF�FGGFDUT����5IFSFGPSF�DPFSDJPO�
TIPVME�CF�UIF�MBTU�UBDUJD�VTFE�UP�FWPLF�DIBOHF�CFDBVTF�JU�JT�MJLFMZ�UP�QSPWPLF�SFUBMJBUJPO�

8F�NJHIU�NBLF� UIJT� SFDPNNFOEBUJPO�CVU� DPFSDJWF�QPXFS�PGUFO�QFSTJTUT� BOE� JUT�
VTFST�PGUFO�BQQFBS� TVSQSJTFE�CZ� UIF� JOUFOTJUZ�PG� UIF� UBSHFU�T� SFBDUJPO�FTQFDJBMMZ� JG� UIF�
SFBDUJPO�JT�EFMBZFE�TP�UIBU�UIF�UBSHFU�DBO�NBSTIBM�JUT�GPSDFT�BOE�DPNQPTF�JUT�DPVOUFSBUUBDL��
%FQBSUNFOU�TUPSF�DIBJOT�TVDI�BT�4BLT�'JGUI�"WFOVF�BOE�#MPPNJOHEBMF�T�MJLFMZ�QFSDFJWF�
UIF�PQFOJOH�PG�GBDUPSZ�PVUMFU�TUPSFT�BT�BO�FGGPSU�CZ�B�NBOVGBDUVSFS�UP�DPFSDF�UIFN�JOUP�
HSFBUFS�DPPQFSBUJPO��3BUIFS�UIBO�DPPQFSBUJOH�UIFZ�HFOFSBMMZ�retaliate�JO�UIF�TIPSU�SVO�CZ�
DBODFMJOH�PSEFST�BOE�JO�UIF�MPOH�SVO�CZ�PQFOJOH�UIFJS�PXO�GBDUPSZ�PVUMFU�TUPSFT�JO�XIJDI�
UIFZ�VOEFSQSJDF�UIFJS�PXO�TVQQMJFST��TUPSFT����0UIFS�GPSNT�PG�SFUBMJBUJPO�NBZ�CF�MFTT�ESB-
NBUJD�PS�DPVME�FWFO�QBTT�VOSFNBSLFE��*O�HFOFSBM�UIPVHI�XIFO�B�UBSHFU�QFSDFJWFT�UIF�VTF�
PG�UISFBUT�JU�EPXOHSBEFT�JUT�FTUJNBUJPO�PG�UIF�WBMVF�PG�UIF�CVTJOFTT�PG�UIF�DPFSDJWF�BDUPS���

*O�UIF�TIPSU�UFSN�UIF�SFMBUJPOTIJQ�TVGGFST�UISFF�UZQFT�PG�EBNBHF��'JSTU�UIF�UBS-
HFU�PG�DPFSDJWF�QPXFS�JT�MFTT�TBUJTGJFE�XJUI�UIF�GJOBODJBM�SFUVSOT�JU�EFSJWFT�	B�SFBDUJPO�
UIBU�UFOET�UP�CF�QBSU�QFSDFQUJPO�BOE�QBSU�SFBMJUZ
��4FDPOE�UIF�UBSHFU�JT�MFTT�TBUJTGJFE�
XJUI�UIF�OPOGJOBODJBM�TJEF�PG�UIF�SFMBUJPOTIJQ�CFDBVTF�B�DPFSDJWF�QBSUOFS�TFFNT�MFTT�
DPODFSOFE�SFTQFDUGVM�XJMMJOH�UP�FYDIBOHF�JEFBT�GVMGJMMJOH�HSBUJGZJOH�PS�FBTZ�UP�XPSL�
XJUI��5IJSE�UIF�UBSHFU�BTTVNFT�UIF�SFMBUJPOTIJQ�IBT�CFDPNF�NPSF�DPOGMJDU�MBEFO�

#VU�TP�XIBU �"�QPXFSGVM�BDUPS�TFFNJOHMZ�NJHIU�DBSF�MJUUMF�BCPVU�EJTJMMVTJPONFOU�
CZ�UIF�UBSHFU�PG�JUT�DPFSDJWF�QPXFS��#VU�JO�UIF�TIPSU�SVO�UIF�UBSHFU�HSPXT�MFTT�DPPQFSB-
UJWF��JO�UIF�NFEJVN�UFSN�UIF�UBSHFU�FYQSFTTFT�MFTT�USVTU��BOE�JO�UIF�MPOH�SVO�UIF�UBSHFU�
HSPXT� MFTT�DPNNJUUFE� UP� UIF� SFMBUJPOTIJQ����8IBU� UIF�QPXFSGVM�NFNCFS�HBJOT� GSPN�
JUT�DPFSDJPO�UIVT�NBZ�CF�MPTU�MBUFS��UIFSF�BSF�BMXBZT�PQQPSUVOJUZ�DPTUT�BTTPDJBUFE�XJUI�
BMJFOBUJOH�PUIFS�DIBOOFM�NFNCFST��$PFSDJPO�FSPEFT�UIF�SFMBUJPOTIJQ�FWFO�JG�JU�EPFT�
TP�TMPXMZ�FOPVHI�UIBU�UIF�JOGMVFODFS�GBJMT�UP�SFBMJ[F�XIBU�JU�JT�MPTJOH�

"OE� ZFU� UIFSF� BSF� UJNFT�XIFO� UIF� CFOFGJU� PG� DPFSDJPO�NBZ�CF�XPSUI� JUT� DPTU��
)FSF�XF�SFUVSO�UP�PVS�8BM�.BSU�FYBNQMF�JO�XIJDI�JU�EFNBOEFE�TVQQMJFST�BEPQU�&%*�UP�
BVUPNBUF�UIFJS�QVSDIBTJOH�QSPDFTTFT��5IF�WBTU�QPUFOUJBM�PG�&%*�UP�SFEVDF�DPTUT�IBT�MFE�
NBOZ�GJSNT�UP�BEPQU�JU�QSPBDUJWFMZ�CVU�UIPTF�CFOFGJUT�BSF�GBS�DMFBSFS�JO�IJOETJHIU��5IVT�
BQQSPYJNBUFMZ�IBMG�PG�UIF�FBSMZ�&%*�BEPQUFST�BDUVBMMZ�XFSF�GPSDFE�UP�CVZ�UIF�SFMBUFE�
UPPMT�CZ�PUIFS�NFNCFST�PG� UIFJS� TVQQMZ�DIBJOT�JO�NBOZ�DBTFT�CZ�8BM�.BSU�XIJDI�
JNQPTFE�BEPQUJPO�EFBEMJOFT�CZ�UISFBUFOJOH�UP�TUPQ�JUT�PSEFST����8IFO�JU�CFDBNF�DMFBS�
UIBU�&%*�CFOFGJUUFE�UIF�FOUJSF�DIBOOFM�UIF�DPFSDFE�UBSHFUT�XFSF�XJMMJOH�UP�GPSHJWF�UIFJS�
QBSUOFS��TVSWJWJOH�UIJT�QBSUJDVMBS�DSJTJT�FWFO�TFFNT�UP�IBWF�TUSFOHUIFOFE�DIBOOFM�SFMB-
UJPOTIJQT��#VU�JG�UIF�DPFSDFE�DIBOOFM�NFNCFS�EPFT�OPU�CFOFGJU�PS�EPFT�OPU�QFSDFJWF�B�
CFOFGJU�UIF�SFMBUJPOTIJQ�DBO�CF�TFSJPVTMZ�BOE�JSSFQBSBCMZ�EBNBHFE���

Expert Power

Expert (or expertise) power� JT�CBTFE�PO�UIF�UBSHFU�T�QFSDFQUJPO�UIBU�UIF�JOGMVFODFS�
IBT�TQFDJBM�LOPXMFEHF�PS�FYQFSUJTF�UIBU�JT�VTFGVM�BOE�UIBU�UIF�UBSHFU�EPFT�OPU�QPTTFTT��
0G�DPVSTF�TVDI�FYQFSUJTF�QPXFS�JT�BU�UIF�IFBSU�PG�UIF�EJWJTJPO�PG�MBCPS�TQFDJBMJ[BUJPO�
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BOE�DPNQBSBUJWF�BEWBOUBHFT�JO�DIBOOFM�GVODUJPOT��4JEFCBS������EFTDSJCFT�IPX�B�SFUBJMFS�
MFWFSBHFE� JUT�NBSLFU� BDDFTT� JOUP� FYQFSUJTF� QPXFS� UIBU� BMMPXFE�EPXOTUSFBN� DIBOOFM�
NFNCFST�UP�CZQBTT�FYJTUJOH�TVQQMJFST�BOE�CSJOH�OFX�TPVSDFT�PG�TVQQMZ�UP�JUT�NBSLFU�

&YQFSUJTF�EPFT�OPU� KVTU� BQQFBS�FJUIFS�� *U�NVTU�CF�CVJMU� UISPVHI�QBUJFOU� JOWFTU-
NFOUT�PG�UJNF�BOE�SFTPVSDFT�BT�4JEFCBS������JMMVTUSBUFT�

Sidebar 10-1
Retailers build expertise power over suppliers

A traditional view of channels suggests that manu-
facturers, with their relatively narrow specializations, 
are primary sources of expertise related to product 
use. Downstream channel members, whose atten-
tion spreads over many product categories, seem-
ingly are less well informed about end-user needs in 
any given product category.

But downstream channel members also have 
the twin advantages of “customer touch” (close-
ness to the purchaser) and assortment (providing 
a superior view of the family of needs that buyers 
seek to meet through purchases).18 Translating this 
formidable dual advantage into action sometimes 
requires an extra investment. If resellers become too 
frustrated with their suppliers’ refusals to acknowl-
edge their expertise, they even might go so far as 
to create new sources of supply that reflect their 
ideas of market needs. Just such a development has 
defined the sale of pharmaceutical drugs in Mexico.

The poor often pay more than wealthy peo-
ple for the same items, because poor neighbor-
hoods are underserved in terms of distribution. In 
Mumbai, India, the price differentials between a 
shantytown and a prosperous neighborhood are 
shocking. Residents of the shantytown—those who 
can least afford it—pay 1.2 times more for rice, 20 
times more for diarrhea medication, 37 times more 
for safe water, and 53 times more for credit.19

Victor Gonzalez noticed similar differentials in 
Mexico and determined to do something about it.20 
The laboratory Gonzalez owns produced generic, 
less expensive, legal copies of branded pharmaceu-
ticals. But despite the lack of legal barriers to selling 
generics, pharmacies chose to stock only expensive, 
patented foreign drugs, on which they enjoyed a 
large margin. Gonzalez’s sole customer in 1997 was 
the Mexican government, which negotiated slen-
der margins for generics to stock in public hospitals 

and clinics. The less expensive generics in turn were 
available only to people covered by the public health 
system—not to the 50 million people living in pov-
erty, who were thus obliged to buy branded drugs 
at pharmacies. According to Gonzalez, he came to 
a realization: “I was in the wrong business. I had to 
sell my generics at the retail level and forget about 
the government.”

So he founded Farmacias Similares, a drug-
store chain that sells generic medications (mostly 
older drugs whose patents have expired). The highly 
successful chain has opened more than 2,000 
stores, most of them located next to clinics that 
Gonzalez has founded and underwritten through a 
non-profit group. The clinics handle 800,000 visits a 
month, at far lower costs than private clinics charge. 
The independent doctors who staff them are free 
to prescribe as they see fit, and the visitation fees 
are low.

In effect, Gonzalez has built an alternative 
health system. Farmacias Similares prompted a 
boom in generics, raising their profile and bringing 
new suppliers into the market. Gonzalez’s generic 
laboratory now provides only one-fifth of the phar-
macy chain’s stock, with the rest made by local 
companies. However, the pharmacy chain retains 
expertise power, due to its vast knowledge of 
Mexico’s drug market and regulations. The firm also 
is the acknowledged expert at spotting gaps and 
convincing laboratories to create supply to fill them.

One customer, who earns $4 a day, spent $8 
total to bring his sick child in for a clinic visit and 
to obtain the necessary drug, noting: “This is the 
only place we can afford to buy our medicines.” 
Gonzalez agrees: “Before we appeared on the 
scene, poor people in Mexico used to pray to the 
Virgin to get better because they couldn’t afford 
the medicines. Now they come to us.”
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"MUIPVHI�JU�UBLFT�TVCTUBOUJBM�UJNF�BOE�FGGPSU�UP�CVJME�FYQFSU�QPXFS�UIJT�QPXFS�
DBO�EJTTJQBUF�PS�FWFO�EJTBQQFBS�JO�BO�JOTUBOU����&YQFSU�BEWJDF�PODF�HJWFO�HSBOUT�UIF�
SFDJQJFOU�UIF�BCJMJUZ�UP�PQFSBUF�XJUIPVU�GVSUIFS�BTTJTUBODF�TP�UIF�PSJHJOBM�FYQFSU�T�SFMB-
UJPOTIJQ�QPXFS�ESPQT�JNNFEJBUFMZ��"�GJSN�UIBU�XJTIFT�UP�SFUBJO�JUT�FYQFSU�QPXFS�PWFS�
UIF�MPOH�SVO�UIVT�IBT�UISFF�PQUJPOT�

Sidebar 10-2
The mystery shopper

Gathering marketplace expertise can be a chal-
lenge for any manager, particularly when it comes 
to understanding the experience potential custom-
ers have at the point of sale. One tactic relies on 
mystery shoppers, who are typically employees of 
specialty research firms. After receiving training to 
present themselves convincingly as genuine custom-
ers, these shoppers sample the service outputs by 
various firms and rate the point of sale on the basis 
of their experiences. Mystery shoppers then submit 
these data, which the independent research firms 
compile into comprehensive reports.

Who wants these reports? The clients of mys-
tery shopper providers include producers, who want 
to know how their products fare in their down-
stream channel partners’ locations, as well as down-
stream channel members (e.g., retail chains) seeking 
to determine how well a particular store is adhering 
to company policy. Franchisors often use mystery 
shoppers to ensure their franchisees’ compliance 
with the mandated business formats. In reality 
though, this access to expertise power is available to 
any firm that wants to learn about the performance 
of another channel member: outlet employees, 
outlet managers, entire stores, franchisees, even 
competitors. Thus, the information is often custom-
ized to the company that commissions the study. 
Depending on what the client wants, mystery shop-
pers might enact an elaborate script, or they may 
simply rate a list of general measures (how long did 
they wait in line, was the pizza hot, were the toilets 
clean, etc.). Shoppers memorize the information, 
and then leave the premises to transcribe the infor-
mation, out of sight of the service provider.

The uses of these results are as varied as 
the types of clients. Specific stores may be com-
plimented, sanctioned, tracked, or paid (typically a 
bonus or a prize) according to their scores. Other 
reports support policy decisions: Sharp paid mys-
tery shoppers to find out how its liquid crystal flat 

screen televisions were being presented by electron-
ics stores. What it discovered was that salespeople 
regularly advised shoppers to wait for price cuts, 
a direct result of the manufacturer’s own policy of 
frequently cutting wholesale prices. In response, 
Sharp changed its pricing policy, constraining itself 
to two price cuts per year and announcing this 
policy widely.

Because this sort of research demands its 
own form of expertise, mystery shoppers need to 
be good actors, who fit the part, as well as accurate 
memorizers and note takers. The firms that employ 
them also need a diverse portfolio of mystery shop-
pers, who are believable, and eligible, to shop in 
different situations. For example, Optic 2000, a 
large French eyeglasses chain, will only contract 
with a third party that can provide it with a large 
number of farsighted mystery shoppers who can 
test how well its salespeople serve this segment.

In addition, these firms provide sensitive, con-
troversial information, gained from “spying on peo-
ple” and masking their true purpose. It is therefore 
critical that the mystery shopper and its firm appear 
neutral, rather than beholden to, say, managers who 
plan to use the information it provides. This require-
ment is particularly pertinent if the scenario could 
be seen as entrapment. For example, BMW sends 
mystery shoppers to test its dealers’ service bays by 
bringing in motorcycles that are rigged to have cer-
tain problems. The service score reflects how well 
the provider finds and fixes the flaws, and whether 
it charges fairly for the service. In retail settings, a 
premium brand might send mystery shoppers into 
upscale electronics stores with scripts, to determine 
if they can induce salespeople to recommend less 
expensive brands, in violation of the stores’ partner-
ship agreement with the brand. When confronted 
with such information, stores and service providers 
are likely to be less combative if they know the mys-
tery shopper actually is independent of the producer.
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 1. *U�DBO�EPMF�PVU�FYQFSUJTF� JO�TNBMM�QPSUJPOT�BMXBZT�SFUBJOJOH�FOPVHI�WJUBM�EBUB�
UP�FOTVSF�PUIFS�DIBOOFM�NFNCFST��DPOUJOVFE�EFQFOEFODF��5IJT�PQUJPO� JNQMJFT�
QVSQPTFGVMMZ� LFFQJOH�PUIFS� DIBOOFM�NFNCFST� VOJOGPSNFE� BCPVU� TPNF� DSJUJDBM�
BTQFDU� PG� DIBOOFM� QFSGPSNBODF� UIPVHI�� 4VDI� B� TUSBUFHZ� DBO� CF� TFMG�EFGFBUJOH�
CFDBVTF�BMM�DIBOOFM�NFNCFST�OFFE�UP�XPSL�VQ�UP�UIFJS�DBQBDJUJFT�JG�UIF�DIBOOFM�
BT�B�XIPMF�JT�UP�TVDDFFE�

 2. 5IF�GJSN�DBO�DPOUJOVBMMZ�JOWFTU�JO�MFBSOJOH�UP�FOTVSF�JU�BMXBZT�IBT�OFX�JNQPS-
UBOU� JOGPSNBUJPO�UP�PGGFS�DIBOOFM�QBSUOFST�� *UT� MFBSOJOH�NJHIU� GPDVT�PO�NBSLFU�
USFOET� UISFBUT�BOE�PQQPSUVOJUJFT� UIBU�PUIFS�DIBOOFM�NFNCFST�XPVME� GJOE�EJG-
GJDVMU�UP�HFOFSBUF��5IVT�UIF�DPTU�PG�UIJT�PQUJPO�JT�TVCTUBOUJBM�CVU�TP�BSF�UIF�CFO-
FGJUT�JO�UFSNT�PG�BDIJFWJOH�DIBOOFM�HPBMT�

 3. *U�NJHIU�USBOTNJU�POMZ�DVTUPNJ[FE�JOGPSNBUJPO�BOE�FODPVSBHF�DIBOOFM�QBSUOFST�UP�
JOWFTU�JO�USBOTBDUJPO�TQFDJGJD�FYQFSUJTF�XIJDI�JT�TP�TQFDJBMJ[FE�UIBU�UIFZ�DBOOPU�
USBOTGFS�JU�FBTJMZ�UP�PUIFS�QSPEVDUT�PS�TFSWJDFT��5IF�TQFDJGJD�OBUVSF�PG�UIF�FYQFSUJTF�
BMPOH�XJUI�UIF�DPTUT�JOWPMWFE�JO�BDRVJSJOH�JU�UIVT�JNQFEFT�FYJU�GSPN�UIF�DIBOOFM�

4PNF�XSJUFST� TVCEJWJEF� FYQFSU� QPXFS� JOUP� FYQFSUJTF� BOE� JOGPSNBUJPO� TPVSDFT��
5IF�GPSNFS�JNQMJFT�UIF�QSPWJTJPO�PG�HPPE�KVEHNFOUT�	GPSFDBTUT�BOBMZTFT
��UIF�MBUUFS�
JOWPMWFT�UIF�QSPWJTJPO�PG�EBUB�	F�H��OFXT�UIBU�B�DPNQFUJUPS�IBT�KVTU�ESPQQFE�QSJDFT
�22�
*OGPSNBUJPO� JT� OPU� JEFOUJDBM� UP� FYQFSUJTF�� 4VQFSNBSLFUT� GPS� FYBNQMF� SFDFJWF� IVHF�
BNPVOUT�PG�DPOTVNFS�QVSDIBTF�EBUB�GSPN�UIFJS�DIFDLPVU�TDBOOFST��5P�UVSO�UIJT�JOGPS-
NBUJPO�JOUP�JOTJHIU�UIFZ�TFOE�UIF�EBUB�GPS�FBDI�QSPEVDU�DBUFHPSZ�UP�TFMFDUFE�TVQQMJ-
FST�	iDBUFHPSZ�DBQUBJOTw
�XIP�VTF�UIFJS�LOPXMFEHF�PG�UIF�UZQF�PG�QSPEVDU�UP�EJTDFSO�
QBUUFSOT� GSPN� NJMMJPOT� PG� USBOTBDUJPOT�� 4VQFSNBSLFUT� IBWF� JOGPSNBUJPO� QPXFS� PWFS�
TVQQMJFST�XIP�DPOWFSU�UIF�EBUB�UIFZ�SFDFJWF�JOUP�FYQFSUJTF�QPXFS�PWFS�TVQFSNBSLFUT��
5IJT�FYFSDJTF�JT�TP�JNQPSUBOU�UIBU�CPUI�TJEFT�WJFX�JU�BT�BO�JOWFTUNFOU�JO�CVJMEJOH�B�
TUSBUFHJD�BMMJBODF�

6TJOH�FYQFSU�QPXFS�JT�OPU�BT�FBTZ�BT�JU�NBZ�TPVOE�FWFO�GPS�BO�PSHBOJ[BUJPO�UIBU�
IPMET� DPOTJEFSBCMF� BNPVOUT� PG� JU�� 'JSTU� UP� FYFSDJTF� FYQFSU� QPXFS� B� DIBOOFM�NFN-
CFS�NVTU�CF�USVTUFE��0UIFSXJTF�FYQFSU�BEWJDF�MPPLT�MJLF�BO�BUUFNQU�BU�NBOJQVMBUJPO��
4FDPOE� FYQFSUT� BSF�VTVBMMZ� BDDPSEFE� WFSZ�IJHI� TUBUVT�XIJDI�NBLFT� UIFN�EJGGJDVMU�
UP� JEFOUJGZ�XJUI�BOE�QFSIBQT� JNQFEFT�OFDFTTBSZ� USVTU�CVJMEJOH��5IJSE� JOEFQFOEFOU�
NJOEFE�FOUSFQSFOFVSJBM�CVTJOFTTQFPQMF�EPO�U�MJLF�UP�CF�UPME�XIBU�UP�EP��5IFZ�CFMJFWF�
UIBU�they�BSF�UIF�FYQFSUT�	BOE�UIFZ�BSF�PGUFO�SJHIU�
��*G�BO�JOGMVFODFS�JT�UP�FNQMPZ�FYQFSU�
QPXFS�UIF�UBSHFU�IBT�UP�CF�XJMMJOH�UP�BDDFQU�UIJT�FYQFSU�T�JOGPSNBUJPO�BOE�KVEHNFOUT��
4VDI�BDDFQUBODF�JT�GBS�NPSF�MJLFMZ�JG�B�HPPE�XPSLJOH�SFMBUJPOTIJQ�FYJTUT�TVDI�UIBU�UIF�
UBSHFU�CFMJFWFT�JO�UIF�CBTJD�DPNQFUFODF�BOE�USVTUXPSUIJOFTT�PG�UIF�JOGMVFODFS�23�*U�JT�
BMTP�FBTJFS�JG�UIF�UBSHFU�OFFET�	J�F��JT�EFQFOEFOU�PO
�UIF�JOGMVFODFS�

Legitimate Power

5P�CF�legitimate�JT�UP�CF�QFSDFJWFE�BT�SJHIU�BOE�QSPQFS�JO�BDDPSEBODF�XJUI�OPSNBUJWF�
PS�FTUBCMJTIFE�TUBOEBSET��Legitimate power�UIVT�TUFNT�GSPN�UIF�UBSHFU�DPNQBOZ�T�TFOTF�
UIBU�JT�JO�TPNF�XBZ�PCMJHBUFE�UP�DPNQMZ�XJUI�UIF�SFRVFTUT�PG�UIF�JOGMVFODFS�CFDBVTF�
TVDI�DPNQMJBODF�TFFNT�SJHIU�BOE�QSPQFS�CZ�OPSNBM�PS�FTUBCMJTIFE�TUBOEBSET��5IBU�JT�UIF�
JOGMVFODFS�IBT�MFHJUJNBUF�QPXFS�JG�UIF�UBSHFU�GFFMT�B�TFOTF�PG�EVUZ�BOE�CPVOE�UP�DBSSZ�PVU�
UIF�JOGMVFODFS�T�SFRVFTU�EVF�JUT�GFFMJOH�PG�CFJOH�DPOTUSBJOFE�CZ�NPSBM�TPDJBM�PS�MFHBM�
GPSDFT�UP�HP�BMPOH�XJUI�UIF�JOGMVFODFS�T�SFDPNNFOEBUJPO��5IJT�TFOTF�PG�SFTQPOTJCJMJUZ�
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DPNFT�GSPN�UXP�NBJO�TPVSDFT��UIF�MBX�	MFHBM� MFHJUJNBUF�QPXFS
�BOE�OPSNT�PS�WBMVFT�
	USBEJUJPOBM�MFHJUJNBUF�QPXFS
�

Legal legitimate power� JT� DPOGFSSFE� CZ� HPWFSONFOUT� TUFNNJOH� GSPN� FBDI�
OBUJPO�T�MBXT�PG�DPOUSBDUT�BOE�DPNNFSDF��'PS�FYBNQMF�QBUFOU�BOE�USBEFNBSL�MBXT�HJWF�
PXOFST�TPNF�GSFFEPN�BOE�KVTUJGJDBUJPO�UP�TVQFSWJTF�UIF�EJTUSJCVUJPO�PG�UIFJS�QSPEVDUT��
$PNNFSDJBM� MBXT� BMMPX� GJSNT� UP�NBJOUBJO� BHSFFNFOUT� TVDI� BT� GSBODIJTFT� BOE�PUIFS�
DPOUSBDUT� UIBU�DPOGFS�PO� UIFN�UIF� MFHJUJNBUF�QPXFS� UP�EFNBOE�CFIBWJPS� UIBU� JT�OPU�
SFRVJSFE�JO�DPOWFOUJPOBM�DIBOOFM�BSSBOHFNFOUT�

*O�QSJODJQMF�B�NBKPS�TPVSDF�PG�MFHJUJNBUF�QPXFS�JT�UIF�DPOUSBDUT�UIBU�DIBOOFM�
NFNCFST�TJHO��*O�QSBDUJDF�UIPVHI�DPOUSBDUT�SBSFMZ�DBSSZ�UIF�GPSDF�XF�NJHIU�FYQFDU�
UIFN�UP�IBWF��*O�NBOZ�DVMUVSFT�	QBSUJDVMBSMZ�PVUTJEF�UIF�"OHMP�4BYPO�TQIFSF�PG�JOGMV-
FODF
�DPOUSBDUT�BSF�EJGGJDVMU�UP�FOGPSDF��$IBOOFM�NFNCFST�NJHIU�OPU�FWFO�CPUIFS�UP�
XSJUF�UIFN�	BOE�NFSFMZ�BTLJOH�GPS�B�DPOUSBDU�DBO�TJHOBM�EJTUSVTU�XIJDI�MFBET�UP�B�
TFMG�QFSQFUVBUJOH� EPXOXBSE� DZDMF
�� &WFO� JO� MJUJHJPVT� OBUJPOT� TVDI� BT� UIF� 6OJUFE�
4UBUFT�DIBOOFMT�GSFRVFOUMZ�PQFSBUF�XJUI�TLFUDIZ�JODPNQMFUF�DPOUSBDUT�PS�OP�DPO-
USBDU�BU�BMM��&WFO�XIFO�UIFZ�FYJTU�NBOZ�DIBOOFM�NFNCFST�SFNBJO�IBQQJMZ�VOBXBSF�
PG�UIF�UFSNT�PG�UIFJS�DPOUSBDUT�	iUIF�MBXZFS�XJMM�MPPL�JU�VQ�JG�XF�OFFE�JUyw
�PS�FMTF�
QBZ�MJUUMF�BUUFOUJPO�UP�DPOUSBDU�DMBVTFT��*OTUFBE�UIFZ�SFMZ�PO�OPSNT�EFWFMPQFE�XJUIJO�
UIF�DPOUFYU�PG�UIFJS�SFMBUJPOTIJQ�24�5IJT�USFOE�JT�OPU�QFDVMJBS�UP�DIBOOFMT��1FPQMF�SFMZ�
PO�PVS�XPSLJOH�VOEFSTUBOEJOH�FWFO�XIFO�XF�DPNF�GSPN�TPDJFUJFT�XJUI�TUSPOH�MFHBM�
USBEJUJPOT�25

&WFO�XIFO�DIBOOFM�NFNCFST�JOWFTU�JO�DSBGUJOH�UIPSPVHI�DPOUSBDUT�XIJDI�TUJMM�
JT�DPNNPO�QBSUJDVMBSMZ�JO�GSBODIJTF�BSSBOHFNFOUT�B�XFMM�DPOTJEFSFE�DPOUSBDU�SBSFMZ�
DPWFST�BMM�UIF�QPXFS�UIBU�BOZ�DIBOOFM�NFNCFS�NJHIU�OFFE��'SBODIJTFFT�TJHO�DPOUSBDUT�
XJUI�GSBODIJTPST�PCMJHJOH�UIFN�UP�NBJOUBJO�UIFJS�GBDJMJUJFT�XJUI�B�DFSUBJO�BQQFBSBODF�
IPOPS�UIF�TUBOEBSET�BOE�QSPDFEVSFT�TFU�CZ�UIF�GSBODIJTPS�QBZ�BEWFSUJTJOH�GFFT�PS�SPZ-
BMUJFT�BOE�CVZ�GSPN�BQQSPWFE�TPVSDFT��#VU�BT�XF�EJTDVTTFE�JO�$IBQUFS���GSBODIJTFFT�
SFHVMBSMZ�WJPMBUF�UIFTF�UFSNT�BOE�BTTVNF�UIF�GSBODIJTPS�XJMM�UPMFSBUF�UIFJS�CSFBDI�PG�
DPOUSBDU��"OE�UIF�GSBODIJTPST�PGUFO�EP�FYQSFTT�KVTU�TVDI�UPMFSBODF�CFDBVTF�FOGPSDJOH�B�
DPOUSBDU�JT�FYQFOTJWF�BOE�NJHIU�QSPNQU�CBDLMBTI�BHBJOTU�UIF�GSBODIJTPS��&WFO�XJUI�UIF�
MFHJUJNBUF�SJHIU�UP�QVOJTI�WJPMBUPST�GSBODIJTPST�UIVT�FOHBHF�JO�DPTUoCFOFGJU�BOBMZTFT�
BCPVU�XIFUIFS�JU�JT�XPSUIXIJMF�JU�UP�QVOJTI�B�DPOUSBDU�WJPMBUJPO��*U�PGUFO�JTO�U�26

-FHBM�MFHJUJNBUF�BVUIPSJUZ�JT�PCKFDUJWF�BOE�BOZ�JOGMVFODFS�DBO�SFNJOE�UIF�UBSHFU�
PG� JUT�QSFTFODF�FBTJMZ��*O�DPOUSBTU�traditional legitimate power� JT�NPSF�FQIFNFSBM�
BOE�DBOOPU�FYJTU�XJUIPVU�UIF�DPOTFOU�PG�UIF�UBSHFU��5SBEJUJPOBM�MFHJUJNBUF�BVUIPSJUZ�JT�
CBTFE�PO�WBMVFT�UIBU�UIF�UBSHFU�BMSFBEZ�IBT�JOUFSOBMJ[FE�TVDI�UIBU�JU�CFMJFWFT�UIF�JOGMV-
FODFS�iTIPVMEw�PS�iIBT�B�SJHIU�UPw�FYFSU�JOGMVFODF�XIJDI�JU�JT�MBSHFMZ�PCMJHFE�UP�BDDFQU��
8IFO�B�TVQFSWJTPS�HJWFT�B�EJSFDUJWF�UP�B�TVCPSEJOBUF�UIF�MBUUFS�GFFMT�UIBU�UIF�GPSNFS�
IBT�UIJT�SJHIU�BOE�UIFSFGPSF�HFOFSBMMZ�DPOGPSNT�XJUI�UIF�TVQFSJPS�T�EFTJSFT��4VDI�MFHJUJ-
NJ[FE�QPXFS�JT�TZOPOZNPVT�XJUI�BVUIPSJUZ�BOE�JU�BMTP�PGGFST�B�LFZ�SFBTPO�UP�WFSUJDBMMZ�
JOUFHSBUF�GPSXBSE�PS�CBDLXBSE�JO�B�DIBOOFM��#VU�UIFSF�JT�B�NBKPS�EJGGFSFODF�JO�NPTU�
NBSLFUJOH�DIBOOFMT�XIFSF�no hierarchical authority exists�

$IBOOFM�NFNCFST�TPNFUJNFT�GPSHFU�BCPVU�UIJT�MBDL�PG�IJFSBSDIZ��5IVT�B�GSFRVFOU�
BOE�NBKPS�TPVSDF�PG�GSJDUJPO�CFUXFFO�DIBOOFM�NFNCFST�BSJTFT�XIFO�POF�DPNQBOZ�TFFLT�
UP� JOWPLF� JUT�BVUIPSJUZ�CZ� USFBUJOH�BOPUIFS� MJLF�B�TVCTJEJBSZ��"�EJTUSJDU�TBMFT�NBOBHFS�
XJUI�B�CBDLHSPVOE�JO�NBOBHJOH�BO�FNQMPZFF�TBMFT�GPSDF�NJHIU�OPU�CF�UIF�CFTU�DIPJDF�
UP�CF�UIF�MJBJTPO�XJUI�JOEFQFOEFOU�DIBOOFM�NFNCFST�TVDI�BT�B�OFX�TBMFT�BHFODZ��5IJT�
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NBOBHFS�MJLFMZ�FYIJCJUT�CFIBWJPSBM�OPSNT�BOE�QBUUFSOT�MFBSOFE�GSPN�B�QPTJUJPO�JO�XIJDI�
TIF�PS�IF�SFBMMZ�did�IBWF�BVUIPSJUZ��#VU�IJT�PS�IFS�OPSNBM�VODPOTDJPVT�CFIBWJPS�MJLFMZ�
TFFNT�JNQFSJPVT�BOE�BSSPHBOU�UP�JOEFQFOEFOU�TBMFT�BHFOUT�BOE�UIJT�QFSDFQUJPO�FWFO�
XIFO�DSFBUFE�VOJOUFOUJPOBMMZ�PS�JOOPDFOUMZ�UISFBUFOT�UIF�DIBOOFM�NFNCFS�T�BVUPOPNZ�
DSFBUJOH�OFFEMFTT�SFTJTUBODF�

0G� DPVSTF� MFHJUJNBUF� QPXFS� FYJTUT� JO� EFBMJOHT� CFUXFFO� PSHBOJ[BUJPOT�� JU� KVTU�
EPFT�OPU�TUFN�GSPN�IJFSBSDIJDBM�BVUIPSJUZ��3BUIFS�JU�DPNFT�GSPN�norms�values�BOE�
beliefs��0OF�GJSN�NBZ�CFMJFWF�UIBU�B�DIBOOFM�NFNCFS�EFTFSWFT�UP�CF�BDDPSEFE�DFSUBJO�
EFGFSFODF�CFDBVTF�PG�JUT�TVDDFTTGVM�USBDL�SFDPSE�PS�FYFNQMBSZ�NBOBHFNFOU��5IF�MBSH-
FTU�GJSN�DPVME�CF�DPOTJEFSFE�UIF�MFBEFS�	DIBOOFM�DBQUBJO
�CZ�PUIFS�DIBOOFM�NFNCFST��
*O�BMM�UIFTF�DBTFT�UIBU�GJSN�FOKPZT�MFHJUJNBUF�QPXFS�

#FIBWJPSBM�OPSNT�PS�FYQFDUBUJPOT�PG�iOPSNBMw�CFIBWJPS� BSJTF� JO�B� DIBOOFM� UP�
EFGJOF�SPMFT�BOE�FGGFDUJWFMZ�DPOGFS�MFHJUJNBUF�QPXFS�PO�DFSUBJO�DIBOOFM�NFNCFST��'PS�
FYBNQMF�EJTUSJCVUPST�JO�UIF�JOGPSNBUJPO�UFDIOPMPHZ�	*5
�JOEVTUSZ�XPSL�BDDPSEJOH�UP�
OPSNT�EJGGFSFOU�UIBO�UIPTF�UIBU�NBSL�NBOZ�PUIFS�JOEVTUSJFT��5IFZ�BSF�GBS�NPSF�MJLFMZ�UP�
IPOPS�B�TVQQMJFS�T�SFRVFTU�UP�OBNF�UIFJS�DVTUPNFST�BOE�EFUBJM�UIFJS�TIJQNFOUT��/PSNT�
FYJTU�OPU�POMZ�XJUIJO�JOEVTUSJFT�CVU�BMTP�XJUIJO�DFSUBJO�DIBOOFMT�TPNF�PG�XIJDI�NBO-
BHF�UP�CVJME�OPSNT27�TVDI�BT�GPMMPXT�

t�Solidarity.�&BDI�TJEF�FYQFDUT�UIF�PUIFS�UP�GPDVT�PO�UIF�SFMBUJPOTIJQ�JO�UIF�XIPMF�
SBUIFS�UIBO�UIJOLJOH�USBOTBDUJPO�CZ�USBOTBDUJPO�

t�Role integrity��&BDI�TJEF�FYQFDUT�UIF�PUIFS�UP�QFSGPSN�DPNQMFY�SPMFT�UIBU�DPWFS�
OPU�KVTU�JOEJWJEVBM�USBOTBDUJPOT�CVU�BMTP�B�NVMUJUVEF�PG�JTTVFT�OPU�SFMBUFE�UP�BOZ�
TJOHMF�USBOTBDUJPO�

t�Mutuality��&BDI�TJEF�FYQFDUT�UIF�PUIFS�UP�EJWJEF�VQ�JUT�KPJOU�SFUVSOT�JO�B�XBZ�UIBU�
BTTVSFT�BEFRVBUF�SFUVSOT�UP�FBDI�TJEF�

5IFTF�OPSNT�PODF�DSFBUFE�HJWF�POF�DIBOOFM�NFNCFS�UIF�BCJMJUZ�UP�FYFSU�MFHJUJNBUF�
QPXFS�PWFS�UIF�PUIFS�CZ�BQQFBMJOH�UP�UIF�OPSNT�BT�B�SFBTPO�UP�DPNQMZ�XJUI�B�SFRVFTU�

6MUJNBUFMZ�UIF�EFHSFF�PG�USBEJUJPOBM�MFHJUJNBUF�QPXFS�JT�TVCKFDUJWF��It exists in the 
eye of the beholder��$IBOOFM�NFNCFST�CVJME�UIFJS�MFHJUJNBUF�QPXFS�CBTF�CZ�JOWFTUJOH�
JO�QBSUOFSTIJQ�CVJMEJOH�UP�JODSFBTF�B�TFOTF�PG�DPNNPO�OPSNT�BOE�WBMVFT��5SBEJUJPOBM�
MFHJUJNBUF�QPXFS�DBO�BMTP�CF�CVJMU�CZ�TFMFDUJOH�DIBOOFM�QBSUOFST�PO�UIF�CBTJT�PG�DPN-
QBUJCJMJUZ�JO�UIFJS�BUUJUVEFT�WBMVFT�BOE�PQFSBUJOH�NFUIPET��4PNF�GSBODIJTPST�BDDPSE-
JOHMZ�TDSFFO�QSPTQFDUJWF�GSBODIJTFFT�PO�UIF�CBTJT�PG�UIFJS�BUUJUVEFT�UPXBSE�MFHJUJNBUF�
BVUIPSJUZ�GBWPSJOH�DBOEJEBUFT�XIP�FYQSFTT�SFTQFDU�GPS�UIF�GSBODIJTPS�BT�BO�BVUIPSJUZ�
GJHVSF�BOE�GPS�UIF�GSBODIJTF�DPOUSBDU�BT�B�CJOEJOH�EPDVNFOU��5IFZ�JOTUFBE�TDSFFO�PVU�
DBOEJEBUFT�XIP�WJFX�UIF�DPOUSBDU�BT�iKVTU�B�QJFDF�PG�QBQFSw�UBLF�B�TLFQUJDBM�BQQSPBDI�
UP�UIF�GSBODIJTPS�PS�BSF�iUPPw�JOEFQFOEFOU�NJOEFE��*O�B�DIBOOFM�TVDI�iUSPVCMFNBLFSTw�
BSF�VOMJLFMZ�UP�BUUSJCVUF�MFHJUJNBUF�BVUIPSJUZ�UP�BOPUIFS�QBSUOFS�

Referent Power

3FGFSFOU�QPXFS�FYJTUT�XIFO�#�WJFXT�"�BT�B�TUBOEBSE�PG�SFGFSFODF�BOE�UIFSFGPSF�XJTIFT�
UP�JEFOUJGZ�QVCMJDMZ�XJUI�"��*O�JOUFSQFSTPOBM�SFMBUJPOT�UIFSF�BSF�NBOZ�QFSTPOBM�QTZ-
DIPMPHJDBM�SFBTPOT�#�NJHIU�TFOTF�POFOFTT�XJUI�"�BOE�XJTI�UP�CF�BTTPDJBUFE�	JEFOUJ-
GJFE
�XJUI� IJN�PS� IFS�� *O� B�NBSLFUJOH� DIBOOFM� POF� PSHBOJ[BUJPO�NJHIU� TFFL� UP� CF�
QVCMJDMZ�JEFOUJGJFE�XJUI�BOPUIFS�JO�TFBSDI�PG�QSFTUJHF��%PXOTUSFBN�DIBOOFM�NFNCFST�
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TFFL�UP�DBSSZ�IJHI�TUBUVT�CSBOET�UP�CFOFGJU�UIFJS�PXO�JNBHF��VQTUSFBN�DIBOOFM�NFN-
CFST�iSFOU�UIF�SFQVUBUJPOw�PG�QSFTUJHJPVT�EPXOTUSFBN�GJSNT�28

5IF� FYJTUFODF� PG� SFGFSFOU� QPXFS� JT� VOEFOJBCMF�� *U� JT� FTQFDJBMMZ� WJTJCMF� XIFO�
XIPMFTBMFST� PS� SFUBJMFST� QSJEF� UIFNTFMWFT� PO� DBSSZJOH� DFSUBJO� CSBOET� 	F�H�� )BSMFZ�
%BWJETPO�NPUPSDZDMFT�3BMQI�-BVSFO�DMPUIJOH�*OUFM�TFNJDPOEVDUPST
�BOE�NBOVGBDUVS-
FST�QSJEF�UIFNTFMWFT�PO�IBWJOH�UIFJS�CSBOET�DBSSJFE�CZ�DFSUBJO�PVUMFUT�	F�H��/FJNBO�
.BSDVT� JO� UIF�6OJUFE� 4UBUFT�.JUTVLPTIJ� JO� +BQBO� WBMVF�BEEFE� SFTFMMFST� LOPXO� GPS�
FYDFQUJPOBM�TFSWJDF�JO�CVTJOFTT�UP�CVTJOFTT�SFBMNT
��$SFBUJOH�BOE�QSFTFSWJOH�referent 
power�EFGJOFE�BT�UIF�BCJMJUZ�UP�DPOGFS�QSFTUJHF�JT�B�LFZ�SFBTPO�NBOVGBDUVSFST�SFTUSJDU�
UIFJS�EJTUSJCVUJPO�DPWFSBHF�UP�TFMFDUFE�PVUMFUT�BT�XFMM�BT�BO�FYQMBOBUJPO�PG�XIZ�EPXO-
TUSFBN�PSHBOJ[BUJPOT�SFTUSJDU�SFQSFTFOUBUJPO�UP�TFMFDUFE�CSBOET�

"� GJSN�XJUI�QSPQSJFUBSZ�LOPX�IPX�NJHIU�CFHJO�XJUI� MFHJUJNBUF�QPXFS� JO� UIF�
GPSN�PG�QBUFOU�QSPUFDUJPOT�BOE�UIFO�VTF�UIJT�CBTJT�UP�FYQBOE�JUT�SFGFSFOU�QPXFS�BT�
4JEFCBS������TVHHFTUT�JO�UIF�FYBNQMF�PG�(PSF�5FY®�

Sidebar 10-3
Gore-Tex® changes its power base

Gore-Tex® is a family-owned firm, built on the 
basis of a revolutionary invention by William Gore, 
a former DuPont researcher. The additive for tex-
tiles uses a series of tiny pores to block wind and 
water, together with a series of large pores to per-
mit perspiration to exit. Although its benefits are 
easy to present, the technical product is difficult 
to communicate about convincingly, because most 
users find it hard to believe that the same prod-
uct can keep them warm and dry without trapping 
sweat.

Gore-Tex’s® customers are manufacturers, 
usually of high-end outdoor clothing, that use 
Gore-Tex® in their production processes and then 
sell to retail outlets. These customers in turn are 
channels of distribution to end-users (clothing 
wearers). The producer has always sought to con-
trol these complex distribution channels. Initially, 
it did so by relying in the legitimate power of the 
Gore-Tex® patent and the lack of comparable 
alternatives. Although it thus induced dependence 
based on legitimate power, the company wisely 
used its patent-protected period as a window of 
opportunity to build referent power too, by prac-
ticing the art of making itself indispensable.29

This referent power now exist by virtue of 
more than 30 years of heavy investments in mar-
keting the Gore-Tex® trade name to outdoor 
enthusiasts, leading to high brand awareness 

among end-users across the world (with a peak of 
70 percent in Sweden). The resulting pull effects 
in the channel make sales easier for retailers and 
producers. Moreover, to reinforce the perception 
that the Gore-Tex® name provides reward power, 
the firm spends heavily on advertising, and then 
reinforces its mass media efforts with its own sales 
force, which works with vendor salespeople to 
share expertise. Gore-Tex® salespeople train cus-
tomer salespeople (i.e., clothing makers) as well as 
their customers (i.e., retailers), including providing 
kits to enable salespeople to demonstrate Gore-
Tex® properties (e.g., a spray bottle for product 
demonstrations). Patagonia, as a well-known name 
in outdoor clothing, resisted labeling its products as 
made with Gore-Tex® for years and conceded only 
after its own and retail salespeople argued that 
it would be easier to invoke the Gore-Tex® name 
than to keep explaining what Gore-Tex® does to 
end-users. Today, the company’s legitimate power 
has largely disappeared, because the Gore-Tex® 
patent has expired. But its referent power, built 
over years of effort, effectively has replaced it.

Of course, this power is relationship specific. 
Gore-Tex® uses its power to oblige manufacturers 
to submit to rigid testing, involve the firm in their 
design processes, and bar certain choices (e.g., no 
Gore-Tex® can be incorporated in private-label mer-
chandise). Producers accept this influence because, 
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Grouping the Five Power Sources

*G� XF� BSF� UBLJOH� TUPDL� PG� UIF� FYUFOU� PG� QPXFS� JO� B� DIBOOFM� SFMBUJPOTIJQ� UIF� GJWF�
TPVSDFT�PG�QPXFS�PGGFS�B�VTFGVM�GSBNFXPSL��#VU�UIFZ�BMTP�DSFBUF�B�SJTL�OBNFMZ�UIBU�
XF�NJHIU�EPVCMF�DPVOU�B�QBSUJDVMBS�TPVSDF�XIFO�UBLJOH�B�QPXFS�JOWFOUPSZ��4FQBSBUJOH�
TPVSDFT�PG�QPXFS�SBSFMZ�JOWPMWFT�B�DMFBS�DVU�EJTUJODUJPO�TVDI�UIBU�NBOZ�VTFST�PG�UIF�
GJWF�TPVSDFT�GSBNFXPSL�EP�OPU�FWFO�USZ��*OTUFBE�UIFZ�SFMZ�PO�CSPBEFS�HSPVQJOHT�UXP�
PG�XIJDI�XF�DPOTJEFS�IFSF�

0OF� NFUIPE� JT� UP� TFQBSBUF� PVU� KVTU� coercive� QPXFS� BOE� MVNQ� BMM� UIF� PUIFST�
UPHFUIFS� BT� noncoercive� QPXFS�� #VU� FWFO� MVNQJOH� FYQFSU� SFGFSFOU� BOE� MFHJUJNBUF�
QPXFS� JOUP� UIF� CSPBE� OPODPFSDJWF� JOWFOUPSZ� TFFNT� B� CJU� BSCJUSBSZ�� 'PS� FYBNQMF� JT�
XJUIIPMEJOH�B�SFXBSE�DPFSDJWF�PS�JT�JU�SFXBSE�QPXFS �5P�DJSDVNWFOU�UIF�QSPCMFN�XF�
DBO�EFGJOF�coercion�NPSF�TQFDJGJDBMMZ�BT�UIF�SFNPWBM�PG�TPNFUIJOH�B�DIBOOFM�NFNCFS�
BMSFBEZ�IBT��&WFSZUIJOH�FMTF� JT�OPODPFSDJWF��'PS�FYBNQMF�B�TBMFT�BHFOU�IBT�DPFSDJWF�
QPXFS�PWFS�B�TVQQMJFS�JG�JU�DBO�DSFEJCMZ�UISFBUFO�UP�SFEVDF�DPWFSBHF�PS�ESPQ�TPNF�PG�
UIF�MJOF��"�DSFEJCMF�PGGFS�UP�JODSFBTF�DPWFSBHF�PS�UBLF�PO�NPSF�PG�UIF�MJOF�JT�B�GPSN�PG�
OPODPFSDJWF�QPXFS��"O�BVUP�TVQQMJFS�T�QPXFS�CBTF�JT�DPFSDJWF�JG�JU�DBO�TMPX�EPXO�EFMJW-
FSJFT��JU�JT�OPODPFSDJWF�JG�JU�DBO�TQFFE�UIFN�VQ��*G�JU�TMPXT�EPXO�UIF�EFMJWFSZ�PG�QPQVMBS�
DBST�BOE�TQFFET�VQ�UIF�EFMJWFSZ�PG�DBST�UIBU�UVSO�TMPXMZ�UIF�QPXFS�JT�DPFSDJWF�BOE�JU�
IBSNT�UIF�EFBMFS�XIJDI�GBDFT�CPUI�NPSF�TUPDLPVUT�and�NPSF�JOWFOUPSZ�

"OPUIFS� PQUJPO� XPVME� CF� UP� DPOTJEFS� mediated� WFSTVT� unmediated� QPXFS��
1PXFS�JT�NFEJBUFE�	CZ�UIF�JOGMVFODFS
�XIFO�JU�DBO�CF�EFNPOTUSBUFE��UIBU�JT�UIF�UBS-
HFU� JT� GPSDFE� UP� BDLOPXMFEHF� UIFTF� QPXFS� CBTFT��5IFTF�NFEJBUFE� GPSNT� DPOTJTU� PG�
SFXBSE�DPFSDJPO�BOE�MFHBM� MFHJUJNBUF�QPXFS��6ONFEJBUFE�	CZ�UIF� JOGMVFODFS
�CBTFT�
BSF�POFT� UIBU�XPVME�OPU� FYJTU�XJUIPVU� UIF� UBSHFU�T�PXO�QFSDFQUJPO�OBNFMZ� FYQFSU�
SFGFSFOU�BOE�USBEJUJPOBM�MFHJUJNBUF�QPXFS��*U�JT�NVDI�FBTJFS�UP�DSFBUF�BOE�XJFME�NFEJ-
BUFE�QPXFS� CFDBVTF� VONFEJBUFE�QPXFS� CVJMET�NPSF� TMPXMZ� TVCUMZ� BOE� UISPVHI� B�
QSPDFTT� UIBU� SFNBJOT�EJGGJDVMU� UP�EFDJQIFS��#FDBVTF�VONFEJBUFE�QPXFS� SFTUT�PO� UIF�
UBSHFU�T�JNQMJDJU�DPOTFOU�UIF�JOGMVFODFS�DBOOPU�TJNQMZ�JNQMFNFOU�B�QSPHSBN�UP�HVBS-
BOUFF�HSFBUFS�VONFEJBUFE�QPXFS��/PS�DBO�B�DPNQFUJUPS�NJNJD�BDRVJSFE�VONFEJBUFE�
QPXFS�CFDBVTF�FWFO�UIF�JOGMVFODFS�NJHIU�OPU�CF�FOUJSFMZ�TVSF�IPX�JU�BDRVJSFE�UIJT�
GPSN�PG�QPXFS��4VDI�VODFSUBJOUZ�BOE�JOJNJUBCJMJUZ�NBLFT�VONFEJBUFE�QPXFS�B�QPUFOU�
DPNQFUJUJWF�BEWBOUBHF����$IBOOFM�NFNCFST�UIBU�FOKPZ�FYQFSU�SFGFSFOU�PS�MFHJUJNBUF�
QPXFS�	IPXFWFS�BDRVJSFE
�TIPVME�UBLF�HSFBU�DBSF�UP�BWPJE�FOEBOHFSJOH�UIJT�TUSBUFHJD�
JOUBOHJCMF�BTTFU��5IJT�TPSU�PG�BTTFU�DBOOPU�HFU�FOUFSFE�JOUP�B�CBMBODF�TIFFU�CVU�JU� JT�
TP�WBMVBCMF�UIBU�JU�NPUJWBUFT�NBTTJWF�DIBOHFT�UP�NBSLFUJOH�DIBOOFMT�FWFO�JODMVEJOH�
NFSHFST�BOE�BDRVJTJUJPOT�

Continued

as a salesperson for a leading retailer puts it, 
“Hikers want first of all a Gore-Tex® vest, and the 
brand comes before everything else.” As it seeks to 
expand though, Gore-Tex® has moved into designer 
dress clothing markets, where its advantages are 
less well known and valued. In these arenas, the 

firm cannot induce the same level of cooperation 
from producers that it enjoys in the outdoor market. 
When it pursues partnerships with brands such as 
Boss, Prada, or Armani, the firm has been forced to 
concede, “Our logo is not as decisive in the act of 
purchase. It is just a complement.”
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Summary of Power Sources

8F�UIVT�IBWF�DPNF�GVMM�DJSDMF��1PXFS�JT�OPU�NFSFMZ�B�EFTDSJQUJWF�DPODFQU�TVNNBSJ[JOH�
UIF�DVSSFOU�QPTJUJPOT�PG�UIF�DIBOOFM�QMBZFST��*U�JT�BMTP�B�TUSBUFHJD�GJSN�DIPJDF�NBEF�
PWFS�UIF�NFEJVN�UP�MPOH�UFSN� JO�BDDPSEBODF�XJUI�JOWFTUNFOUT�	PS� MBDL�UIFSFPG
� JO�
QPXFS� TPVSDFT�� 'JHVSF� ����� EFQJDUT� UIF� SFMBUJPOT� BNPOH� UIF�OBUVSF� BOE� TPVSDFT� PG�
DIBOOFM�QPXFS��8IBU�FBDI�QBSUZ�PGGFST� DBO�CF� GSBNFE�BDDPSEJOH� UP� UIF� GJWF�QPXFS�
CBTFT� 	SFXBSE� DPFSDJPO� MFHJUJNBDZ� FYQFSUJTF� BOE� SFGFSFODF
��5IF�NPSF� B� DIBOOFM�
NFNCFS�JOWFTUT�JO�CFJOH�BCMF�UP�QSPWJEF�UIFTF�GJWF�TPVSDFT�UIF�HSFBUFS�JT�JUT�VUJMJUZ��0G�
DPVSTF�JUT�DPNQFUJUPST��QPXFS�CBTFT�EFUFSNJOF�UIF�TDBSDJUZ�PG�UIBU�VUJMJUZ�UPP�

DEPENDENCE AS THE MIRROR IMAGE OF POWER

$POTJEFSJOH�UIF�WBSJPVT�FMFNFOUT�PG�QPXFS�XIBU�XF�SFBMMZ�OFFE�JT�B�QSBDUJDBM�DPO-
DSFUF�XBZ�UP�PCTFSWF�BOE�NFBTVSF�UIF�QPUFOUJBM�GPS�JOGMVFODF��"DDPSEJOH�UP�TPDJPMPHZ�
JU�BDUVBMMZ�JT�QSFUUZ�TJNQMF��A’s power over B increases with B’s dependence on A.���
*G�JU�EFQFOET�PO�QBSUZ�"�QBSUZ�#�BMTP�JT�MJLFMZ�UP�DIBOHF�JUT�CFIBWJPS�UP�BMJHO�XJUI�"�T�
EFTJSFT��5IVT�#�T�EFQFOEFODF�HJWFT�"�HSFBUFS�QPUFOUJBM�GPS�JOGMVFODF�

Defining Dependence

5IBU�T�TJNQMF��#VU�UIFO�XF�OFFE�UP�EFDJEF�KVTU�XIBU�EFQFOEFODF�JT��'PS�PVS�QVSQPTFT�
XF�SFDPHOJ[F�UIBU�#�EFQFOET�NPSF�IFBWJMZ�PO�"�XIFO�JU

 1. 0CUBJOT�HSFBUFS�utility�	WBMVF�CFOFGJUT�TBUJTGBDUJPO
�GSPN�"�BOE
 2. )BT�BDDFTT�UP�fewer alternative�TPVSDFT�PG�UIBU�VUJMJUZ�

A’s Lev el of Inv estment in:
Reward
Coercion
Legitimacy
Expertise
Reference A’s Offering to B:

Reward
Coercive
Legitimacy
Expertise
Referent

Dependence
of B on A

B’s Access to
A’s Competitors

Power of
A over B

UTILITY DERIVED
BY B FROM A

SCARCITY OF B's
ALTERNATIVES

TO A

Competitiv e Lev els of:
Reward
Coercion
Legitimacy
Expertise
Reference

FIGURE 10-1 Nature and sources of channel power



� $IBQUFS���� t� .BOBHJOH�$IBOOFM�1PXFS� 305

%FQFOEFODF� FRVBMT� VUJMJUZ� NVMUJQMJFE� CZ� BMUFSOBUJWF� TDBSDJUZ� 	JO� NBUIFNBUJDBM� UFSNT��
%���6�¨�4
��)PXFWFS� JG�#�EFSJWFT� MJUUMF�WBMVF�GSPN�XIBU�"�QSPWJEFT�	6� JT�OVMM
� JU� JT�
�JSSFMFWBOU�XIFUIFS�BMUFSOBUJWF�QSPWJEFST�FYJTU��#�T�EFQFOEFODF�JT�MPX��*G�"�QSPWJEFT�HSFBU�
WBMVF�CVU�#�DBO�SFBEJMZ�GJOE�PUIFS�TPVSDFT�UP�QSPWJEF�KVTU�BT�NVDI�WBMVF�	4�JT�OVMM
�JU�JT�
JSSFMFWBOU�XIFUIFS�"�PGGFST�CFOFGJUT��#�T�EFQFOEFODF�BHBJO�JT�MPX��"HBJO�XF�DBO�BQQMZ�B�
NBUIFNBUJDBM�NFUBQIPS��-PX�VUJMJUZ�	6
�PS�MPX�BMUFSOBUJWF�TDBSDJUZ�	4
�JT�MJLF�NVMUJQMZJOH�
CZ���TP�UIF�QSPEVDU�	%
�JT���

5IJOLJOH�PG�POF�BDUPS�T�QPXFS�BT�UIF�PUIFS�BDUPS�T�EFQFOEFODF�JT�VTFGVM�CFDBVTF�
JU�GPDVTFT�UIF�BOBMZTJT�PO�scarcity�PS�IPX�SFBEJMZ�#�DBO�SFQMBDF�"��5IJT�QPJOU�JT�FBTZ�UP�
PWFSMPPL��$IBOOFM�NFNCFST�PGUFO�DPOTJEFS�UIFNTFMWFT�QPXFSGVM�CFDBVTF�UIFZ�EFMJWFS�
WBMVF�UP�UIFJS�DPVOUFSQBSUT�CVU�DPVOUFSQBSUT�KVTU�EPO�U�OFFE�UIFN�JG�UIFZ�BSF�FBTZ�UP�
SFQMBDF�XIJDI�SFEVDFT�UIFJS�QPXFS��*U�BMTP�JT�FBTZ�UP�PWFSFTUJNBUF�TDBSDJUZ��4JEFCBS������
EFTDSJCFT�IPX�B�XFMM�FTUBCMJTIFE�DBQJUBM�FRVJQNFOU�DPNQBOZ�GFMM�JOUP�TVDI�B�USBQ�

*O�B�DPNNPO�DIBOOFM�TDFOBSJP�B�NBOVGBDUVSFS�TFFLT�UP�DIBOHF�B�EPXOTUSFBN�
DIBOOFM�NFNCFS�T�CFIBWJPS�CVU�UIFO�FYQSFTTFT�TIPDL�XIFO�UIF�EPXOTUSFBN�PSHBOJ[B-
UJPO�SFTQPOET�CZ�SFGPDVTJOH�PO�DPNQFUJOH�CSBOET�JOTUFBE��0S�B�SFTFMMFS�NJHIU�CFMJFWF�
B�NBOVGBDUVSFS�EFQFOET�PO�JU�CFDBVTF�FOE�VTFST�BSF�MPZBM�UP�UIF�SFTFMMFS�CVU�B�TUSPOH�
NBOVGBDUVSFS�DBO�SFUBJO�UIPTF�TBNF�FOE�VTFST�TFMMJOH�UISPVHI�BMUFSOBUJWF�DIBOOFMT�JG�

Sidebar 10-4
CNH Group: Easier to replace than we thought

CNH Group owns two venerable farm and construc-
tion equipment brands, Case and New Holland. 
When market share eroded by 30 percent in the key 
market of compact tractors, managers were puz-
zled. Strong investments in engineering meant the 
products offered good performance and reliability; 
prices were competitive; and its excellent marketing 
mix featured a cutting-edge website, heavy com-
munications, and a sophisticated customer relation-
ship management system that could track leads and 
end-users. What was wrong?

Ultimately, CNH realized that the one ele-
ment it had not considered was the 1,200 dealers 
in the channel: “Our traditional approach to the 
market didn’t pay much attention to dealers. We just 
shipped product out and said, ‘Mr. Dealer, just sell 
it’,” recounted the head of forecasting and global 
research. Elaborate market research on channel 
members’ perceptions (of CNH and competition) 
uncovered the problem: End-users cared about their 
dealer relationships, and competitors were doing 
a better job of meeting dealers’ needs. Despite its 
considerable brand equity, a New Holland tractor 
was easy to replace, such as with a Kubota tractor, 

a new market entrant that excelled at negotiating 
and partnering with its dealers, on both price and 
non-price dimensions. The dealers, which already 
carried multiple brands, simply moved New Holland 
to a far corner of their showrooms, convinced that 
Kubota treated them more like valued partners and 
appreciated their business. In contrast, the head of 
the research project summarized CNH’s image:

If there was anything that could tick a dealer 
off, it seems as though we were doing it, 
and it was showing up in these scores. We 
had no idea we were doing so much dam-
age to ourselves until we did this research.

Galvanized by this discovery, CNH began 
investing in making itself harder to replace by offer-
ing dealers a difficult-to-match benefit: sophisti-
cated market research done by CNH for its dealers, 
to show them how they compared with other 
dealers in their markets and how they could best 
their competition. This investment in expert power 
offered a route to reinventing CNH as a more 
responsive and helpful business partner.32
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JUT�CSBOE�FRVJUZ�JT�TUSPOH�FOPVHI��&JUIFS�TDFOBSJP�JT�MJLFMZ�JG�POF�QBSUZ�HFOFSBUFT�CFO-
FGJUT�CVU�VOEFSFTUJNBUFT�IPX�FBTJMZ�JU�DBO�CF�SFQMBDFE�TVDI�UIBU�JU�PWFSFTUJNBUFT�JUT�
QPXFS�	J�F��GPSHFUT�UP�NVMUJQMZ�CZ��
�

Measuring Dependence

"�NPSF�SFBTPOBCMF�FTUJNBUF�PG�BOPUIFS�DIBOOFM�NFNCFS�T�EFQFOEFODF�PO�UIF�GPDBM�
BDUPS�DPNFT� GSPN�BTTFTTJOH�CPUI�FMFNFOUT� 	VUJMJUZ�BOE�TDBSDJUZ
� TFQBSBUFMZ� DPNCJO-
JOH�UIFN�POMZ�MBUFS��5P�BTTFTT�utility�MFU�T�BTTVNF�ZPV�SFQSFTFOU�UIF�GPDBM�BDUPS�BOE�
ZPV�OFFE�UP�UBMMZ�VQ�UIF�CFOFGJUT�ZPVS�GJSN�PGGFST��5P�EP�TP�ZPV�NVTU�SFDPHOJ[F�ZPVS�
DIBOOFM�QBSUOFS�T�HPBMT�BOE�IPX�ZPVS�PGGFSJOH�IFMQT�JU�NFFU�UIPTF�QVSTVJUT��:PV�NJHIU�
FTUJNBUF�ZPVS�VUJMJUZ�CZ�JOWFOUPSZJOH�ZPVS�GJWF�CBTFT�PG�QPXFS�PS�ZPV�DPVME�PCUBJO�
B�SPVHI�FTUJNBUF�PG�UIF�QSPGJUT�ZPV�HFOFSBUF�GPS�ZPVS�QBSUOFS�CPUI�EJSFDUMZ�BOE�JOEJ-
SFDUMZ��)PXFWFS�ZPV�DIPPTF� UP�BTTFTT�ZPVS�XPSUI�ZPV�NVTU� SFNFNCFS� UP� GPDVT�PO�
XIBU�JT�JNQPSUBOU�UP�UIF�QBSUOFS�	F�H��WPMVNF�SBUIFS�UIBO�QSPGJUT
�

5P�BTTFTT�BMUFSOBUJWF�scarcity�PS�IPX�FBTJMZ�ZPV�DPVME�CF�SFQMBDFE�ZPV�OFFE�
UP�DPOTJEFS�UXP�BEEJUJPOBM�GBDUPST��'JSTU�XIP�BSF�ZPVS�	QPUFOUJBM
�DPNQFUJUPST �5IBU�
JT�XIBU�PUIFS�PSHBOJ[BUJPOT�FYJTU�	PS�NJHIU�FOUFS�UIF�NBSLFU
�UIBU�DBO�TVQQMZ�XIBU�
ZPV�QSPWJEF�PS�BO�BDDFQUBCMF�FRVJWBMFOU �8IFO�OP�PUIFS�PQUJPOT�FYJTU�BMUFSOBUJWF�
TDBSDJUZ�JT�WFSZ�IJHI�TP�ZPVS�QBSUOFS�T�EFQFOEFODF�PO�ZPV�BMTP�JT�IJHI��4FDPOE�JG�
BMUFSOBUJWFT�FYJTU�	J�F��BMUFSOBUJWF�TDBSDJUZ�JT�MPX
�ZPV�OFFE�UP�EFUFSNJOF�IPX�FBTJMZ�
UIF�DIBOOFM�NFNCFS�DBO�TXJUDI�GSPN�ZPVS�PSHBOJ[BUJPO�UP�B�DPNQFUJUPS��*G�TXJUDI-
JOH� JT� FBTZ� ZPVS� QBSUOFS� EPFT� OPU� EFQFOE� PO� ZPV� BOE� ZPV� IBWF� FTTFOUJBMMZ� OP�
SFBM�QPXFS��*G�TXJUDIJOH�BXBZ�GSPN�ZPVS�PSHBOJ[BUJPO�JT�JNQSBDUJDBM�PS�QSPIJCJUJWFMZ�
FYQFOTJWF�ZPV�FOKPZ�B�IJHI�BMUFSOBUJWF�TDBSDJUZ�WBMVF�JO�UIF�NBSLFU�	FWFO�JG�BMUFSOB-
UJWFT�FYJTU�JO�QSJODJQMF
�

/PX�SFUVSO�UP�UIF�CFOFGJUT�ZPV�QSPWJEF�BOE�DPNCJOF�ZPVS�FTUJNBUFT�XJUI�ZPVS�
BTTFTTNFOU�PG�UIF�EJGGJDVMUZ�ZPVS�DIBOOFM�QBSUOFS�XPVME�IBWF�SFQMBDJOH�ZPV��5IF�com-
bined analysis� SFWFBMT� UIF�EFQFOEFODF�PG�ZPVS�DIBOOFM�NFNCFS�PO�ZPV�BOE� UIVT�
ZPVS�MFWFM�PG�QPXFS��5SZ�OPU�UP�CF�UPP�VQTFU�XIFO�ZPV�SFBMJ[F�UIBU�ZPV�are�SFQMBDFBCMF�
EFTQJUF�UIF�WBMVF�PG�ZPVS�PGGFSJOHT��5IJT�SFBMJ[BUJPO�JT�DPNNPO�BOE�TPCFSJOH�CVU�BMTP�
JOGPSNBUJWF�BOE�MJLFMZ�BDDVSBUF�

-FU�T� DPOTJEFS� B� IZQPUIFUJDBM� FYBNQMF� PG� B� NBOVGBDUVSFS� 1� PG� TQFDJBMUZ� TUFFM�
XIJDI�TVQQMJFT�EJTUSJCVUPST�9�BOE�:��'PS�CPUI�9�BOE�:�NBOVGBDUVSFS�1�T�CSBOE�BUUSBDUT�
FOE�VTFST�XIJDI�BMTP�IFMQT�UIF�EJTUSJCVUPST��TBMFTQFPQMF�TFMM�PUIFS�QSPEVDUT�JO�UIFJS�
QPSUGPMJPT��*UT�VUJMJUZ�CPUI�EJSFDU�BOE�JOEJSFDU�JT�UIVT�TVCTUBOUJBM��#VU�UISFF�DPNQFUJ-
UPST�BMTP�PGGFS�FRVJWBMFOU�QSPEVDUT�TP�1�MPPLT�FBTJMZ�SFQMBDFBCMF��%JTUSJCVUPS�:�XIJDI�
JT�B�MBSHF�XFMM�LOPXO�GJSN�XPSLT�XJUI�XIBUFWFS�NBOVGBDUVSFS�HJWFT�JU�UIF�CFTU�EFBMT�
BU�BOZ�UJNF�TXJUDIJOH�SFBEJMZ�BDSPTT�UIF�GPVS�NBOVGBDUVSFST� JO�UIF�NBSLFU��5IVT�1�
IBT�MJUUMF�QPXFS�PWFS�:��*O�DPOUSBTU�9�JT�B�TNBMM�EJTUSJCVUPS�UIBU�DPOUJOVFT�UP�TUSVHHMF�
UP�FTUBCMJTI�JUTFMG�JO�JUT�NBSLFUQMBDF��6OJNQSFTTFE�CZ�JUT�TBMFT�WPMVNF�UIF�PUIFS�UISFF�
NBOVGBDUVSFST� JO� UIF�NBSLFU� SFGVTF� UP� TVQQMZ�9�PO� UIF� TBNF� GSJFOEMZ� UFSNT� UIBU�1�
PGGFST��#FDBVTF�9�IBT�OP�SFBMJTUJD�BMUFSOBUJWF�UP�1�	JU�DBOOPU�BGGPSE�UIF�UFSNT�UIF�PUIFS�
NBOVGBDUVSFST�EFNBOE
�9�EFQFOET�PO�1�BOE�1�IBT�HSFBUFS�QPXFS�JO�UIJT�SFMBUJPOTIJQ�

.BOVGBDUVSFS�1�DPVME�JODSFBTF�JUT�QPXFS�PWFS�CPUI�EJTUSJCVUPST�JG�JU�DPVME�JOEVDF�
UIFN�UP�NBLF�JOWFTUNFOUT�UIBU�XPVME�CF�EJGGJDVMU�UP�USBOTGFS�UP�BOPUIFS�NBOVGBDUVSFS�
TVDI�BT�BEPQUJOH�1�T�QSPQSJFUBSZ�PSEFSJOH�TPGUXBSF�HFUUJOH�USBJOJOH�BCPVU�UIF�VOJRVF�
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GFBUVSFT�PG�1�T�QSPEVDUT�QBSUJDJQBUJOH�JO�KPJOU�BEWFSUJTJOH�DBNQBJHOT�PS�GPSHJOH�DMPTF�
SFMBUJPOTIJQT�XJUI�1�T�QFSTPOOFM��"OZ�EJTUSJCVUPS� UIBU�IBT� JOWFTUFE� UJNF�BOE�FOFSHZ�
JO�TVDI�QVSTVJUT�MJLFMZ�JT�SFMVDUBOU�UP�TBDSJGJDF�JUT�JOWFTUNFOUT�CZ�TXJUDIJOH�TVQQMJFST��
5IF�IJHI�switching costs�NBLF�1�B�de facto�NPOPQPMJTU��FWFO�JO�UIF�GBDF�PG�BQQBSFOU�
DPNQFUJUJPO�UIF�EJTUSJCVUPS�T�EFQFOEFODF�DPOGFST�QPXFS�PO�NBOVGBDUVSFS�1�

0UIFS�NFUIPET�UP�BQQSPYJNBUF�EFQFOEFODF�TFFL�B�SPVHIFS�QSPYZ�JOEJDBUPS�JO�
MJFV�PG�B�UIPSPVHI�BOE�EFUBJMFE�	BMTP�LOPXO�BT�TMPX�BOE�DPTUMZ
�BTTFTTNFOU�PG�VUJMJUZ�
BOE�TDBSDJUZ��&BDI�QSPYZ�JOEJDBUPS�TVGGFST�ESBXCBDLT�CVU�UIFTF�NFUIPET�BSF�FBTJFS�UP�
JNQMFNFOU�BOE�GSFRVFOUMZ�PGGFS�B�SFBTPOBCMF�BQQSPYJNBUJPO�

PERCENTAGE OF SALES OR PROFITS� "�RVJDL�NFUIPE�FTUJNBUFT�UIF�percentage�of sales 
or profits�FBSOFE�CZ�UIF�QBSUOFS�UIBU�UIF�GPDBM�DIBOOFM�NFNCFS�QSPWJEFT��5IF�IJHIFS�
UIJT� QFSDFOUBHF� UIF� IJHIFS� UIF� QBSUOFS�T� EFQFOEFODF� BOE� UIVT� UIF�NPSF� QPXFSGVM�
UIF�GPDBM�NFNCFS�JT��5IBU�JT�BO�JNQPSUBOU�	QPXFSGVM
�DIBOOFM�NFNCFS�QSPWJEFT�IJHI�
CFOFGJUT�BOE�TXJUDIJOH�UISFBUFOT�UIF�MPTT�PG�UIPTF�CFOFGJUT�UP�QBSUOFST�XIJDI�JNQMJFT�
IJHIFS�TXJUDIJOH�DPTUT��*G�UIF�CFOFGJUT�BMTP�BDDPVOU�GPS�B�TJHOJGJDBOU�QSPQPSUJPO�PG�UIF�
QBSUOFS�T�TBMFT�PS�QSPGJUT�UIPTF�TXJUDIJOH�DPTUT�NBZ�HSPX�BTUSPOPNJDBM��5IJT�BSHVNFOU�
IBT�DPOTJEFSBCMF�NFSJU��#VU�UIF�QFSDFOUBHF�PG�TBMFT�QSPGJU�NFUIPE�BMTP�SFQSFTFOUT�BO�
BQQSPYJNBUJPO��*U�DBOOPU�DBQUVSF�BMM�CFOFGJUT�OPS�EPFT�JU�BTTFTT�TDBSDJUZ�EJSFDUMZ��5IVT�
JO�TPNF�TJUVBUJPOT�UIF�NFUIPE�XPSLT�QPPSMZ��'PS�FYBNQMF�GSBODIJTFFT�MJLFMZ�EFSJWF�
����QFSDFOU�PG�UIFJS�TBMFT�BOE�QSPGJUT�GSPN�UIF�GSBODIJTPS�ZFU�TPNF�GSBODIJTFFT�TUJMM�BSF�
NPSF�PS�MFTT�EFQFOEFOU�UIBO�PUIFST�33

ROLE PERFORMANCE� %FQFOEFODF� BQQSPYJNBUJPOT� DBO� DPNF� GSPN� BTTFTTNFOUT� PG�
IPX�XFMM�UIF�GPDBM�BDUPS�QFSGPSNT�JUT�SPMF�DPNQBSFE�XJUI�DPNQFUJUPST��(SFBUFS�TVQF-
SJPSJUZ�JNQMJFT�IJHIFS�role performance�TVDI�UIBU�GFX�BMUFSOBUJWFT�DBO�PGGFS�B�TJNJ-
MBS�MFWFM�PG�QFSGPSNBODF�FWFO�JG�UIFJS�QSPEVDU�PGGFSJOHT�BQQFBS�TJNJMBS�34�5IJT�EJSFDU�
NFUIPE�DPNFT�DMPTFS�UP�BTTFTTJOH�TDBSDJUZ�CVU�JU�DBOOPU�BEESFTT�SPMF�JNQPSUBODF��5IBU�
JT�ZPV�NBZ�QFSGPSN�B�SPMF�CFUUFS�UIBO�DPNQFUJUPST�CVU�ZPVS�QBSUOFST�EFQFOE�PO�ZPV�
POMZ�JG�UIFZ�EFSJWF�VUJMJUZ�GSPN�UIF�QFSGPSNBODF�PG�UIJT�TQFDJGJD�SPMF��'VSUIFSNPSF�ZPVS�
QBSUOFS�MJLFMZ�DBO�BDDFTT�NFBOJOHGVM�BMUFSOBUJWFT�JG�JU�JT�XJMMJOH�UP�BDDFQU�TPNF�EJNJO-
JTINFOU�JO�SPMF�QFSGPSNBODF�

*O�PUIFS�DJSDVNTUBODFT� SPMF�QFSGPSNBODF�TJNQMZ�EPFT�OPU�DBQUVSF�EFQFOEFODF�
XFMM��'PS�FYBNQMF�NBOZ�FNFSHJOH�FDPOPNJFT�GFBUVSF�TFMMFST��NBSLFUT�JO�XIJDI�EFNBOE�
GBS�PVUTUSJQT�TVQQMZ�CBSSJFST�UP�FOUSZ�SFTUSJDU�TVQQMZ�BOE�UIFSF�BSF�NBOZ�SFTFMMFS�DBO-
EJEBUFT��*O�UIFTF�TFDUPST�FWFSZ�DIBOOFM�NFNCFS�EFQFOET�PO�FWFSZ�TVQQMJFS�SFHBSEMFTT�
PG�JUT�SPMF�QFSGPSNBODF�35�:FU�SPMF�QFSGPSNBODF�SFNBJOT�B�SFBTPOBCMF�QSPYZ�GPS�EFQFO-
EFODF�JO�NBOZ�PUIFS�DJSDVNTUBODFT��4FSWJDF�FYDFMMFODF�DPOGFST�VOJRVFOFTT�	TDBSDJUZ
�
FWFO� GPS� DPNNPEJUZ�QSPEVDUT�� *O� UIJT� DBTF� TVQFSC� SPMF�QFSGPSNBODF�DSFBUFT�EFQFO-
EFODF�	BOE�QPXFS
�CFDBVTF�FYDFMMFODF�JT�OFBSMZ�BMXBZT�TDBSDF�and�WBMVBCMF�

BOTTOM–UP APPROACH� 5IF�MBTU�BQQSPBDI�UP�NFBTVSJOH�QPXFS�UIBU�XF�DPWFS�IFSF�JT�
CBTFE�PO�B�EJGGFSFOU�QIJMPTPQIZ�BCPVU�IPX�QPXFS�HSPXT��5IJT�bottom–up approach�
UBLFT�BO�JOWFOUPSZ�PG�UIF�GJWF�XBZT�UP�BNBTT�UIF�QPUFOUJBM�UP�DIBOHF�B�DIBOOFM�NFN-
CFS�T�CFIBWJPS�UIBU�JT�UISPVHI�SFXBSE�DPFSDJPO�FYQFSUJTF�SFGFSFODF�BOE�MFHJUJNBDZ�
QPXFS��*O�UIJT�DBTF�UIF�GPDBM�DIBOOFM�NFNCFS�XBOUT�B�DIBOHF�UP�PDDVS�BOE�UIVT�TFFLT�
UP�JOGMVFODF�JU�QBSUOFS��UIF�QBSUOFS�JT�UIF�UBSHFU�PG�UIFTF�JOGMVFODF�BUUFNQUT��5IF�FYUFOU�
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UP�XIJDI�UIF�UBSHFU�NBLFT�UIF�DIBOHF�WBSJFT�XJUI�JUT�MFWFM�PG�EFQFOEFODF�PO�UIF�JOGMV-
FODFS�XIJDI�TUFNT�GSPN�JUT�QPXFS�UP�DIBOHF�UIF�UBSHFU�T�CFIBWJPS�

Balancing Power: A Net Dependence Perspective

8F�OFFE�UP�SFFNQIBTJ[F�B�QPJOU�IFSF��Power is a property not of an organization but 
of the relationship��*O�SFGFSFODF�UP�B�QPXFS�SFMBUJPOTIJQ�JU�JT�NJTMFBEJOH�UP�TBZ�i1�JT�
QPXFSGVM�w�3BUIFS�1�NBZ�CF�QPXFSGVM�POMZ� in relation to�9�� JU�FBTJMZ�DPVME�CF�XFBL�
JO�SFMBUJPO�UP�TPNF�PUIFS�QBSUZ�:�	IFSF�XF�VTF�UIF�IZQPUIFUJDBM� JEFOUJUJFT�GSPN�PVS�
NBOVGBDUVSFSoEJTUSJCVUPS�FYBNQMF� JO� UIF�QSFWJPVT�TFDUJPO�CVU� UIFTF�BDUPST�DPVME�CF�
BOZ�DPNCJOBUJPOT�PG�QBSUJFT
��*O�UIF�1o9�SFMBUJPOTIJQ�1�IBT�TPNF�TPVSDFT�PG�QPXFS�BT�
EPFT�9�JODMVEJOH�DPVOUFSWBJMJOH�QPXFS�UIBU�NJHIU�PGGTFU�TPNF�PG�1�T�QPXFS�TPVSDFT��
5IFSFGPSF�BOZ�JOWFOUPSZ�PG�1�T�QPXFS�NVTU�GPDVT�PO�POF�SFMBUJPOTIJQ�BU�B�UJNF�SBUIFS�
UIBO�NBLJOH�HFOFSBM�TUBUFNFOUT��*O�FBDI�BTTFTTNFOU�UIF�DBMDVMBUJPO�BMTP�NVTU�SFGMFDU�
OPU�POMZ� KVTU�1�T�BCJMJUZ� UP�FYFSU�QPXFS� 	F�H�� SFXBSE�9
�CVU�BMTP�9�T�BCJMJUZ� UP�FYFSU�
QPXFS�	F�H��CFTUPX�SFXBSET
�PWFS�1��$IBOOFM�PVUDPNFT�SFTU�PO�UIF�balance of power�
JO�B�HJWFO�SFMBUJPOTIJQ�

5IBU�JT�dependence is never one way��%FQFOEFODF�BTTFTTNFOUT�NVTU�UBLF�CPUI�
DIBOOFM�QBSUOFST��QFSTQFDUJWFT��+VTU�BT�9�EFQFOET�PO�1�UP�QSPWJEF�VUJMJUZ�1�OFFET�9�GPS�
B�EJGGFSFOU�UZQF�PG�VUJMJUZ��5IFZ�BSF�JOUFSEFQFOEFOU�XIJDI�CMVOUT�1�T�BCJMJUZ�UP�QSFTTVSF�
9�UP�BMUFS�JUT�CFIBWJPS��)JHI�NVUVBM�EFQFOEFODF�PS�interdependence�JT�TZOPOZNPVT�
XJUI� IJHI� NVUVBM� QPXFS�� )JHI� NVUVBM� QPXFS� BMTP� HJWFT� DIBOOFM� NFNCFST� HSFBUFS�
BCJMJUZ�UP�BDIJFWF�WFSZ�IJHI�MFWFMT�PG�WBMVF�36�&BDI�QBSUZ�IBT�MFWFSBHF�PWFS�UIF�PUIFS�
XIJDI�TIPVME�ESJWF�UIFJS�DPPSEJOBUJPO�BOE�DPPQFSBUJPO�37

$POTJEFS�UIF�FYBNQMF�PG�CFFS�CSFXFST��4"#.JMMFS�#SFXJOH�DPWFST�B�MBSHF�NBSLFU�
	UIF�6OJUFE�4UBUFT
�XJUI�SFMBUJWF�FBTF�CFDBVTF�����XIPMFTBMFST�TQBO�UIF�NBSLFU�UIPVHI�
NPTU�PG�UIFN�BMTP�DBSSZ�DPNQFUJOH�CSBOET��&BDI�TJEF�OFFET�UIF�PUIFS�	IJHI�VUJMJUZ
��CPUI�
TJEFT�IBWF�BMUFSOBUJWFT�	MPX�TDBSDJUZ
��&BTU�"GSJDBO�#SFXFSJFT�-UE��	&"#-
�BMTP�DPWFST�B�
MBSHF�NBSLFU�,FOZB�CVU� JUT�FBTF�PG�BDDFTT�JT�NVDI�MPXFS�CFDBVTF�UIFSF�BSF�POMZ����
XIPMFTBMFST�JO�UIF�BSFB��%FTQJUF�UIJT�DIBMMFOHF�&"#-�BDIJFWFT����QFSDFOU�NBSLFU�DPWFS-
BHF�FWFO�JO�SVSBM�BSFBT�XIJDI�FOBCMFE�JU�UP�ESJWF�JUT�MBSHFS�DPNQFUJUPS�4"#.JMMFS�SJHIU�
PVU�PG�,FOZB��5IF�LFZ�JT�IJHI�NVUVBM�EFQFOEFODF��&"#-�LFFQT�GFX�IPVTF�BDDPVOUT�BOE�
HSBOUT�FYDMVTJWF�UFSSJUPSJFT�BOE�JUT�XIPMFTBMFST�DBSSZ�POMZ�CFFS�BOE�PGUFO�POMZ�&"#-�
CSBOET��5IVT�UIF�HSFBU�CFOFGJUT�BOE�HSFBU�VUJMJUZ�FBDI�TJEF�FBSOT�UISPVHI�UIF�DIBOOFM�
BSF�BU�TUBLF�TP�FBDI�TJEF�DIPPTFT�UP�SFNBJO�FYDMVTJWF�UP�UIF�PUIFS�BOE�DPOTJEFST�BMUFSOB-
UJWFT�HFOFSBMMZ�VOBQQFBMJOH�

)JHI�NVUVBM�EFQFOEFODF�BMTP�JT�DPOEVDJWF�UP�DSFBUJOH�BOE�NBJOUBJOJOH�strategic 
channel alliances�NBSLFE�CZ�FGGFDUJWF�DPPSEJOBUJPO��"�DIBOOFM�JT�DPPSEJOBUFE�JG�FWFSZ�
DIBOOFM�NFNCFS�BDUT�JO�UIF�XBZ�B�TJOHMF�WFSUJDBMMZ�JOUFHSBUFE�GJSN�XPVME�OBNFMZ�CZ�
NBYJNJ[JOH�PWFSBMM�DIBOOFM�QSPGJU��4VDI�DPPSEJOBUJPO�BSJTFT� GPS� UXP�SFBTPOT�BT�PVS�
CFFS�FYBNQMF�TIPXFE��'JSTU�UIF�UXP�TJEFT�FODPVSBHF�FBDI�PUIFS�UP�EFTJHO�BOE�JNQMF-
NFOU�DSFBUJWF�XJOoXJO�TPMVUJPOT��4FDPOE�IJHI�CBMBODFE�EFQFOEFODF�CMPDLT�FYQMPJUB-
UJPO�CFDBVTF�FBDI�TJEF�IBT�DPVOUFSWBJMJOH�QPXFS�XIJDI�JU�DBO�VTF�GPS�TFMG�QSPUFDUJPO��
8JUIPVU�B�OPUBCMZ�XFBLFS�QBSUZ�JO�UIF�SFMBUJPOTIJQ�FBDI�TJEF�GPSDFT�UIF�PUIFS�UP�TIBSF�
HBJOT�XIJDI�GPTUFST�OPSNT�PG�GBJSOFTT�BOE�TPMJEBSJUZ��5IJT�MFWFM�PG�TZNNFUSJD�EFQFO-
EFODF�QSPNPUFT�CJMBUFSBM�GVODUJPOJOH�CZ�JODSFBTJOH�FBDI�TJEF�T�XJMMJOHOFTT�UP�BEBQU�JO�
EFBMJOH�XJUI�UIF�PUIFS�38
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0G�DPVSTF�TZNNFUSZ�BMTP�NJHIU�JNQMZ�MPX�NVUVBM�EFQFOEFODF�TVDI�UIBU�OFJUIFS�
TJEF�IBT�NVDI�OFFE�PG�UIF�PUIFS��5IJT�MPXoMPX�DPNCJOBUJPO�JT�TP�DPNNPO�JO�NBSLFU-
JOH�DIBOOFMT� UIBU� JU� SFQSFTFOUT�B�CBTFMJOF�DPOEJUJPO� GPS�NBOZ�DIBOOFM�NBOBHFNFOU�
SFDPNNFOEBUJPOT��8IFO� FBDI� TJEF� JT� EJTQFOTBCMF� UIF� DIBOOFM� UFOET� UP�PQFSBUF� JO�
BDDPSEBODF�XJUI�DMBTTJD�FDPOPNJD�SFMBUJPOTIJQ�QSFEJDUJPOT���

'JOBMMZ�UP�BTTFTT�DPVOUFSWBJMJOH�QPXFS�BT�QBSU�PG�UIF�DBMDVMBUJPO�PG�OFU�EFQFO-
EFODF�B�EFDJTJPO�NBLFS�NJHIU�DPOTJEFS�UIF�SFMBUJPOTIJQ�MFWFM�BOE�DBMDVMBUF�OFU�EFQFO-
EFODF�XJUI�POF�PUIFS�DIBOOFM�NFNCFS��#VU�JO�TPNF�DBTFT�TJOHMF�DIBOOFM�NFNCFST�
	VQTUSFBN�PS�EPXOTUSFBN
�DBO�SBEJDBMMZ�BOE�RVJDLMZ�TIJGU�UIF�DBMDVMBUJPO�CZ�DPNJOH�
UPHFUIFS�JO�B�coalition��4VEEFOMZ�POF�QBSUZ�GBDFT�B�CMPD�XIJDI�VTVBMMZ�SBJTFT�CPUI�
UIF�CFOFGJUT�BOE�BMUFSOBUJWF�TDBSDJUZ�PG�UIF�PUIFS�TJEF�

Imbalanced Dependence

"GUFS�TVDI�TVEEFO�TIJGUT�POF�DIBOOFM�NFNCFS�NBZ�CFDPNF�NVDI�NPSF�EFQFOEFOU�
UIBO� UIF� PUIFS��5IF� CBMBODF� PG� QPXFS� GBWPST� UIF� MFTT� EFQFOEFOU�NFNCFS�XIFSFBT�
UIF�NPSF�EFQFOEFOU�NFNCFS�TVGGFST�FYQPTVSF�UP�exploitation����"MM� UPP�PGUFO�UIBU�
FYQPTVSF�MFBET�UP�QSPCMFNT��5IF�NPSF�EFQFOEFOU�QBSUZ�MPTFT�PVU�JO�CPUI�FDPOPNJD�
UFSNT�BOE�OPOFDPOPNJD�CFOFGJUT���FWFO�JG�UIF�NPSF�QPXFSGVM�	MFTT�EFQFOEFOU
�DIBO-
OFM�NFNCFS� EPFT� OPU� BDUJWFMZ� BUUFNQU� UP� BQQSPQSJBUF� SFXBSET��5IBU� JT� UIF�XFBLFS�
NFNCFS�NJHIU�TVGGFS�TJNQMZ�CFDBVTF�UIF�GPSUVOFT�PG�UIF�TUSPOHFS�NFNCFS�EFDMJOF��*O�
BEEJUJPO�GBDJOH�UIF�TQFDUFS�PG�FYQMPJUBUJPO�UIF�XFBLFS�	NPSF�EFQFOEFOU
�QBSUZ�TFOTFT�
JUT�PXO�WVMOFSBCJMJUZ�BOE�JT�RVJDL�UP�TVTQFDU�UIF�TUSPOHFS�QBSUZ�PG�BDUJOH�JO�CBE�GBJUI��
"TZNNFUSJD�SFMBUJPOTIJQT�UIVT�UFOE�UP�CF�NPSF�DPOGMJDU�MBEFO�MFTT�USVTUJOH�BOE�MFTT�
DPNNJUUFE�UIBO�JOUFSEFQFOEFOU�SFMBUJPOT�42�8IBU�BSF�DIBOOFM�NFNCFST�UP�EP�UIFO 

STRATEGIES FOR BALANCING DEPENDENCE� 5IFSF�BSF�UISFF�DPVOUFSNFBTVSFT�BWBJMBCMF�
UP�UIF�XFBLFS�QBSUZ�UP�SFEVDF�JUT�EFQFOEFODF��5IBU�JT�JG�#�EFQFOET�NPSF�PO�"�UIBO�"�
EFQFOET�PO�#�UIFO�#�DBO�EP�BT�GPMMPXT�

 1. %FWFMPQ�BMUFSOBUJWFT�UP�"�
 2. 0SHBOJ[F�B�DPBMJUJPO�UP�BUUBDL�"�
 3. &YJU�UIF�TJUVBUJPO�BOE�OP�MPOHFS�TFFL�UIF�CFOFGJUT�UIBU�"�QSPWJEFT�

*O�DIBOOFMT� UIF� GJSTU� SFBDUJPO� JT� UIF�NPTU�DPNNPO��'FBS�PG�FYQMPJUBUJPO�ESJWFT�
DIBOOFM� NFNCFST� UP� EFWFMPQ� DPVOUFSWBJMJOH� QPXFS� FTQFDJBMMZ� BT� UIFJS� EFQFOEFODF�
JODSFBTFT��'PS�FYBNQMF�TPNF�TBMFT�BHFOUT�	F�H��NBOVGBDUVSFST��SFQSFTFOUBUJWFT�PS�SFQT
�
UBJMPS� UIFJS�PQFSBUJPOT� UP�LFZ�QSJODJQBMT�XIJDI�DSFBUFT�QPUFOUJBMMZ�EBOHFSPVT�EFQFO-
EFODF�JNCBMBODFT�GPS�UIFN��5IFTF�SFQT�UIFSFGPSF�HP�UP�HSFBU�MFOHUIT�UP�DVMUJWBUF�UIFJS�
SFMBUJPOTIJQT�XJUI�FOE�VTFST�BT�XFMM�UP�CVJME�DVTUPNFS�MPZBMUZ�UP�UIF�SFQT��BHFODZ��8JUI�
UIJT�QPXFS�SFMBUJPO�UIF�SFQ�DBO�JOEVDF�DVTUPNFST�UP�DIBOHF�UP�BOPUIFS�CSBOE�JG�OFDFT-
TBSZ��#FDBVTF�UIF�SFQ�DBO�UBLF�FOE�VTFST�FMTFXIFSF�JU�BDIJFWFT�DPVOUFSWBJMJOH�QPXFS�
BHBJOTU�UIF�QSJODJQBM��5IFTF�SFQT�HFOFSBMMZ�FBSO�CFUUFS�QSPGJUT�UIBO�UIPTF�UIBU�OFHMFDU�
UP�CBMBODF�UIFJS�EFQFOEFODF�BGUFS�UIFZ�IBWF�UBJMPSFE�UIFJS�PQFSBUJPOT�UP�B�QSJODJQBM�43

5IJT�NFBTVSF� BMTP� JOWPMWFT� UIF�QPUFOUJBM� BCJMJUZ� UP� BEE� B� TVQQMJFS� JG� OFDFTTBSZ��
.BOZ�DIBOOFM�NFNCFST�EFMJCFSBUFMZ�NBJOUBJO�B�EJWFSTJGJFE�QPSUGPMJP�PG�DPVOUFSQBSUT�UP�
BMMPX�UIFN�UP�SFBDU�JNNFEJBUFMZ�JG�BOZ�POF�PSHBOJ[BUJPO�FYQMPJUT�UIFJS�QPXFS�JNCBMBODF��
'PS� FYBNQMF� JO� MJOF�XJUI� JOEVTUSZ�OPSNT�6�4�� BVUPNPCJMF�EFBMFST�PODF� SFQSFTFOUFE�
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POMZ�POF�CSBOE�PG�DBS�FBDI�NBLJOH�UIFN�IJHIMZ�EFQFOEFOU�PO�UIF�NBOVGBDUVSFS��"GUFS�
UIF�PJM�DSJTJT�PG�UIF�FBSMZ�����T�FODPVSBHFE�EFBMFST�UP�BEE�NPSF�GVFM�FGGJDJFOU�DBST�PGUFO�
QSPEVDFE�CZ�PUIFS�CSBOET�JU�XBT�B�TIPSU�TUFQ�UP�CSPBE�EJWFSTJGJDBUJPO��/PX�NBOZ�BVUP�
EFBMFST�SFMZ�PO�NVMUJQMF�MPDBUJPOT�FBDI�PG�XIJDI�SFQSFTFOUT�B�EJGGFSFOU�CSBOE�PS�FWFO�
B�TJOHMF�MPDBUJPO�TFMMJOH�NVMUJQMF�CSBOET��5IJT�EJWFSTJGJFE�QPSUGPMJP�SFEVDFT�UIF�EFBMFS�T�
EFQFOEFODF�PO�BOZ�TJOHMF�NBOVGBDUVSFS�BOE�FOBCMFT�JU�UP�SFTJTU�BOZ�HJWFO�BVUPNBLFS�T�
QSFTTVSF�BUUFNQUT�

5IF�TFDPOE�DPVOUFSNFBTVSF�PSHBOJ[JOH�B�DPBMJUJPO�JOWPMWFT�B�TUSBUFHZ�PG�CSJOH-
JOH�JO�UIJSE�QBSUJFT��5IFSF�BSF�TFWFSBM�XBZT�UP�EP�TP��"�DPNNPO�NFUIPE�JO�&VSPQF�JT�
UP�XSJUF�DPOUSBDUT�UIBU�SFRVJSF�NBOEBUPSZ�BSCJUSBUJPO�PG�BOZ�EJTQVUFT��5IF�BSCJUSBUPST�
BSF�VTVBMMZ�QSJWBUF�FOUJUJFT�CVU�UIF�UIJSE�QBSUZ�BMTP�DPVME�CF�B�HPWFSONFOU�CPEZ��0UIFS�
DPBMJUJPOT�FNFSHF�XIFO�DIBOOFM�NFNCFST�CBOE�UPHFUIFS�JOUP�USBEF�BTTPDJBUJPOT��+VTU�
BT� NVDI� BT� UIFZ� VTFE� UIF� GJSTU� DPVOUFSNFBTVSF� BVUPNPCJMF� EFBMFST� JO� UIF� 6OJUFE�
4UBUFT�SFMZ�PO�UIJT�UBDUJD��#Z�PSHBOJ[JOH�BOE�MPCCZJOH�TUBUF�MFHJTMBUVSFT�EFBMFST�IBWF�
QVTIFE� UISPVHI�i%FBMFST��%BZ� JO�$PVSUw� MBXT� JO�NBOZ�TUBUFT� UIBU� MJNJU�BVUPNBLFST��
BCJMJUZ�UP�DPFSDF�PS�QSFTTVSF�UIFN�UISPVHI�MBXTVJUT�PS�QFOBMUJFT��'PS�FYBNQMF�XIFO�
(FOFSBM�.PUPST�WFSUJDBMMZ�JOUFHSBUFE�GPSXBSE�JO�TFMFDUFE�NBSLFUT�BO�PSHBOJ[FE�DPBMJ-
UJPO�PG�EFBMFST�EFNBOEFE�JU�SFWFSTF�JUT�TUSBUFHZ�MFBEJOH�UIF�$&0�UP�BENJU��i*�MFBSOFE�B�
MPU��)BWJOH�ZPVS�LFZ�DPOTUJUVFOUT�NBE�BU�ZPV�JT�OPU�UIF�XBZ�UP�CF�TVDDFTTGVM�w44

5IF�UIJSE�DPVOUFSNFBTVSF�JT�UP�XJUIESBX�GSPN�UIF�CVTJOFTT�BOE�UIFSFGPSF�GSPN�
UIF�SFMBUJPOTIJQ��&YJUJOH�UIF�CVTJOFTT�BOE�NPWJOH�SFTPVSDFT�FMTFXIFSF�	F�H��TFMMJOH�PGG�
BO�BVUP�EFBMFSTIJQ
�NBZ�TFFN�VOUIJOLBCMF�CVU�JU�BMTP�DPOTUJUVUFT�UIF�NPTU�DPODMVTJWF�
XBZ�UP�FTDBQF�EFQFOEFODF��*O�SFUBJM�DIBOOFMT�QPXFSGVM�SFUBJMFST�	F�H��8BM�.BSU
�PGUFO�
VTF�UIFJS�TVCTUBOUJBM�QPXFS�UP�EFNBOE�SFEVDFE�QSJDFT�GSPN�EFQFOEFOU�NBOVGBDUVSFST��
&WFO�JG�NBOVGBDUVSFST�NJHIU�QSFGFS�UP�TFMM� UISPVHI�8BM�.BSU�T�FYUFOTJWF�EJTUSJCVUJPO�
TZTUFN�UIFZ�BMTP�IBWF�UIF�PQUJPO�PG�PGGTFUUJOH�UIF�MPXFS�QSJDFT�UIFZ�PGGFS�UIF�SFUBJM�
HJBOU�XJUI�IJHIFS�QSJDFT�DIBSHFE�UP�XFBLFS�SFUBJMFST�BOE�TIJGUJOH�NPSF�PG�UIFJS�TBMFT�
GPDVT�UP�UIFTF�IJHIFS�NBSHJO�DIBOOFMT�UISPVHI�BEWFSUJTJOH�BOE�QSPNPUJPO�FGGPSUT�45

1FSIBQT�OPOF�PG�UIFTF�EFQFOEFODF�SFEVDUJPO�TUSBUFHJFT�JT�BQQFBMJOH��*O�UIBU�DBTF�
UP� BEESFTT� JNCBMBODFE�EFQFOEFODF� UIF�XFBLFS�NFNCFS�NJHIU� TFFL� UP� JODSFBTF� UIF�
PUIFS�QBSUZ�T�EFQFOEFODF�CZ�PGGFSJOH�HSFBUFS�VUJMJUZ�BOE�CZ�NBLJOH�JUTFMG�MFTT�SFQMBDF-
BCMF��5IF�CFTU�NFUIPE�PGUFO�JT�UP�JNQSPWF�JUT�TFSWJDF�MFWFMT��*G�B�XFBLFS�QBSUZ�CFHJOT�UP�
PGGFS�RVJDLFS�EFMJWFSZ�GPS�FYBNQMF�JUT�QBSUOFS�NBZ�GJOE�UIF�TFSWJDF�PGGFS�OFBSMZ�JSSFTJTU-
JCMF��*O�PVS�SFUBJM�DIBOOFM�FYBNQMF�B�NBOVGBDUVSFS�UIBU�HVBSBOUFFT�PO�UJNF�EFMJWFSJFT�
FMJNJOBUFT�UIF�UISFBU�PG�TUPDLPVUT�GPS�UIF�SFUBJMFS�XIJDI�TIPVME�MFBE�UIF�SFUBJMFS�UP�DPNF�
UP�SFMZ�NPSF�PO�JUT�QSPEVDUT��0G�DPVSTF�TVDI�B�UBDUJD�BMTP�JNQMJFT�UIBU�UIF�NBOVGBDUVSFS�
JT� EFWPUJOH� TVCTUBOUJBM� SFTPVSDFT� UP� JUT� SFMBUJPOTIJQ�XJUI� UIF� SFUBJMFS� TP� UIJT� TUSBUFHZ�
NJHIU�CF�SJTLZ��#VU�VMUJNBUFMZ�JU�DPVME�FOTVSF�HSFBUFS�NVUVBM�EFQFOEFODF�CFUXFFO�UIFN�

STRATEGIES FOR TOLERATING IMBALANCED DEPENDENCE� 5IF�NPTU�DPNNPO�SFBDUJPO�
CZ�XFBLFS�QBSUJFT�JT�OP�SFBDUJPO��5IBU�JT�NPSF�PGUFO�UIBO�OPU�B�EFQFOEFOU�QBSUZ�TJN-
QMZ�BDDFQUT�UIF�TJUVBUJPO�BOE�USJFT�UP�NBLF�UIF�CFTU�PG�JU��*U�NJHIU�FWFO�EFMJCFSBUFMZ�
EFWPUF� B�IJHI�QSPQPSUJPO�PG� JUT� FGGPSU�PS� TBMFT� UP� UIF�PUIFS�QBSUZ� JO� UIF�IPQF� UIBU�
JU�CFDPNFT�TP�JNQPSUBOU� UIBU� UIF�TUSPOHFS�QBSUZ�WBMVFT� JUT�DPOUSJCVUJPO�BOE�BDUJWFMZ�
BWPJET�UBLJOH�BEWBOUBHF�PG�JUT�WVMOFSBCJMJUZ��8FBLFS�QBSUJFT�BMTP�NJHIU�SFMZ�PO�JOUFS-
OBM�OPSNT�PG�KPJOU�EFDJTJPO�NBLJOH�BOE�USVTU�UIF�PUIFS�QBSUZ�UP�UBLF�JUT�JOUFSFTUT�JOUP�
BDDPVOU�� 'JSNT� BSF� 	QFSIBQT� TVSQSJTJOHMZ
� XJMMJOH� UP� CF� WVMOFSBCMF� JO� UIJT� NBOOFS��
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$MPUIJOH�TVQQMJFST�PGUFO�NBLF�JOWFTUNFOUT�JO�B�TJOHMF�QPXFSGVM�SFUBJMFS�BOE�SFBTTVSF�
UIFNTFMWFT�UIBU�UIF�SFUBJMFS�XJMM�OPU�BCVTF�JUT�QPTJUJPO�CFDBVTF�UIFZ�BSF�BO�JNQPSUBOU�
TVQQMJFS�PS�IBWF�B�MPOH�USBEJUJPO�PG�KPJOU�EFDJTJPO�NBLJOH�46

#VU� FTQFDJBMMZ� JO� HMPCBMMZ� DPOTPMJEBUJOH�NBSLFUT� BOE� JOEVTUSJFT47�XF� OFFE� UP�
BTL��"SF�TUSPOHFS�QBSUJFT�BMXBZT�FYQMPJUBUJWF �%P�XFBLFS�QBSUJFT�BMXBZT�TVGGFS �4IPVME�
JNCBMBODFE�SFMBUJPOTIJQT�CF�BWPJEFE 

4PNF� JNCBMBODFE� EFQFOEFODF� SFMBUJPOTIJQT� BDUVBMMZ� XPSL� XFMM��8IFO� EFQBSU-
NFOU�TUPSF�CVZFST�XIP�TFMFDU�NFSDIBOEJTF�GPS�FBDI�EFQBSUNFOU�SFMZ�PO�NBOVGBDUVSFST�
UP�TVQQMZ�BQQFBMJOH�NFSDIBOEJTF�XJUI�B�TUSPOH�CSBOE�OBNF�UIFZ�XJMMJOHMZ�HSBOU�GBS�
HSFBUFS�QPXFS�UP�UIF�TVQQMJFST�XIJDI�NJHIU�OPU�EFQFOE�PO�UIF�TUPSF�BT�B�NBKPS�PVUMFU��
%FTQJUF�UIJT�JNCBMBODF�EFQBSUNFOU�TUPSFT�HFOFSBMMZ�CFOFGJU�GSPN�UIJT�EPNJOBOU�TVQ-
QMJFS�SFMBUJPOTIJQ�FTQFDJBMMZ�JG�UIF�NBSLFU�FOWJSPONFOU�SFNBJOT�TUBCMF�BOE�predictable��
5IBU�JT�JG�UIF�EPNJOBOU�TVQQMJFS�T�QSPEVDU�FOKPZT�QSFEJDUBCMF�EFNBOE�UIF�EFQBSUNFOU�
TUPSFT�NJOJNJ[F�UIFJS�PXO�OFFE�UP�UBLF�QSJDF�SFEVDUJPOT��*O�BEEJUJPO�JO�UIJT�TFUUJOH�
TVQQMJFST�OPSNBUJWFMZ�SFGSBJO�GSPN�FYQMPJUJOH�CVZFST��WVMOFSBCJMJUZ�

*O�VOQSFEJDUBCMF�TFUUJOHT�UIPVHI�TVQQMJFS�EPNJOBODF�NBZ�RVJDLMZ�CFDPNF�B�MJB-
CJMJUZ��"T�EFNBOE�GMVDUVBUFT�UIF�TUPSF�DBOOPU�PCMJHF�UIF�EPNJOBOU�TVQQMJFS�UP�CF�NPSF�
GMFYJCMF�TVDI�BT�CZ�UBLJOH�CBDL�NPSF�VOTPME�NFSDIBOEJTF��5IVT�JO�IJHIMZ�uncertain�
NBSLFU�FOWJSPONFOUT�IJHI�NVUVBM�EFQFOEFODF�JT�QSFGFSBCMF�UP�FOTVSF�UIBU�CPUI�TVQ-
QMJFST�BOE�CVZFST�BSF�NPUJWBUFE�UP�GJOE�DPNNPO�TPMVUJPOT�UP�DPNQMFY�TUPDLJOH�QSPC-
MFNT��-PX�NVUVBM�EFQFOEFODF�JT�BOPUIFS�PQUJPO�CFDBVTF�JO�UIBU�DBTF�UIF�CVZFS�IBT�
UIF�PQUJPO�PG�TXJUDIJOH�TVQQMJFST�

*O�TIPSU� JNCBMBODFE�EFQFOEFODF�JT�OPU�OFDFTTBSJMZ�EFUSJNFOUBM� JO�TUBCMF�FOWJ-
SPONFOUT� BOE�XIFO� UIF� MFTT� EFQFOEFOU� QBSUZ� WPMVOUBSJMZ� SFGSBJOT� GSPN� BCVTJOH� JUT�
QPXFS��"� DIBOOFM� DBO� GVODUJPO� FGGFDUJWFMZ� JG� UIF� TUSPOHFS� QBSUZ� UBLFT� DBSF� UP� USFBU�
UIF�NPSF�WVMOFSBCMF�QBSUZ�FRVJUBCMZ�48�&RVJUBCMF�USFBUNFOU�BMTP�JNQSPWFT�SFMBUJPOTIJQ�
RVBMJUZ�XIJDI�FOIBODFT�UIF�GVODUJPOJOH�PG�UIF�DIBOOFM��'JOBMMZ�CFDBVTF�FWFSZ�DIBO-
OFM�NFNCFS�T�SFQVUBUJPO�JT�BU�TUBLF�VOGBJS�USFBUNFOU�DSFBUFT�SFQVUBUJPO�SJTLT�UIBU�NBZ�
NBLF�JU�NPSF�EJGGJDVMU�GPS�B�QPXFSGVM�FYQMPJUBUJWF�BDUPS�UP�BUUSBDU�SFUBJO�BOE�NPUJWBUF�
PUIFS�DIBOOFM�NFNCFST�JO�UIF�GVUVSF�

POWER-BASED INFLUENCE STRATEGIES

1PXFS�JT�JOWJTJCMF��*U�JT�JNQPTTJCMF�UP�DFSUJGZ�KVTU�IPX�NVDI�QPXFS�B�TJOHMF�QBSUZ�IBT�
JO�B�DIBOOFM�SFMBUJPOTIJQ��'PS�FYBNQMF�XIBU�IBQQFOT�JG�B�GJSN�IBT�QPXFS�CVU�DIPPTFT�
OPU�UP�FYFSDJTF�JU �5IBU�JT�XIBU�IBQQFOT�UP�QPXFS�UIBU�HPFT�VOVTFE �$BO�QPXFS�CF�
CBOLFE�PS�TUPSFE�GPS�MBUFS �5IFTF�RVFTUJPOT�TPVOE�GBTDJOBUJOH�CVU�FWJEFODF�GSPN�UIF�
GJFME�TVHHFTUT�UIFZ�BMTP�BSF�NPPU��1BSUJFT�UIBU�IBWF�QPXFS�VTF�JU��5IFZ�EPO�U�SFTFSWF�JU�
GPS�MBUFS�OPS�EP�UIFZ�BDU�BT�UIFZ�NJHIU�JG�UIFZ�XFSF�QPXFSMFTT��Latent power�SBQJEMZ�
CFDPNFT�exercised power���

5IJT�DPOWFSTJPO�PG�UIF�QPUFOUJBM�GPS�JOGMVFODF�JOUP�EFNBOET�GPS�SFBM�DIBOHFT�JO�
BOPUIFS�QBSUZ�T�CFIBWJPS�SFRVJSFT�DPNNVOJDBUJPO�BOE�UIF�OBUVSF�PG�UIBU�DPNNVOJDB-
UJPO�JOGMVFODFT�DIBOOFM�SFMBUJPOTIJQT����.PTU�DIBOOFM�DPNNVOJDBUJPOT�DBO�CF�HSPVQFE�
JOUP�TJY�DBUFHPSJFT�PS�influence strategies�

 1. Promise.� *G�ZPV�EP�XIBU�XF�XJTI�XF�XJMM�SFXBSE�ZPV�
 2. Threat.� *G�ZPV�EPO�U�EP�XIBU�XF�XJTI�XF�XJMM�QVOJTI�ZPV�
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 3. Legalistic.�:PV� TIPVME� EP� XIBU� XF� XJTI� CFDBVTF� ZPV� IBWF� BHSFFE� UP� EP� TP�
	XIFUIFS�JO�B�DPOUSBDU�PS�UISPVHI�BO�JOGPSNBM�XPSLJOH�VOEFSTUBOEJOH�PG�IPX�XF�
EP�CVTJOFTT
�

 4. Request.� 1MFBTF�EP�XIBU�XF�XJTI�
 5. Information exchange.� -FU�T�QVSTVF�B�HFOFSBM�EJTDVTTJPO�BCPVU�UIF�NPTU�QSPG-

JUBCMF�XBZ� GPS�ZPV� UP�SVO�ZPVS�CVTJOFTT�XJUIPVU�NFOUJPOJOH�FYBDUMZ�XIBU�XF�
XBOU��5IJT�PCMJRVF�TUSBUFHZ�TFFLT�UP�DIBOHF�ZPVS�QFSDFQUJPOT�PG�XIBU�JT�FGGFDUJWF�
JO�B�XBZ�UIBU�GBWPST�VT��8F�IPQF�UIJT�TVCUMF�GPSN�PG�QFSTVBTJPO�QSPNQUT�ZPV�UP�
ESBX�DPODMVTJPOT�BCPVU�XIBU�ZPV�TIPVME�EP�BOE�UIBU�UIPTF�DPODMVTJPOT�NBUDI�
XIBU�XF�XBOU�ZPV�UP�EP�

 6. Recommendation.� 4JNJMBS� UP�BO�JOGPSNBUJPO�FYDIBOHF� MFU�T�EJTDVTT�QSPGJUBCMF�
NFUIPET�CVU�XF�XJMM�QSPWJEF�ZPV�XJUI�UIF�DPODMVTJPO�OBNFMZ�ZPV�XPVME�CF�
NPSF�QSPGJUBCMF�JG�ZPV�XPVME�EP�XIBU�XF�XJTI��5IJT�NPSF�PWFSU�TUSBUFHZ�UFOET�UP�
HFOFSBUF�TLFQUJDJTN�BOE�DPVOUFSBSHVNFOUT�

&BDI�JOGMVFODF�TUSBUFHZ�SFTUT�PO�DFSUBJO�TPVSDFT�PG�QPXFS�BT�'JHVSF������NBQT�
$IBOOFM�NFNCFST�UIBU�IBWF�OPU�JOWFTUFE�JO�CVJMEJOH�DPSSFTQPOEJOH�QPXFS�CBTFT�

MJLFMZ�GJOE�UIBU�UIFJS�JOGMVFODF�BUUFNQUT�GBJM��"HBJO�XF�DBVUJPO�UIBU�QPXFS�BOE�UIVT�
QPXFS�CBTFT�BSF�TQFDJGJD�UP�FBDI�SFMBUJPOTIJQ��/FTUMÏ�IBT�GBS�NPSF�SFXBSE�QPXFS�	BOE�
UIVT�DBO�VTF�B�QSPNJTF�TUSBUFHZ�FGGFDUJWFMZ
�XJUI�B�TNBMM�SFUBJMFS�UIBO�XJUI�BO�JOUFSOB-
UJPOBM�IZQFSNBSLFU�DIBJO�

"T�B�HFOFSBM�SVMF�CPVOEBSZ�QFSTPOOFM�FWFOUVBMMZ�VTF�BMM�TJY�TUSBUFHJFT�JO�FBDI�
SFMBUJPOTIJQ�UIFZ�EFWFMPQ��#VU�FBDI�SFMBUJPOTIJQ�BMTP�FYIJCJUT�B�QBSUJDVMBS�TUZMF� UIBU�
SFGMFDUT�XIJDI�TUSBUFHJFT�BSF�NPTU�DPNNPO��5IF�QSFEPNJOBOU�TUZMF�PS�JOGMVFODF�TUSBU-
FHZ�VTFE�NPTU� PGUFO� EFUFSNJOFT�IPX�XFMM� UIF� GJSN� DPOWFSUT� JUT� QPXFS� JOUP� BDUVBM�
CFIBWJPSBM�DIBOHFT�CZ�JUT�QBSUOFS�

Effectiveness of Six Influence Strategies

5IF� QSPNJTF� UISFBU� BOE� MFHBMJTUJD� JOGMVFODF� TUSBUFHJFT� PGUFO� QSPWPLF� B� backlash�
CFDBVTF�UIFZ�BSF�QFSDFJWFE�BT�IFBWZ�IBOEFE�IJHI�QSFTTVSF�UFDIOJRVFT��$PVOUFSQBSUT�
SFTFOU�UIFN�BOE�UFOE�UP�SFTQPOE�CZ�VTJOH�TJNJMBS�TUSBUFHJFT�UPP��*O�QBSUJDVMBS�UIF�VTF�
PG�UISFBUT�QSPWPLFT�DPOGMJDU�BOE�EBNBHFT�SFMBUJPOTIJQ�TBUJTGBDUJPO�CPUI�FDPOPNJDBMMZ�
BOE�QTZDIPMPHJDBMMZ��*O�UIF�TIPSU�UFSN�IJHI�QSFTTVSF�UFDIOJRVFT�DBO�CF�FGGFDUJWF�CVU�
UIFZ�BMTP�IBWF�EBNBHJOH�MPOHFS�UFSN�FGGFDUT�PO�USVTU�BOE�DPNNJUNFOU���

1. Promise
2. Threat
3. Legalistic
4. Request
5. Info Exchange
6. Recommendation

Influence Strategy

Reward
Coercive
Legitimate
Referent, Reward, Coercive
Expertise, Reward
Expertise, Reward

Power Source(s) Necessary
for This to Work

FIGURE 10-2 Using power to exert influence
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"MUIPVHI�B�QSPNJTF�TUSBUFHZ�NBZ�TFFN�MJLF�B�SFXBSE�GFX�UBSHFUT�TFF�JU�BT�TVDI��
3BUIFS�B�QSPNJTF�PGUFO�MPPLT�MJLF�B�CSJCF�XIJDI�JT�CPUI�JOTVMUJOH�BOE�VOQSPGFTTJPOBM��
0S�JU�NJHIU�CF�QFSDFJWFE�BT�B�WFJMFE�DSJUJDJTN�PG�QFSGPSNBODF�	i*G�UIFZ�UIPVHIU�*�XBT�
EPJOH� B� HPPE� KPC� UIFZ�XPVME� IBWF� HJWFO�NF� UIJT� CFOFGJU� BMSFBEZw
�� 1SPNJTFT� BMTP�
CFHFU�NPSF�QSPNJTFT� TVDI� UIBU� FBDI� DPVOUFSQBSU� SFTQPOET�XJUI� JUT� PXO�QSPNJTFT�
XIJDI�VMUJNBUFMZ�DBO�TFU�PGG�B�IBHHMJOH�TQJSBM��0WFS�UJNF�B�QSPNJTF�TUSBUFHZ�T�FGGFDUT�
MJLFMZ�BSF�NJYFE��'SPN�B�QSPDFTT�TUBOEQPJOU�	J�F��QTZDIPMPHJDBM�TBUJTGBDUJPO�CBTFE�PO�
JOUFSQFSTPOBM� QSPDFTTFT
� DIBOOFM�NFNCFST� EJTMJLF� JU�� #VU� GSPN� B� TUSJDUMZ� FDPOPNJD�
TUBOEQPJOU�DIBOOFM�NFNCFST�UFOE�UP�XFMDPNF�QSPNJTFT�CFDBVTF�FBDI�BDUPS�JT�MJLFMZ�
UP�EFMJWFS�PO� JUT�QSPNJTFT�XIJDI� JNQSPWF�UIF�DIBOOFM�T� GJOBODJBM� JOEJDBUPST�� *G� UIFZ�
EP�TP�XFMM�FOPVHI�UIFZ�DBO�EBNQFO�BOZ�SFMBUFE�DPOGMJDU��0WFSBMM�UIFO�UIPVHI�TFMG�
QFSQFUVBUJOH�B�QSPNJTF�TUSBUFHZ�PGGFST�BO�FGGFDUJWF�XBZ�UP�DIBOHF�DIBOOFM�NFNCFST��
CFIBWJPST�FWFO�XIJMF�JU�SBJTFT�JOUFSQFSTPOBM�UFOTJPOT�

5IF� MBUUFS� UISFF� JOGMVFODF� TUSBUFHJFT� 	SFRVFTU� JOGPSNBUJPO� FYDIBOHF� SFDPN-
NFOEBUJPO
�BSF�NPSF�TVCUMF�BOE�OVBODFE��DIBOOFM�DPVOUFSQBSUT�PGUFO�XFMDPNF�UIFTF�
FGGPSUT�BOE�EP�OPU�UBLF�PGGFOTF�BU�FODPVOUFSJOH�UIFN��5IFTF�TUSBUFHJFT�BMTP�JODSFBTF�
TBUJTGBDUJPO�CPUI�FDPOPNJD�BOE�JOUFSQFSTPOBM�CFDBVTF�UIFZ�BWPJE�JNQSFTTJPOT�PG�IJHI�
QSFTTVSF�PS�IFBWZ�IBOEFEOFTT�FWFO�XIFO�UIF�JOGMVFODFS�T�PCKFDUJWF�JT�UIF�TBNF��:FU�
JU�JT�EJGGJDVMU�UP�JNBHJOF�BOZPOF�QFSDFJWJOH�B�QVSF�SFRVFTU�BT�IFBWZ�IBOEFE��"�QVSF�
SFRVFTU�XJUIPVU�BOZ�SFBTPO�HJWFO�JT�TP�MPX�QSFTTVSF�UIBU�JU�TFFNT�TVSQSJTJOH�UIBU�UIJT�
TUSBUFHZ�JT�TP�DPNNPO��:FU�FWJEFODF�JOEJDBUFT�UIBU�UIF�UXP�MJHIUFTU�IBOEFE�TUSBUFHJFT�
SFDPNNFOEBUJPO�BOE�SFRVFTU�BSF�UIF�POFT�VTFE�NPTU�PGUFO�	XIFSFBT�UIF�NPTU�IFBWZ�
IBOEFE�TUSBUFHJFT�UISFBUT�BOE�MFHBMJTNT�BSF�VTFE�MFBTU�PGUFO
�52

*OGPSNBUJPO�FYDIBOHF� JT� SJTLZ� JO�B�EJGGFSFOU�XBZ�� *U� DBO�CF� TP� TVCUMF� UIBU� UIF�
DPVOUFSQBSU�GBJMT�UP�QJDL�VQ�PO�UIF�TJHOBMT�TVDI�UIBU�JU�IBT�OP�FGGFDU��5IJT�SJTL�EJTBQ-
QFBST�XJUI�B� SFDPNNFOEBUJPO�TUSBUFHZ� BOE�FWFO� UIPVHI� UIJT� TUSBUFHZ� JT�PWFSU� 	J�F��
EFTJSFE�CFIBWJPS� JT� DMFBSMZ� TUBUFE
� JU�EPFT�OPU� UISFBUFO� UIF�DPVOUFSQBSU�T� BVUPOPNZ�
CFDBVTF�UIF�EFTJSFE�BDUJPO�JT�QSFTFOUFE�BT�CFJOH�JO�UIF�PUIFS�QBSUZ�T�CVTJOFTT�JOUFSFTU��
5IJT�QBUUFSO�WBSJFT�JO�DMPTF�MPOH�UFSN�SFMBUJPOTIJQT�UIPVHI�53�5IFTF�DPNNJUUFE�QBS-
UJFT�SFGSBJO�GSPN�UISFBUFOJOH�FBDI�PUIFS�BOE�TQFOE�MJUUMF�UJNF�NBLJOH�SFRVFTUT�XJUIPVU�
B�SFBTPO��#VU�UIFZ�BSF�DBOEJE�JO�UIFJS�JOGMVFODF�BUUFNQUT�JODMVEJOH�PGGFSJOH�SFXBSET�
GPS�EFTJSFE�CFIBWJPS� MFBWJOH� UIF�PUIFS�QBSUZ� UP�ESBX�DPODMVTJPOT� 	J�F�� JOGPSNBUJPO�
FYDIBOHF
�BOE�BSHVJOH�UIBU�UIF�EFTJSFE�CFIBWJPS�CFOFGJUT�UIF�DPVOUFSQBSU�	J�F��SFDPN-
NFOEBUJPOT
��#FDBVTF�CPUI�QBSUJFT�SFDPHOJ[F�UIF�JNQPSUBODF�PG�XJOoXJO�TPMVUJPOT�B�
QSPNJTFT�TUSBUFHZ�TFFNT�MFTT�MJLFMZ�UP�HFOFSBUF�SFTFOUNFOU�CBDLMBTI�PS�QSFTTVSF�BT�JU�
PGUFO�EPFT�JO�NPSF�DPOWFOUJPOBM�DIBOOFM�SFMBUJPOTIJQT�

.PTU� BWBJMBCMF� TZTUFNBUJD� FWJEFODF� UIVT� TVHHFTUT� UIBU� NPSF� TVCUMF� JOGMVFODF�
TUSBUFHJFT�JNQSPWF�JOUFSQFSTPOBM�SFMBUJPOTIJQ�RVBMJUZ�XIFSFBT�PWFSU�JOGMVFODF�TUSBUF-
HJFT�SJTL�SFTFOUNFOU��#VU�B�DBWFBU�JT�JO�PSEFS�IFSF��5IJT�FWJEFODF�DPNFT�NBJOMZ�GSPN�
8FTUFSO� CVTJOFTT� DVMUVSFT��8F�NVTU� FYFSDJTF� DBVUJPO� CFGPSF� FYUSBQPMBUJOH� UIJT� FWJ-
EFODF�UP�PUIFS�TFUUJOHT��0WFSU�FGGPSUT�UP�JOGMVFODF�EJTUSJCVUPST�CZ�FNQMPZJOH�UISFBUT�
BOE�DJUJOH�DPOUSBDUT�NBZ�EBNBHF�SFMBUJPOTIJQT�JO�/PSUI�"NFSJDB�CVU�JO�+BQBO�TVDI�
UFDIOJRVFT�DPVME�improve�UIF�JOUFSQFSTPOBM�RVBMJUZ�PG�XPSLJOH�SFMBUJPOTIJQT�CFUXFFO�
EJTUSJCVUPST�BOE�TVQQMJFST��5IJT� JT�OPU� UP�TBZ�+BQBOFTF�EJTUSJCVUPST�XFMDPNF�UISFBUT��
3BUIFS�XIBU�NBZ�CF�QFSDFJWFE�BT�NFOBDJOH�JO�B�8FTUFSO�DPOUFYU�JOTUFBE�DBO�SFQSF-
TFOU�BO�BQQSPQSJBUF�FYFSDJTF�PG�BVUIPSJUZ�JO�+BQBO�CBTFE�PO�B�TVQQMJFS�T�QSFTUJHF�JO�
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UIF�DIBOOFM��5IJT�TUBUVT�PGUFO�DPOGFST�BO� JOIFSFOU� SJHIU� UP�EFNBOE�TPNF�EFHSFF�PG�
PCFEJFODF�54�*O�PUIFS�XPSET�DPFSDJWF�QPXFS�JO�POF�DVMUVSF�NBZ�CF�MFHJUJNBUF�QPXFS�
JO�BOPUIFS��"MUIPVHI�QFSDFQUJPOT�PG�QPXFS�CBTFT�UIVT�BSF�MJLFMZ�UP�CF�DVMUVSF�TQFDJGJD�
FWJEFODF�EFTDSJCJOH�UIFTF�EJGGFSFODFT�SFNBJOT�SFHSFUUBCMZ�TQBSTF�

Framing Influence Strategies

8IBU�ZPV�QSFTFOU�NBZ�CF�MFTT�JNQPSUBOU�UIBO�IPX�ZPV�QSFTFOU�JU��5IBU�JT�DPOTJEFS-
BCMF�FWJEFODF�BGGJSNT�UIF�TUSPOH�JOGMVFODF�PG�framing effects�JO�DIBOOFMT�55�*NBHJOF�
B�EJTUSJCVUPS�UIBU�JT�BMSFBEZ�DBSSZJOH�B�TVQQMJFS�T�MJOF��5IF�TVQQMJFS�EFDJEFT�UP�MBVODI�
B�NBKPS� SJTLZ� VOQSPWFO�OFX�QSPEVDU� BOE�XBOUT� UIF�EJTUSJCVUPS� UP� BHSFF� UP� DBSSZ�
JU��)PX�TIPVME�UIF�TVQQMJFS�JOGMVFODFS�GSBNF�UIJT�NFTTBHF�GPS�JUT�UBSHFU�EJTUSJCVUPS �
'SBNFT�DBO�CF�EFGJOFE�BDDPSEJOH� UP� UXP�NBJO�EJNFOTJPOT�� UIFJS�WBMFODF�BOE� UIFJS�
DPOUJOHFODZ�

5IF�valence�PG�B� GSBNF�SFGFST� UP�XIFUIFS� JU�HFUT�QSFTFOUFE�BT�B�QPTJUJWF�PS�B�
OFHBUJWF�

t�1PTJUJWF� GSBNF��*G�ZPV�UBLF�PO�PVS�OFX�QSPEVDU�ZPV�XJMM�HFU�TVCTUBOUJBM�BEEJ-
UJPOBM�NBSLFUJOH�TVQQPSU�

t�/FHBUJWF�GSBNF��*G�ZPV�EPO�U�UBLF�PO�PVS�OFX�QSPEVDU�ZPV�XPO�U�HFU�TVCTUBOUJBM�
BEEJUJPOBM�NBSLFUJOH�TVQQPSU�

#PUI�TUBUFNFOUT�TBZ�UIF�TBNF�UIJOH�OBNFMZ�UIBU�UIF�OFX�QSPEVDU�XJMM�CF�BDDPNQB-
OJFE�CZ�BEEJUJPOBM�NBSLFUJOH�TVQQPSU��#VU� UIF�QPTJUJWF� GSBNF� JT�NPSF�FGGFDUJWF�CF-
DBVTF�UIF�OFHBUJWF�GSBNF�GPDVTFT�UIF�UBSHFU�PO�XIBU�TPVOET�MJLF�B�MPTT��*U�JT�B�IVNBO�
UFOEFODZ�UP�GFFM�UISFBUFOFE�CZ�MPTTFT�	XF�ESFBE�MPTT�GBS�NPSF�UIBO�XF�WBMVF�HBJOT
��
5IVT�OFHBUJWF�GSBNJOH�NBLFT�EFDJTJPO�NBLFST�GFFM�QSFTTVSFE�EBNBHFT�UIFJS�TBUJTGBD-
UJPO�BOE�USVTU�BOE�UISFBUFOT�UIFJS�BVUPOPNZ�

*O�BEEJUJPO� UP� UIJT�QSFTFOUBUJPO�DIPJDF� JOGMVFODFST�NVTU�EFDJEF�XIFUIFS� UIFJS�
JOGMVFODF�BUUFNQU�XJMM�EFQFOE�PO�DFSUBJO� DPOEJUJPOT� TVDI� UIBU� UIF� GSBNF�NJHIU�CF�
contingent�PS�noncontingent�

t�$POUJOHFOU��*G�ZPV�UBLF�PO�PVS�OFX�QSPEVDU�XF�XJMM�HJWF�ZPV�PVS�EJTUSJCVUPS�PG�
UIF�ZFBS�BXBSE�

t�/PODPOUJOHFOU��$POHSBUVMBUJPOT�ZPV�WF�CFFO�OBNFE�PVS�EJTUSJCVUPS�PG�UIF�ZFBS��
0I�BOE�CZ�UIF�XBZ�XF�BMTP�IBWF�B�OFX�QSPEVDU�UP�QSPQPTF�GPS�ZPV�UP�DBSSZ�

6OTVSQSJTJOHMZ�UBSHFUT�BSF�NPSF�TBUJTGJFE�BOE�USVTUJOH�BOE�CFMJFWF�UIFJS�BVUPOPNZ�JT�
CFUUFS�SFTQFDUFE�XIFO�UIF�JOGMVFODFS�VTFT�OPODPOUJOHFOU�BQQFBMT��.PSF�TVSQSJTJOHMZ�
DPOUJOHFOU� GSBNJOH� BMTP� DBO�VOEFSNJOF� UIF� GPSDF�PG� UIF� BQQFBM�� *G� B� UBSHFU� DBO�CF�
QFSTVBEFE�without�UIF�DPOUJOHFODZ�UIF�DPOUJOHFOU�GSBNJOH�MFBET�UIF�UBSHFU�UP�CFMJFWF�
JU�IBT� DPNQMJFE�POMZ�CFDBVTF�PG� UIF�DPOUJOHFODZ��"U� UIF�FYUSFNF� UIJT� UBSHFU�NJHIU�
FWFO�GFFM�CSJCFE�QSFTTVSFE�PS�QVSDIBTFE�MFBEJOH�UP�SFEVDFE�JOUSJOTJD�NPUJWBUJPO�UP�
DPNQMZ�GPS�JUT�PXO�SFBTPOT��*O�DPOUSBTU� JG� UIF�GSBNJOH�GFBUVSFT�OP�DPOUJOHFODZ�UIF�
UBSHFU�MJLFMZ�FYQMBJOT�JUT�DPNQMJBODF�CZ�SFBTPOJOH�i5IJT�JT�XIBU�XF�XBOUFE�UP�EP��5IJT�
DIPJDF�BOE�UIJT�SFMBUJPOTIJQ�NBLFT�TFOTF�GPS�VT�w

'PS� QSBDUJUJPOFST� UIF� JNQMJDBUJPOT� BSF� DMFBS�� Train boundary spanners to use 
positive frames, and don’t offer a contingent argument when a noncontingent argu-
ment will do�
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5IFTF� GSBNJOH� FGGFDUT� IBWF� UIF� HSFBUFTU� JNQBDU� XIFO� UIF� JOGMVFODFS� JOJUJBMMZ�
BQQSPBDIFT� UIF� UBSHFU��"T� UIF�QFSGPSNBODF�PVUDPNFT�PG� JOGMVFODF�BUUFNQUT�CFDPNF�
DMFBS� UIFZ�PWFSSJEF� JOJUJBM� GSBNJOH�FGGFDUT��'PS�FYBNQMF� JG� UIF�EJTUSJCVUPS� GJOET� UIBU�
UIF�OFXMZ�JOUSPEVDFE�MJOF�IBT�CFFO�QFSGPSNJOH�XFMM�GPS�GJWF�ZFBST�JU�QSPCBCMZ�GPSHFUT�
BMM�BCPVU�BOZ�VTFT�PG�OFHBUJWF�GSBNFT�PS�DPOUJOHFOU�BQQFBMT��"OE�JG�UIF�MJOF�QFSGPSNT�
QPPSMZ�QPTJUJWF�GSBNFT�BOE�OPODPOUJOHFOU�BQQFBMT�DBOOPU�TUPQ�SFDSJNJOBUJPOT�

SUMMARY: MANAGING CHANNEL POWER

$IBOOFM�QPXFS�JT�UIF�BCJMJUZ�UP�BMUFS�BOPUIFS�PSHBOJ[BUJPO�T�CFIBWJPS��*U�JT�B�UPPM�UIBU�
JT�OPU� JOIFSFOUMZ�HPPE�PS�CBE��"OE� JU� JT�OFDFTTBSZ��5IF�CFTU�DIPJDF� GPS� UIF�NBSLFU-
JOH� DIBOOFM� JT� OPU� OFDFTTBSJMZ� JO� UIF� JOUFSFTU� PG� FWFSZ� DIBOOFM�NFNCFS� TP� QPXFS�
FOBCMFT�DIBOOFMT�UP�SFBMJ[F�UIFJS�QPUFOUJBM�UP�BEE�WBMVF��-JLF�BOZ�UPPM�QPXFS�NVTU�CF�
VTFE�KVEJDJPVTMZ�XIJDI�NFBOT�TIBSJOH�SFXBSET�FRVJUBCMZ�XJUI�DIBOOFM�NFNCFST�FWFO�
UIPTF�JO�XFBL�QPTJUJPOT�

0OF�XBZ�UP�UIJOL�BCPVU�QPXFS�JT�UP�DPODFQUVBMJ[F�UIF�QPXFS�PG�"�BT�FRVBM�UP�UIF�
EFQFOEFODF�PG�#��*O�UVSO�#�T�EFQFOEFODF�PO�"�JT�IJHI�XIFO�#�EFSJWFT�HSFBU�VUJMJUZ�
GSPN�EFBMJOH�XJUI�"�BOE�DBOOPU�PCUBJO�UIF�TBNF�VUJMJUZ�FBTJMZ�GSPN�POF�PG�"�T�DPNQFUJ-
UPST�XIFUIFS�CFDBVTF�UIFZ�EP�OPU�FYJTU�PS�CFDBVTF�#�XPVME�DPOGSPOU�IJHI�TXJUDIJOH�
DPTUT�JG�JU�MFGU�"��5IJOLJOH�PG�QPXFS�BT�EFQFOEFODF�SFFNQIBTJ[FT�UIF�JTTVF�PG�SFQMBDF-
BCJMJUZ�XIJDI�JT�DSJUJDBM�UP�QPXFS�

1PXFS� DBO� BMTP� CF� DPODFQUVBMJ[FE� BT� B� SFTVMU� PG� GJWF� QPXFS� TPVSDFT�� 3FXBSE�
QPXFS�JT�UIF�BCJMJUZ�UP�EFMJWFS�OFX�CFOFGJUT�JO�SFUVSO�GPS�TQFDJGJD�CFIBWJPST��5IJT�OBU-
VSBM� FGGFDUJWF�NFBOT� PG� FYFSUJOH� QPXFS�XPSLT�XFMM� CFDBVTF� JU� JT� GSFRVFOUMZ� VOPC-
USVTJWF��5BSHFUT� SFTQPOE� UP�FDPOPNJD� JODFOUJWFT�XJUI� MJUUMF� BXBSFOFTT� UIBU� UIFZ�BSF�
BMUFSJOH�UIFJS�CFIBWJPS�UP�GJU�UIF�JOGMVFODFS�T�QSFGFSFODFT��$PFSDJWF�QPXFS�JT�UIF�BCJMJUZ�
UP�JNQPTF�QVOJTINFOU��*U�XPSLT�XFMM�JO�UIF�TIPSU�UFSN�BOE�DBO�CF�BEEJDUJWF�TVDI�UIBU�
JU�FTDBMBUFT�UISPVHI�SFDJQSPDBUJPO��*O�UIF�MPOH�SVO�JO�8FTUFSO�CVTJOFTT�DVMUVSFT�DPFS-
DJPO�JT�DPSSPTJWF�UIPVHI�JU�NBZ�CF�KVTUJGJFE�JO�UIF�TIPSU�UFSN�UP�JOEVDF�B�NBKPS�DIBOHF�
UP�CFOFGJU�BMM�QBSUJFT��#VU�VOMFTT�UIJT�CFOFGJU�JT�BQQBSFOU�DPFSDJWF�UBDUJDT�EBNBHF�FWFO�
UIF�NPTU�TVDDFTTGVM�SFMBUJPOTIJQT��&YQFSU�QPXFS�BDDSVFT�UP�B�QBSUZ�UIBU�IPMET�WBMVBCMF�
JOGPSNBUJPO��*U�JT�BO�FYUSFNFMZ�FGGFDUJWF�NFDIBOJTN�JO�DIBOOFMT�UIPVHI�JU�JT�EJGGJDVMU�
UP�JNQMFNFOU��-FHJUJNBUF�QPXFS�DPNFT�GSPN�MBXT�DPOUSBDUT�BOE�BHSFFNFOUT�BT�XFMM�
BT�GSPN�JOEVTUSZ�OPSNT�PS�OPSNT�BOE�WBMVFT�TQFDJGJD�UP�B�QBSUJDVMBS�DIBOOFM�SFMBUJPO-
TIJQ��'JOBMMZ�SFGFSFOU�QPXFS�SFTVMUT�GSPN�B�DIBOOFM�NFNCFS�T�EFTJSF�UP�JEFOUJGZ�XJUI�
BOPUIFS�PSHBOJ[BUJPO�PGUFO�UP�CPSSPX�JUT�QSFTUJHF��5IF�GJWF�CBTFT�PG�QPXFS�BMTP�DBO�
IBWF�TZOFSHJTUJD�FGGFDUT�XIFO�VTFE�UPHFUIFS�TLJMMGVMMZ�

1PXFS� JT� B� UXP�TJEFE� BGGBJS�� EFQFOEFODF�PQFSBUFT� JO�CPUI�EJSFDUJPOT��8IFO�#�
EFQFOET�PO�"�"�OFBSMZ�BMXBZT�EFQFOET�PO�#�BU�MFBTU�UP�TPNF�FYUFOU��.VUVBMMZ�EFQFO-
EFOU�SFMBUJPOTIJQT�DBO�HFOFSBUF�FYDFQUJPOBM�WBMVF�BEEFE�CFDBVTF�FBDI�TJEF�IBT�TPNF�
MFWFSBHF�UP�JOGMVFODF�UIF�PUIFS�UP�EFWFMPQ�XJOoXJO�TPMVUJPOT��5IJT�UXP�TJEFE�EFQFO-
EFODF�BMTP�DBO�CF�JNCBMBODFE�BOE�UIF�JNCBMBODF�UFOET�UP�CF�VODPNGPSUBCMF�JO�UIBU�
UIF�TUSPOHFS�QBSUZ�DBO�SFBEJMZ�FYQMPJU�PS�JHOPSF�UIF�XFBLFS�POF��5IF�NPSF�EFQFOEFOU�
QBSUZ�UIVT�DBO�UBLF�DPVOUFSNFBTVSFT�TVDI�BT�EJWFSTJGZJOH�GPSNJOH�B�DPBMJUJPO�UP�QSFT-
TVSF�UIF�QPXFSGVM�NFNCFS�PS�FYJUJOH�UIF�CVTJOFTT��:FU�JNCBMBODFE�SFMBUJPOTIJQT�BSF�
WFSZ�DPNNPO�BOE�DBO�GVODUJPO�RVJUF�XFMM�BT�MPOH�BT�UIFSF�JT�TPNF�SFTUSBJOU�FYIJCJUFE�
CZ�UIF�TUSPOHFS�QBSUZ��*U�NVTU�OPU�POMZ�UP�BDU�FRVJUBCMZ�CVU�CF�QFSDFJWFE�BT�B�GBJS�QMBZFS�
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5SBOTMBUJOH� QPXFS� B� MBUFOU� BCJMJUZ� JOUP� JOGMVFODF� EFNBOET� DPNNVOJDBUJPO�
PUIFSXJTF�LOPXO�BT� JOGMVFODF�TUSBUFHJFT��5ISFF�DPNNVOJDBUJPO�NFUIPET� 	QSPNJTFT�
MFHBMJTNT�BOE� UISFBUT
�BSF� GBJSMZ�PCUSVTJWF�� *O�8FTUFSO�DVMUVSFT� UIFZ�PGUFO�QSPWPLF�
SFTFOUNFOU�BOE�DPOGMJDU�	UIPVHI�UIFZ�NBZ�CF�MFTT�QSPCMFNBUJD�JO�PUIFS�CVTJOFTT�FOWJ-
SPONFOUT
��0G�UIFTF�UISFF�PCUSVTJWF�NFUIPET�UIF�FGGFDUJWF�UBDUJD�PG�NBLJOH�QSPNJTFT�
	PGGFSJOH�SFXBSET�GPS�EFTJSFE�CFIBWJPS
�JT�B�TUBQMF�PG�TUSPOH�MPOH�UFSN�SFMBUJPOTIJQT��
5ISFF�PUIFS�DPNNVOJDBUJPO�UBDUJDT�BSF�MFTT�PCUSVTJWF��NBLJOH�SFRVFTUT�GPS�OP�TUBUFE�
SFBTPO�FYDIBOHJOH�JOGPSNBUJPO�BOE�NBLJOH�SFDPNNFOEBUJPOT��5IFTF�TUSBUFHJFT�BSF�
NPSF�TVCUMF�	JO�TPNF�DBTFT�UPP�TVCUMF
�BOE�EP�OPU�FYQMJDJUMZ�JOWPLF�UIF�JOGMVFODFS�T�
EFTJSFT�PS�JOUFSFTUT�XIJDI�NBZ�CF�XIZ�UIFZ�BSF�QFSDFJWFE�BT�MFTT�QSFTTVSJOH��5IFJS�
FGGFDUJWFOFTT�JT�IFJHIUFOFE�CZ�UIFJS�VOPCUSVTJWF�OBUVSF�

'JOBMMZ� JO�UIF�TIPSU� UFSN�OFHBUJWF�PS�DPOUJOHFOU�GSBNJOH�JT�VTVBMMZ� JOGFSJPS� UP�
QPTJUJWF�PS�OPODPOUJOHFOU�GSBNJOH��*O�UIF�MPOH�SVO�QFSGPSNBODF�PVUDPNFT�PWFSSJEF�
UIFTF�FGGFDUT�UIPVHI�

1PXFS�QFSNFBUFT�BMM�BTQFDUT�PG�NBSLFUJOH�DIBOOFMT�BOE�JUT�VTF�JT�DSJUJDBM�UP�FGGFD-
UJWF�DIBOOFM�NBOBHFNFOU��5IF� JOUFSEFQFOEFODF�PG� DIBOOFM�NFNCFST�NBLFT�QPXFS�
B�DSJUJDBM�GFBUVSF�PG�UIFJS�GVODUJPOJOH��$IBOOFM�NFNCFST�NVTU�JOWFTU�UP�CVJME�QPXFS��
5IFZ�BMTP�NVTU�BTTFTT�QPXFS�BDDVSBUFMZ�BOE�VTF�JU�XJTFMZ�CPUI�UP�DBSSZ�PVU�UIFJS�JOJ-
UJBUJWFT�BOE�UP�QSPUFDU� UIFNTFMWFT��5P� JHOPSF�DPOTJEFSBUJPOT�PG�QPXFS� JT� UP�TBDSJGJDF�
PQQPSUVOJUJFT�BOE�TVGGFS�WVMOFSBCJMJUJFT�

TA K E - A W AYS

t� $IBOOFM�QPXFS�JT�UIF�BCJMJUZ�UP�BMUFS�BOPUIFS�PSHBOJ[BUJPO�T�CFIBWJPS��*U�JT�B�UPPM�OFJUIFS�
HPPE�OPS�CBE�

t� 1PXFS�QFSNFBUFT�BMM�BTQFDUT�PG�NBSLFUJOH�DIBOOFMT��5IF�JOUFSEFQFOEFODF�PG�DIBOOFM�
NFNCFST�NBLFT�QPXFS�B�DSJUJDBM�GFBUVSF�PG�UIFJS�GVODUJPOJOH�

t� $IBOOFM�NFNCFST�NVTU�JOWFTU�PWFS�UJNF�UP�CVJME�QPXFS�UIFO�BTTFTT�UIFJS�QPXFS�
BDDVSBUFMZ�BOE�VTF�JU�XJTFMZ�XIFUIFS�UP�BDIJFWF�UIFJS�PXO�JOJUJBUJWFT�PS�UP�QSPUFDU�
UIFNTFMWFT�GSPN�PUIFST��JOGMVFODF�BUUFNQUT�

t� 5IF�QPXFS�PG�"�JT�FRVBM�UP�UIF�EFQFOEFODF�PG�#��5IF�EFQFOEFODF�PG�#�JODSFBTFT�XIFO
t�#�EFSJWFT�HSFBU�VUJMJUZ�GSPN�EFBMJOH�XJUI�"�
t�#�DBOOPU�GJOE�UIBU�VUJMJUZ�FBTJMZ�BNPOH�"�T�DPNQFUJUPST�CFDBVTF�UIFSF�BSF�GFX�

�DPNQFUJUPST�PS�#�GBDFT�WFSZ�IJHI�TXJUDIJOH�DPTUT�
t� 1PXFS�DPNFT�GSPN�GJWF�TPVSDFT�

t�3FXBSE
t�$PFSDJWF
t�&YQFSU
t�-FHJUJNBUF
t�3FGFSFOU

t� 1PXFS�JT�B�UXP�TJEFE�BGGBJS�TQFDJGJD�UP�FBDI�SFMBUJPOTIJQ�BU�BOZ�HJWFO�UJNF��
"OZùBTTFTTNFOU�PG�QPXFS�NVTU�DPOTJEFS�UIF�DPVOUFSWBJMJOH�QPXFS�PG�UIF�PUIFS�TJEF��
5IF�CFTU�JOEJDBUPS�PG�QPXFS�JT�UIF�OFU�EFQFOEFODF�PG�UIF�UXP�TJEFT�

t� .VUVBMMZ�EFQFOEFOU�SFMBUJPOTIJQT�PGUFO�HFOFSBUF�FYDFQUJPOBM�WBMVF�BEEFE�CFDBVTF�
FBDI�TJEF�IBT�TVGGJDJFOU�MFWFSBHF�UP�FOTVSF�XJOoXJO�TPMVUJPOT�
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t� *NCBMBODFE�EFQFOEFODF�JT�WFSZ�DPNNPO��*O�UIFTF�SFMBUJPOTIJQT
t�5IF�TUSPOHFS�QBSUZ�DBO�FYQMPJU�PS�JHOPSF�UIF�XFBLFS�POF�
t�5IF�XFBLFS�QBSUZ�DBO�UBLF�DPVOUFSNFBTVSFT�JODMVEJOH�EJWFSTJGZJOH�GPSNJOH�B�

DPBMJUJPO�PS�FYJUJOH�UIF�CVTJOFTT�
t�$IBOOFM�TVDDFTT�SFRVJSFT�UIF�TUSPOHFS�QBSUZ�UP�FYIJCJU�SFTUSBJOU�BDU�FRVJUBCMZ�BOE�
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TUSBUFHJFT
�
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THE NATURE OF CHANNEL CONFLICT

Channel conflict is a state of opposition, or discord, among organizations in a market-
ing channel. It may seem curious that such conflict is a normal state; in individual, 
personal relationships, conflict is almost invariably viewed as something to avoid or a 
sign of trouble. But for the purposes of managing marketing channels, conventional, 
one-sided interpretations of conflict must be set aside, because to maximize channel 
performance, a certain amount of conflict is desirable.

LEARNING OBJECTIVES

After reading this chapter, you should be able to:

t�.FBTVSF�DPOGMJDU�BDDPSEJOH�UP�XIFUIFS�UIF�SFMFWBOU�JTTVFT�BSF�GSFRVFOU�JOUFOTF�
and important.

t�%FTDSJCF�UIF�OFHBUJWF�FGGFDUT�PG�IJHI�DPOGMJDU�PO�DIBOOFM�QFSGPSNBODF�CVU�BMTP�
identify circumstances in which conflict is neutral or even positive.

t�0VUMJOF�JOIFSFOU�TPVSDFT�PG�DPOGMJDU�JO�DIBOOFM�SFMBUJPOTIJQT�BOE�EFGJOF�JUT�UISFF�
main causes: goals, perceptions, and domains.

t�3FDPHOJ[F�XIZ�NVMUJQMF�DIBOOFMT�SFQSFTFOU�UIF�OPSN�BOE�EFTDSJCF�XBZT�UP�BEESFTT�
the conflict they create.

t�&YQMBJO�XIZ�NBOZ�TVQQMJFST�MJLF�HSBZ�NBSLFUT�	XIJMF�QSPUFTUJOH�UIF�DPOUSBSZ
�

t�%FTDSJCF�UIF�TQJSBM�PG�DPFSDJPO�BOE�SFDJQSPDBUJPO�UP�QSFEJDU�PVUDPNFT�PG�EFTUSVD-
tive acts and suggest ways to reduce their impact.

t�6OEFSTUBOE�UIF�JOTUJUVUJPOBMJ[FE�NFDIBOJTNT�UIBU�NBOBHFST�DBO�VTF�UP�SFEVDF�DPO-
flict, including those that management can decree and those that naturally arise in 
a relationship.

t�$BUFHPSJ[F�DPOGMJDU�SFTPMVUJPO�TUZMFT�BOE�EFTDSJCF�UIFJS�FGGFDUT�PO�DIBOOFM�GVODUJPOT�

t�%FUBJM�UIF�FGGFDUT�PG�FDPOPNJD�JODFOUJWFT�PO�DPOGMJDU�

C H A P T E R  1 1

Managing Channel 
Conflict
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The word “conflict” derives from the Latin confligere, to collide. In this everyday 
NFBOJOH�JU�PGGFST�MJUUMF�UIBU�DPVME�CF�DPOTJEFSFE�DPOTUSVDUJWF��3BUIFS�JU�QSPNQUT�NPTUMZ�
negative connotations, with emotionally fraught synonyms such as contention, disunity, 
disharmony, argument, friction, hostility, antagonism, struggle, and battle. But conflict 
between and among the organizations that comprise a channel should be considered 
JO�B�NPSF�OFVUSBM�MJHIU��$POGMJDU�QFS�TF�JT�OPU�OFHBUJWF�JO�EJTUSJCVUJPO�DIBOOFMT��3BUIFS�
than disuniting or antagonizing channel members, some conflict, in some forms, actu-
ally strengthens and improves the channel—as long as the channel manager deals with 
it effectively and appropriately.

With this chapter, we therefore specify a definition of channel conflict as behav-
ior by a channel member that is in opposition to the wishes or behaviors of its channel 
counterpart. Through opponent-centered, direct effort, the channel actor seeks a goal or 
object that its counterpart currently controls. Accordingly, channel conflict arises when 
one member of a channel views its upstream or downstream partner as an adversary or 
PQQPOFOU��5IFTF�JOUFSEFQFOEFOU�QBSUJFT�BU�EJGGFSFOU�MFWFMT�PG�UIF�TBNF�DIBOOFM�	VQTUSFBN�
BOE�EPXOTUSFBN
�DPOUFTU�FBDI�PUIFS�GPS�DPOUSPM��*O�DPOUSBTU�competition refers to behav-
ior in which a channel member seeks to attain a goal or object controlled by an exter-
nal third party, such as regulators or competitors. Whereas competitors struggle against 
obstacles in their environment, parties in conflict struggle against each other for control.1

Types of Conflict

$POGMJDU�JNQMJFT�JODPNQBUJCJMJUZ�BU�TPNF�MFWFM��*U�GSFRVFOUMZ�FYJTUT�BU�TVDI�B�MPX�MFWFM�
due mainly to the surrounding conditions, that channel members do not even fully 
sense it. Such latent conflict is a norm in most marketing channels, in which the inter-
ests of channel members inevitably collide as the parties pursue their separate goals, 
strive to retain their autonomy, and compete for limited resources. If each player could 
ignore the others, latent conflict would disappear. But companies linked in a channel 
are fundamentally interdependent.2�&WFSZ�NFNCFS�OFFET�BMM�PUIFS�NFNCFST�UP�NFFU�
end-users’ service output demands economically.

This fundamental interdependence is taken for granted in marketing channels. 
Because the organizations in these channels thus face constant conflicts, they lack the 
time or capacity to deal with each one explicitly. Instead, they focus on a few latent con-
flicts at any one time,3 while overlooking others. Although this strategic choice enables 
the firms to function more efficiently on a day-to-day basis, their failure to account for 
latent conflict may become a problem if they develop new channel initiatives that trans-
form the latent conflict into active opposition from channel partners.

In contrast with the latent form, perceived conflict arises as soon as a channel 
member senses opposition of any kind: of viewpoints, of perceptions, of sentiments, 
of interests, or of intentions. Perceived conflict is cognitive, emotionless, and mental, 
resulting simply from the recognition of a contentious situation. Thus, even if two orga-
nizations perceive their disagreement, their individual members likely experience little 
emotion or frustration. They describe themselves as “businesslike” or “professional” 
and consider their differences “all in a day’s work.” This scenario also describes a nor-
NBM� 	BOE� PGUFO� QSFGFSBCMF
� TUBUF� JO�NBSLFUJOH� DIBOOFMT�XJUI� MJUUMF� DBVTF� GPS� BMBSN��
These members might not even describe their dealings as conflict laden, despite their 
opposition to each other on important issues.
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When emotions enter the picture though, the channel experiences felt (or 
 affective) conflict. The reasons that this type of conflict arises can vary, but the out-
comes are similar: Individual players start mentioning conflict in the channel, as a 
result of the negative emotions they experience, including tension, anxiety, anger, frus-
USBUJPO�BOE�IPTUJMJUZ��0SHBOJ[BUJPOBM�NFNCFST�QFSTPOBMJ[F�UIFJS�EJGGFSFODFT�TVDI�UIBU�
their descriptions of their business interactions begin to sound like interpersonal dis-
QVUFT�	J�F��i5IBU�DPNQBOZ�JT�TP�SVEF��*U�EPFTO�U�FWFO�DBSF�IPX�*�GFFM�BCPVU�UIJOHTw
��
&DPOPNJD�DPOTJEFSBUJPOT�GBEF�JOUP�UIF�CBDLHSPVOE�BOE�UIF�BOUBHPOJTUT�JNQVUF�IVNBO�
features and personal motives to their channel partners. If feelings of outrage and 
unfairness reach a breaking point, boundary spanners and their managers even might 
refuse economically sensible choices, harming their own organizations in their efforts 
to “punish” their channel counterparts.4

*G�MFGU�VONBOBHFE�GFMU�DPOGMJDU�UIVT�DBO�FTDBMBUF�RVJDLMZ�JOUP�manifest conflict. 
This opposition is expressed visibly through behaviors, such as blocking each other’s 
initiatives or goal achievement and withdrawing support. In the worst cases, one side 
tries to sabotage the other or take revenge.

Across these types, conflict is often imagined as a state, such that we might assess 
the level of conflict in a channel relationship, like taking a photograph. But conflict 
is also a process, like filming a movie: It consists of episodes and incidents, and the 
interpretation of each episode by each party depends on its experience with previous 
FQJTPEFT��8IFO�GFMU�BOE�NBOJGFTU�DPOGMJDU�JT�TVCTUBOUJBM�PS�GSFRVFOU�JO�B�DIBOOFM�UIF�
iNPWJFw�JT�MJLF�B�HBOHTUFS�GMJDL��&BDI�OFX�DPOGMJDU�JODJEFOU�HFUT�TFFO�JO�UIF�XPSTU�MJHIU�
with malevolent motives attributed to the channel counterpart, greater weight attached 
to each incident, and strong convictions that the channel adversary is incompetent, 
dishonest, and so forth. Conversely, a positive history is like a lighthearted comedy, 
creating a positive view that downplays new conflict incidents or laughs at the honest 
mistakes.

Measuring Conflict

The true level of conflict in a channel relationship depends on four elements. Here, we 
present those elements as a hypothetical assessment of how much conflict automobile 
dealers experience in their relationships with car manufacturers.5

Step 1: Count the issues. Which issues are of relevance to the two parties in the chan-
nel relationship? For car dealers, there are 15 relevant issues in their relation-
TIJQT�XJUI�NBOVGBDUVSFST�TVDI�BT�JOWFOUPSJFT�	WFIJDMFT�BOE�QBSUT
�BMMPDBUJPO�
and delivery of cars, dealer staff size, advertising, allowances, reimbursement 
for warranty work, and so forth. It does not matter whether the issues are in 
dispute at any particular moment; the count must include all major aspects of 
the channel relationship.

Step 2: Assess importance. For each issue, some measure must exist to ascertain 
how important it is to the dealer. For example, dealers might indicate, on a 0–10 
TDBMF�	WFSZ�VOJNQPSUBOU�UP�WFSZ�JNQPSUBOU
�IPX�JNQPSUBOU�UIFZ�DPOTJEFS�FBDI�
issue to their profitability.

Step 3: Determine disagreement frequency. How often do the two parties dis-
BHSFF�BCPVU� FBDI� JTTVF �%FBMFST� DPVME�CF� BTLFE� UP� SFDBMM� UIFJS�EJTDVTTJPOT�
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with the manufacturer about each issue during the past year and indicate, 
PO�B��o���TDBMF�	OFWFS�UP�BMXBZT
�IPX�GSFRVFOUMZ�UIPTF�EJTDVTTJPOT�JOWPMWFE�
 disagreement.

Step 4: Measure dispute intensity. For each issue, how far apart are the two  parties’ 
QPTJUJPOT �6TJOH�BOPUIFS��o���TDBMF�	OPU�WFSZ�JOUFOTF�UP�WFSZ�JOUFOTF
�EFBMFST�
can indicate how strongly they disagree during a typical discussion with their 
dealer about each issue.

These four pieces of information then combine to form an index of manifest conflict:

Conflict = ∑ Importancei × 'SFRVFODZi × Intensityi

That is, for each issue i�XF�NVMUJQMZ� JUT� JNQPSUBODF� GSFRVFODZ�BOE� JOUFOTJUZ� UIFO�
add the values for all N�JTTVFT�	GPS�DBS�EFBMFST�N�����
�UP�GPSN�BO�JOEFY�PG�DPOGMJDU��
A manufacturer then might compare these estimates across dealers to locate the site 
of the most serious conflict.

This simple formula also offers a profound insight into channels: No real argu-
ment exists over any issue if it

t�*T�QFUUZ�	MPX�JNQPSUBODF

t�3BSFMZ�TQBSLT�B�EJGGFSFODF�PG�PQJOJPO�	MPX�GSFRVFODZ
�BOE
t�%PFT�OPU�DSFBUF�TVCTUBOUJBM�EJTUBODF�CFUXFFO�UIF�UXP�QBSUJFT�	MPX�JOUFOTJUZ
�

If any of these elements is low, the issue is not�B�HFOVJOF�TPVSDF�PG�DPOGMJDU�	J�F��NVMUJ-
QMZJOH�CZ���DSFBUFT�B�QSPEVDU�PG��
��1BSUJFT�UP�B�DPOGMJDU�PGUFO�DBO�CFDPNF�TP�FNPUJPOBM�
that they forget this simple rule. But if allowances are a minor issue, the dealer’s and 
manufacturer’s positions about car allowances are not far apart, or allowances seldom 
come up as topics of discussion, there is little need for concern—even if it might seem 
so during the height of a heated discussion about allowances.

This conflict formula effectively captures the overall sense of frustration in a 
channel relationship. Thus, relationship diagnosticians can use it to pinpoint where 
and why parties have come into opposition, especially when the combatants them-
selves are unable to identify the sources of their friction. Particularly in conflict-laden 
channels, the parties involved often become polarized and sense that they disagree 
more than they really do, because their high running emotions cause them to double 
count issues, overlook points on which they agree, or exaggerate the importance, 
JOUFOTJUZ�BOE�GSFRVFODZ�PG�UIFJS�EJGGFSFODFT��"�UIJSE�QBSUZ�DBO�IFMQ�UIFN�MPDBUF�UIF�
true sources of their disagreement, which is a first step to finding a solution.

CONSEQUENCES OF CONFLICT

Functional Conflict: Improving Channel Performance

%FTQJUF�B�XJEFTQSFBE�	BOE�TPNFUJNFT�BDDVSBUF
�WJFX�PG�DPOGMJDU�BT�EZTGVODUJPOBM�TVDI�
that it harms relationship coordination and performance, on some occasions, opposi-
tion actually makes a relationship better. Functional conflict implies that members 
recognize each other’s contributions and understand that their success depends on 

N

i = 1
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others, so they can oppose each other without damaging their arrangement. As a result 
of their opposition, they

 1. $PNNVOJDBUF�NPSF�GSFRVFOUMZ�BOE�FGGFDUJWFMZ�
 2. &TUBCMJTI�PVUMFUT�GPS�FYQSFTTJOH�UIFJS�HSJFWBODFT�
 3. Critically review their past actions.
 4. %FWJTF�BOE�JNQMFNFOU�B�NPSF�FRVJUBCMF�TQMJU�PG�TZTUFN�SFTPVSDFT�
 5. %FWFMPQ�B�NPSF�CBMBODFE�EJTUSJCVUJPO�PG�QPXFS�JO�UIFJS�SFMBUJPOTIJQ�
 6. %FWFMPQ� TUBOEBSEJ[FE� XBZT� UP� EFBM� XJUI� GVUVSF� DPOGMJDU� BOE� LFFQ� JU� XJUIJO�

 reasonable bounds.6

0WFSBMM�DPOGMJDU�JT�GVODUJPOBM�XIFO�JU�ESJWFT�DIBOOFM�NFNCFST�UP�JNQSPWF�UIFJS�QFSGPS-
mance. By raising and working through their differences, they push each other to do 
better and break old habits and assumptions, as Sidebar 11-1 describes.

In principle, all channel conflict should be functional. In practice, it is not. So we 
must ask: What makes conflict functional?7

From a downstream channel member’s viewpoint, functional conflict is a natural 
outcome of close cooperation with the supplier. Cooperative relationships are noisy 
and contentious, because working together to coordinate inevitably generates dis-
putes. But as long as channel members are committed, the resulting conflict should be 
tolerated, and even welcomed as normal, because it can improve performance in the 
short term and is unlikely to damage the level of trust in the relationship in the long 
term, especially if the downstream channel member has considerable influence over 
the supplier. An influential channel member is a disputatious one—willing to give 
and take to push channel performance.

Sidebar 11-1
Functional conflict in plumbing and heating supplies

The use of cooperative (co-op) advertising money 
has been marked by a long history of conflict. In 
co-op advertising programs, suppliers share the cost 
of local advertising by downstream channel mem-
bers when it features the supplier’s products. In 
principle, co-op advertising is in the interest of both 
parties and effectively builds partnerships. In prac-
tice, it is a source of considerable conflict. Resellers 
accuse suppliers of exercising too many bureaucratic 
controls over their ads, delaying payments of co-op 
funds, and finding pretexts to refuse to pay at all. 
Suppliers accuse downstream channel members of 
diverting co-op money to other purposes, running 
poor ad campaigns, and featuring their products 
together with those of competitors.

In the plumbing and heating supplies indus-
try, some channel partners thus have sought creative 
new approaches to joint advertising. Wholesalers 
have created their own internal advertising staff 

to increase their promotion competence. Suppliers 
have revisited their procedures to devise streamlined 
approval and reimbursement policies, remove hur-
dles to reimbursement, eliminate bureaucratic rules, 
and signal their willingness to trust and collaborate 
with channel partners to run joint campaigns.

Other suppliers copy techniques from other 
industries, such as building a predefined co-op allow-
ance into their wholesale prices. This sum (e.g., $2 on 
a $122 faucet) gets tracked and set aside as co-op 
money. If the distributor runs a sufficiently large cam-
paign by a fixed date, it collects the fund; otherwise, 
it reverts to the supplier. Proctor & Gamble uses a 
similar method to sell fast-moving consumer goods. 
The very existence of the fund pressures distributors 
to advertise (to avoid “losing” their “advance”) and 
puts pressure on the supplier to be flexible (to avoid 
appearing as though its has appropriated money for 
which it is the custodian).8
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In contrast, suppliers that prefer to find weaker channel members they can domi-
OBUF�NJHIU�FOUFS�JOUP�SFMBUJPOTIJQT�UIBU�BQQFBS�IBSNPOJPVT�CVU�UIBU�OFWFS�RVJUF�SFBM-
ize their full potential. Harmonious, peaceful channels also might arise when channel 
members express little opposition, mostly because of their general indifference. The 
two parties do not bother to disagree about anything. There is no issue about which 
they have a strong opinion, which is really important to them, and which they care 
to invest the effort to argue about. These two sides are not in agreement; they simply 
don’t disagree—because they don’t care. Consider, for example, a downstream chan-
nel member that partners with so many principals that it simply cannot pay atten-
tion to all of them. In this case, the harmonious channel signals neglect, and such 
OFHMFDU�GSFRVFOUMZ�JT�NVUVBM��5IF�SFMBUJPOTIJQT�FYJTU�PO�QBQFS�	BOE�NBZ�FOUBJM�TPNF�
USBOTBDUJPOT
�CVU�UIF�QBSUJFT�OFWFS�SFBMMZ�FOHBHF�XIFUIFS�JO�DPOGMJDU�PS�JO�DPPQFSB-
UJPO��3FHBSEMFTT�PG�UIF�SFBTPO�GPS�UIFJS�FYJTUFODF�UIFTF�IBSNPOJPVT�DIBOOFMT�OFFE�UP�
increase their activity and communication levels to improve their performance, and 
such steps will, happily, increase their conflict.

Said in another way, channel performance depends on communication and 
cooperation among channel members, which means that inevitably they will discover 
QPJOUT�PG�PQQPTJUJPO�BOE�QFSDFJWF�NPSF�DPOGMJDU��.BOBHFE�QSPQFSMZ�UIFTF�FNFSHJOH�
EJTBHSFFNFOUT�DBO�CF�DIBOOFMFE�JOUP�DPOTUSVDUJWF�DPOGMJDU��&WFO�JG�QFSDFJWFE�DPOGMJDU�
CFDPNFT�GFMU�	J�F��FNPUJPOT�HFU�BSPVTFE
�DIBOOFM�NFNCFST�NBZ�QSPE�UIFJS�QBSUOFST�
UP� BDIJFWF� CFUUFS� SFTVMUT� UISPVHI� GVODUJPOBM� DPOGMJDU�� 0OMZ� XIFO� DPOGMJDU� FTDBMBUFT�
into substantial manifest conflict does it create tension and frustration, in which case 
managers must step in to keep it from damaging or ultimately destroying the channel.

Manifest Conflict: Reducing Channel Performance

If some channel friction is mundane, then we should just accept it as inevitable and 
EJTNJTT�JU�BT�OPSNBM�SJHIU �/PU�RVJUF��)JHI�DIBOOFM�GSJDUJPO�TUJMM�DSFBUFT�DPTUT��4VCTUBOUJBM�
field research documents the outcomes of literally thousands of channel relationships 
in developed, mostly Western, economies.9 The distillation of that research indicates 
that constantly high levels of manifest conflict reduce an organization’s satisfaction and 
damage the channel’s long-term ability to function as a close partnership. These findings 
imply that channel partners cannot focus just on their share of the overall pie; they also 
need to enhance cooperation while simultaneously seeking to reduce the conflict their 
cooperation might induce, to increase the size of the overall pie that the parties share.10

Consider a focal firm in a channel that encounters higher levels of tension, frus-
tration, or disagreement in a channel relationship. Perceived conflict will increase, as 
XJMM�GFMU�	BGGFDUJWF
�DPOGMJDU�BOE�NBOJGFTU�DPOGMJDU�	CMPDLJOH�CFIBWJPST
�

With these conflict increases, the focal firm derives less value from the channel, as 
XFMM�BT�MFTT�TBUJTGBDUJPO�GSPN�UIF�CVTJOFTT�SFXBSET�	GJOBODJBM�BOE�TUSBUFHJD
�UIBU�SFTVMU�
from this relationship. Some decrease in satisfaction is objective: Profit indicators decline 
when conflict increases. But there is another element too, because in judging its satis-
faction, the focal firm also includes its assessment of what it might expect to gain from 
alternative uses of its resources. Conflict may increase its anticipated disappointment by 
inflating the focal firm’s belief that there are better alternatives available. Beyond these 
financial aspects, the focal firm’s satisfaction with the psychological and social elements 
of its relationship declines as well.
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It is tempting to disregard these “fuzzier” outcomes of conflict, because they do 
not translate easily into profit terms. But to the focal firm, interpersonal dissatisfaction 
is serious. It makes each workday less gratifying to the people involved, and it dam-
ages the solidarity of the relationship.

6OTBUJTGBDUPSZ�TPDJBM�SFMBUJPOTIJQT�BMTP�EJNJOJTI�USVTU�JO�UIF�DIBOOFM�DPVOUFSQBSU��
Trust is a critical foundation for durable, well-coordinated relationships. A belief that 
the other party will act with fairness, honesty, and concern for well-being is essential 
to building committed relationships, in which the parties make sacrifices to build and 
maintain their channel. Conflict undermines this channel commitment by damaging 
a focal party’s trust in its counterpart, in that not only does conflict directly shake 
the focal firm’s confidence in its counterpart’s benevolence and honesty, but it also 
reduces interpersonal satisfaction, which then delivers another blow to trust.

Intense conflict between two parties even can spill over into other relationships. 
When they are forced to engage in repeated conflict, parties might organize into coali-
tions, ready to take action in response to any new threat. We described just such a 
coalition in Chapter 10�XIFO�6�4��BVUPNPUJWF�EFBMFST�PSHBOJ[FE�RVJDLMZ�UP�QSFWFOU�
(FOFSBM�.PUPST� GSPN�QVSDIBTJOH� TPNF�PG� JUT�PXO�EFBMFSTIJQT� JO� UIF�����T�11 Such 
intense conflicts often lead the combatants to become so focused on their own inter-
ests that they forget to pursue improved channel performance.

Finally, conflict is costly, and some costs take years to emerge fully. Therefore, chan-
nel managers need to make careful calculations to determine if the costs of conflict are 
worth the benefits that the conflict might induce. For example, initiatives to change the 
way things are done in the channel will spark conflict and costs. But the benefits of this 
initiative might outweigh the costs of the conflict. Conflict does not always need to be 
minimized; rather, it inherently needs to be managed, such that each member of the chan-
nel rationally and realistically chooses to enter into a conflict, rather than being surprised 
to discover that its initiatives were not worth the costs of the opposition they created.

MAJOR SOURCES OF CONFLICT IN CHANNELS

.PTU�DPOGMJDU�JT�SPPUFE�JO�EJGGFSFODFT�JO�	�
�DIBOOFM�NFNCFST��HPBMT�	�
�QFSDFQUJPOT�PG�
SFBMJUZ�BOE�	�
�QFSDFJWFE�EPNBJOT�PS�BSFBT�JO�XIJDI�UIFZ�TIPVME�CF�BCMF�UP�PQFSBUF�
with autonomy. The last is the most complex of these three sources, because domain 
conflict comprises many subdimensions. For example, in the product market subdi-
mension, we find that manufacturers today go to market through so many different 
routes that their channel partners are bound to compete for some of the same busi-
OFTT��*G�UIF�DIBOOFMT�BSF�SFEVOEBOU�DPNQFUJUJPO�PWFS�DVTUPNFST�DBO�RVJDLMZ�UVSO�JOUP�
DPOGMJDU�XJUI�UIF�TVQQMJFS��0UIFS�TVCEJNFOTJPOT�JODMVEF�DMBTIFT�PWFS�FBDI�QBSUZ�T�SPMF�
and sphere of influence. We therefore build up to this complex discussion and begin 
instead with one of the most intractable problems: clashing goals.

Competing Goals

&BDI�DIBOOFM�NFNCFS�IBT�B�TFU�PG�goals and objectives that differ from the goals 
and objectives of other channel members. This built-in difference is fundamental to 
all businesses, not just channels. A notable theory, called agency theory, highlights the 
DMBTI�CFUXFFO�UIF�EFTJSFT�PG�UIF�QSJODJQBM�	XIP�DSFBUFT�XPSL
�BOE�UIF�BHFOU�	UPùXIPN�
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UIF�QSJODJQBM�EFMFHBUFT�UIF�XPSL
��5IF�JOIFSFOU�EJGGFSFODF�JO�XIBU�UIFZ�XBOU�UP�BDIJFWF�
and what they value causes principals to seek ways to monitor and motivate agents. 
Agency theory underscores how competing goals create conflict in any principal–
agent relationship, regardless of the personalities of the players involved or the his-
tory of their relationship. Channel members who personalize conflicts and believe that 
a change of partner will solve their problems are thus likely to be sorely disappointed, 
because their fundamental goal conflict remains.12

The relationship between the athletic-wear manufacturer Nike and the retailer 
Foot Locker offers a good example of a generic and perennial form of goal conflict, in 
this case between suppliers and resellers. Foot Locker carries Nike products because it 
wants to maximize its own profits, whether by increasing unit sales, achieving higher 
HSPTT�NBSHJOT� QFS� VOJU� 	J�F�� QBZJOH�/JLF� MFTT�XIJMF� DIBSHJOH� UIF� DVTUPNFS�NPSF
�
decreasing inventory, reducing expenses, or receiving higher allowances from Nike. 
In contrast, Nike wants to maximize its own profits, so its preferences are nearly the 
reverse of the retailer’s: It wants Foot Locker to increase unit sales, accept lower gross 
NBSHJOT� 	J�F�� QBZ� JU�NPSF�XIJMF� DIBSHJOH� DVTUPNFST� MFTT
� IPME�NPSF� JOWFOUPSZ� 	UP�
BWPJE�TUPDLPVUT�BOE�NBYJNJ[F�TFMFDUJPO
�TQFOE�NPSF�UP�TVQQPSU�UIF�QSPEVDU�MJOF�BOE�
get by without allowances. The two parties’ overall profit goals lead them to collide 
nearly every time they meet, on every objective except one, namely, to raise unit sales.

'JHVSF������MJTUT�TPNF�GSFRVFOU�SFBTPOT�GPS�DPOGMJDU�JOIFSFOU�UP�UIF�EJWJTJPO�PG�
labor upstream and downstream in a marketing channel.13

Surprisingly though, much of the tension, anxiety, and frustration in a channel 
results not from actual goal clashes but from the channel members’ perceptions of goal 
divergence. The misperception that their goal incongruity is higher than it actually 
is continues to fuel conflict and leads to a remarkable practice by supposed channel 
partners: Salespeople and sales managers express more willingness to deceive dis-
tributors than to mislead customers or their own employers.14

Differing Perceptions of Reality

%JTUJODU�perceptions of reality induce conflict, because they imply the likelihood of 
divergent responses to the same situation. As a general rule, channel members are 
confident that they know what’s going on, but when they compare their perceptions 
with that of the others, the results are so different that it is difficult to believe they are 
members of the same channel. Perceptions differ markedly,15 even in relation to seem-
JOHMZ�CBTJD�RVFTUJPOT�TVDI�BT�GPMMPXT�

t�8IBU�BSF�UIF�BUUSJCVUFT�PG�UIF�QSPEVDU�TFSWJDF 
t�8IBU�BQQMJDBUJPOT�EPFT�UIF�QSPEVDU�TFSWJDF�TVQQPSU�BOE�GPS�XIJDI�TFHNFOUT 
t�8IP�JT�UIF�DPNQFUJUJPO 

With divergence in such basic ideas, it is not surprising that channel members 
also disagree about more subjective, judgment-laden subjects, such as how readily a 
product or service can be sold, what added value each channel member offers, or 
how each side behaves. With inaccurate expectations about what other channel mem-
bers are likely to do, our focal firm also will choose suboptimal strategies, which can 
heighten conflict further. Inaccurate expectations spark surprise and opposition when 
other parties “fail” to react as expected.16
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Why are such misperceptions so common—and so serious? A major reason is 
focus. The supplier focuses on its product and its processes. The downstream chan-
nel member instead focuses on its functions and customers. These differences expose 
channel members to very different information and influences, such that they each 
start to build different segments of the overall puzzle.

Seldom do channel members cooperate enough to assemble the entire puzzle to 
develop a complete picture. But a lack of communication exacerbates the conflict that 
SFTVMUT� GSPN�EJGGFSFOU� QFSDFQUJPOT� PG� SFBMJUZ�XIFSFBT� GSFRVFOU� UJNFMZ� BOE� SFMFWBOU�
communication at least can align—if not totally match up—perceptions and expecta-
tions.17�8IFO�B�UPQ�NBOBHFS�GPS�5PZPUB�JOWFTUFE�UIF�UJNF�BOE�FGGPSU�UP�WJTJU�6�4��EFBM-
ers regularly and engage in conversations about problems district managers had failed 
to resolve for example, “I found out that out of ten complaints from each dealer, you 
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FIGURE 11-1 Natural sources of conflict: Inherent differences in viewpoints of suppliers 
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Source: Magrath, Allan J. and Kenneth G. Hardy (1989), “A Strategic Paradigm for Predicting Manufacturer-
Reseller Conflict,” European Journal of Marketing 23, no. 2, pp. 94–108.
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could attribute about five or six to simple misunderstandings, another two or three 
could be solved on the spot, and only one or two needed further work.”18

In domestic markets, channel members disagree in their views of the situation; 
the problem is exacerbated in international settings. In the clash of cultures, differ-
ences in perception and interpretations of the channel environment are prominent 
BOE�GSFRVFOU�19�3FHBSEMFTT�PG�UIF�QSPEVDU�PS�TFSWJDF�TPME�DIBOOFM�NFNCFST�FYQFSJ-
ence substantial friction generated by members’ culturally divergent ideas of what 
CFIBWJPS�JT�BQQSPQSJBUF��3FTPMWJOH�UIJT�QSPCMFN�TUJMM�SFRVJSFT�DPNNVOJDBUJPO�CVU�DVM-
UVSBM�EJGGFSFODFT�NBLF�TVDI�JOUFSBDUJPOT�NPSF�DIBMMFOHJOH��%FTQJUF�UIF�TUSPOH�UFNQUB-
tion to skip this time-consuming, expensive, and difficult form of communication, in 
QSBDUJDF�NPSF� GSFRVFOU� UIPSPVHI� DBOEJE� BOE�EFUBJMFE�EJTDVTTJPOT� JOWPMWJOH�NPSF�
people who represent multiple cultures and both organizations can go a long way 
toward rectifying performance issues.

Another solution is to generate greater sensitivity to the business culture of 
the channel partner. Greater cultural sensitivity demands a foundation of respect for 
and understanding of the other culture’s language, customs, values, attitudes, and 
beliefs. Channel members who slight another national culture or economize on com-
munication pay a steep price: excessive conflict, with negative impacts on channel 
performance.

Intrachannel Competition

From an upstream perspective, suppliers may sense conflict if their downstream part-
ners represent their competitors—as they often do, so that they can provide a large 
assortment and exploit economies of scale by pooling demand for a class of products. 
&WFO� UIPVHI� BHFOUT� BOE� SFTFMMFST� SFMZ� PO� UIJT� UBDUJD� UP� QSPWJEF� IJHI� DPWFSBHF� BOE�
lower prices, such intrachannel competition still can spark disputes, especially if the 
downstream agent appears insufficiently dedicated to meeting its responsibilities to 
the supplier.

.PSF�BDSJNPOJPVT�EJTQVUFT�BSJTF�JG�UIF�VQTUSFBN�QBSUZ�CFMJFWFT�JU�IBT�FTUBCMJTIFE�
an understanding to limit competition, on which its downstream partner is reneging. 
A California medical supply firm won almost $5 million in damages from one of its 
distributors when an arbitration panel found that the downstream member violated its 
contract by promoting a competitor’s products.20 However, a more common situation 
involves an “unspoken understanding” that cannot be proven but still can provoke 
conflict.

From the downstream perspective, intrachannel competition implies that the 
supplier relies on various direct competitors to sell its products to the market. We cov-
ered this situation, known as intensive distribution, in Chapter 5.

Multiple Channels

A somewhat related but distinct source of conflict arises when multiple types of chan-
nels present the supplier’s products to the same geographical market. There are many 
MBCFMT� GPS� UIJT� TJUVBUJPO� JODMVEJOH�EVBM�EJTUSJCVUJPO� 	J�F�� VTJOH�CPUI� JOUFHSBUFE� BOE�
JOEFQFOEFOU�DIBOOFMT
�QMVSBM�EJTUSJCVUJPO�	VTJOH�NVMUJQMF�UZQFT�PG�DIBOOFM�NFNCFST�
such as discounters, sales agents, company salespeople, and value-added resellers, 
XIJDI�NBZ�PS�NBZ�OPU�CF�PXOFE�CZ�UIF�TVQQMJFS
�BOE�IZCSJE�EJTUSJCVUJPO��5IF�NPTU�
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accurate label though is multiple channels, which describes the use of more than 
POF�SPVUF�	PS�DIBOOFM�NFNCFS�XIFUIFS�JOUFHSBUFE�PS�JOEFQFOEFOU
�UP�HFU�UP�UIF�TBNF�
NBSLFU��	6TJOH�NVMUJQMF�DIBOOFMT�JT�OPU�UIF�TBNF�BT�EJTUSJCVUJOH�JOUFOTJWFMZ�CFDBVTF�
intensive distribution can be achieved by going through many channel entities, all of 
the same type. However, as we discuss later in this section, they create some similar 
UISFBUT�


.VMUJQMF�DIBOOFMT�IBWF�BMXBZT�CFFO�DPNNPO�CVU�BU�POF�UJNF�DPNQBOJFT�UFOEFE�
to use a single, primary route to market and turn to their other routes only as secondary, 
downplayed, or even disguised methods, to avert channel conflict and avoid confusing 
DVTUPNFST��'PS�FYBNQMF�TVQQMJFST�NJHIU�RVJFUMZ�PQFO�UIFJS�PXO�TBMFT�BOE�EJTUSJCVUJPO�
organizations, competing directly but not obtrusively, with their own channel custom-
FST� GPS�FOE�VTFST� 	EVBM�EJTUSJCVUJPO
��#VU� UPEBZ� BO�FYQMPTJPO� JO� UIF�VTF�PG�NVMUJQMF�
channels has made them the norm rather than the exception.21 Why? Heightened com-
petition has driven many suppliers to change and expand their channels; fragmented 
markets make it harder to serve customers efficiently through only one channel type. 
In addition, whereas channels once had to remain simple, to facilitate their administra-
tion, technological advances have made it feasible to manage far more complex chan-
nel structures.

.PSFPWFS� TVQQMJFST� BOE� DVTUPNFST� MJLF�NVMUJQMF� DIBOOFMT�� 'PS� TVQQMJFST� UIFZ�
increase market penetration, giving the suppliers a better view of multiple markets, 
while also raising entry barriers to potential competitors. As their various channels 
compete, suppliers enjoy the benefits of this “healthy” competition. For customers, 
multiple channels increase the chances of finding one that meets their service output 
EFNBOET��.VMUJQMF�DIBOOFM�UZQFT�BMTP�NBLF�JU�FBTJFS�GPS�DVTUPNFST�UP�QJU�POF�DIBOOFM�
against another when they seek more services at lower prices. Thus, multiple channels 
even make markets: Suppliers and customers can more easily find one another and 
fulfill their needs by using the most appropriate channel types.22

However, the dangers of multiple channels are similar to the dangers of inten-
TJWF�EJTUSJCVUJPO��%PXOTUSFBN�DIBOOFM�NFNCFST�NBZ� MPTF�NPUJWBUJPO�BOE�XJUIIPME�
TVQQPSU�	B�QBTTJWF�SFTQPOTF
�SFUBMJBUF�PS�FYJU�UIF�TVQQMJFS�T�DIBOOFM�TUSVDUVSF�	BDUJWF�
SFTQPOTFT
��4VDI�UISFBUT�BSF�QBSUJDVMBSMZ�JOUFOTF�XIFO�DVTUPNFST�DBO�GSFF�SJEF�HBJO-
ing services from one channel but buying from another. By adding channel types, 
the supplier ironically may reduce, rather than increase, the breadth and vigor of its 
market representation.

Suppliers fail to anticipate this outcome because they think of their markets as 
distinct, well-behaved segments, in which a particular type of customer always wants 
UP�CVZ�JO�POF�NBOOFS�	F�H��DPOWFOJFOU�BOE�DIFBQ�XJUI�GFX�TFSWJDFT
�XIJMF�BOPUIFS�
UZQF�BMXBZT�QSFGFST�BOPUIFS�NBOOFS�	F�H��GVMM�TVQQPSU�BGUFS�TQFOEJOH�UJNF�OFHPUJBU-
JOH�BOE�QBZJOH�B�IJHIFS�QSJDF
��&BDI�TFHNFOU�DBMMT�GPS�EJGGFSFOU�TFSWJDF�PVUQVUT�BOE�
UIVT�EJGGFSFOU�DIBOOFM�UZQFT�	JO�PVS�FYBNQMFT�B�EJTDPVOU�DBUBMPHVF�BOE�B�WBMVF�BEEFE�
SFTFMMFS� SFTQFDUJWFMZ
��#Z�PGGFSJOH� UIFTF�NVMUJQMF�DIBOOFMT� TVQQMJFST� TFFNJOHMZ�DBO�
better serve multiple segments, without the various channels ever really competing 
head to head.

That image may hold on a spreadsheet, where buyers can be neatly categorized 
and served by a single type of channel. But the strategy often collapses when it moves 
off the page, where customers can move about rather than sticking to their assigned 
DBUFHPSJFT��$VTUPNFST�MPWF�UP�GSFF�SJEF�	F�H��HFU�BEWJDF�GSPN�UIF�WBMVF�BEEFE�SFTFMMFS�
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BOE� UIFO� PSEFS� GSPN� UIF� EJTDPVOU� DBUBMPHVF
� FTQFDJBMMZ� CVTJOFTT�UP�CVTJOFTT� 	#�#
�
customers that hire purchasing agents explicitly to find the maximum value at the low-
est delivered price. Furthermore, the same customers often behave differently, depend-
ing on the occasions for their purchase of the same item.

However, four general types of environments usually can support multiple chan-
nels without increasing conflict to ruinous levels:23

t�(SPXJOH�NBSLFUT�XIJDI�PGGFS�PQQPSUVOJUJFT�UP�NBOZ�QMBZFST
t�.BSLFUT� JO� XIJDI� DVTUPNFST� QFSDFJWF� UIF� QSPEVDU� DBUFHPSZ� BT� EJGGFSFOUJBUFE�

	TPùDIBOOFM�NFNCFST�DBO�EJTUJOHVJTI�UIFJS�PGGFSJOHT

t�.BSLFUT�JO�XIJDI�CVZFST��DPOTJTUFOU�QVSDIBTJOH�TUZMF�JOWPMWFT�POF�UZQF�PG��DIBOOFM�

NFNCFS�	TP�DVTUPNFST�BSF�MFTT�MJLFMZ�UP�TFFL�DPNQFUJOH�DIBOOFMT

t�.BSLFUT�VOEPNJOBUFE�CZ�CVZJOH�HSPVQT

However, specifying the environment may not be sufficient to clearly establish the 
QSFTFODF�PG�NVMUJQMF�DIBOOFM�DPOGMJDU��5IBU�RVFTUJPO�EFNBOET�NPSF�JO�EFQUI�BOBMZTJT�

IDENTIFYING MULTIPLE-CHANNEL CONFLICT� .VMUJQMF� DIBOOFMT� EP� OPU� BVUPNBUJDBMMZ�
compete. Channel members might believe they are serving the same customer, even 
if they are not. Coca-Cola thus faced strong opposition from retailers in Japan when it 
started installing vending machines, but through its market research, it ultimately was 
able to prove that consumers used vending machines for totally different occasions 
and obtained different value than provided by the retailers.24

.VMUJQMF�DIBOOFMT�DBO�FWFO�IFMQ�POF�BOPUIFS�CZ�CVJMEJOH�primary demand for 
the product category. A classic example is the combination of a store and a direct mar-
LFUJOH�PQFSBUJPO�	F�H��DBUBMPHVF�XFCTJUF
��1PUFOUJBM�DVTUPNFST�FODPVOUFS�UIF�CSBOE�JO�
both channels and thus can purchase as they wish. Some retailers use this synergy to 
explore markets: When catalogue sales in an area reach a certain level, they take it as 
a sign that it is time to open a store there. The accounting methods for these combina-
tions are necessarily approximate though, in that the supplier cannot know for certain 
how many customers might try on clothing in the store, go home to think about it, 
and then order from a website or catalogue. In response, many combination sellers 
SFQSFTFOU� UIF� TBNF�PXOFS� 	F�H��7JDUPSJB�T� 4FDSFU� GPS� MJOHFSJF� -BOE�T� &OE� GPS� DMPUI-
JOH
�XIJDI�IJSFT�B�DPSQPSBUF�BDDPVOUBOU�UP�BMMPDBUF�DPTUT�PS�SFWFOVFT�BOE�B�IVNBO�
resources manager to administer compensation—that is, to reduce channel conflict. 
When channels are independent, it is not as easy to settle disputes, and suppliers have 
not paid enough attention to mechanisms for compensating the victims of excessive 
channel conflict.

5IF�JEFOUJGJDBUJPO�PG�NVMUJQMF�DIBOOFM�DPOGMJDU�BMTP�SFRVJSFT�B�DMFBS�SFDPHOJUJPO�PG�
the various benefits of multiple channels to the supplier. Better coverage is an obvious 
benefit; other motives, usually unspoken, also are based on the idea that one channel 
might help the supplier manage another. For example, many suppliers serve indus-
trial customers by sending manufacturers’ representatives, but in the same market, 
UIFZ�NJHIU�SFTFSWF�TPNF�DVTUPNFST�	IPVTF�BDDPVOUT
�UP�CF�TFSWFE�POMZ�CZ�DPNQBOZ�
FNQMPZFFT��5IJT�EVBM�EJTUSJCVUJPO�	WFSUJDBMMZ�JOUFHSBUFE�and�PVUTPVSDFE
�QSBDUJDF�JT�TP�
common that it rarely creates enough conflict to harm a channel relationship, especially 
XIFO�UIF�TFMMJOH�UBTL�JT�	�
�BNCJHVPVT�TVDI�UIBU�JU�XPVME�CF�EJGGJDVMU�GPS�UIF�TVQQMJFS�
UP�EFUFSNJOF�IPX�XFMM�BO�FYUFSOBM�SFQ� JT�SFBMMZ�QFSGPSNJOH�	QFSGPSNBODF�BNCJHVJUZ�
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QSPCMFN
�PS�	�
�DPNQMFY�UIBU�JT�QVUUJOH�UIF�TBMFTQFSTPO�JO�B�QPTJUJPO�UP�MFBSO�TP�NVDI�
BCPVU�B�QBSUJDVMBS�TBMFT�UBTL�UIBU�TIF�PS�IF�CFDPNFT�UPP�WBMVBCMF�UP�SFQMBDF�	MPDL�JO�
QSPCMFN
��5IFTF�DJSDVNTUBODFT�JODSFBTF�UIF�TVQQMJFS�T�EFQFOEFODF�PO�B�SFQ�CVU�NBLF�
it more difficult to identify poor performers. Thus, the integrated channel provides a 
partial solution: From its small, in-house sales force, the supplier learns more about the 
task, including appropriate performance benchmarks, and develops a credible threat 
to terminate the rep and bring the account in-house. In short, a second channel can be 
useful for learning and keeping options open.25

3FDBMM�B�TJNJMBS�UIFNF�JO�$IBQUFS��� Having company outlets and franchised out-
MFUT�IFMQT�B�GSBODIJTPS�SVO�JUT�FOUJSF�EJTUSJCVUJPO�QSPHSBN�	JOEFFE�JUT�FOUJSF�CVTJOFTT
�
better.

MANAGING MULTIPLE CHANNELS When they have identified the presence of conflict 
and determined whether it is threatening or not, suppliers also must consider what 
responsibility they have to protect their multiple channels from one another. Some 
TVQQMJFST� BTTVNF� OP� TVDI� SFTQPOTJCJMJUZ� BOE� UIVT� UBLF� OP� BDUJPO�� PUIFST� RVFTUJPO�
what action they possibly could take, even if they wanted to protect their channels. 
"DUJWFMZ�USZJOH�UP�QSFWFOU�POF�DIBOOFM�GSPN�DPNQFUJOH�XJUI�BOPUIFS�	F�H��UFSNJOBU-
JOH�EJTDPVOUFST
�DBO�QSPWPLF�MFHBM�BDUJPO�	TFF�$IBQUFS���
 and is often futile anyway. 
Suppliers that try to manage the problem by devising different pricing schemes for 
different channels also enter legally dubious territory, creating an opportunity for arbi-
USBHF�	BT�XF�EJTDVTT�JO�SFMBUJPO�UP�HSBZ�NBSLFUT�JO�B�TVCTFRVFOU�TFDUJPO
�

.PSF�QSPBDUJWF�PQUJPOT�JODMVEF�PGGFSJOH�NPSF�TVQQPSU�NPSF�TFSWJDF�NPSF�QSPE-
ucts, or even different products to different channel types to help them differentiate 
themselves. In general, suppliers gain more cooperation from their multiple channels, 
in terms of pricing, stocking, and display, if they can supply differentiated product lines 
	GSPN�UIF�FOE�VTFS�T�QFSTQFDUJWF
�UP�EJGGFSFOU�HSPVQT�PG�SFUBJMFST�26 To do so, they likely 
need to reserve higher-end models for one channel and the rest of the line for another.

A variation on this theme would be to offer essentially the same product under 
different brand names to different channels—a common strategy in automobile and 
appliance markets.27 It is effective when buyers do not know the products are virtu-
ally identical, though the channels know, and they often share that information with 
customers. Third-party buying guides also point out that model X of brand Y is the 
same as model A of brand B. The strategy thus can be futile, unless both brands pos-
TFTT�DPOTJEFSBCMF�CSBOE�FRVJUZ�

At the extreme, differentiation through different brands or products in differ-
ent channels no longer entails a multiple-channel strategy, such as when the supplier 
sells a “flagship” segment of its product line through one channel and provides sec-
ondary or peripheral products only in a separate channel. For example, in high-tech 
settings, some firms sell their major IT through distributors and everything else over 
the Internet. Customers thus can access anything the supplier makes, but most of the 
business goes to independent resellers. The supplier contents itself with product sales 
that do not interest this channel anyway.

Still, some channels demand active intervention. For example, durable prod-
ucts are distinctive in that they can be rented or sold, and then later resold by vari-
PVT�NFNCFST�PG�UIF�DIBOOFM��*O�UIF�����T�6�4��BVUPNBLFST�OFFEFE�B�SFBTPO�UP�LFFQ�
their factories running, so they sold huge volumes of cars at ridiculously low prices to 
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rental agencies—many of which were partially owned by the automakers. Nearly as 
soon as they had purchased the cars, these rental agencies began reselling the fleet, 
GJMMJOH� UIFJS�QBSLJOH� MPUT�XJUI�CBSFMZ�VTFE�DBST� GPS� TBMF� BU� WFSZ�BUUSBDUJWF�QSJDFT��0G�
course, this newly introduced channel hurt auto dealers, and the resulting conflict was 
JNQPSUBOU�JOUFOTF�BOE�GSFRVFOU�FOPVHI�UP�CSJOH�UIF�JTTVF�JOUP�UIF�DPVSU�TZTUFN��5P�
lessen the conflict, several carmakers intervened by buying the gently used cars back 
from rental agencies and reselling them to dealers. This interventionist shift in inven-
tory allowed carmakers to eat their cake and have it too, for a time. They maintained 
production volume and avoided a war between two important channels, but to the 
detriment of the channels, and ultimately themselves.28

Unwanted Channels: Gray Markets

0OF�PG�UIF�NPTU�QSFTTJOH�JTTVFT�GPS�DIBOOFM�NBOBHFST�FTQFDJBMMZ�JO�HMPCBM�NBSLFUT�
is the existence and persistence of gray markets.29 Gray marketing is the sale of 
authorized, branded products through unauthorized distribution channels— usually 
CBSHBJO�EJTDPVOU�PVUMFUT�UIBU�QSPWJEF�MFTT�DVTUPNFS�TFSWJDF�UIBO�UIF�BVUIPSJ[FE�DIBO-
nels do. A great variety of products gets sold through gray markets, including watches, 
designer clothing, and other chic apparel items. Gray marketing can be contrasted 
with black marketing, or counterfeiting, which involves selling fake goods as branded 
ones. Counterfeiting remains illegal in almost all world markets; in contrast, gray mar-
keting is in many cases completely legal.30 Who supplies these unauthorized outlets? 
The usual suppliers are as follows:31

t�"VUIPSJ[FE�EJTUSJCVUPST�BOE�EFBMFST�PGUFO�GSPN�PUIFS�NBSLFUT
t�1SPGFTTJPOBM�BSCJUSBHFST�JODMVEJOH�UIF�GPMMPXJOH�

t�*NQPSU�FYQPSU�IPVTFT
t�1SPGFTTJPOBM�USBEFST�XIP�PGUFO�MJWF�OFBS�CPSEFST�BOE�XIP�CVZ�IVHF�BNPVOUT�JO�

one market with low prices and then transport them to another market where 
prices are high

t�5IF�VMUJNBUF�TPVSDF�BOE�iWJDUJNw�OBNFMZ�UIF�TVQQMJFS�JUTFMG�UISPVHI�FJUIFS�JUT�
home office or its foreign divisions

But what motivates these more-or-less clandestine sources of supply and their 
customers, the gray marketers? Several factors create a ripe environment for gray mar-
LFUT��0OF� JT�differential pricing� UP� EJGGFSFOU� DIBOOFM�NFNCFST��0OF� DIBOOFM� PWFS-
orders and to get a discount, then sells off the excess to unauthorized channels, at a 
nondiscounted price. Similarly, different prices charged in different geographic mar-
kets, whether because of taxation, exchange rate differences, or simply varying price 
sensitivities across regions, encourages gray markets to arise. For example, foreign 
DPNQBOJFT�QSPEVDJOH�BOE�TFMMJOH�JO�UIF�1FPQMF�T�3FQVCMJD�PG�$IJOB�	13$
�TPNFUJNFT�
must compete for sales with smugglers who sell branded products that were exported 
out of China and then reimported, to avoid local taxes. The product is an authorized 
branded product, but it also has been illegally smuggled, because it avoids import taxes 
PO�JUT�SFFOUSZ�JOUP�UIF�13$�

When domestic products are sold through high-service, high-price channels, an 
opportunity also arises to introduce gray marketed goods through discount retail-
ers. For example, gray marketers regularly attempt to buy designer fashions in Louis 
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7VJUUPO�BOE�$IBOFM�PVUMFUT�JO�&VSPQF�CSJOH�UIF�HPPET�CBDL�UP�+BQBO�	MFHBMMZ
�BOE�UIFO�
put them on sale in Japanese stores at a price lower than the prevailing retail prices 
in authorized outlets in Japan. An unaware shopper may be surprised to encounter 
the elaborate security measures and limitations on purchase volume used by Louis 
Vuitton’s flagship store in Paris, which exist mainly to block gray marketers.

The development of emerging markets and the worldwide liberalization of trade 
also favor the growth of gray markets. These economic fundamentals create incen-
UJWFT�GPS�GJSNT�UP�DBQJUBMJ[F�PO�CSBOE�FRVJUZ�BOE�WPMVNF�QPUFOUJBM�CZ�PGGFSJOH�TJNJMBS�
products across countries. However, with this strategy, the optimal prices naturally 
vary across countries, due to differences in exchange rates, purchasing power, and 
TVQQMZ�TJEF�GBDUPST�	F�H��EJTUSJCVUJPO�TFSWJDJOH�UBYFT
��5IF�NPNFOU�QSJDF�EJGGFSFODFT�
arise between territories, substantial gains become available through arbitrage. Gray 
markets need not even involve cross-border trade though; they are also common in 
domestic markets in which suppliers want to keep their products out of certain chan-
OFMT�	F�H��EJTDPVOU�DIBJOT
�

1VSDIBTFST� HBJO� WBMVF� GSPN� UIF�XJEFS� BWBJMBCJMJUZ� PG� HSBZ�HPPET� 	EVF� UP� UIFJS�
MPXFS�QSJDFT
�CVU�PUIFS�NFNCFST�PG�UIF�DIBOOFM�NBZ�TVGGFS�GSPN�UIFN��.BOVGBDUVSFST�
complain that gray goods impair their ability to charge different prices in different 
markets. If the service levels provided by gray market retailers are lower than those of 
BVUIPSJ[FE�EFBMFST�CSBOE�FRVJUZ�NBZ�TVGGFS�XIJDI�BMTP�JT�B�TFSJPVT�DPODFSO�GPS�NBOV-
facturers. But perhaps the strongest complaints about the escalation of gray marketing 
DPNF�GSPN�BVUIPSJ[FE�EFBMFST��(SBZ�NBSLFUT�VOFRVJWPDBMMZ�FSPEF�QPUFOUJBM�WPMVNF�GPS�
authorized dealers and can place severe pressure on after-sales service functions. All 
in all then, when it is feasible to intercept and monitor gray goods, it seems to be in a 
producer’s interest to do so.

Yet they persist—and even are growing in many settings. Gray markets seem 
QBSUJDVMBSMZ�BDUJWF�JO�EFWFMPQFE�FDPOPNJFT�TVDI�BT�UIF�6OJUFE�4UBUFT�$BOBEB�BOE�UIF�
&VSPQFBO�6OJPO�XIFSF�NBOVGBDUVSFST�IBWF�CPUI�UIF�NFBOT�BOE�UIF�MFHBM�GSBNFXPSL�
to stop them. That is, despite manufacturers’ legal recourse to limit the proliferation of 
gray goods, they rarely do so,32 especially in the following circumstances:

t�7JPMBUJPOT�BSF�EJGGJDVMU�UP�EFUFDU�PS�EPDVNFOU�	F�H��JO�EJTUBOU�NBSLFUT�XIFO�DVT-
UPNFST�BSF�HFPHSBQIJDBMMZ�EJTQFSTFE
�

t�5IF�QPUFOUJBM�GPS�POF�DIBOOFM�UP�GSFF�SJEF�PO�BOPUIFS�JT�MPX�BOZXBZ�	F�H��SFTFMM-
FST�QSPWJEF�MJUUMF�TFSWJDF�PS�DIBSHF�TFQBSBUFMZ�GPS�TFSWJDFT�SFOEFSFE
�

t�5IF�QSPEVDU�JT�NPSF�NBUVSF�
t�5IF�EJTUSJCVUPS�TVQQMZJOH�UIF�HSBZ�NBSLFU�EPFT�OPU�DBSSZ�DPNQFUJOH�CSBOET�JO�

the focal product category.

This last item may be the most surprising, because these distributors seemingly should 
be far more vulnerable to pressure applied by the supplier. But suppliers appear to 
indulge these distributors, because they perform well and exhibit a form of loyalty 
that is stronger than that displayed by a diversified distributor. By granting gray mar-
ket distributors some market protection, the supplier can invoke a pledge of exclusive 
dealing in the category. In this mutual dependence scenario, the supplier may hesitate 
to alienate an important distributor, even a gray market one.

*U�UIVT�BQQFBST�UIBU�NBOVGBDUVSFST�XFJHI�UIF�	PGUFO�IJHI
�DPTUT�BOE�	TPNFUJNFT�
MPX
�CFOFGJUT�PG�FOGPSDFNFOU�BDUJPO�BOE�TJNQMZ�decide to look the other way. They are 
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QBSUJDVMBSMZ�GPSHJWJOH�PG�DIBOOFM�NFNCFST�UIBU�IBWF�NBEF�B�QPXFSGVM�QMFEHF�	FYDMV-
TJWF�EFBMJOH
�BOE�UIFZ�TFFN�QIJMPTPQIJDBM�BCPVU�HSBZ�NBSLFUT�GPS�NBUVSJOH�QSPEVDUT�
which already are subject to greater price competition.

Some indications even imply that some manufacturers could be positively dis-
posed�UPXBSE�HSBZ�NBSLFUT�XIJDI�TFFNJOHMZ�XPVME�SFRVJSF�PUIFS�JODFOUJWFT�UP�CF�BU�
work. Perhaps these markets help manufacturers increase their market coverage. For 
suppliers of mature products, gray markets also put implicit pressure on authorized 
channels to compete harder, and they make the product more widely available to a 
price-sensitive segment. Such suppliers could profit from tolerating gray markets—all 
the while publicly objecting to them—as long as their authorized channels do not cut 
back their own purchases or support in protest.

In this sense, gray markets might allow a supplier to serve two segments, even 
as it proclaims it is serving only one. The segment that visits traditional market resell-
FST�DBSFT�BCPVU�UIF�TIPQQJOH�FYQFSJFODF�	F�H��EJTQMBZT�BUNPTQIFSF�TBMFT�IFMQ�TFMMFS�T�
SFQVUBUJPO
�CVU�JT�MFTT�DPODFSOFE�BCPVU�QSJDF��5IF�TFHNFOU�UIBU�TIPQT�JO�HSBZ�NBSLFUT�
in contrast, will buy anywhere and from anyone, as long as the price is low. The former, 
price-insensitive segment is the supplier’s formal target; the latter, price-sensitive seg-
ment represents a surreptitious target that the supplier serves through gray markets, 
even as it maintains its more highbrow image to continue appealing to its primary target.

As a result, gray markets are a major cause of channel conflict, because both 
upstream and downstream channel members are of two minds about them. Suppliers 
CFNPBO�UIFN�JO�QVCMJD�BOE�FODPVSBHF�UIFN�JO�QSJWBUF��%PXOTUSFBN�DIBOOFM�NFN-
bers protest their “unfair” competition even as they supply these markets with goods. 
&WFO�JG�BMM�DIBOOFM�NFNCFST�BHSFFE�UIBU�UIFZ�SFBMMZ�XBOUFE�UP�TUPQ�HSBZ�NBSLFUJOH�
the many economic incentives achieved from selling through unauthorized outlets 
leaves sought-after products almost invariably subject to some gray market activity, 
because enforcement is not easy. It thus is little wonder that gray markets remain so 
common and cause so much channel conflict.

MINIMIZING THE (NEGATIVE) EFFECTS OF CHANNEL CONFLICT

A recurring theme of this chapter is that channel conflict should be managed, to 
ensure it is not excessive and primarily functional. To do so, channel managers need 
an ability to predict which circumstances tend to fuel conflict and a recognition of 
what they can do to stay out of the high-conflict zone.

An excellent predictor of how much channel members will dispute in the future 
is how much conflict they have experienced in the past. Conflict creates conflict. 
Conflict proliferates because once a relationship has experienced high levels of tension 
and frustration, the players find it very difficult to set their acrimonious history aside 
BOE�NPWF�PO��&BDI�QBSUZ�RVFTUJPOT�XIFUIFS�UIF�PUIFS�JT�DBQBCMF�PG�DPNNJUUJOH�UP�UIF�
relationship.33 It discounts positive behaviors and accentuates negative behaviors, such 
that the foundations of trust get thoroughly eroded by the high levels of conflict.

Field experience indicates that strong, sustained conflict also is extremely diffi-
DVMU�UP�PWFSDPNF��&WFO�JG�JOEJWJEVBM�QFSTPOOFM�NPWF�PO�PSHBOJ[BUJPO�NFNPSZ�QFSTJTUT�
in sensing acrimony, such that the firm withholds its full support from the channel, in 
anticipation that the other party will not commit, which creates a self-fulfilling proph-
ecy when the other side reciprocates.
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Reducing the Use of Threats

A highly effective and reliable way to increase channel conflict is to threaten another 
channel member.34 To threaten means to imply that punishments, or negative sanc-
tions, will be applied if the desired behavior or performance, or compliance, is not 
forthcoming. A strategy of repeated threats raises the temperature of a relationship 
while reducing channel members’ satisfaction. Threats are perceived as coercion. 
3FQFBUFE�coercion eventually moves the threatened firm into a zone of tension, frus-
tration, and collision.

We discussed coercive power in Chapter 10, but it is worth repeating here that 
coercion is a tool, like a hammer, that can achieve positive purposes if used properly. 
&WFO�TUSPOHMZ�SFTFOUFE�DPFSDJPO�JG�IBOEMFE�XFMM�DBO�CF�PWFSMPPLFE�JO�UIF�TIPSU�UFSN�
forgiven in the medium term, and appreciated in the long term. But just like any tool, 
it also can be overused. A heavy reliance on coercive tactics is dangerous, especially 
DPOTJEFSJOH�UIF�FBTF�XJUI�XIJDI�UIFZ�DBO�FTDBMBUF��1VOJTINFOU�	PS�UIF�UISFBU�PG� JU
�
provokes retaliation. Thus, the single best predictor of an automobile dealer’s punitive 
BDUJPOT�BHBJOTU�B�TVQQMJFS�JT�UIF�TVQQMJFS�T�PXO�QVOJUJWF�BDUJPOT�BHBJOTU�UIF�EFBMFS�35 
Car dealers and automakers find many ways to punish each other—being difficult to 
work with, cutting service, withholding information—each of which can rapidly cause 
damage to channel performance.

The escalation of channel conflict also results from another truism: The better 
the weapon, the greater the likelihood of using it. When a party has massive puni-
tive capability, it tends to be far more coercive. When a supplier threatens a dealer that 
is capable of doing real damage, the supplier risks provoking coercion in kind, and 
this coercion begets ever more coercion. For example, automakers might punish deal-
ers by failing to deliver cars on time; the dealers retaliate by withholding information 
GSPN�UIF�NBOVGBDUVSFS��&BDI�SFBDUJPO�FTDBMBUFT�UIF�DPOGMJDU�FODPVSBHJOH�FBDI�TJEF�UP�
seek to contain the deteriorating situation, through more coercion.

If the players perceive a short time horizon, they handle conflict by using aggres-
sive or coercive strategies,36 but such strategies accentuate conflict. Channel members 
also tend to employ punitive tactics when they have a power advantage over their 
counterpart,37 so in one-sided channels, in which one party dominates, it is more 
likely to threaten its weaker partner, and both channel members anticipate a shorter 
time horizon. When power is lopsided, each channel member suspects the relation-
ship will end sooner than if power is balanced.38

Yet coercion may be the best weapon, especially if it is the only weapon remain-
ing in a critical situation. Sidebar 11-2 illustrates how the sunglass manufacturer 
0BLMFZ�FGGFDUJWFMZ�VTFE�DPFSDJPO�XIFO�JUT�MBSHFTU�SFUBJMFS�DSFBUFE�B�DPOGMJDU�PG�JOUFSFTU�
by vertically integrating backward into production.

Intolerance of Conflict in Balanced Relationships

Industrial marketing channels in developed economies are usually good examples of 
balanced power.39�&BDI�TJEF�UFOET�UP�CF�EJGGFSFOUJBUFE�BOE�IBT�NBOZ�BMUFSOBUJWFT�UP�
the current channel partner. Thus, upstream and downstream channel members are 
both powerful, so they tend to be intolerant of coercive tactics.

The dynamics of such balanced B2B relationships are revealing and anything 
CVU�JOEJGGFSFOU��#BMBODFE�EPFT�OPU�NFBO�XJUIPVU�EJTQVUF��%JTBHSFFNFOUT�BCPVOE�PWFS�
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Sidebar 11-2
Oakley battles its biggest customer

Oakley is a California-based manufacturer of high-
technology, high-design premium-priced sunglasses. 
Its biggest distribution channel customer is Sunglass 
Hut, a prominent retail chain whose specialty sun-
glasses stores offer excellent coverage in malls, air-
ports, and business districts. Sunglass Hut’s trained 
salespeople counsel browsers as they shop a deep 
assortment (many brands and models) in a narrow 
category (sunglasses). The chain excels at convert-
ing lookers into buyers and finding prospects will-
ing to pay a high price for technology, design, and 
innovation in a highly competitive product category.

In April 2001, Sunglass Hut was purchased 
by Luxottica Group, the world’s largest maker of 
eyewear. Luxottica manufactures many of Oakley’s 
competitors, including Ray-Ban, Armani, Bulgari, 
and Chanel. In a matter of months, Luxottica dras-
tically reduced its Oakley orders. By August of the 
same year, Oakley was forced to issue an earn-
ings warning that lowered its stock price. Oakley 
charged that Sunglass Hut engineered the sales 
decline by paying its floor salespeople higher com-
missions on Luxottica’s products. Indeed, a Luxottica 
spokesperson admitted, “Our idea is to increase the 
percentage of sales that will be Luxottica brands.” 
Oakley thus went to battle with its biggest cus-
tomer, retaliating on multiple fronts:

t� *U� DPOUBDUFE�0BLMFZ� DVTUPNFST�CZ�NBJM� BOE�
Web with communications suggesting that 
Sunglass Hut salespeople were more inter-
ested in their commissions than in custom-
ers’ best interests, so they might want to 
shop elsewhere.

t� *U�MBVODIFE�B�SFXBSE�CBTFE�QSPHSBN�UP�DVMUJ-
vate other retailers, using product exclusives, 
merchandise display fixtures, special point-
of-sales materials, and marketing materials 
designed to drive traffic to these stores.

t� *U� DPOWJODFE� TQPSUJOH� HPPET� TUPSFT� 	F�H��
Champs, Foot Locker), department stores 
(e.g., Nordstrom), and optical stores to open 
or enlarge their sunglass counters, even 
adding “Oakley corners” within the stores. 
Effectively, Oakley created new retail compe-
tition for Sunglass Hut.

t� *U� BDDFMFSBUFE� JUT� QSPHSBN� UP� PQFO� JUT� PXO�
stores that would sell the brand’s apparel, 
footwear, prescription glasses, and watches, 
along with its sunglasses.

t� *O� B� EJSFDU� BUUBDL� PO� UIF� QBSFOU� DPNQBOZ�
Oakley sued Luxottica and its multiple manu-
facturing and retailing subsidiaries (e.g., Ray 
Ban, Lenscrafters, Sunglass Hut) for patent 
infringement, for making and selling selected 
lens colors. Oakley successfully secured a 
restraining order. This move was particularly 
interesting, because it had been common 
practice for distribution channels to reverse 
engineer their suppliers’ products, and then 
incorporate the features into their own house 
brands. Suppliers often tolerate such behavior 
as a cost of doing business, and Oakley may 
have done so—until Sunglass Hut reduced the 
benefits that made its tolerance worthwhile.

Sunglass Hut capitulated quickly. By November 
2001, it had signed a new three-year agree-
ment, restoring its status as Oakley’s biggest 
customer, and Oakley’s stock price rebounded. 
But the damage to the relationship was done. 
Oakley settled its lawsuit, but it also stated it 
would continue its channel diversification, deter-
mined never again to depend so much on one 
channel member.

This pledge turned out to be easier said than 
done. In the three years following the battle, many 
of Oakley’s new channels (e.g., Foot Locker) were 
badly hurt by the return of Sunglass Hut and with-
drew their Oakley presence. Oakley management 
professed to be surprised; like many suppliers, 
they may have overestimated their brand’s appeal 
and believed that coverage, once gained, would 
remain stable. Oakley’s other businesses also have 
fluctuated, even as Luxottica continues to pur-
sue its own interests. In 2003, it acquired OPSM, 
a prominent Australian sunglass retailer, and 
promptly reduced OPSM’s business with Oakley. 
And though Sunglass Hut’s business with Oakley is 
strong, it also has fluctuated.

Oakley’s communications to potential 
investors thus contain “safe harbor” disclaimers, 
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a variety of issues, including inventory policies, new account development, participa-
tion in training and sales promotion programs, and representation of competing sup-
pliers. But much of this conflict remains latent rather than manifest.

&BDI�TJEF�VTFT�JOGMVFODF�TUSBUFHJFT�	TFF�$IBQUFS���
, sometimes coercive but at 
other times noncoercive, such that the balanced partners seek to exchange informa-
tion, share points of view, discuss strategies, ask for cooperation, and come to an 
agreement on possible payoffs. In B2B channels, both sides use coercive influence 
TUSBUFHJFT�UP�TPNF�EFHSFF�	FWFO�JG�TVQQMJFST�NBZ�CF�TPNFXIBU�NPSF�GPOE�PG�DPFSDJPO�
UIBO�EJTUSJCVUPST
�CVU�CPUI�TJEFT�BMTP�UFOE�UP�SFMZ�NPSF�IFBWJMZ�PO�noncoercive strat-
egies, particularly when dealing with powerful counterparts. Important relationships 
encourage noncoercive influence, because no one wants to jeopardize these relation-
TIJQT�XJUI� DPFSDJPO�BUUFNQUT� UIBU� DSFBUF� TQJSBMT�PG� BHHSFTTJPO�BOE� SFUBMJBUJPO��&WFO�
more powerful parties tend to refrain from coercion.

Such self-restraint is revealing. As we noted in Chapter 10, one of the best ways to 
gain power is to perform a channel role exceptionally well. For example, suppliers gain 
power over distributors by doing a superior job of developing end-user preferences, 
FOTVSJOH�QSPEVDU� BWBJMBCJMJUZ� QSPWJEJOH�RVBMJUZ� QSPEVDUT� PGGFSJOH� TVQFSJPS� UFDIOJDBM�
support, and so forth. These suppliers are powerful because they offer benefits that 
are difficult for distributors to find elsewhere. Yet they still rely mostly on noncoercive 
means, such as persuasion and communication, to influence distributors, and in turn, 
distributors are less likely to use coercion in their dealings with the suppliers.

0G�DPVSTF�having read Chapter 10, you know that our message is not that coer-
DJPO�TIPVME�CF�SVMFE�PVU�DPNQMFUFMZ��0O�PDDBTJPO�PSHBOJ[BUJPOT�OFFE�UP�SBJTF�UIF�UFN-
perature and conflict in their relationships to improve channel performance. Coercion 
in a channel is not comparable to coercion in a personal relationship; there is a good 
time and place in business relationships for negotiating by withholding benefits or 
applying sanctions. Thus, threats should not be blindly disallowed but rather be used 
with care, because they are an extremely potent way to raise conflict. Coercion can 
easily be taken too far, provoking retaliation, reduced satisfaction, and the potential 
dissolution of the channel relationship.

Mitigating the Effects of Conflict in Balanced Relationships

%FBMFST� DBSSZ� B� MJNJUFE� OVNCFS� PG� QSPEVDU� MJOFT� TVQQMJFE� CZ� B� MJNJUFE� OVNCFS� PG�
WFOEPST��0GUFO�UIFZ�TFMM�FYQFOTJWF�JUFNT�UIBU�EFNBOE�IJHI�BGUFS�TBMFT�TFSWJDF�TVQQPSU�
TVDI�BT�BVUPNPCJMFT�HBSEFO�FRVJQNFOU�PS�UJSFT��#FDBVTF�UIFZ�EFQFOE�PO�B�OBSSPX�
range of products and suppliers, dealers are vulnerable to coercion or threats by 

Continued

warning of its “dependence on eyewear sales to 
Luxottica Group S.p.A., which, as a major competi-
tor, could materially alter or terminate its relation-
ship” with Oakley. Thus, “a major competitor” 
is, at the same time, Oakley’s largest distribution 

channel! Luxottica’s position as a manufacturer 
that has vertically integrated forward into distribu-
tion creates a divergence of goals that suggests 
Oakley will always be in conflict with its largest 
channel member.
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the manufacturers whose lines they carry. Such relationship-damaging actions might 
include adding a mass merchandiser, adding a new dealer to the existing dealer’s terri-
tory, withdrawing a product line, or imposing an outside credit agency to approve the 
dealer’s credit applications for new customers. In an extensive study of how dealers 
react to such destructive actions,40 five different reactions emerge:

t�1BTTJWF�BDDFQUBODF�UIBU�JT�TBZJOH�PS�EPJOH�WFSZ�MJUUMF�JO�SFTQPOTF
t�7FOUJOH�CZ�DPNQMBJOJOH�WJHPSPVTMZ�XJUIPVU�UBLJOH�BDUJPO
t�/FHMFDUJOH�UIF�TVQQMJFS�CZ�SFMFHBUJOH�UIF�MJOF�B�MPXFS�QSJPSJUZ�BOE�DVUUJOH�CBDL�

on resources
t�5ISFBUFOJOH�UP�TUPQ�TFMMJOH�UIF�MJOF�	FWFO�JG�JU�NFBOT�DMPTJOH�UIF�CVTJOFTT

t�&OHBHJOH�UIF�TVQQMJFS�JO�DPOTUSVDUJWF�EJTDVTTJPO�UP�USZ�UP�XPSL�UIJOHT�PVU�BOE�

improve the situation

However, emerging research suggests that there are other possibly potential 
reactions and that these reactions may vary across different cultures.41 Another poten-
tial action is for the channel member to increase their opportunistic behaviors. For 
example, a channel member can begin acting in a more self-interested fashion that is 
explicitly or implicitly prohibited, while trying to hide their behaviors through guile. 
*O�BEEJUJPO�DPOTUSVDUJWF�EJTDVTTJPO�DBO�JODMVEF�FJUIFS�DSFBUJWF�WPJDF�	GPDVT�PO�OPWFM�
JEFBT
�PS�DPOTJEFSBUF�WPJDF�	GPDVTFE�PO�CPUI�QBSUZ�T�QPJOU�PG�WJFX
�PS�CPUI�

So which response is a dealer likely to choose? The answer depends largely on 
why the dealer believes the supplier engaged in the destructive act. If dealers blame 
themselves, they split into two camps: constructive engagement to fix the situation or 
withdrawal from the relationship because the situation appears not worth salvaging. 
When dealers blame the supplier, they are unlikely to passively accept the situation 
and more likely to take some sort of action, such that the destructive act serves as a 
“wake-up call” that drives dealers to action. Finally, when dealers blame the environ-
ment or a changing market, they exhibit more passive acceptance. Thus, if suppliers 
can convince dealers they had little choice but to take the destructive action, they can 
mitigate resistance.

In the aftermath, relationships that started strong tend to survive, particularly 
if both sides depend on each other. In these relationships, the parties shrug off the 
disruption and move on, especially if the dealer reacts with passive acceptance. But 
in this case, the supplier should cushion the blow with increased communication, to 
SFEVDF�UIF�DIBODFT�PG�WFOUJOH�PS�XJUIESBXBM��0G�DPVSTF�FWFO�HSFBU�SFMBUJPOTIJQT�XJMM�
deteriorate with repeated destructive acts.

An increasingly popular solution relies on dealer councils. These groups of 
carefully selected dealers work with the supplier to reduce the destructive impact of 
its actions and facilitate communication between dealers and suppliers.

Perceived Unfairness: Aggravating the Effects of Conflicts

3FTFBSDI�JOWFTUJHBUJOH�UIF�OFHBUJWF�FGGFDUT�PG�DPOGMJDU�PQQPSUVOJTN�BOE�VOGBJSOFTT�JOEJ-
cates that perceived unfairness exerts the greatest negative impact on channel mem-
ber cooperation and flexibility.42 It also aggravates the negative effects of conflict and 
opportunism on channel performance. This “relationship poison” not only hurts the 
relationship directly but also amplifies the negative impacts of any background conflict.
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When channel members perceive greater unfairness, they often attribute negative 
NPUJWFT�UP�UIF�TFMMFS��3BUIFS�UIBO�HJWJOH�UIFJS�DIBOOFM�QBSUOFS�UIF�CFOFGJU�PG�UIF�EPVCU�
they assume some deliberate intention to take advantage of the situation to gain an 
unfair share. These channel members respond severely to conflict, often with strong 
negative emotions, including anger, that in turn increase the severity of their further 
responses. Then of course they seek retribution, and the negative spiraling of action 
and reaction begins.

CONFLICT RESOLUTION STRATEGIES

How do channel members cope with conflict? We distinguish two approaches. First, 
they can try to keep conflict from escalating into a dysfunctional zone, by developing 
institutionalized mechanisms, such as arbitration boards or norms of behavior, that 
help diffuse disputes before they harden into hostile attitudes. Second, they might 
adopt patterns of behavior for resolving conflicts after they become manifest.

Forestalling Conflict Through Institutionalization

Channel members sometimes institute policies to address conflict in early stages, or 
even before it arises. Such policies become institutionalized�	J�F��QBSU�PG�UIF�FOWJSPO-
NFOU�VORVFTUJPOFE�BOE� UBLFO�GPS�HSBOUFE
� JO� GPSNT�TVDI�BT� KPJOU�NFNCFSTIJQT� JO�
USBEF�BTTPDJBUJPOT�EJTUSJCVUPS�DPVODJMT� BOE�FYDIBOHF�PG�QFSTPOOFM�QSPHSBNT��0UIFS�
channels, from their very start, rely on built-in appeals to third parties, such as refer-
SBMT�UP�CPBSET�PG�BSCJUSBUJPO�PS�NFEJBUJPO�	BT�JT�QBSUJDVMBSMZ�QPQVMBS�JO�&VSPQF
��5IFTF�
policies serve subtle conflict-management functions.

INFORMATION-INTENSIVE MECHANISMS Some mechanisms head off conflict by creat-
ing a better means to share information. But information-intensive mechanisms also 
are risky and expensive, because each side risks divulging sensitive information and 
must devote resources to communicating. Thus, trust and cooperation are helpful, in 
the sense that they keep the conflict manageable.

When channel partners agree to joint membership in trade associations�	F�H��B�
DPNNJUUFF�GPVOEFE�CZ�UIF�(SPDFSZ�.BOVGBDUVSFST�PG�"NFSJDB�BOE�UIF�'PPE�.BSLFUJOH�
*OTUJUVUF�EFWFMPQFE�UIF�6OJWFSTBM�1SPEVDU�$PEF
�UIFZ�IBWF�EFWJTFE�B�OFX�NFDIBOJTN�
to contain conflict through an institutionalized approach. A similar group promotes 
QSPHSFTT�PO�FGGJDJFOU�DPOTVNFS�SFTQPOTF�	&$3
�FGGPSUT, as we discuss in Chapter 14 on 
channel logistics.43

Personnel exchanges as an institutional vehicle seek to turn channel members’ 
focus toward devising solutions rather than engaging in conflict. The exchanges may 
be unilateral or bilateral, usually for a short, specified period. For example, the close 
DPOOFDUJPOT�CFUXFFO�8BM�.BSU�BOE�1SPDUFS���(BNCMF�IBWF�CFFO�HSFBUMZ�GBDJMJUBUFE�CZ�
UIFJS�QFSTPOOFM�FYDIBOHFT��"MUIPVHI�TVDI�FYDIBOHFT�SFRVJSF�DMFBS�HVJEFMJOFT�CFDBVTF�
of the likely disclosure of proprietary information, the participants return to their 
employers with a new, interorganizational view of their jobs, greater personal and pro-
fessional involvement in the channel, and additional training. Participants also have an 
opportunity to meet with channel counterparts who have similar task responsibilities, 
professions, and interests.
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Finally, cooptation is designed explicitly to integrate new elements into the lead-
ership or policy-determining structure of an organization, as a means of averting threats 
UP� JUT� TUBCJMJUZ� PS� FYJTUFODF�� &GGFDUJWF� DPPQUBUJPO� QSPNQUT� SFBEZ� BDDFTTJCJMJUZ� BNPOH�
DIBOOFM�NFNCFST�CFDBVTF�JU�SFRVJSFT�UIF�FTUBCMJTINFOU�PG�SPVUJOF�SFMJBCMF�DIBOOFMT�
GPS�NPWJOH�JOGPSNBUJPO�BJE�BOE�SFRVFTUT��*U�BMTP�TVQQPSUT�FGGFDUJWFMZ�TIBSFE�SFTQPOTJ-
bility, such that various channel members likely identify with and commit to the pro-
grams developed in support of a particular product or service. However, as is the case 
for any information-intensive conflict resolution method, cooptation carries the risk of 
DIBMMFOHJOH�QBSUJDJQBOUT��QFSTQFDUJWFT�BOE�EFDJTJPO�NBLJOH�QSPDFTTFT��i0VUTJEFSTw�QBS-
ticipate in analyzing an existing situation, suggesting alternatives, and deliberating on 
UIF�DPOTFRVFODFT��'PS�FYBNQMF�XIFO�GJSNT�JOWJUF�BEWJTPSZ�DPVODJMT�JOUP�UIFJS�EFDJTJPO�
making processes, they often find that the councils shape the decisions, rather than just 
facilitating communication between upstream and downstream members.

THIRD-PARTY MECHANISMS Cooptation brings together representatives of channel 
NFNCFST��.FEJBUJPO�BOE�BSCJUSBUJPO�JOTUFBE�CSJOH�JO�UIJSE�QBSUJFT�VOJOWPMWFE�XJUI�UIF�
channel. Third-party mechanisms seek to prevent conflict from arising or else keep 
manifest conflict from exploding. Two fundamental approaches differ in how much 
control the disputing parties have over the outcome. That is, arbitration takes away 
NVDI�PG�UIF�DPOUSPM�PS�FWFO�BMM�PG�JU�	CJOEJOH�BSCJUSBUJPO
�XIJMF�NFEJBUJPO�UBLFT�POMZ�
limited control.44

Mediation is a process whereby a third party attempts to settle a dispute by 
persuading the parties to continue their negotiations or consider the mediator’s pro-
cedural or substantive recommendations. The mediator typically offers a fresh view 
of the situation, which may enable it to perceive opportunities that “insiders” can-
OPU��.FEJBUPST�BMTP�IFMQ�EJTQVUJOH�QBSUJFT� GJOE�VOEFSMZJOH�QPJOUT�PG�BHSFFNFOU�BOE�
QSPNPUF�JOUFHSBUJWF�	XJOoXJO
�TPMVUJPOT��4PMVUJPOT�NJHIU�CFDPNF�BDDFQUBCMF�TJNQMZ�
CFDBVTF�UIFZ�IBWF�CFFO�TVHHFTUFE�CZ�UIF�NFEJBUPS��.FEJBUJPO�JO�CVTJOFTT�TFUUJOHT�UIVT�
FOKPZT�B�IJHI�TFUUMFNFOU�SBUF�	��o���QFSDFOU
�FWFO�UIPVHI�OFJUIFS�QBSUZ�JT�PCMJHFE�
to accept the recommendations. Such success may arise because the mediator allows 
both parties to save face, by making concessions without appearing weak. And dispu-
tants often perceive the overall process as fair.

An alternative to mediation is arbitration, in which the third party actually 
makes the decision, and both parties state in advance that they will honor what-
ever decision the arbitrator makes. Arbitrators often begin with a formal fact-finding 
hearing that operates much like a judicial procedure, with presentations, witnesses, 
and cross-examinations. Arbitration may be compulsory or voluntary. In compulsory 
arbitration�UIF�QBSUJFT�BSF�SFRVJSFE�CZ�MBX�UP�TVCNJU�UIFJS�EJTQVUF�UP�B�UIJSE�QBSUZ�
whose decision is final and binding. In a voluntary arbitration process, the par-
ties voluntarily submit their dispute to a third party, whose decision still is final and 
binding, such that reneging on the decision represents a major breach of confidence. 
Arbitration offers all the advantages of mediation, plus the advantage that the dispu-
tants can blame the arbitrator if their constituents object to the settlement.

4PNF�GJSNT�QSBDUJDF�TFRVFODFT�PG�NFEJBUJPO�BOE�BSCJUSBUJPO��5IBU�JT�UIFZ�BHSFF�
upfront that if the mediator cannot settle the issue, it will pass to an arbitrator—usually 
UIF�TBNF�QFSTPO�XIP�TFSWFE�BT�UIF�NFEJBUPS��*O�BO�BSCJUSBUJPOoNFEJBUJPO�TFRVFODF�
the arbitrator instead places his or her secret decision in a sealed envelope, and then 



342� 1BSU�*7� t� *NQMFNFOUJOH�$IBOOFM�4USBUFHJFT

the issue passes to mediation. If the parties cannot agree, they open the envelope and 
BCJEF�CZ� UIBU�EFDJTJPO��4VDI�TFRVFOUJBM�BQQSPBDIFT� UISFBUFO� UP� SFEVDF�FBDI�QBSUZ�T�
EFDJTJPO�DPOUSPM�XIJDI�OPU�POMZ�MPXFST�FBDI�QBSUZ�T�FYQFDUBUJPOT�	J�F��NBLJOH�UIFN�
NPSF�SFBTPOBCMF
�CVU�BMTP�NPUJWBUFT�UIFN�UP�OFHPUJBUF�DPPQFSBUJWFMZ��*G�BMM�FMTF�GBJMT�
the process ultimately seems more fair than simple arbitration, and the parties are 
more likely to comply with the ruling than they might be with simple mediation.

Institutionalizing the practice of taking disputes to third parties can also forestall 
conflict. Because they know they face the prospect of outside intervention, disputants 
work to settle their differences internally. If they cannot, the third parties provide a 
sort of safety net for dealing with conflict after it climbs too high. The input of third 
parties to an ongoing conflict can also contribute to the success of channel relation-
ships, because third-party interventions prompt greater satisfaction among channel 
members with the financial rewards they derive from their relationship.45

BUILDING RELATIONAL NORMS The preceding mechanisms are policies that can be 
proactively devised, consciously put into place, and continually maintained by man-
agement to forestall conflict or address it once it occurs. But another important class 
of factors can forestall or direct conflict, even though management cannot directly 
create or control them. That is, norms govern how channel members manage their 
relationship grow up over time, with the functioning of the relationship. In a channel, 
OPSNT�FOUBJM�UIF�FYQFDUBUJPOT�BCPVU�CFIBWJPS�TIBSFE�	BU�MFBTU�QBSUJBMMZ
�CZ�BMM�DIBOOFM�
members. In alliance channels, common norms include the following:

t�Flexibility: Channel members expect one another to adapt readily to changing 
circumstances, with a minimum of obstruction and negotiation.

t�Information exchange: Channel members share any and all pertinent  information—
OP�NBUUFS�IPX�TFOTJUJWF�GSFFMZ�GSFRVFOUMZ�RVJDLMZ�BOE�UIPSPVHIMZ�

t�Solidarity��&WFSZPOF�XPSLT�GPS�NVUVBM�OPU�KVTU�POF�TJEFE�CFOFGJUT�

These relational norms tend to come in a package: A relationship attains high levels 
of all these norms if it reaches a high level of any of them.46 A channel with strong 
relational norms is particularly effective at forestalling conflict, because it discourages 
parties from pursuing their own interests at the expense of the channel. These norms 
also encourage various players to refrain from coercion and make an effort to work 
through their differences, which keep conflict within functional zones.47

6OGPSUVOBUFMZ�NBOBHFNFOU� DBOOPU� EFDJEF� POF�EBZ� UP� DSFBUF� SFMBUJPOBM� OPSNT�
and then “just do it.” Norms emerge from the daily interactions of the people who con-
stitute the marketing channel. They also can be positive or negative. Thus, a channel 
NJHIU�FNCSBDF�B�OPSN�PG�DVUUISPBU�DPNQFUJUJPO�PS�QVSF�TFMG�JOUFSFTU�TFFLJOH��6OMJLF�
policies, norms are not easy to observe, announce, publicize, or control.

Ongoing Conflict Resolution Styles

Some conflict is a normal, and even desirable, property of channels. That means channel 
members need to cope with ongoing, manifest conflict. As a general rule, they seek to 
use this sort of conflict as a force for change, ideally through functional efforts, though 
JO�USVUI�UIFJS�FGGPSUT�GSFRVFOUMZ�POMZ�NBLF�UIF�TJUVBUJPO�XPSTF��*O�UIJT�TFDUJPO�XF�UIVT�
DPOTJEFS�WBSJPVT�DPOGMJDU�SFTPMVUJPO�TUSBUFHJFT�BOE�UIFJS�DPOTFRVFODFT�JO�UFSNT�PG�IPX�
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satisfied channel members are with their relationship. That is, our discussion centers not 
on how channel members handle a particular issue or incident but rather on the gen-
eral conflict resolution style they employ.48

Figure 11-2 shows one way to conceptualize of this style, namely, by address-
ing the channel member’s approach to bargaining. For example, in its dealings with a 
supplier, a retailer brings with it to the bargaining table certain levels of assertiveness 
	FNQIBTJT�PO�BDIJFWJOH� JUT�PXO�HPBMT� TVDI�BT�CVJMEJOH�TUPSF� USBGGJD� JODSFBTJOH� UIF�
VOJRVFOFTT�PG�JUT�BTTPSUNFOU�PS�JODSFBTJOH�NBSHJOT
�BOE�cooperativeness�	DPODFSO�GPS�
the other party’s goals, such as building volume, creating a distinctive image, or taking 
TIBSF�GSPN�B�DPNQFUJUPS
�

A relatively passive channel member likely adopts an avoidance conflict resolu-
tion style, seeking to prevent any and all conflict by agreeing to pretty much anything. 
Avoiders typically hope to save time and head off unpleasantness, mostly by mini-
mizing information exchanges, such that they circumvent discussions. In most chan-
nels, avoidance characterizes relationships of convenience, in which neither side feels 
much commitment to the other.

"OPUIFS�TUZMF�GPDVTFT�NPSF�PO�UIF�PUIFS�QBSUZ�T�HPBMT�UIBO�PO�POF�T�PXO��6OMJLF�
BWPJEBODF�	XIJDI�JT�B�QBTTJWF�TUSBUFHZ
�UIJT�NFUIPE�JT�NPSF�UIBO�KVTU�BOPUIFS�XBZ�PG�
keeping the peace. Accommodation is a proactive means to strengthen the relation-
ship by cultivating the dependence of the channel partner. It also signals a genuine 
willingness to cooperate, which encourages reciprocation and should build trust and 
commitment over the longer term. But the accommodator suffers exposure to exploi-
tation if the other side refuses to reciprocate.

A competition�	PS�BHHSFTTJPO
�DPOGMJDU�SFTPMVUJPO�TUSBUFHZ�JOWPMWFT�B�[FSP�TVN�
game, in which the competitor pursues its own goals while ignoring the other party’s 

Accommodation

Avoidance

Compromise

Competition
or

Aggression

Collaboration
or

Problem Solving

Low Assertiveness High Assertiveness

High Cooperativeness

Cooperativ eness:
Concern for the other
party’s outcomes

Assertiv eness:
Concern for one’s
own outcomes

Low Cooperativeness

FIGURE 11-2 Conflict resolution styles
Source: Thomas, Kenneth W. (1976), “Conflict and Conflict Management,” in M. D. Dunnette, 
ed., Handbook of Industrial and Organizational Psychology (Palo Alto, CA: Consulting 
Psychologists Press), pp. 889–935.
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and thus conceding very little. Not surprisingly, this style aggravates conflict, fosters 
distrust, and shortens the time horizon of the channel relationship. Channel members 
tend to limit their use of this style, especially in long-term relationships.

A very different style is to compromise repeatedly, pressing for solutions that let 
each side achieve its goals, but only to an intermediate degree. This centrist approach 
gives something to everyone, so the strategy seems fair. It is common as a solution to 
minor conflicts, because in this case, it is easy to get both sides to concede, leading to 
a faster resolution.

Finally, close, committed relationships are best served by a collaborative prob-
lem-solving strategy. With this ambitious style, the problem-solving channel member 
seeks to get it all—its own goals and�JUT�DPVOUFSQBSU�T�BU�WFSZ�IJHI�MFWFMT��.BOZ�QFP-
ple claim to be interested in this win–win approach, perhaps because it is fashionable 
and contributes to a favorable self-image, as well as a favorable public presentation. 
But it also can be more difficult than it looks. Collaboration demands vast resources, 
especially in the form of information, time, and energy. The problem solver tries to get 
CPUI�TJEFT�UP�WPJDF�BMM�UIFJS�DPODFSOT�BOE�JTTVFT�RVJDLMZ�BOE�UIFO�XPSL�JNNFEJBUFMZ�
through their differences by discussing the issues directly and sharing problems with 
BO�FZF�UP�SFTPMWJOH�UIFN��5IVT�QSPCMFN�TPMWJOH�SFRVJSFT�DSFBUJWJUZ�UP�EFWJTF�B�NVUV-
ally beneficial solution. In pursuing this information-intensive strategy, negotiators 
must reveal substantial sensitive information, which could be used against them.

Using Incentives to Resolve Conflict

%FQFOEJOH�PO�UIF�DPOGMJDU�SFTPMVUJPO�TUZMF�B�OFHPUJBUPS�DIPPTFT� UIF�CFTU�BSHVNFOUT�
for persuading its counterpart differ. However, economic incentives work well almost 
universally, regardless of the personalities, players, or history of the relationship. Just 
as reward power is a highly effective way to influence a channel member�	$IBQUFS���
, 
appealing to economic self-interest is a highly effective way to settle a dispute. Thus, 
good negotiators find ingenious ways to base their arguments on economics, and then 
combine them with a strong program of communications in a good interpersonal work-
ing relationship.

Consider, for example, manufacturer-sponsored promotion programs aimed at 
retailers. In fast-moving consumer goods industries, suppliers spend enormous sums 
to create point-of-purchase advertising and displays for in-store use. These programs 
BSF�NBKPS�TPVSDFT�PG�DPOUFOUJPO��.BOVGBDUVSFST�BDDVTF�SFUBJMFST�PG�UBLJOH�UIF�QSPNP-
UJPO�NPOFZ�BOE�UIFO�OPU�NPVOUJOH�UIF�QSPNJTFE�QSPNPUJPO��3FUBJMFST�DPNQMBJO�UIBU�
manufacturers never pony up their fair share of promotion allowances but promise 
more than they can deliver. The resulting acrimony has consumed reams of pages of 
discussion in the grocery trade press.

But most of this acrimony could be resolved if the manufacturer would simply 
combine appealing economic incentives that encourage participation in a pay-for-
performance system with a presentation by a salesperson who has developed a good 
working relationship with the retailer. The economic incentives have obvious appeal; 
the good relationship helps the salesperson direct the retailer’s attention to the incen-
UJWFT��"�QBZ�GPS�QFSGPSNBODF�TZTUFN�JO�QBSUJDVMBS�	TVDI�UIBU�UIF�SFUBJMFS�QBZT�GPS�JUFNT�
TPME�PO�QSPNPUJPO�SBUIFS�UIBO�BMM�JUFNT�PSEFSFE
�TDSFFOT�PVU�SFUBJMFST�UIBU�BSF�GVOEB-
mentally uninterested in cooperating with the supplier.49
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To function effectively though, economic incentives must do more than offer a 
better price or higher allowance, options that are visible and easy for competitors to 
NBUDI��3BUIFS� QFSTVBTJWF� FDPOPNJD� BSHVNFOUT� GFBUVSF� B�QPSUGPMJP� PG� FMFNFOUT� UIBU�
collectively create positive financial returns for a channel partner.50 For example, inde-
pendent sales agencies strongly appreciate a product that can generate profits by the 
following:

t�$PNQFOTBUJOH� GPS� MPXFS� WPMVNF� TBMFT�XJUI� B�IJHIFS� DPNNJTTJPO� SBUF� PS� WJDF�
versa

t�0WFSDPNJOH�MPXFS�DPNNJTTJPO�SBUFT�CZ�CFJOH�FBTJFS�UP�TFMM�TVDI�UIBU�JU�EFNBOET�
MFTT�TBMFT�UJNF�	J�F��DVUT�DPTUT


t�&TUBCMJTIJOH� UIF� TBMFT� BHFOU� JO� B� HSPXJOH� QSPEVDU� DBUFHPSZ� UP� DPOUSJCVUF� UP�
future profits.

t�*ODSFBTJOH� PWFSBMM� TBMFT� TZOFSHZ� BOE� TQVSSJOH� TBMFT� PG� PUIFS� QSPEVDUT� JO� UIF�
agent’s portfolio

In addition, independent agencies respond to indirect, risk-oriented arguments. 
A principal should try to convince its agents that sales of its products are not unpre-
dictable but rather can be accurately forecasted. Such arguments can be conveyed far 
more effectively by principals that invest in vigorous, two-way communication pro-
grams within the channel.51�6OGPSUVOBUFMZ� UIPVHI�FDPOPNJD� JODFOUJWFT�DBO�SBQJEMZ�
multiply and become difficult to administer. Channel networks often have so many 
points of contact, across so many organizations, that the sheer task of keeping track of 
the channels and their incentives grows daunting.

SUMMARY: MANAGING CHANNEL CONFLICT

Conflict, a negative trait in most human relationships, can have negative effects in 
many channel relationships. But it is not uniformly undesirable. A channel even can 
be too peaceful, such as when indifference and passivity pass for harmony, masking 
great differences in motivation and intention. And a contentious channel is often one 
engaged in functional conflict, which allows the parties to raise and work through 
their differences, in search of better understanding and improved performance. To 
adapt to environmental changes, the channel often must experience some conflict. 
Thus, conflict in channels should not be judged automatically as a defect or a state 
to be eliminated. Instead, conflict demands monitoring and management, whether to 
increase functional conflict or to reduce or redirect manifest conflict.

.BOBHJOH�DPOGMJDU�GJSTU�NFBOT�BTTFTTJOH�JU��"�HPPE�XBZ�UP�EP�TP�JT�XJUI�BO�JOEFY�
UIBU�JOEJDBUFT�GPS�FBDI�JTTVF�SFMFWBOU�UP�B�DIBOOFM�UIF�MFWFM�PG�GSFRVFODZ�PG�EJTBHSFF-
ment, the intensity of disagreement, and the importance of the issue. If any of these is 
MPX�UIF�JTTVF�DBOOPU�CF�B�HSFBU�TPVSDF�PG�DPOGMJDU�	UIF�QBSUJDJQBOUT��PQJOJPOT�OPUXJUI-
TUBOEJOH
��5IF�QSPEVDU�PG�JOUFOTJUZ�GSFRVFODZ�BOE�JNQPSUBODF�TVNNFE�PWFS�BMM�JTTVFT�
gives a good rough approximation of actual conflict—and suggests ways to convince 
the parties to resolve their differences. Accordingly, more complex relationships are 
likely to experience more conflict.

Conflict also is a staple of marketing channels, because of their built-in differences 
in viewpoint and goals. Goal differences are real; curiously though, perceived differ-
FODFT�DBO�BDUVBMMZ�PVUXFJHI�UIFN��%JGGFSFOU�QFSDFQUJPOT�BMTP�TQBSL�EJTQVUF�CFDBVTF�
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channel members see different pieces of the channel environment. A perennial source 
of conflict is domain clashes, such that suppliers perceive their own channels as com-
petitors, and downstream channel members believe their suppliers are pitting them 
BHBJOTU�PUIFS�DIBOOFM�NFNCFST��#VU� UIF�VTF�PG�NVMUJQMF�DIBOOFMT�IBT�CFDPNF�RVJUF�
DPNNPO�FTQFDJBMMZ�BT�JOEVTUSJFT�NBUVSF�BOE�DVTUPNFST�NBLF�NPSF�EFNBOET��.VMUJQMF�
DIBOOFM�DPOGMJDUT�SFRVJSF�TPMVUJPOT�CBTFE�PO�DPNNVOJDBUJPO�DPODFTTJPO�DSFBUJWF�DPN-
pensation, cooperation, and product differentiation in different channels—or simple 
acceptance of conflict in the interest of serving customers better or more economically.

Another major source of friction, gray markets, also are growing rapidly. Both sup-
pliers and distributors have reasons to permit them privately, even while they bemoan 
them publicly. For suppliers, gray markets offer higher sales, a strong means to incen-
tivize their authorized channels, and access to different segments. Furthermore, gray 
markets are difficult to eliminate, so many firms join them because they can’t beat them.

$POGMJDU�JT�TFMG�QFSQFUVBUJOH�BOE�TFMG�GFFEJOH��0ODF�JU�IBT�CFHVO�UIF�QBSUJFT�PGUFO�
develop long memories and interpret events in a negative light. This cycle is easy to 
initiate with threats, which beget in-kind reactions, especially by parties that are more 
DBQBCMF�PG�EPJOH�IBSN��3FDJQSPDBUJPO�MJLFMZ�TFOET�UIF�DIBOOFM�JOUP�B�TFMG�EFTUSVDUJWF�
spiral of aggression. A good relationship instead might recover more readily from 
destructive acts, especially if it features balanced dependence; dealers even passively 
accept a supplier’s destructive acts if they believe those acts were sparked by the 
external environment. But destructive actions cannot go on indefinitely without pro-
voking an angry, and perhaps damaging, counter reaction.

.VMUJQMF�FGGFDUJWF�NFUIPET�BMTP�FYJTU�UP�SFTPMWF�EJTQVUFT��*OTUJUVUJPOBMJ[FE�NFDIB-
nisms seek to contain conflict early; once conflict arises, the parties’ conflict resolution 
styles determine the future course of their dispute. The most effective style seeks to 
achieve the goals of both parties through collaboration and problem solving, but for it 
to work this style demands an intense commitment by both parties.

.PSF�EJSFDUMZ�DPOGMJDU�DBO�CF�SFTPMWFE�UISPVHI�UIF�VTF�PG�FDPOPNJD�JODFOUJWFT�
which are especially effective when coupled with good communication. Good incen-
UJWFT�BSF�MFTT�WJTJCMF�	BOE�UIVT�IBSEFS�GPS�DPNQFUJUPST�UP�DPQZ
�BOE�FODPVSBHF�DIBOOFM�
members to make an effort, invest, or assume some risk to collect them.

TA K E - A W AYS

t� $POGMJDU�JT�OFHBUJWF�JO�NBOZ�DIBOOFM�SFMBUJPOTIJQT�CVU�JG�JOEJGGFSFODF�BOE�QBTTJWJUZ�QBTT�
for harmony, a contentious channel actually may be preferable as a means to raise and 
work through differences, in search of better understanding and performance.

t� $IBOOFM�DPOGMJDU�NBZ�CF�OFDFTTBSZ�JO�SFTQPOTF�UP�FOWJSPONFOUBM�DIBOHFT��"MM�DPOGMJDU�
should be monitored and managed according to its implications.

t� "�HPPE�XBZ�UP�BTTFTT�UIF�USVF�EFHSFF�PG�DPOGMJDU�JT�UP�JOEFY�UIF�GPMMPXJOH�GPS�FBDI�
relevant issue:
t�'SFRVFODZ�PG�EJTBHSFFNFOU
t�*OUFOTJUZ�PG�EJTBHSFFNFOU
t�*NQPSUBODF�PG�UIF�JTTVF

 If any element is low, the issue is not a real source of conflict.
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 visible, combine with good communication, and encourage channel members to 
make some investment.
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THE NATURE OF CHANNEL RELATIONSHIPS

In an effective channel relationship, two or more organizations have connections 
(legal, economic, and/or interpersonal) that cause them to function according to a 
perception that they pursue a single interest, shared by all the parties. A channel 

LEARNING OBJECTIVES

After reading this chapter, you should be able to:

t�%FGJOF�BOE�EFTDSJCF�UIF�IBMMNBSLT�PG�DPNNJUUFE�SFMBUJPOTIJQT�JO�NBSLFUJOH�
channels.

t�%JTUJOHVJTI�CFUXFFO�VQTUSFBN�BOE�EPXOTUSFBN�NPUJWBUJPOT�GPS�GPSNJOH�B�
relationship.

t�%FTDSJCF�XIZ�NBOZ�DIBOOFM�NFNCFST�EPO�U�XBOU�BOE�SFGVTF�UP�FOUFS�DPNNJUUFE�
relationships.

t�%FUBJM�UIF�QFSGPSNBODF�JNQMJDBUJPOT�PG�DIBOOFM�SFMBUJPOTIJQT�BOE�FYQMBJO�XIZ�
most firms should have a portfolio of relationships, many of which are not close.

t�%FTDSJCF�IPX�UP�FYUFOE�UIF�UJNF�IPSJ[PO�PG�UIF�SFMBUJPOTIJQ�BOE�XIZ�EPJOH�TP�JT�
critical.

t�&YQMBJO�XIZ�DIBOOFM�NFNCFST�EFMJCFSBUFMZ�JODSFBTF�UIFJS�WVMOFSBCJMJUZ�BOE�IPX�
UIFZ�NBOBHF�UIJT�FYQPTVSF�

t�6OEFSTUBOE�UIF�SPMF�PG�JEJPTZODSBUJD�JOWFTUNFOUT�BOE�HJWF�FYBNQMFT�GPS�BOZ�DIBO-
nel member.

t�0VUMJOF�UIF�CBTFT�PG�USVTU�

t�%FTDSJCF�IPX�USVTU�CVJMET�PWFS�UJNF�JO�B�NBSLFUJOH�DIBOOFM�

t�&YQMBJO�UIF�SPMF�PG�SFMBUJPOTIJQ�WFMPDJUZ�

t�%JGGFSFOUJBUF�UIF�GJWF�QIBTFT�PG�B�DMPTF�NBSLFUJOH�DIBOOFM�SFMBUJPOTIJQ�
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relationship is strategic when the connections that bind these organizations are endur-
ing and substantial, cutting across aspects of each business. Membership in a channel 
relationship often causes each party to alter its behavior to fit the objectives of the 
QBSUOFSTIJQ�� $IBOOFM� SFMBUJPOTIJQT� HP� CZ� NBOZ� MBCFMT� JODMVEJOH� QBSUOFSTIJQ� SFMB-
tional governance, hybrid governance, vertical quasi-integration, and strategic alliance.

"O�FGGFDUJWF� DIBOOFM� SFMBUJPOTIJQ�FYIJCJUT�HFOVJOF�DPNNJUNFOU��Commitment 
FYJTUT�XIFO�POF�PSHBOJ[BUJPO�EFTJSFT�UIF�SFMBUJPOTIJQ�UP�DPOUJOVF�JOEFGJOJUFMZ�UIPVHI�
it is not enough to ensure an effective channel relationship. The organization must 
also be willing to sacrifice to maintain and to grow the relationship. These sacrifices 
NBZ�UBLF�UIF�GPSN�PG�HJWJOH�VQ�TIPSU�UFSN�QSPGJUT�PS�OPU�QVSTVJOH�PUIFS�PQQPSUVOJUJFT�
QSFGFSSJOH� JOTUFBE� UP� EFWPUF� PSHBOJ[BUJPOBM� SFTPVSDFT� UP� UIF� SFMBUJPOTIJQ�� 4BDSJGJDFT�
BMTP�BSF�OFDFTTBSZ�GPS�FYBNQMF�UP�BDDPNNPEBUF�UIF�PUIFS�TJEF�T�OFFET�NPSF�TP�UIBO�
JO� BO� PSEJOBSZ� CVTJOFTT� USBOTBDUJPO�� *O� HFOFSBM� B� DPNNJUUFE� QBSUZ� XPSLT� IBSE� UP�
maintain and advance the relationship, even though such growth demands resources 
and puts a strain on it.

:FU�DPNNJUNFOU� JT�EJGGJDVMU� UP�PCTFSWF�� *U� JT�BO�BUUJUVEF� JOUFOUJPO�BOE�FYQFDUB-
tion, all wrapped into one. True relationships encumber the parties involved, imposing 
on them obligations that may be very costly. Many organizations profess commitment 
to each and every one of their many business relations. This façade encourages pleas-
ant interactions among the members of upstream and downstream organizations, but 
it seldom is an accurate description of how organizations really interact. True commit-
ment is revealed rather than professed; superficial commitment is disguised, presented 
BT�UIPVHI�JU�XFSF�SFBM��6TVBMMZ�UIBU�EJTHVJTF�JT�OPU�FGGFDUJWF��'JHVSF������MJTUT�B�DMVTUFS�PG�

A committed party to a relationship (manufacturer, distributor, or other channel member) views its arrangement 
as a long-term relationship. Some manifestations of this outlook show up in statements such as the following, 
made by the committed party about its channel partner:

t� 8F�FYQFDU�UP�CF�EPJOH�CVTJOFTT�XJUI�UIFN�GPS�B�MPOH�UJNF�
t� 8F�EFGFOE�UIFN�XIFO�PUIFST�DSJUJDJ[F�UIFN�
t� 8F�TQFOE�FOPVHI�UJNF�XJUI�UIFJS�QFPQMF�UP�XPSL�PVU�QSPCMFNT�BOE�NJTVOEFSTUBOEJOHT�
t� 8F�IBWF�B�TUSPOH�TFOTF�PG�MPZBMUZ�UP�UIFN�
t� 8F�BSF�XJMMJOH�UP�HSPX�UIF�SFMBUJPOTIJQ�
t� 8F�BSF�QBUJFOU�XJUI�UIFJS�NJTUBLFT�FWFO�UIPTF�UIBU�DBVTF�VT�USPVCMF�
t� 8F�BSF�XJMMJOH�UP�NBLF�MPOH�UFSN�JOWFTUNFOUT�JO�UIFN�BOE�UIFO�UP�XBJU�GPS�UIF�QBZPGG�UP�DPNF�
t� 8F�XJMM�EFEJDBUF�XIBUFWFS�QFPQMF�BOE�SFTPVSDFT�JU�UBLFT�UP�HSPX�UIF�CVTJOFTT�XF�EP�XJUI�UIFN�
t� 8F�BSF�OPU�DPOUJOVBMMZ�MPPLJOH�GPS�BOPUIFS�PSHBOJ[BUJPO�BT�B�CVTJOFTT�QBSUOFS�UP�SFQMBDF�PS�BEE�UP�UIJT�POF�
t� *G�BOPUIFS�PSHBOJ[BUJPO�PGGFSFE�VT�TPNFUIJOH�CFUUFS�XF�XPVME�OPU�ESPQ� UIJT�PSHBOJ[BUJPO�BOE�XF�XPVME�

IFTJUBUF�UP�UBLF�PO�UIF�OFX�PSHBOJ[BUJPO�

$MFBSMZ�UIFTF�TUBUFNFOUT�EP�OPU�SFGMFDU�OPSNBM�PQFSBUJOH�QSPDFEVSFT�GPS�UXP�PSHBOJ[BUJPOT��$PNNJUNFOU�JOWPMWFT�
NPSF�UIBO�BO�POHPJOH�DPSEJBM�SFMBUJPOTIJQ��*U�EFNBOET�DPOGJEFODF�JO�UIF�GVUVSF�BOE�B�XJMMJOHOFTT�UP�JOWFTU�JO�UIF�
QBSUOFS�BU�UIF�FYQFOTF�PG�PUIFS�PQQPSUVOJUJFT�UP�NBJOUBJO�BOE�HSPX�UIF�CVTJOFTT�SFMBUJPOTIJQ�

FIGURE 12-1 Symptoms of commitment in marketing channels
Source: Anderson, Erin and Barton Weitz (1992), “The Use of Pledges to Build and Sustain Commitment in 
Distribution Channels,” Journal of Marketing Research 24 (February), pp. 18–34.
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behaviors and attitudes that accompany genuine commitment. No single indicator may 
CF�QBSUJDVMBSMZ�JOGPSNBUJWF�CVU�UIF�TFU�UBLFO�UPHFUIFS�HJWFT�B�HPPE�JOEFY�PG�UIF�TUSFOHUI�
PG�DPNNJUNFOU�BO�PSHBOJ[BUJPO�IBT�UPXBSE�B�NFNCFS�PG�JUT�NBSLFUJOH�DIBOOFM�

$PNNJUNFOU�UIVT�JNQMJFT�B�MPOH�UJNF�IPSJ[PO�plus�BO�BDUJWF�EFTJSF�UP�LFFQ�UIF�
relationship going, plus�B�XJMMJOHOFTT�UP�NBLF�TBDSJGJDFT�UP�NBJOUBJO�BOE�FYQBOE�UIF�
SFMBUJPOTIJQ��"�DPNNJUUFE�DIBOOFM�SFMBUJPOTIJQ�JT�PGUFO�MJLFOFE�UP�B�NBSSJBHF�UIPVHI�
UIJT�BOBMPHZ�JT�NJTMFBEJOH�JO�POF�JNQPSUBOU�SFTQFDU��$IBOOFM�PSHBOJ[BUJPOT�DBO�BOE�
do have multiple relationships simultaneously. A better analogy is a deep friendship: 
They are difficult to build and costly to maintain, putting a natural limit on their num-
CFS��"OE�NPTU�QFPQMF�MJLF�NPTU�PSHBOJ[BUJPOT�OFFE�B�QPSUGPMJP�PG�SFMBUJPOTIJQT�NBOZ�
of which are ordinary friendships or even acquaintanceships.

0G�DPVSTF�JO�TPNF�EFFQ�GSJFOETIJQT�	BOE�NBSSJBHFT�TBEMZ
�POF�QFSTPO�JT�DPN-
NJUUFE�CVU�UIF�PUIFS�JT�OPU��4VDI�B�TJUVBUJPO�PG�asymmetric commitment actually is 
VODPNNPO�JO�MPOH�TUBOEJOH�DIBOOFM�SFMBUJPOTIJQT��6QTUSFBN�BOE�EPXOTUSFBN�DIBO-
nel members tend to commit symmetrically, and their relationships persist only if both 
are committed.

Upstream Motives for Building a Strong Channel Relationship

Why would an upstream channel member, such as a manufacturer, want to build a 
committed relationship with a downstream channel member, such as a distributor? 
$IBOOFM�SFMBUJPOTIJQT�CFHJO�XJUI�UIF�NBOVGBDUVSFS�T�SFDPHOJUJPO�UIBU�JU�DBO�QSPGJU�GSPN�
the many advantages a downstream channel member can offer, at least in principle. 
$IJFG�BNPOH�UIFTF�NBOVGBDUVSFST�UFOE�UP�BQQSFDJBUF�UIF�BCJMJUZ�UP�BDIJFWF�CFUUFS�DPW-
erage, and to do so at lower cost (including lower overhead).

At minimum, manufacturers must respect downstream channel members before 
building a relationship with them. Yet it is surprising how often manufacturers fail to 
appreciate the value that channel members provide them, or else overestimate their 
PXO� BCJMJUZ� UP� EVQMJDBUF� FGGFDUJWFMZ� BOE� FGGJDJFOUMZ� BOPUIFS� QBSUZ�T� QFSGPSNBODF� PG�
LFZ�DIBOOFM� GVODUJPOT��'PS�TPNF�NBOVGBDUVSFST� UIFJS�iAEP� JU� JO�IPVTF� UFDIOJDBM�� DVM-
ture … prevents them from understanding, respecting, and trusting intermediaries to 
any degree.”��'PS�FYBNQMF�UIFJS�JOUFSOBM�TFMMJOH�BSN�NJHIU�WJFX�JOEFQFOEFOU�DIBOOFM�
NFNCFST� BT� DPNQFUJUJPO��0S� DPNQBOJFT�NBZ� CF� TUBGGFE� CZ�QFPQMF�XIP�IBWF� OFWFS�
XPSLFE�JO�DIBOOFMT�BOE�EJTUSVTU�QBSUOFST� JO�HFOFSBM�XJUI�UIF�BTTVNQUJPO�iUIFZ�XJMM�
TDSFX�UIJOHT�VQ�BOE�y�XJMM�CF�WFSZ�FYQFOTJWF�w� In contrast, a channel-centric supplier 
VOEFSTUBOET�BOE�SFTQFDUT�IPX�FBDI�JOEFQFOEFOU�DIBOOFM�NFNCFS�VOEFSUBLFT�BDUJWJ-
ties and converts them into meaningful service outputs, to generate effective results.

0ODF�UIF�CVJMEJOH�CMPDL�PG�SFTQFDU�GPS�UIF�EPXOTUSFBN�PSHBOJ[BUJPO�FYJTUT�NBO-
VGBDUVSFST� TFFL� SFMBUJPOTIJQT� UP�motivate channel members to represent them bet-
UFS�JO�UIFJS�DVSSFOU�NBSLFUT�JO�OFX�NBSLFUT�PS�XJUI�OFX�QSPEVDUT��0G�DPVSTF�UIFSF�
are ways to improve representation without building a strong relationship, such as 
FYFSUJOH�QPXFS� 	QBSUJDVMBSMZ� SFXBSE�QPXFS�� TFF�$IBQUFS���) and encouraging func-
tional conflict (disputes that move the parties to align their viewpoints or agree on a 
course of action��TFF�$IBQUFS���). But building commitment is an effective, durable 
way to motivate downstream channel members, particularly when the organization 
NVTU�BTTVNF�UIF�TJHOJGJDBOU�SJTLT�PG�QFSGPSNJOH�DIBOOFM�GVODUJPOT�GPS�OFX�QSPEVDUT�
PS�JO�OFX�NBSLFUT��4JEFCBS������TIPXT�IPX�+PIO�%FFSF�NPUJWBUFE�EFBMFST�UP�BEBQU�
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Sidebar 12-1
John Deere helps dealers reach out to women

John Deere is a venerable manufacturer of pre-
mium equipment for farmers and homeowners. 
Its trademark green tractors are a fixture on farms, 
in parks, and across private yards and gardens. 
Cheryll Pletcher, the director of channel market-
ing, and David Jeffers, the manager of the retail 
brand experience, play important roles in Deere’s 
Commercial and Consumer Division. Their jobs 
focus on helping the firm’s 3,200 U.S. dealers 
adjust to radical changes in their markets.3

John Deere invests heavily in consumer 
research, from which it learned that the firm 
enjoyed a high reputation but prompted low 
intentions to buy among consumers. Sales were 
concentrated in “pro-sumer” segments (i.e., con-
sumers who like to buy products that offer profes-
sional specifications). People who simply wanted 
a lawn tractor were not persuaded. In particu-
lar, women—who influence some 80 percent of 
household purchases—did not show high aware-
ness or purchase intentions toward John Deere 
products.

A review of the dealer network helped 
explain why. Of the 3,200 dealers, 1,500 also 
sold agricultural products to farmers. Many of 
the close channel relationships also were very old 
(lasting more than a century, in some cases). As 
U.S. cities sprawled into the country, these deal-
ers increasingly discovered that their farmer cus-
tomers were being replaced by homeowners, a 
completely different market. Many dealers had 
difficulty adapting to these nontechnical, time-
pressed customers, who demanded solutions to 
their own unique problems, like cup holders for 
their coffee mugs, not necessarily greater engine 
horsepower. Many of these prospective customers 
also had no idea where to find the dealers, who 
tended to be located beyond retail shopping dis-
tricts. Says Jeffers, “We always joke that we have 
a great dealer network—cleverly hidden all over 
America!”

Many manufacturers might have reacted to 
this information by severing or downgrading their 
relationships with the downstream channel mem-
bers. But John Deere has always been a channel-
centric supplier that values continuity and trust, 

so it chose to do the opposite. It worked to help 
dealers through the transition to serving home-
owner customers, including training for dealer 
salespeople. John Deere also helped the stores 
redesign their store layout, working from a flexible 
format that could be adapted to the dealer’s busi-
ness mix—and to the other brands that John Deere 
freely acknowledged the dealer needed to carry to 
generate sufficient sales volume. Says Pletcher,

Consumers are used to malls. They have 
told us that with some dealers, they just 
don’t feel they have been invited in. You 
know the four Ps of marketing—price, 
place, product, and promotion? We know 
that even if you have the right products, at 
the right price, and with the right promo-
tions, everything will come to naught unless 
the place is right. For consumers it really 
matters what the store looks like.

As a policy, John Deere pilots all new pro-
grams with small groups of dealers, to garner 
their feedback and testimonials to use when it 
ultimately rolls out the program. Thus, it encour-
ages dealers to try the new format by showing 
them how it has worked for other dealers. Notes 
Pletcher, “We have to convince them—they are 
not franchises.”

But if John Deere was not to abandon its 
dealer network and move to large retail, how could 
it better build sales to average prospects? One solu-
tion was to offer a limited line of the firm’s entry-
level lawn tractors through Home Depot—the big 
box building supply store that many of its dealers 
saw as a prime competitor. Home Depot wanted 
an exclusive line; it also noted its disappointment 
with the high rates of returns it was encountering 
with the brands it was carrying. Rather than going 
ahead unilaterally though, John Deere consulted 
its dealer advisory council. The dealers reluctantly 
accepted the idea, and even asked to carry the 
same model line themselves, on the condition that 
John Deere sell no other models to Home Depot.

The outcomes thus benefitted John Deere, 
its dealers, and Home Depot. Every machine sold 
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UP�DIBOHJOH�CVZFS�CFIBWJPS�JO�UIF�IJHIMZ�DPNQFUJUJWF�NBSLFU�GPS�MBXO�NBJOUFOBODF�
equipment, even as it broadened its distribution and deepened its dealer relationships.

"�NBOVGBDUVSFS�BMTP�NBZ�TFFL�B�SFMBUJPOTIJQ�UP�DPPSEJOBUF�JUT�NBSLFUJOH�FGGPSUT�
with distributors more tightly, which would enable it to reach end-users better. It may 
TFFL�HSFBUFS�DPPQFSBUJPO�SFMBUFE�UP�UIF�FYDIBOHF�PG�JOGPSNBUJPO�JO�QBSUJDVMBS��5ISPVHI�
UIFJS� SFMBUJPOTIJQT�NBOVGBDUVSFST�IPQF� UP�HBJO� JOGPSNBUJPO�BCPVU� UIF�NBSLFUQMBDF�
even though downstream channel members have economic motives to withhold that 
JOGPSNBUJPO��%JTUSJCVUPST�NBZ�XJUIIPME�NBSLFU�JOGPSNBUJPO�UP�QSFWFOU�UIF�NBOVGBD-
UVSFS�GSPN�VTJOH�UIF�JOGPSNBUJPO�BHBJOTU�UIFN�JO�OFHPUJBUJPOT��0S�UIFZ�NBZ�XJUIIPME�
JOGPSNBUJPO�GPS�B�TJNQMFS�SFBTPO��CFDBVTF�JU�UBLFT�UJNF�UP�CSJFG�B�QSJODJQBM�BOE�UIBU�
UJNF�IBT�PUIFS�NPSF�QSPEVDUJWF�VTFT��%PXOTUSFBN�DIBOOFM�NFNCFST�BSF�MJLF�B�XBMM�
CFUXFFO�UIF�NBOVGBDUVSFS�BOE�UIF�GJOBM�CVZFS�CMPDLJOH�UIF�NBOVGBDUVSFS�T�WJFX�BOE�
reducing its understanding of the end-user. By gaining distributor commitment, the 
NBOVGBDUVSFS�IPQFT� UP�QFFL�PWFS� UIF�XBMM� UIBU� JT� UP� JODSFBTF� JOGPSNBUJPO�TIBSJOH��
)FXMFUU�1BDLBSE�T� *NBHJOH�%JWJTJPO� UIVT� QBSUOFST�XJUI� TFMFDUFE� &VSPQFBO� SFUBJMFST�
leaving the manufacturer well informed about the retail side of its business, such that 
���QFSDFOU�PG�JUT�SFUBJMFST�TIBSF�UIF�JNNFOTFMZ�WBMVBCMF�XFFLMZ�TBMFT�GJHVSFT�4

An emerging motive to forge a relationship with downstream channel members 
also stems from the growing wave of consolidation in wholesaling. Mergers and acqui-
sitions in many industries are transforming the wholesale level, from many smaller 

Continued

through Home Depot would be inspected first by a 
dealer mechanic, resulting in very low return levels. 
The dealers service the machines and affix their iden-
tifying plates, even though Home Depot makes the 
sale. The dealership still can contact the customer 
directly for ongoing support and service. Simply see-
ing the green machines in Home Depot prompted 
many customers to visit John Deere dealers, espe-
cially those pro-sumers who decided to find the 
dealer to see the full assortment, beyond the entry-
level model they found in a place they visit regularly.

John Deere also uses other resources to gen-
erate business for its dealers. For example, though 
the products are available on a corporate website, 
all sales generated by the site go to the local deal-
ers, to “keep them in the loop.” Similarly, John 
Deere advertises expressly to women and runs clin-
ics for women in its dealers showrooms; sales to 
women have soared as a result. By driving pros-
pects to find the dealers, it also enables dealers to 
convert the leads into a pattern of repeat sales.

As a side effect, some dealers have consoli-
dated into multiunit dealerships, with three to five 

locations and stronger, closer relationships with 
John Deere. Some suppliers worry when consolida-
tion forces them to deal with fewer, larger, more 
powerful channel members. But not John Deere. 
According to Pletcher, “Frankly, we like it. You get 
a change of philosophy—they manage their deal-
ership like a business and less like people who run 
a dealership because it is where they want to go to 
work everyday.”

This story illustrates a crucial point: Because 
John Deere already had created strong commit-
ted relationships through decades of working 
with its dealer network; it was able to convince 
dealers to accept its distribution of lower-end 
products through Home Depot, and in turn build 
a win–win solution that actually rewards dealers 
for Home Depot sales. Augmenting specialty deal-
ers with generalist mass-market competitors usu-
ally prompts a bitter conflict. It is not at all clear 
that John Deere could have pushed through such 
an expansion of its distribution channels with-
out its existing (and very valuable) asset of dealer 
relationships.
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players (fragmentation) to a handful of giant players (consolidation). Manufacturers 
TFFL�SFMBUJPOTIJQT�CFDBVTF� UIFZ�TFF� UIF�QPPM�PG�QPUFOUJBM�QBSUOFST�ESZJOH�VQ��5IFZ�
fear losing distribution access, not only due to the few players left standing but also 
because the survivors themselves are powerful organizations that enter into more 
or less privileged relations with selected manufacturers. A strong relationship helps 
SFCBMBODF�UIF�QPXFS�BSSBOHFNFOU�XIJMF�BMTP�FOTVSJOH�DPOTJTUFOU�BDDFTT�UP�NBSLFUT�5

*O� UIF� MPOHFS� UFSN� UIF�NBOVGBDUVSFS�TFFLT� UP�FSFDU�barriers to entry against 
GVUVSF�DPNQFUJUPST��0OF�PG�UIF�CFTU�QPTTJCMF�CBSSJFST�JT�B�HPPE�EJTUSJCVUJPO�OFUXPSL��
6OMJLF�B�QSJDF�DVU�PS�B�QSPEVDU�GFBUVSF�B�DIBOOFM�JT�IBSE�UP�EVQMJDBUF��"�DPNNJUUFE�
DIBOOFM�QBSUOFS�JO�QBSUJDVMBS�NBZ�SFGVTF�UP�DBSSZ�PS�BDUJWFMZ�QSPNPUF�B�OFX�FOUSBOU�T�
brands, as the widely and justly celebrated channel relationship between Procter & 
Gamble (P&G) and Wal-Mart reveals.6 Both of these one-time adversaries are noted 
GPS�VTJOH�UIFJS�DPOTJEFSBCMF�QPXFS�UP�TXBZ�UIF�USBEF��1�(�T�CSBOE�BQQFBM�BOE�NBS-
LFU�FYQFSUJTF�JO�IVOESFET�PG�GBTU�NPWJOH�DPOTVNFS�HPPET�JT�TP�EPNJOBOU�JU�IBT�CFFO�
EFTDSJCFE�BT�B�iTFMG�BHHSBOEJ[JOH�CVMMZ�w�8BM�.BSU�UIF�NBTTJWF�SFUBJMFS�VTFT�JUT�WPMVNF�
and massive size to oblige suppliers to do business as it dictates: no intermediaries, 
FYUSBPSEJOBSJMZ�MPX�QSJDFT�FYUSB�TFSWJDF�QSFGFSSFE�DSFEJU�UFSNT�JOWFTUNFOUT�JO�FMFD-
USPOJD�EBUB� JOUFSDIBOHF�	&%*
�BOE�SBEJP�GSFRVFODZ� JEFOUJGJDBUJPO�	3'*%
�UFDIOPMPHZ�
and so forth.

But these upstream and downstream giant bullies built a strong channel relation-
ship, using the techniques described in this chapter. Most notably, they made invest-
NFOUT� UBJMPSFE� UP� FBDI�PUIFS�� 'PS� 1�(� UIF�QBZPGGT� IBWF� DPNF� JO� TFWFSBM� GPSNT�� *U�
receives continuous data by satellite from individual Wal-Mart stores (not pooled over 
UIF�FOUJSF�TUPSF�OFUXPSL
�DPWFSJOH�TBMFT�JOWFOUPSZ�MFWFMT�BOE�QSJDFT�GPS�FBDI�TUPDL�
LFFQJOH�VOJU�	4,6
�PG�FBDI�CSBOE�1�(�TFMMT��5IFO�1�(�UBLFT�SFTQPOTJCJMJUZ�GPS�SFPS-
dering and shipping, often directly to the stores (a practice called vendor-managed 
inventory). The cycle is completed by electronic invoicing and electronic funds trans-
fer. With this paperless system, P&G can manufacture to demand, cut inventories, and 
TUJMM� SFEVDF� TUPDLPVUT��0WFSBMM� MPHJTUJDT� DPTUT� BMTP�IBWF�EFDMJOFE��'VSUIFSNPSF�1�(�
does enormous business with Wal-Mart, protected from competition by the invest-
NFOUT�JU�IBT�NBEF�BOE�JUT�JOUJNBUF�LOPXMFEHF�PG�8BM�.BSU�T�OFFET��'JOBMMZ�1�(�HBJOT�
BO�FYDFMMFOU�TPVSDF�PG�NBSLFU�SFTFBSDI�JO�UIF�TUPSF�MFWFM�EBUB�JU�HBSOFST�GSPN�JUT�QBSU-
ner Wal-Mart.

Downstream Motives for Building a Strong Channel Relationship

The motives for downstream channel members to build strong relationships revolve 
BSPVOE�IBWJOH�BO�BTTVSFE�BOE�TUBCMF�TVQQMZ�PG�EFTJSBCMF�QSPEVDUT��$POTPMJEBUJPO�JT�
B�NPUJWF�IFSF�BHBJO��"T�NFSHFST�BOE�BDRVJTJUJPOT�DPODFOUSBUF�NBSLFU�TIBSF�BNPOH�B�
few manufacturers in many industries, downstream channel members commit to the 
TVSWJWPST� UP�NBJOUBJO�QSPEVDU� TVQQMZ��$IBOOFM�NFNCFST�BMTP�CVJME� SFMBUJPOTIJQT� UP�
FOTVSF�UIF�TVDDFTT�PG�UIFJS�PXO�NBSLFUJOH�FGGPSUT��#Z�DPPSEJOBUJOH�UIFJS�FGGPSUT�XJUI�B�
TVQQMJFS�DIBOOFM�NFNCFST�TFFL�UP�XPSL�CFUUFS�UPHFUIFS�UIPVHI�UIJT�JT�OPU�BO�PCKFD-
UJWF�JO�JUTFMG��3BUIFS�JU�NBUUFST�CFDBVTF�JU�IFMQT�UIF�DIBOOFM�NFNCFS�TFSWF�JUT�DVTUPNFS�
better, which in turn translates into higher volumes and higher margins.

$IBOOFM�NFNCFST� GVSUIFS�TFFL� UP�DVU�DPTUT� UISPVHI� UIFJS�TUSPOH�DIBOOFM� SFMB-
UJPOTIJQT��'PS�FYBNQMF�CZ�DPPSEJOBUJOH� MPHJTUJDT� UIF�DIBOOFM�NFNCFS�DBO� JODSFBTF�
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JOWFOUPSZ�UVSOPWFS�LFFQ�MPXFS�MFWFMT�PG�TUPDLT�BOE�UBLF�GFXFS�XSJUF�EPXOT�PG�PCTP-
MFUF� TUPDL��5IF�CFTU�PG� BMM�XPSMET�BSJTFT�XIFO� TUPDL�DPTUT�HFU� DVU�and the channel 
NFNCFS�TVGGFST�GFXFS�PVU�PG�TUPDL�TJUVBUJPOT�

%PXOTUSFBN�DIBOOFM�NFNCFST�TVDI�BT�EJTUSJCVUPST�CVJME�TUSPOH�SFMBUJPOTIJQT�
with suppliers to differentiate themselves from other distributors too. By positioning 
UIFNTFMWFT� BT� UIF�NBOVGBDUVSFS�T�QSFGFSSFE�PVUMFUT� GPS�EFTJSBCMF�CSBOET�PS� TFMFDUFE�
4,6T�EJTUSJCVUPST�EJGGFSFOUJBUF�UIFJS�BTTPSUNFOUT�BOE�SFMBUFE�TFSWJDF�QSPWJTJPO��#Z�EJG-
ferentiating themselves, downstream channel members also discourage new competi-
UJWF�FOUSJFT�JOUP�UIFJS�NBSLFUT�

%JTUSJCVUPS�EJGGFSFOUJBUJPO� JT�PGUFO�CBTFE�PO�B�TUSBUFHZ�PG�PGGFSJOH�WBMVF�BEEFE�
services, such as preventive or corrective maintenance, application assistance, onsite 
QSPEVDU�USBJOJOH�FOHJOFFSJOH�BOE�EFTJHO�UFDIOJDBM�FYQFSUJTF�PO�DBMM�TQFDJBM�QBDLBH-
JOH�BOE�IBOEMJOH�PS�FYQFEJUFE�BOE�GSFF�UFMFQIPOF�BTTJTUBODF��%JTUSJCVUPST�QVSTVJOH�
UIJT� TUSBUFHZ� BSF�NPSF� MJLFMZ� UP�XPSL� DMPTFMZ�XJUI� UIFJS� TVQQMJFST�XIJDI�IFMQT� UIF�
distributor set itself apart from fierce competition, while simultaneously helping the 
NBOVGBDUVSFS�CVJME�B�NBSLFU�GPS�JUT�QSPEVDUT��7

3FUVSOJOH�UP�UIF�SFMBUJPOTIJQ�CFUXFFO�1�(�BOE�8BM�.BSU�XIBU�CFOFGJUT�EPFT�UIF�
EPXOTUSFBN�SFUBJMFS�HBJO �*UT�JOWFOUPSJFT�BSF�MPXFS�CVU�XJUIPVU�UIF�SJTL�PG�TUPDLPVUT�
BOE�UIF�DIBJO�DBO�PGGFS�DVTUPNFST�MPXFS�QSJDFT�BOE�HSFBUFS�BWBJMBCJMJUZ�PG�XFMM�LOPXO�
brands. Wal-Mart is no longer responsible for managing its inventory (which is only 
a benefit if the function is done well, as it is in this case). The paperless transaction 
system also permits Wal-Mart to enjoy float, in that the retailer does not pay its sup-
plier until after the consumer pays for the merchandise. This system, though difficult 
to build and duplicate, has given Wal-Mart a formidable competitive advantage in the 
saturated retail arena.

The upstream and downstream motives to forge strong relationships thus are more 
TJNJMBS�UIBO�UIFZ�BQQFBS�BU�GJSTU�HMBODF��'JHVSF������TVNNBSJ[FT�UIF�QSFDFEJOH�EJTDVT-
sion and notes the parallels between the interests of both sides. As this figure shows, 
upstream and downstream channel members fundamentally pursue relationships for the 
same reason: to attain an enduring competitive advantage that leads to profit. Both 
QBSUJFT�TFFL�UP�JNQSPWF�UIFJS�DPPSEJOBUJPO�XJUIJO�UIF�DIBOOFM�UP�TFSWF�DVTUPNFST�CFUUFS�
BOE� SFEVDF� BDDPVOUJOH� BOE�PQQPSUVOJUZ� DPTUT��#PUI�QBSUJFT� TFFL� UP�CVJME� TUBCMF� SFMB-
tionships that are difficult to duplicate, which will discourage entry into their respec-
UJWF�CVTJOFTTFT��'VOEBNFOUBMMZ�DIBOOFM�SFMBUJPOTIJQT�NBZ�SFTFNCMF�NBSSJBHFT�PS�HPPE�
friendships, but the motives of both players are calculated strategically and economically.

Effectiveness of Strong Channel Relationships

%PFT�CVJMEJOH�TUSPOH�SFMBUJPOTIJQT�XJUI�DIBOOFM�QBSUOFST�QBZ�PGG �"U�GJSTU�HMBODF�UIF�
BOTXFS�DFSUBJOMZ�TFFNT�UP�CF�iZFT�w�$PNNJUUFE�QBSUJFT�USVTU�FBDI�PUIFS�BOE�USVTU�UPEBZ�
enhances performance tomorrow.8 Trusting parties do more for each other, going so 
far out of their way to help each other that their actions may come to resemble altru-
JTN�SBUIFS� UIBO�FDPOPNJD�QSPGJU�NBYJNJ[BUJPO��	5IJT�BQQFBSBODF�DBO�CF�EFDFJWJOH�
�
5SVTUJOH�QBSUJFT� GJOE� JU�FBTJFS� UP�DPNF�UP�BHSFFNFOUT�XPSL�PVU�DPOGMJDUT�BOE�XPSL�
with each other. In particular, trust helps the parties cope with and reverse unfa-
vorable outcomes.9 In this sense, trust is social capital, which organizations use to 
increase their effectiveness.
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'VSUIFSNPSF�EJGGFSFOUJBUJPO�BOE�DPNNJUNFOU�HP�UPHFUIFS��.BOVGBDUVSFST�XIPTF�
NBSLFUJOH�TUSBUFHZ�BJNT� UP�EJGGFSFOUJBUF� UIFJS�PGGFSJOHT� 	SBUIFS� UIBO�BEPQUJOH�B�DPTU�
MFBEFSTIJQ�TUSBUFHZ
�BSF�NPSF�MJLFMZ�UP�CVJME�DMPTFS�SFMBUJPOTIJQT�XJUI�DIBOOFM�NFN-
bers. These relationships enable manufacturers to implement their strategy success-
GVMMZ�XIJDI�JT�QBSUJDVMBSMZ�JNQPSUBOU�JO�NBOZ�JOEVTUSJBM�NBSLFUT�XIFSF�UIF�DIBOOFM�
SBUIFS�UIBO�BEWFSUJTJOH�IBT�UIF�NPTU�JNQBDU�PO�UIF�CSBOE�T�JNBHF���

"OE�JU�JT�OPU�KVTU�NBOVGBDUVSFST�UIBU�CFOFGJU��4PNF�EJTUSJCVUPST�IBWF�B�QSPOPVODFE�
market orientation��&WFO�NPSF�UIBO�UIFJS�QFFST�UIFZ�GPDVT�PO�DPMMFDUJOH�TQSFBEJOH�
and using information about customer needs to differentiate themselves. These distrib-
VUPST�PGUFO�BMMZ�XJUI�TVQQMJFST�XIP�BSF�BMTP�NBSLFU�PSJFOUFE��5IF�QBSUOFSTIJQ�UIBU�UIJT�

Motives to Ally 
Strategically The Upstream Channel Member The Downstream Channel Member

Fundamentals Motivates downstream channel 
members to represent it better
t�*O�DVSSFOU�NBSLFUT
t�8JUI�DVSSFOU�QSPEVDUT
t�*O�OFX�NBSLFUT
t�8JUI�OFX�QSPEVDUT

Avoids stockouts while keeping costs 
under control
t� �-PXFST�DPTUT�PG�BMM�GMPXT�QFSGPSNFE�

such as lower inventory holding 
costs

Generate customer 
preference

Coordinates marketing efforts more 
tightly with downstream channel 
members
t� �(FU�DMPTFS�UP�DVTUPNFST�BOE�

prospects
t� *ODSFBTF
t� 6OEFSTUBOEJOH�PG�UIF�NBSLFU

Coordinates marketing efforts 
more tightly with upstream channel 
members
t� �4FSWF�UIF�DVTUPNFS�CFUUFS
t� �$POWFSU�QSPTQFDUT�JOUP�DVTUPNFST
t� �/FU�FGGFDU��IJHIFS�WPMVNF�BOE�

margins

Preserve choice and 
flexibility of channel 
partners

Guarantees market access in the 
face of consolidation in wholesaling
t� ,FFQ�SPVUFT�UP�NBSLFU�PQFO
t� �3FCBMBODF�QPXFS�CFUXFFO�UIF�

manufacturer and surviving 
channels

Assures a stable supply of desirable 
products, even as manufacturers 
consolidate
t� �*O�DVSSFOU�NBSLFUT
t� 4FMMJOH�DVSSFOU�QSPEVDUT
t� 0QFOJOH�UP�OFX�NBSLFUT
t� 8JUI�OFX�QSPEVDUT

Strategic 
preemption

Erects barriers to entry to other 
brands
t� �*OEVDF�DIBOOFMT�UP�SFGVTF�BDDFTT
t� �*OEVDF�DIBOOFMT�UP�PGGFS�MPX�

levels of support to entrants

Differentiates itself from other 
downstream channel members
t� �4VQQMJFS�T�QSFGFSSFE�PVUMFU
t� �7BMVF�BEEFE�TFSWJDFT�EJGGJDVMU�UP�

copy and of high value to customers

Superordinate goal Seeks an enduring competitive 
advantage leading to profit
t� �3FEVDF�BDDPVOUJOH�BOE�

opportunity costs

Seeks an enduring competitive 
advantage leading to profit
t� �3FEVDF�BDDPVOUJOH�BOE�PQQPSUVOJUZ�

costs

FIGURE 12-2 Motives to create and maintain strong channel relationships
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NBSLFU�PSJFOUFE�QBJS�CVJMET�HJWFT�UIF�NBSLFU�PSJFOUFE�EJTUSJCVUPST�B�OPUBCMF�JNQSPWF-
ment in their financial performance.�� 5IJT�MJOLT�CBDL�UP�B�NFTTBHF�XF�PGGFSFE�FBSMZ�JO�
UIJT�CPPL�OBNFMZ�UIF�VMUJNBUF�DVTUPNFS�JT�BMXBZT�UIF�FOE�VTFS�OPU�UIF�OFYU�DIBOOFM�
member. The most successful channels are those in which all channel members realize 
UIJT�NFTTBHF�BOE�UBLF�BDUJPOT�UP�NFFU�FOE�VTFST��EFNBOET�

Because commitment today means cooperation tomorrow, the long time hori-
[PO�UIBU�NBSLT�B�SFMBUJPOTIJQ�DSFBUFT�CFUUFS�TUSBUFHJD�BOE�FDPOPNJD�PVUDPNFT��� They 
LOPX�UIFZ�XJMM�CF�UIFSF�UP�SFBQ�UIF�CFOFGJUT�TP�DIBOOFM�NFNCFST�BSF�NPSF�XJMMJOH�UP�
NBLF�JOWFTUNFOUT�UIBU�TFSWF�UIF�FOE�VTFS�SFEVDF�DPTUT�BOE�EJGGFSFOUJBUF�UIF�DIBOOFM�
system.

$PODSFUF�FWJEFODF�BMTP�TIPXT�UIBU�DIBOOFM�QBSUOFSTIJQT�HFOFSBUF�IJHIFS�QSPGJUT��
Typically, each side of a channel partnership collects more profit from its strong rela-
UJPOTIJQ�UIBO�GSPN�JUT�iPSEJOBSZw�SFMBUJPOTIJQT����$IBOOFM�QBSUOFSTIJQT�UIVT�HFOFSBUF�
higher profits and share them, rather than degenerating into a situation in which any 
POF�TJEF�HFUT�UIF�MJPO�T�TIBSF�PG�UIF�CFOFGJUT�UIF�QBSUOFSTIJQ�HFOFSBUFT�

But this does not mean that firms should invest to build strong relationships 
with all channel partners. Strong relationships are very difficult, and thus very 
costly, to create and maintain.�� And there is no guarantee that spending enough 
UJNF�BOE�NPOFZ�XJMM�NBLF�DPNNJUNFOU�IBQQFO��4PNF�DJSDVNTUBODFT�TJNQMZ�EP�OPU�
lend themselves to the vertical, quasi-integration represented by alliances or strong 
relationships.��� &WFO� JO� UIF� SJHIU� DJSDVNTUBODFT� CVJMEJOH� DPNNJUNFOU� JT� OPU� FBTZ��
8PSTU�PG�BMM�XF�LOPX�IPX�UP�recognize committed relationships when we see them, 
CVU�XF�DBOOPU�TQFDJGZ�FYBDUMZ�IPX�UP�create some of the critical properties of a com-
mitted relationship.

BUILDING CHANNEL COMMITMENT

Need for Expectations of Continuity

A channel member who wants to build commitment in a relationship must begin by 
CVJMEJOH�UIF�FYQFDUBUJPO�UIBU�QSPTQFDUJWF�QBSUOFST�XJMM�CF�EPJOH�CVTJOFTT�GPS�B�MPOH�
time. The expectation of continuity is essential before any organization can cooper-
ate and invest to build a future.���"OE�DPOUJOVJUZ�DBOOPU�CF�UBLFO�GPS�HSBOUFE��$IBOOFM�
NFNCFST�LOPX�UIBU�UIFZ�XJMM�CF�SFQMBDFE�JG�UIFJS�QFSGPSNBODF�GBJMT�UP�TBUJTGZ�

In environments in which legal barriers to termination are low (such as the 
6OJUFE�4UBUFT
�DIBOOFM�NFNCFST�BMTP�GFBS�UIFZ�XJMM�CF�SFQMBDFE�FWFO�JG�UIFJS�QFSGPS-
mance does�TBUJTGZ��'PS�FYBNQMF�QSJODJQBMT�PGUFO�FOHBHF�BHFOUT�PS�SFTFMMFST�UP�SFQSF-
TFOU�QSPEVDUT�UIBU�BSF�TFDPOEBSZ�PS�UP�QFOFUSBUF�NBSLFUT�UIFZ�DPOTJEFS�QFSJQIFSBM��*G�
UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�NBLFT�B�TVDDFTT�PG�UIF�CVTJOFTT�JU�MPHJDBMMZ�TIPVME�
GFBS� UIBU� UIF�NBOVGBDUVSFS�XJMM� UBLF�CVTJOFTT� BXBZ�PS� SFOFHPUJBUF� UIF� UFSNT�PG� UIF�
BSSBOHFNFOU�UP�BQQSPQSJBUF�TPNF�PG�UIF�VOFYQFDUFE�HBJOT���

What inspires confidence that a business relationship will last?��� $POUJOVJUZ�
FYQFDUBUJPOT�JODSFBTF�JO�UIF�QSFTFODF�PG�UIF�GPMMPXJOH�

t�5SVTU
t�5XP�XBZ�DPNNVOJDBUJPO
t�"�SFQVUBUJPO�GPS�GBJS�EFBMJOH
t�"�MPOH�TUBOEJOH�TUBCMF�SFMBUJPOTIJQ
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t�#BMBODFE�QPXFS
t�$PNCJOFE�TUBLFT

4QFDJGJDBMMZ�XIFO�EPXOTUSFBN�DIBOOFM�NFNCFST�FYQFDU�UP�EP�CVTJOFTT�PO�CFIBMG�
PG�B�QSJODJQBM�UIFZ�MJLFMZ�trust the manufacturers (as we discuss more in a subsequent 
section) and enjoy two-way communication�JODMVEJOH�BDUJWF�HJWF�BOE�UBLF�PG�JEFBT�
with that manufacturer. Trust and communication operate in a reinforcing cycle: More 
trust leads to more communication leads to more trust leads to more communication, 
and so forth. Thus, frequent, candid, detailed mutual communication is a must for a 
healthy channel partnership.�� However, more than a few members of would-be chan-
nel partnerships assume they enjoy better communication and higher trust levels than 
they really do.

%PXOTUSFBN�DIBOOFM�NFNCFST�BMTP�FYQFDU�DPOUJOVJUZ�XIFO�UIFJS�NBOVGBDUVSFS�
partners have a reputation for treating other channel members fairly, as well as when 
they have been doing business with their manufacturer partner for some time already. 
But long-standing, seemingly stable channel relationships also can hide problems. In 
particular, communication is often rather low in older relationships, as though the 
UXP�QBSUJFT�BTTVNF�UIFZ�LOPX�FBDI�PUIFS�TP�XFMM�UIBU�DPNNVOJDBUJPO�JT�TVQFSGMVPVT��
0MEFS� DIBOOFM� SFMBUJPOTIJQT� GSFRVFOUMZ� MPPL� TUSPOHFS� UIBO� UIFZ� SFBMMZ� BSF� CFDBVTF�
CPUI�TJEFT� UBLF� UIFN�GPS�HSBOUFE�BOE�QFSNJU�DPNNVOJDBUJPO�UP�EFDMJOF��&WFOUVBMMZ�
UIFJS�MBDL�PG�DPNNVOJDBUJPO�XJMM�EBNBHF�UIF�USVTU�UIBU�IBT�CVJMU�VQ�JO�UIFTF�PME�TUBCMF�
relationships.

$POUJOVJUZ� FYQFDUBUJPOT� BSF� IJHIFS�XIFO�QPXFS� JT�balanced in a relationship. 
*NCBMBODFE�QPXFS�DBVTFT�UIF�XFBLFS�QBSUZ�UP�GFBS�CFJOH�FYQMPJUFE�TVDI�UIBU�JU�JT�NPSF�
MJLFMZ�UP�EFGFDU��,OPXJOH�UIJT�UIF�TUSPOHFS�QBSUZ�EJTDPVOUT�UIF�QPUFOUJBM�GPS�B�GVUVSF�
SFMBUJPOTIJQ�CFDBVTF�JU�FYQFDUT�UIF�XFBLFS�QBSUZ�UP�XJUIESBX�PS�HP�PVU�PG�CVTJOFTT��
Thus, even when one party has the upper hand, it has less confidence that its relation-
ship will last, compared with a balanced power scenario. But balanced power does not 
ensure a strong relationship, despite its continuity�BT�XF�OPUFE�JO�$IBQUFSù��.

'JOBMMZ�UIF�combined stakes of the two parties also play a role: The more both 
TJEFT�HFU�GSPN�UIF�SFMBUJPOTIJQ�UIF�NPSF�UIFZ�FYQFDU�JU�UP�DPOUJOVF��"U�MFBTU�POF�QBSUZ�
has too much to lose to let the relationship end without fighting to preserve it. Ideally, 
CPUI�QBSUJFT�IBWF�TUBLFT�	F�H��CPUI�EFSJWF�TVCTUBOUJBM�SFWFOVFT�GSPN�UIF�BSSBOHFNFOU
�
so both parties have an interest in avoiding a capricious end to the relationship end.

The belief among channel partners that their relationship has a future is a mini-
mal condition for commitment. But to erect a true, strong, relational-based partner-
TIJQ�UIF�OFYU�TUFQ�EFNBOET�UIBU�FBDI�TJEF�BMTP�believe that its partner is committed.

Need for Reciprocation: Mutual Commitment

8JUI� TPNF� FYQFDUBUJPO� PG� DPOUJOVJUZ� B� TUSPOH� SFMBUJPOTIJQ� OFYU� SFRVJSFT� UIF� PUIFS�
QBSUZ�T�DPNNJUNFOU����&BSOJOH�UIJT�DPNNJUNFOU�EFNBOET�UIBU�UIF�GPDBM�QBSUZ�CF�DPN-
mitted itself. That is, asymmetric commitment is rare. Any partner to a relationship is 
going to do its own calculations. Why should it accept the obligations of being com-
mitted, unless it believes its counterpart is also committed and ready to assume its 
PXO�PCMJHBUJPOT �$IBOOFM�NFNCFST�UIBU�EPVCU�UIF�DPNNJUNFOU�PG�BOPUIFS�PSHBOJ[B-
tion may proclaim themselves partners, in the interest of preserving appearances, but 
they do not believe in, nor do they practice, commitment.
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%FDFQUJPO�DFSUBJOMZ�TFFNT�QPTTJCMF�JO�UIJT�DBTF�TVDI�BT�XIFO�POF�QBSUZ�TFFLT�
to convince its channel partner that its commitment is genuine, even when it is not. 
:FU�NPTU�FWJEFODF�TVHHFTUT�UIBU�UIJT�TUSBUFHZ�SBSFMZ�XPSLT��6QTUSFBN�BOE�EPXOTUSFBN�
DIBOOFM�NFNCFST�BSF�VTVBMMZ�XFMM�JOGPSNFE�BCPVU�FBDI�PUIFS�T�USVF�MFWFM�PG�DPNNJU-
ment. And they carefully and dynamically condition their own attitudes, depending 
PO�XIBU� UIFZ� 	SFBTPOBCMZ� BDDVSBUFMZ
� CFMJFWF� BCPVU� UIF� PUIFS� QBSUZ�T� DPNNJUNFOU��
5IFTF�BDDVSBUF�BTTFTTNFOUT�BSF�QPTTJCMF�CFDBVTF�PSHBOJ[BUJPOT�VOMJLF�TPNF�QFPQMF�
BSF�OPU�WFSZ�HPPE�BDUPST��&WFO�JG�FWFSZ�CPVOEBSZ�TQBOOFS�BOE�QPJOU�PG�DPOUBDU�XFSF�
JOTUSVDUFE�UP�QVU�VQ�B�GBÎBEF�UIF�DPVOUFSQBSU�VMUJNBUFMZ�DBO�TFF�UISPVHI�JU��5IJT�XPSLT�
CPUI�XBZT��5SVMZ�DPNNJUUFE�GJSNT�NBZ�DMBJN�FYUFSOBMMZ�UIBU�UIFZ�BSF�RVFTUJPOJOH�UIFJS�
commitment, in an attempt to conceal their dependence or vulnerability. But this pro-
jection fails too, and partners are rarely misled.

Wisely then, organizations do not gauge intentions by what their partner says 
but by what it does�BOE�IBT�EPOF��5IF�QBTU� MJOHFST� JO� SFMBUJPOTIJQT��'PS�FYBNQMF�
B�DFSUBJO�MFWFM�PG�DPOGMJDU�JT�UP�CF�FYQFDUFE�JO�NBSLFUJOH�DIBOOFMT�CVU�TPNF�QBSUJFT�
IBWF�FYQFSJFODFE�VOVTVBMMZ�IJHI�MFWFMT�PG�NBOJGFTU�DPOGMJDU�	TFF�$IBQUFS���
. These 
SFMBUJPOTIJQT�BSF�EJGGJDVMU�UP�TBMWBHF��4VTUBJOFE�DPOGMJDU�DPNFT�UP�PQFSBUF�MJLF�B�GFVE�
NBLJOH�JU�FYUSFNFMZ�EJGGJDVMU�UP�NPWF�PO�BOE�CVJME�DPNNJUNFOU��#PUI�VQTUSFBN�BOE�
EPXOTUSFBN� DIBOOFM� NFNCFST� MJLFMZ� EJTDPVOU� UIF� DPNNJUNFOU� PG� PME� BEWFSTBSJFT�
FWFO�BGUFS�NBOBHFNFOU�DIBOHFT�PS�XJUI�BTTVSBODFT�UIBU�iFWFSZUIJOH�XJMM�CF�EJGGFSFOU�
OPX�w�5IVT�NBOBHFST�XIP�BMMPX�DPOGMJDU�UP�SFNBJO�PVU�PG�DPOUSPM�GPS�FYUFOEFE�QFSJPET�
are incurring opportunity costs that they might not recognize, because the relation-
TIJQ�JT�VOMJLFMZ�UP�CFDPNF�B�USVF�QBSUOFSTIJQ�FWFS�FWFO�JG�QFBDF�VMUJNBUFMZ�JT�BDIJFWFE�

5IF�QBTU�MJOHFST�JO�B�QPTJUJWF�TFOTF�UPP��0ODF�USVTU�JT�FTUBCMJTIFE�CFUXFFO�PSHB-
nizations, it persists, even when individual employees move on.�� This trait may seem 
surprising, because we often conceive of intangible relational states (e.g., trust, con-
flict, agreement on goals) as related only to people. But instead, relational states can 
belong to organizations, such that they outlive personnel turnover. Organizational 
memory effectively conditions what each party perceives with regard to the commit-
ment level of its channel counterpart.

4VTQJDJPOT�PG�VOCBMBODFE�DPNNJUNFOU� JOJUJBUF�B�NVMUJTUBHF�QSPDFTT�PG� DIBOHF�
in a relationship. In the first stage, one party suspects—usually accurately—that it 
is more committed to the relationship than is the other party. In this uncomfortable 
QPTJUJPO�UIF�GPDBM�QBSUZ�GFFMT�iPWFSDPNNJUUFEw�BOE�WVMOFSBCMF�GFBST�CFJOH�FYQMPJUFE�
perceives more relationship conflict, and derives lower profits than it would if com-
NJUNFOU� MFWFMT�XFSF�NPSF�CBMBODFE��$POWFSTFMZ� UIF�iVOEFSDPNNJUUFEw�QBSUZ�FOKPZT�
its position of being less tied to the relationship, leaving it more satisfied with what 
it gains from its partnership. But the situation cannot go on indefinitely. In stage 
UXP�UIF�PWFSDPNNJUUFE�QBSUZ�TFFLT�UP�GJOE�B�XBZ�UP�CSJOH�UIF�SFMBUJPOTIJQ�CBDL�JOUP�
alignment.

These stages describe a cycle of perception followed by adjustment. Two par-
ties, such as a supplier and a distributor, reveal their levels of commitment, whether 
deliberately or inadvertently (or both). The resulting perceptions of commitment tend 
to be reasonably accurate and allow organizations to calibrate their own commitment, 
as an act of reciprocity. Thus, commitment tends toward alignment, often at mutually 
low levels. To increase commitment, one party must convince the other that its true 
commitment is higher and allow reciprocity to raise their mutual commitment levels.
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Strategies for Building Commitment

*NBHJOF�ZPV�BSF�B�EJTUSJCVUPS�EFBMJOH�XJUI�B�TVQQMJFS��:PV�HBVHF�UIF�TVQQMJFS�T�DPN-
NJUNFOU�UP�ZPV�PO�UIF�CBTJT�PG�JUT�QBTU�CFIBWJPS�GPDVTJOH�PO�UXP�DSJUJDBM�RVFTUJPOT��	�
�
)BWF�ZPV�IBE�BO�BDSJNPOJPVT�DPOGMJDU�MBEFO�QBTU�XJUI�UIJT�TVQQMJFS �	�
�8IBU�BDUJPOT�
EP�ZPV�BOUJDJQBUF�UIF�TVQQMJFS�UBLJOH�UP�UJF�JUTFMG�UP�ZPVS�CVTJOFTT 

5IFTF�BOUJDJQBUFE�BDUJPOT�UBLF�UXP�GPSNT��TFMFDUJWJUZ�BOE�TQFDJBMJ[FE�JOWFTUNFOUT��
'JSTU�B�IJHIFS�EFHSFF�PG�selectivity by the supplier gives you some degree of pro-
tection from competitors that might sell the same brand. With such high selectivity 
FYFSDJTFE�CZ�UIF�TVQQMJFS�JO�JUT�DPWFSBHF�PG�ZPVS�NBSLFU�ZPV�MJLFMZ�DPNF�UP�CFMJFWF�
that the supplier is truly committed to a business partnership with you. At the limit, 
JG�ZPV�PCUBJO�UFSSJUPSZ�FYDMVTJWJUZ�ZPV�XJMM�SFHBSE�UIF�TVQQMJFS�BT�IJHIMZ�DPNNJUUFE��
$POWFSTFMZ�JG�OFBSMZ�FWFSZ�PUIFS�DPNQFUJUPS�JO�ZPVS�NBSLFU�TFMMT�UIJT�CSBOE�UPP�ZPV�
perceive little commitment from your supplier.

This question becomes somewhat more complicated when your supplier prac-
tices direct selling and maintains house accounts to serve some of its customers 
directly, in direct competition with you. Although such competition seemingly should 
destroy your confidence in its commitment, manufacturers often practice direct sell-
ing, even to a rather substantial degree, while still inspiring confidence in their com-
NJUNFOU��3FHBSEMFTT�PG�XIBU�ZPV�NJHIU� TBZ�ZPV� MJLFMZ� UPMFSBUF� TPNF�EJSFDU� TFMMJOH�
CFDBVTF�ZPV�LOPX�TPNF�DVTUPNFST�XJMM�POMZ�EFBM�EJSFDUMZ�XJUI�UIF�TVQQMJFS��*O�UIBU�
DBTF�UIF�TVQQMJFS�T�EJSFDU�TFMMJOH�EPFT�OPU�UBLF�BXBZ�BOZ�PG�ZPVS�CVTJOFTT��*U�NJHIU�
even relieve you of some channel duties that you do not want to perform, for specific 
DVTUPNFST�XJUI�TVCTUBOUJBM�EFNBOET��0UIFS�NBOVGBDUVSFST�NBZ�USZ�UP�DBNPVGMBHF�UIF�
GVMM�FYUFOU�PG�UIFJS�EJSFDU�TFMMJOH�CVU�UIJT�GJC�JT�OPU�SFBMMZ�B�NBKPS�GBDUPS��3BUIFS�UIF�LFZ�
point is your perception that the manufacturer is handling its direct business fairly, as 
opposed to being greedy and stealing business you could have earned.

4FDPOE�TVQQMJFST�NJHIU�TFFL�UP�CVJME�BTTFUT�UIBU�BSF�EFEJDBUFE�UP�ZPVS�SFMBUJPO-
ship and that cannot be redeployed in connection with another distributor. These 
idiosyncratic investments are customized to your relationship; if the supplier were 
to replace you, it would need to write off (or at least greatly write down) this invest-
ment. To duplicate the value it has created through this investment and in its relation-
TIJQ�XJUI�ZPV�UIF�TVQQMJFS�XPVME�OFFE�UP�NBLF�B�OFX�JOWFTUNFOU�JO�B�DPNQFUJUPS�UIBU�
SFQMBDFT�ZPV��4PNF�OPUBCMF�EJGGJDVMU�UP�SFEFQMPZ�JOWFTUNFOUT�JODMVEF�UIF�GPMMPXJOH�

t�4VQQMJFS�QFSTPOOFM�BOE�GBDJMJUJFT�EFEJDBUFE�UP�B�TJOHMF�EJTUSJCVUPS
t�"�TVQQMJFS�T�TUPDL�PG�MFBSOJOH�BCPVU�ZPV�TVDI�BT�ZPVS�NFUIPET�ZPVS�QFPQMF�

ZPVS�TUSFOHUIT�BOE�ZPVS�XFBLOFTTFT
t�$PNQBUJCMF�SFQPSUJOH�TZTUFNT�HFBSFE�UP�UIF�QFDVMJBSJUJFT�PG�ZPVS�TZTUFN�	FTQF-

cially if your system is proprietary)
t�*OWFTUNFOUT�EFTJHOFE�UP�JEFOUJGZ�ZPVS�CVTJOFTT�BOE�JUT�CVTJOFTT�JO�UIF�NJOET�PG�

customer
t�*OWFTUNFOUT�JO�HFOFSBM�USBJOJOH�QSPHSBNT�BOE�PUIFS�SFTPVSDFT�UIBU�IFMQ�ZPV�SVO�

your business better
t�"�MPDBUJPO�OFBS�ZPV�CVU�BU�B�SFNPWF�GSPN�ZPVS�DPNQFUJUPST

These assets vary in how easy they are to deploy, but all of them are costly 
UP� NPWF�� "� TXJUDI� JO� EJTUSJCVUPST� NFBOT� FNQMPZFFT� NVTU� CF� EJTSVQUFE�� %FEJDBUFE�



� $IBQUFS���� t� .BOBHJOH�$IBOOFM�3FMBUJPOTIJQT 363

QFSTPOOFM�NBZ�CF�SFBTTJHOFE�JG�UIFSF�JT�PUIFS�XPSL�GPS�UIFN�CVU�UIFJS�SFMBUJPOTIJQT�
XJUI�ZPV�CFDPNF�XPSUIMFTT��'BDJMJUJFT�NBZ�CF�SFUSPGJUUFE�JG�UIFZ�BSF�TUJMM�OFFEFE�CVU�
only with additional effort. Learning about you must be discarded. The supplier could 
offer training programs to your replacement, but doing so does not recoup the train-
JOH�FYQFOTFT�BOE�FGGPSUT�BMSFBEZ�JOWFTUFE�JO�ZPV��5IF�TVQQMJFS�BMTP�DPVME�TFSWF�ZPVS�
DPNQFUJUPST�GSPN�B�EJTUBOU�MPDBUJPO�CVU�UIBU�XJMM�JODVS�FYUSB�DPTUT��8PSTU�PG�BMM�GPS�UIF�
TVQQMJFS�JU�XJMM�CF�GPSDFE�UP�FYQMBJO�UP�DVTUPNFST�XIZ�JUT�EPXOTUSFBN�SFQSFTFOUBUJPO�
has changed.

4VDI�JEJPTZODSBUJD�JOWFTUNFOUT�BSF�LOPXO�BT�credible commitments, pledges, 
or relationship-specific investments. When manufacturers invest in you, your con-
fidence in their commitment should soar, because they are erecting barriers to their 
own�FYJU�GSPN�UIFJS�SFMBUJPOTIJQ�XJUI�ZPV�

/PX�UBLF�UIF�QFSTQFDUJWF�PG�UIF�PUIFS�TJEF�PG�UIF�SFMBUJPOTIJQ��:PV�BSF�UIF�TVQ-
QMJFS�HBVHJOH�IPX�DPNNJUUFE�UIF�EJTUSJCVUPS�JT�UP�JUT�SFMBUJPOTIJQ�XJUI�ZPV��:PV�MJLFMZ�
discount pledges of commitment from partners who previously have had acrimonious 
relationships with you. You instead believe in the commitment of a distributor that 
gives you some degree of selectivity in your product category. At the limit, you will be 
JOTQJSFE�CZ�UIF�BQQBSFOU�DPNNJUNFOU�PG�B�EJTUSJCVUPS�UIBU�HJWFT�ZPV�DBUFHPSZ�FYDMVTJW-
ity (i.e., in your category, the distributor carries only your brand). And you will believe 
in the commitment of a distributor that invests in you in an idiosyncratic manner, such 
as one that

t�%FEJDBUFT�QFPQMF�BOE�GBDJMJUJFT�UP�ZPVS�MJOF�
t�*OWFTUT�JO�VQHSBEJOH�BOE�USBJOJOH�UIF�QFSTPOOFM�TFSWJOH�ZPVS�MJOF�
t�4FFLT�UP�MFBSO�BCPVU�ZPV�BOE�CVJME�SFMBUJPOT�XJUI�ZPVS�QFPQMF�
t�5SBJOT�JUT�DVTUPNFST�JO�UIF�VTF�PG�ZPVS�MJOF�
t�"UUFNQUT�UP�BMMZ�JUT�OBNF�BOE�ZPVST�JO�DVTUPNFST��NJOET�
t�*OWFTUT� JO�B�SFQPSUJOH�TZTUFN�UIBU� JT�QBSUJDVMBSMZ�DPNQBUJCMF�XJUI�ZPVST�	FTQF-

cially if yours is proprietary).
t�-PDBUFT�JUT�GBDJMJUJFT�OFBS�ZPV�BOE�GBS�GSPN�ZPVS�DPNQFUJUPST�

As these parallel signals of commitment reveal, suppliers and distributors, 
VQTUSFBN�BOE�EPXOTUSFBN�MPPL�GPS�TJNJMBS�UIJOHT�GSPN�UIFJS�QBSUOFST��"�QBSUOFS�UIBU�
NBLFT� JEJPTZODSBUJD� JOWFTUNFOUT�PGGFST�HSFBUFS�TFMFDUJWJUZ�BOE�JT�OPU�TUBJOFE�CZ�UIF�
MJOHFSJOH�TFOTF�PG�DPOGMJDU�JT�POF�UIBU�JT�DPNNJUUFE�XIJDI�MJLFMZ�DBVTFT�ZPV�UP�CFMJFWF�
in the future of your relationship and commit yourself as well.

HOW DOWNSTREAM CHANNEL MEMBERS COMMIT� "O� FYIJCJUJPO� PG� DPNNJUNFOU�
inspires commitment. But other options are available for encouraging downstream 
channel members to commit to a supplier. At a fundamental level, a distributor enters 
SFMBUJPOTIJQT�JG�JU�CFMJFWFT�UIF�QBZPGGT�XJMM�KVTUJGZ�UIF�DPTUT��5IFSFGPSF�JU�FYQFDUT�SFTVMUT�
that it cannot get through a more conventional, less committed relationship.

To achieve these results, the distributor dedicates resources to the supplier, 
JODMVEJOH�EFEJDBUFE�QFSTPOOFM�KPJOU�NBSLFUJOH�BOE�TP�GPSUI��5IFTF�JOWFTUNFOUT�SFQSF-
TFOU�UIF�EJTUSJCVUPS�T�FGGPSUT�UP�FYQBOE�UIF�QJF�UIBU�JT�UP�HFOFSBUF�FYDFQUJPOBM�SFTVMUT�
GPS� UIF�FOUJSF�NBSLFUJOH�DIBOOFM��� If these investments are well considered, if the 
TVQQMJFS�XPSLT�XJUI�UIF�EJTUSJCVUPS�BOE�if the distributor collects an equitable share 
PG� UIF�QJF� UIF�EJTUSJCVUPS� JT�NPUJWBUFE� UP� JOWFTU�NPSF� JO� UIF� GVUVSF��0WFS� UJNF� UIF�
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accumulated investments a distributor has made become a motive to commit. The dis-
USJCVUPS�XPSLT�UP�LFFQ�JUT�SFMBUJPOTIJQ�HPJOH�UP�QSPUFDU�JUT�BDDSVFE�JOWFTUNFOUT�

*O�BEEJUJPO�UXP�XBZ�DPNNVOJDBUJPO�JOWPMWJOH�UIF�GSFF�FYDIBOHF�PG�JOGPSNBUJPO�
	FWFO� PS� QFSIBQT� FTQFDJBMMZ� TFOTJUJWF� EFUBJMT
� DMPTF� QBSUJDJQBUJPO� JO� UIF� TVQQMJFS�T�
NBSLFUJOH�FGGPSUT�BMMPXJOH�TVQQMJFST�UP�TFF�JUT�XFBLOFTTFT�BOE�TUSFOHUIT�BOE�HJWJOH�
BEWJDF�UP�UIF�TVQQMJFS�DBO�FOIBODF�DPNNJUNFOU�BT�XFMM��0G�DPVSTF�OP�EJTUSJCVUPS�XJMM�
VOEFSUBLF�UIFTF�BDUJPOT�JG�UIF�TVQQMJFS�FYQSFTTFT�VOXJMMJOHOFTT��5XP�XBZ�DPNNVOJDB-
tion is a two-way street.

HOW UPSTREAM CHANNEL MEMBERS COMMIT� 4P� XIBU� BDUJPOT� EP� TVQQMJFST� UBLF�
UIBU�DPNNJU�UIFN�UP�UIFJS�EPXOTUSFBN�DIBOOFM�NFNCFS �#FGPSF�NBLJOH�JOWFTUNFOUT�
NBOZ� SJHPSPVTMZ�WFSJGZ� UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�T�BCJMJUZ�BOE�NPUJWBUJPO��� 
0ODF�UIFZ�IBWF�JEFOUJGJFE�WJBCMF�EJTUSJCVUPST�UIFZ�DBO�NBLF�JEJPTZODSBUJD�JOWFTUNFOUT�
UP�FYQBOE�UIF�DIBOOFM�QJF�TVDI�BT�USBJOJOH�NJOHMJOH�UIFJS�CSBOE�JNBHF�XJUI�UIF�EJT-
USJCVUPS�T�JNBHF�BOE�TP�GPSUI��4VDI�JOWFTUNFOUT�CPUI�HSPX�UIF�QJF�BOE�TUSFOHUIFO�UIF�
relationship.

Two-way communication again plays a substantial role,�� because it enables the 
NBOVGBDUVSFS�UP�MPPL�PWFS�UIF�XBMM�BOE�TFF�UIF�NBSLFU�UIBU�UIF�EJTUSJCVUPS�TFSWFT��5IJT�
transparency is somewhat dangerous for the distributor, because the supplier can use 
UIBU�JOGPSNBUJPO�UP�FYQMPJU�PS�DPNQFUF�BHBJOTU�UIF�EPXOTUSFBN�DIBOOFM�NFNCFS�

'JOBMMZ� JU� JT�XPSUI�IJHIMJHIUJOH� UIBU� GJSNT� DBO� DSFBUF� B� DMPTF� DPNNJUUFE� SFMB-
UJPOTIJQ�XJUIPVU�DSFBUJOH�B�TVDDFTTGVM�DIBOOFM��5IF�TJNQMF�GBDU�UIBU�UXP�GJSNT�XPSL�
together in a closely coordinated way does not ensure their success or the success of 
UIF�DIBOOFM��4PNF�DMPTF�DPNNJUUFE�GJSNT�NFSFMZ�SFJOGPSDF�FBDI�PUIFS�T�EFEJDBUJPO�UP�
a poor strategy.

BUILDING CHANNEL TRUST

"OPUIFS�FMFNFOU�JT�FTTFOUJBM�UP�TUSPOH�SFMBUJPOTIJQT��USVTU��5P�TPNF�FYUFOU�USVTU�DBO�
CF�DSFBUFE�CZ�NBLJOH�SFMBUJPOTIJQ�TQFDJGJD�JOWFTUNFOUT�BOE�DPNNVOJDBUJOH��#VU�USVTU�
BMTP� JT� GBS�NPSF� DPNQMFY�� *U� JT� B� GVODUJPO�PG�EBJMZ� JOUFSBDUJPOT�NBOZ�PG�XIJDI�BSF�
CFZPOE�UPQ�NBOBHFNFOU�T�DPOUSPM��8F�UIFSFGPSF�NPWF�OFYU�UP�UIF�RVFTUJPO�PG�IPX�UP�
use the concept of trust to build stronger channel relationships.

8IBU�HPFT�PO�iJO�UIF�USFODIFTw�	J�F��UIF�DPOEVDU�PG�EBJMZ�CVTJOFTT
�IBT�BO�FOPS-
mous impact on relationship formation, far more than pronouncements from cor-
QPSBUF�IFBERVBSUFST��%BJMZ� JOUFSBDUJPOT�CFUXFFO�JOEJWJEVBMT� JO�UIF�DIBOOFM� MFBE�UIF�
DIBOOFM�DVMUVSF�UP�JNQSPWF�EFHSBEF�PS�TUBZ�TUBCMF��*O�UIJT�DPNQMFY�QJDUVSF�UIF�DVNV-
lative effects of daily interactions condition the relationship. In particular, daily events 
BOE�POF�PO�POF�JOUFSBDUJPOT�EFUFSNJOF�IPX�NVDI�USVTU�FYJTUT�XIJDI�JT�FTTFOUJBM�GPS�B�
relationship to function and for building commitment.

Trust, though easy to recognize, is difficult to define.�� Trust in a channel mem-
ber is usefully conceptualized as confidence that the other party is honest (stands by 
its word, fulfills obligations, is sincere), together with assessments of the other party 
as benevolent, implying confidence that the other party is genuinely interested in 
POF�T�XFMGBSF�BOE�JOUFSFTUT�TVDI�UIBU�JU�XJMM�TFFL�NVUVBM�HBJOT�SBUIFS�UIBO�NBOJQVMBUF�
BMM�UIF�HBJOT�GPS�JUTFMG��0WFSXIFMNJOH�GJFME�FWJEFODF�TIPXT�UIBU�JO�DIBOOFM�SFMBUJPO-
ships, honesty and benevolence go together; where one is missing, so is the other. To 
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trust a channel member is to believe in its integrity and concern for mutual well-being. 
5P�EJTUSVTU�JT�UP�GFBS�EFDFQUJPO�BOE�FYQMPJUBUJPO�

A strong relationship requires mutual commitment, and commitment cannot 
PDDVS�XJUIPVU�USVTU��4VDI�CFIBWJPS�JT�SBUJPOBM��*U�PCWJPVTMZ�XPVME�CF�B�NJTUBLF�UP�JOWFTU�
SFTPVSDFT�TBDSJGJDF�PQQPSUVOJUJFT�BOE�CVJME�B�GVUVSF�XJUI�B�QBSUZ�CFOU�PO�FYQMPJUBUJPO�
and deception. A reasonable level of trust is necessary for any channel relationship 
UP�GVODUJPO��%JTUSVTU�DBOOPU�DIBSBDUFSJ[F�DIBOOFM�SFMBUJPOTIJQT�GPS�MPOH��JU�FJUIFS�HFUT�
SFTPMWFE�PS�UIF�DIBOOFM�EJTTPMWFT��#VU�DPNNJUUFE�SFMBUJPOTIJQT�FYIJCJU�IJHIFS�UIBO�
usual trust levels.

Need for Economic Satisfaction

$IBOOFM�NFNCFST�DPNNJU�XJUI�B�SBUJPOBM�FYQFDUBUJPO�PG�GJOBODJBM�SFXBSET��5IFZ�XJMM�
not commit without the prospect of financial returns, nor will they wait indefinitely 
GPS� UIPTF� SFXBSET� UP�NBUFSJBMJ[F��&DPOPNJD�TBUJTGBDUJPO�QMBZT�B� GVOEBNFOUBM� SPMF� JO�
building and maintaining trust, which is necessary for committed relationships.��

Economic satisfaction is a positive, affective (emotional) response to the eco-
OPNJD�SFXBSET�HFOFSBUFE�CZ�B�DIBOOFM�SFMBUJPOTIJQ��&DPOPNJD�SFXBSET�BSF�VMUJNBUFMZ�
GJOBODJBM��4P�XIZ�DBTU�UIFN�BT�BO�FNPUJPOBM�TUBUF�SBUIFS�UIBO�BT�VUJMJUZ �8IZ�OPU�TQFBL�
in terms of money rather than affect?

5IF�SFBTPO�JT�UIBU�DIBOOFM�NFNCFST�TJNQMZ�EPO�U�DPNQBSF�NPOFZ�EJSFDUMZ��*U�JT�
EJGGJDVMU�UP�QVU�B�QSFDJTF�BDDPVOUJOH�WBMVBUJPO�PO�NBOZ�PVUDPNFT�	F�H��IJHIFS�NBSLFU�
TIBSF�HSFBUFS�TUPSF�USBGGJD
��&WFO�XFSF�B�WBMVBUJPO�UP�CF�NBEF�JU�DBOOPU�CF�DPNQBSFE�
EJSFDUMZ� BDSPTT� PSHBOJ[BUJPOT� CFDBVTF� XIFSFBT� ������� FVSPT� PG� FDPOPNJD� SFUVSOT�
might thrill one channel member, it could disappoint another.

'VSUIFSNPSF�DIBOOFM�NFNCFST�EP�OPU�SFBDU�UP�TUSBJHIUGPSXBSE�SFTVMUT��5IFZ�SFBDU�
to how the results compare against several baselines they consider important, such as 
XIBU�UIFZ�IBE�FYQFDUFE�XIBU�UIFZ�DPOTJEFS�QPTTJCMF�XIBU�UIFZ�DPOTJEFS�FRVJUBCMF�PS�
XIBU�UIFZ�FYQFDU�UP�HBJO�GSPN�UIFJS�OFYU�CFTU�BMUFSOBUJWF�VTF�PG�SFTPVSDFT��5IF�NPSF�
UIF�SFUVSOT�FYDFFE�B�DIBOOFM�NFNCFS�T�iSFGFSFODF�WBMVFw�UIF�IJHIFS�JUT�MJLFMZ�MFWFM�PG�
TBUJTGBDUJPO��0ODF�BO�FYDFTT�JO�SFUVSOT�FYJTUT�UIF�DIBOOFM�NFNCFS�IBT�FWFSZ�SFBTPO�UP�
believe that the channel can continue to generate similarly high returns.�� Therefore, 
economic satisfaction, rather than economic outcomes, increases trust.

&DPOPNJD� TBUJTGBDUJPO� JT� TP� JNQPSUBOU� UIBU� NBOZ� GJSNT� BHSFF� UP� NBLF� SJTLZ�
generic investments in channel members. These investments create vulnerability, 
because they empower the recipient to use the invested asset in the service of com-
QFUJUPST��:FU� GJSNT� UIBU� UBLF� UIJT� SJTL� PGUFO� BSF� SFXBSEFE�XJUI� IJHIFS� DPNNJUNFOU�
FTQFDJBMMZ� JG� UIFZ� BSF� JOEVTUSZ� MFBEFST� BOE� UIJOL� UP� DPNCJOF� HFOFSJD� BOE� JEJPTZO-
DSBUJD�BTTFUT�UPHFUIFS�JO�B�QBDLBHF����4JEFCBS������PGGFST�BO�FYBNQMF�GSPN�UIF�UPCBDDP�
industry.

6OGPSUVOBUFMZ�XF�WF�FTUBCMJTIFE� TPNF�DJSDVMBS� MPHJD�IFSF��0SHBOJ[BUJPOT�CVJME�
strong channel relationships to produce outcomes and increase economic satisfaction. 
&DPOPNJD� TBUJTGBDUJPO� JODSFBTFT� USVTU� BOE� UIFSFGPSF� CVJMET� SFMBUJPOTIJQT�� 4P� JT� FDP-
nomic performance a cause or an effect of committed relationships?

8FMM� JU�T� CPUI�� 5IF� CFUUFS� UIF� DIBOOFM� QBSUOFSTIJQ� QFSGPSNT� GJOBODJBMMZ� UIF�
more satisfied the parties are (at least roughly), and the more they trust the relation-
TIJQ��5IJT�USVTU�CVJMET�DPNNJUNFOU�XIJDI�IFMQT�UIF�QBSUJFT�FYQBOE�UIFJS�QJF�XIJDI�
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increases satisfaction (unless the baseline comparison jumps higher than the results), 
which enhances trust, and so forth.

This description suggests a virtuous cycle. But the situation also can be difficult, 
in that we need good results to build a relationship, but we need a relationship to gen-
erate good results. This process has to start somewhere. The question is where. How 
do we build relationships without economic performance to establish trust?

Strategies for Building Channel Partners’ Trust

A substantial body of evidence indicates that trust is associated with several other 
properties, many of which involve psychological notions of noneconomic satisfaction. 
Because of their positive, affective (i.e., emotional) response to psychosocial aspects 
of the relationship,�� satisfied channel members find interactions with their channel 
QBSUOFST� GVMGJMMJOH� HSBUJGZJOH� BOE� FBTZ��5IFZ� BQQSFDJBUF� DPOUBDUT� BOE� MJLF� XPSLJOH�
XJUI�UIFJS�QBSUOFS�XIP�BQQFBST�DPODFSOFE�SFTQFDUGVM�BOE�XJMMJOH�UP�FYDIBOHF�JEFBT�
(a foundation for two-way communication).

ROLE OF NONECONOMIC FACTORS Many noneconomic drivers of trust appear purely 
interpersonal, but they also apply to the interorganizational level, such that they get 
SFQSPEVDFE� PWFS� BOE� PWFS� UISPVHI� EBJMZ� JOUFSBDUJPOT� BNPOH� QFPQMF� XPSLJOH� GPS�
channel organizations. In some short-sighted channels, these positive sentiments get 
EJTNJTTFE� BT� iOJDF� CVU� OPU� OFDFTTBSZw� PS� QFSIBQT� FWFO� JSSFMFWBOU� PS� JOTVGGJDJFOUMZ�

Sidebar 12-2
Philip Morris substitutes channels for advertising

Consider an example of generic investment.29 
Philip Morris operates in France, a country with 
a complex set of tobacco limitations. On the one 
hand, cigarette advertising is totally forbidden and 
has been replaced by vigorous antismoking cam-
paigns by the ministry of health. On the other 
hand, high tobacco taxes are a major source of 
revenue for the country, so government regulations 
oblige tobacco stores to accommodate smokers 
with long opening hours and a complete assort-
ment of the 350 brands available in France. The 
government also seeks to ensure that rural smokers 
have easy access, so small tobacconists spring up all 
over the country, struggling to maintain the broad 
assortment. Jeanne Polles, the sales and market-
ing director for Philip Morris in France, explains, 
“Tobacconist shops are cluttered, not always very 
clean, and yet, under the new laws, it is the only 
place we have left to talk to our consumers.”

For this supplier, the solution was train-
ing: a free half-day seminar on the importance of 

merchandising to any tobacco shops that wanted 
to join. The training, conducted by Philip Morris 
sales reps, offers different information than their 
once-a-month sales visit. The generic training actu-
ally benefits any products sold in the shops, includ-
ing Philip Morris’s competitors. The focus is solely 
to convince tobacconists of a seemingly obvious 
argument: Better merchandising and shelf place-
ment boosts sales.

Philip Morris also makes no special effort 
to protect its generic investment from free rid-
ing, though in the process, it tries to create two 
idiosyncratic assets. First, the Philip Morris sales 
reps build good relationships with tobacconists. 
Second, they offer a key merchandising lesson by 
explaining to the tobacconists that “more people 
will come in if they put Marlboro in the window.” 
This credible statement does not detract from the 
generic appeal of the training; it simply reflects the 
advantages of being a leading firm and a global 
brand.
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iCVTJOFTT�MJLF�w�:FU� TUVEZ�BGUFS� TUVEZ�EFNPOTUSBUFT� UIBU�OPOFDPOPNJD� TBUJTGBDUJPO� JT�
tightly bound to trust, which is critical for building financially desirable relationships.

What produces noneconomic satisfaction? Two drivers stand out due to their 
absence, namely, the absence of dysfunctional conflict, or lingering, unresolved, 
intense disputes over major issues, and the absence of coercion by the other side. 
A party that perceives pressure, punishment, threats, and retribution from its partner 
FYQFSJFODFT�B�SBQJE�EFDMJOF�PG�QPTJUJWF�TFOUJNFOU�FWFO�JG�UIF�SFMBUJPOTIJQ�NPWFT�JO�
a direction the channel member prefers. In contrast, the liberal use of noncoercive 
JOGMVFODF�TUSBUFHJFT�TVDI�BT�FYDIBOHJOH�JOGPSNBUJPO�PGGFSJOH�BTTJTUBODF�BOE�NBLJOH�
requests, effectively increases noneconomic satisfaction. These methods help resolve 
conflict without blunt intrusiveness. By trying to influence partners in a noncoercive 
way, organizations create the impression of being accommodating, responsive prob-
lem solvers.

Noneconomic satisfaction also is bound up with perceptions of fairness, on two 
fronts:�� procedural fairness, or the sense of being treated equitably on a day-to-
day basis, regardless of the rewards derived from the relationship, and distributive 
 fairness, or gaining equitable rewards from the relationship, regardless of daily interac-
UJPO�QBUUFSOT��%JTUSJCVUJWF�BOE�QSPDFEVSBM�FRVJUJFT�SFJOGPSDF�OPOFDPOPNJD�TBUJTGBDUJPO�

CHANNEL PARTNER SELECTION� 0SHBOJ[BUJPOT� BSF�QPPS� DBOEJEBUFT� GPS� GPSHJOH� DPN-
mitted relationships unless they possess complementary capabilities that they can 
FYQMPJU�UP�DSFBUF�DPNQFUJUJWF�BEWBOUBHFT��8JUI�DPNQMFNFOUBSJUZ�PSHBOJ[BUJPOT�NJHIU�
believe they can ally through declarations, such that each corporate headquarters 
JTTVFT�JOTUSVDUJPOT��i#POEJOH�XJMM�DPNNFODF�FGGFDUJWF�JNNFEJBUFMZ�w�*U�SBSFMZ�XPSLT�
(as demonstrated by many channel members). Trust is never awarded. It must be 
earned, through substantial time and effort.

.BOZ�PSHBOJ[BUJPOT�BDDPSEJOHMZ�TFFL�UP�CVJME�PO�XIBU�UIFZ�BMSFBEZ�IBWF��*G�QBS-
ties have prior social and economic ties, they possess the invaluable asset of social 
capital�XIJDI�UIFZ�TFFL�UP�MFWFSBHF�CZ�EFWFMPQJOH�UIFJS�UJFT�GVSUIFS��*O�GPSFJHO�NBS-
LFUT� GPS� FYBNQMF� GJSNT�XJUI�BO�FYJTUJOH�NBSLFUJOH�BSSBOHFNFOU�XJUI�B�EJTUSJCVUPS�
might add new products to the channel, even if that channel is not ideal for the 
QSPEVDU�PUIFSXJTF��"T� UIF�PME� TBZJOH�HPFT� GBNJMJBSJUZ�CSFFET� USVTU�� 'PS�NPTU� GJSNT�
EPJOH�CVTJOFTT�XJUI�GJSNT�UIFZ�LOPX�JT�UIF�TBGFTU�CFU�BOE�JG�UIFZ�OFFE�UP�FYUFOE�UIFJS�
OFUXPSLT�UIFZ�EP�CVTJOFTT�XJUI�GJSNT�LOPXO�UP�UIF�GJSNT�UIFZ�LOPX�	J�F��SFGFSSBMT
��� 
1FSTPOBM�SFMBUJPOTIJQT�BOE�SFQVUBUJPOT�JO�DIBOOFM�PSHBOJ[BUJPOT�IFMQ�JOUFOTJGZ�FYJTUJOH�
relationships, increasing the social capital already embedded in them.��

0G� DPVSTF� PSHBOJ[BUJPOT� DBOOPU� BMXBZT�XPSL�XJUI� PSHBOJ[BUJPOT� UIFZ� BMSFBEZ�
LOPX� BOE� TPDJBM� DBQJUBM� JT� OPU� OFDFTTBSJMZ� SFMBUFE� UP� GJSN� TJ[F� PS� QSPGJUBCJMJUZ��
4PNFUJNFT�UIF�CFTU�QBSUOFS�JT�B�TNBMMFS�BDDPVOU�UIBU�JT�DSJUJDBM�UP�UIF�GJSN�T�GVUVSF�	F�H��
because it is an innovator that influences other firms). Thus, firms often adopt elabo-
rate  qualifying strategies to learn about potential partner firms before doing business 
XJUI�UIFN��'PS�FYBNQMF�UP�CVJME�OFX�GPSNT�PG�USVTU�JU�DBO�CF�VTFGVM�UP�JEFOUJGZ�BOE�
select new partners with similar goals. Goal congruence effectively dampens conflict 
and can lead to rapid relationship building.

*O�BEEJUJPO�UP�HPBM�DPOHSVFODF�UIF�RVBMJGZJOH�QSPDFTT�GPS�SFUBJMFST�TFFLJOH�HBS-
NFOU�NBOVGBDUVSFST�GPS�FYBNQMF�NJHIU�JODMVEF�BTTFTTNFOUT�PG�UIFJS�BDUVBM�HBSNFOU�
quality, manufacturing capacity, price competitiveness, general business philosophy, 
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reputation with other apparel companies and retailers, and reputation for garment 
quality and on-time delivery. To conduct this sort of investigation, the retailer needs 
the cooperation of resellers, which is not easy to achieve. As a signal though, resellers 
UIBU�DPPQFSBUF�JO�UIF�RVBMJGJDBUJPO�QIBTF�MJLFMZ�BSF�BMSFBEZ�JODMJOFE�UP�XPSL�XJUI�UIF�
prospective supplier. Therefore, qualification tactics screen which channel members 
are most willing and able to partner in a trustworthy manner, leading to relationships 
UIBU�UFOE�UP�CF�VOVTVBMMZ�GMFYJCMF�FTQFDJBMMZ�JO�UIF�GBDF�PG�VODFSUBJOUZ���

Yet we still find firms that engage in virtually no screening, content to trust their 
JNQSFTTJPOT�PS�BTTVSBODFT��*O�POF�OPUBCMF�FYBNQMF�B�DIBOOFM�NBOBHFS�PG�B�NPUPSDZ-
DMF�NBOVGBDUVSFS�XBT�DPOGJEFOU�JO�IJT�KVEHNFOU�CBTFE�PO�IJT�FYDFMMFOU�USBDL�SFDPSE�JO�
QJDLJOH�HPPE�EJTUSJCVUPST��)F�VTFE�IJT�JOTUJODUT�UP�BXBSE�FYDMVTJWF�EJTUSJCVUJPO�SJHIUT�
GPS�$PTUB�3JDB�UP�B�TFFNJOHMZ�JNQSFTTJWF�GJSN�UIBU�QSPNJTFE�B�MBSHF�JOJUJBM�PSEFS��#VU�
the partner never delivered the promised order. After some months, the manufacturer 
JOWFTUJHBUFE�POMZ�UP�MFBSO�UIBU�UIF�PXOFS�PG�IJT�FYDMVTJWF�EJTUSJCVUPS�IBE�B�CSPUIFS�
who was also a distributor—representing a directly competing line of motorcycles!��

4PNF�QFPQMF�TJNQMZ�BSF�USVTUJOH�JU�JT�QBSU�PG�UIFJS�QFSTPOBMJUZ�	XIFSFBT�PUIFST�
BSF�QSPOF�UP�DZOJDJTN�BOE�VOMJLFMZ�UP�USVTU�JO�BOZ�DJSDVNTUBODFT
��5IJT�QFSTPOBMJUZ�USBJU�
also appears among organizations, as part of their corporate culture. These compa-
OJFT�BDUJWFMZ�TFFL�UP�DVMUJWBUF�B�SFQVUBUJPO�GPS�CFJOH�USVTUXPSUIZ�	XIJMF�PUIFST�TFFL�UP�
EJTHVJTF�UIFJS�DVMUVSF�PG�FYQMPJUBUJPO�BOE�EJTIPOFTUZ
��5P�TPNF�FYUFOU�UIFO�BO�PSHBOJ-
[BUJPO�T�USVTUXPSUIJOFTT�JT�B�QBSU�PG�JUT�DVMUVSF���

'JOBMMZ� TPNF�FOWJSPONFOUT�BSF� DPOEVDJWF� UP�CVJMEJOH� USVTU��5SVTU� JODSFBTFT� JO�
generous, or munificent, environments that offer resources, growth, and ample oppor-
UVOJUZ��5IFTF�FOWJSPONFOUT�QSPWJEF�FWFSZ� JODFOUJWF� UP�XPSL� UPHFUIFS�XJUI� SFXBSET�
UP� CF� IBE� CZ� FWFSZPOF�� 5SVTU� JOTUFBE� EFDMJOFT� JO� WPMBUJMF� DPNQMFY� VOQSFEJDUBCMF�
FOWJSPONFOUT��5IFTF� SJTLZ� USFBDIFSPVT�BOE�EJGGJDVMU�FOWJSPONFOUT� SFRVJSF�DPOTUBOU�
NPOJUPSJOH� BOE� GBTU� BEBQUBUJPO�� 4VDI� DPOEJUJPOT� TUSBJO� BOZ� SFMBUJPOTIJQ� BOE� DSFBUF�
opportunities for both misunderstanding and disputes.

DECISION-MAKING PROCESSES� 5IF�EFDJTJPO�NBLJOH� UIBU� UBLFT�QMBDF�XJUIJO�B�NBS-
LFUJOH� DIBOOFM� JT� DMPTFMZ� TUSVDUVSFE�� 1FSIBQT� UIF� NPTU� JNQPSUBOU� FMFNFOU� PG� UIBU�
TUSVDUVSF�JT�IPX�NVDI�EFDJTJPO�NBLJOH�HFUT�DFOUSBMJ[FE�XJUIJO�UIF�VQQFS�SFBDIFT�PG�
BO�PSHBOJ[BUJPO�T�IJFSBSDIZ�XIFUIFS�VQTUSFBN�PS�EPXOTUSFBN��8IBUFWFS� JUT� TPVSDF�
 centralization hurts trust.���$PODFOUSBUJOH�EFDJTJPO�QPXFS�JO�UIF�VQQFS�FDIFMPOT�PG�
POF�PSHBOJ[BUJPO�	SBUIFS�UIBO�EFMFHBUJOH�EFDJTJPO�NBLJOH�UP�UIF�GJFME�BDSPTT�PSHBOJ[B-
tions) undermines participation, cooperation, and daily interactions that promote trust. 
Yet centralization also offers a way for an organization to marshal its own resources to 
HFU�UIJOHT�EPOF��5IBU�JT�XF�DBOOPU�CMJOEMZ�DPOEFNO�DFOUSBMJ[FE�EFDJTJPO�NBLJOH�CVU�
XF�EP�SFDPHOJ[F�UIF�OFFE�UP�BDLOPXMFEHF�JUT�DPTUT�JO�UFSNT�PG�CVJMEJOH�USVTU�

5IF� DIBOOFM� EFDJTJPO�NBLJOH� TUSVDUVSF� BMTP� DPOTJTUT� PG� formalization, or the 
EFHSFF�UP�XIJDI�EFDJTJPO�NBLJOH�SFMJFT�PO�SVMFT�BOE�FYQMJDJU�QSPDFEVSFT��'PSNBMJ[BUJPO�
also tends to hinder trust, because such a mechanistic approach to interactions robs 
UIF�QMBZFST�PG�UIFJS�BVUPOPNZ��'PSNBMJ[BUJPO�BMTP�NJHIU�TJHOBM�UIBU�POF�QBSUZ�NJTUSVTUT�
the other, inviting reciprocal mistrust. However, evidence that is more recent suggests 
that the nature of the formalization is really what matters. That is, formalization can 
FOIBODF�QPTJUJWF�BUUJUVEFT�BOE�USVTU�JG�JU�IFMQT�DMBSJGZ�IPX�UP�QFSGPSN�UBTLT�BOE�XIP�JT�
responsible for them.���'PSNBMJ[BUJPO�UIBU�DMBSJGJFT�SPMFT�UIVT�DPVME�CF�IFMQGVM�SBUIFS�
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than constraining, such that when more channel members agree about who is respon-
sible for what (i.e., domain consensus), their level of trust rises.

*O�UIJT�DPOUFYU�XF�BMTP�OPUF�UIBU�UIF�NPSF�DIBOOFM�NFNCFST�DPNNVOJDBUF�UIF�
more they cooperate on a daily basis. The more they cooperate, the more they come 
UP�USVTU�POF�BOPUIFS��8PSLJOH�UPHFUIFS�PO�JTTVFT�XJUI�NVUVBM�SFMFWBODF�TVDI�BT�NBS-
LFU�EFDJTJPO�NBLJOH�BOE�QMBOOJOH�CVJMET�B�CBTJT�GPS�USVTU��#VU�IFSF�BHBJO�XF�BDIJFWF�
B�DJSDVMBS�MPHJD��8PSLJOH�UPHFUIFS�JT�CPUI�B�DBVTF�	JNNFEJBUFMZ
�BOE�BO�FGGFDU�	MBUFS
�PG�
trust. This circularity, by which actions that enhance trust and commitment create fur-
UIFS�USVTU�BOE�DPNNJUNFOU�IFMQT�FYQMBJO�XIZ�TUSPOH�DIBOOFM�QBSUOFSTIJQT�UBLF�UJNF�
UP�CVJME�FTQFDJBMMZ�XIFO�UIF�DIBOOFMT�BSF�NBSLFE�CZ�EJTUSVTU�GSPN�UIF�TUBSU�

OVERCOMING CHANNEL DISTRUST Imagine you manage a downstream channel mem-
ber and want to build a strong relationship with one of your suppliers, but the level 
of overall trust in the channel is low. What should you do first? Increase communica-
UJPO �4FFL�HSFBUFS�DPPQFSBUJPO �3FEVDF�DPOGMJDU �.BLF�DPOGMJDU�NPSF�GVODUJPOBM �"MJHO�
ZPVS�PSHBOJ[BUJPOT��HPBMT �3FEVDF�ZPVS�FGGPSUT� UP� JOGMVFODF� UIF�PUIFS�QBSUZ� UISPVHI�
coercion and substitute reasoned arguments and greater accommodation instead? Pay 
more attention to issues of fairness?

8FMM�ZFT��#VU�IFSF�JT�UIF�QBSBEPY��&WFO�BT�ZPV�UIF�UPQ�NBOBHFS�EFEJDBUF�ZPVS-
self to building trust, neither your employees nor the employees of your counterpart 
are inclined to implement your plans. Why? Because they don’t trust each other.�&WFO�
JG�ZPV�DBO�JOEVDF�ZPVS�PXO�FNQMPZFFT�UP�NBLF�UIF�FGGPSU�ZPVS�DIBOOFM�DPVOUFSQBSU�
NBZ�CMPDL�UIF�JNQMFNFOUBUJPO�PG�BOE�JHOPSF�ZPVS�CFTU�FGGPSUT�

All top management can do is attempt to create a structure that is conducive to 
building trust and hope that employees will adjust their everyday behavior accord-
JOHMZ��'PS�FYBNQMF�PSHBOJ[BUJPOT�NJHIU�CBMBODF�FBDI�PUIFS�T�EFQFOEFODF�CZ�HSBOU-
JOH� TFMFDUJWJUZ� BOE�NBLJOH� JEJPTZODSBUJD� JOWFTUNFOUT�� *O� BEEJUJPO� UIFZ� DBO� FTDIFX�
DFOUSBMJ[FE�EFDJTJPO�NBLJOH�BOE�VTF�UIFJS�JOGMVFODF�PWFS�UIFJS�PXO�QFSTPOOFM�UP�FMJDJU�
desired behavior, hoping for reciprocity.

6MUJNBUFMZ�UIPVHI�UIF�TUSVDUVSFT�BOE�QPMJDJFT�JOTUJUVUFE�UP�JNQMFNFOU�USVTU�POMZ�
DSFBUF�B�GPVOEBUJPO�GPS�JU��'SPN�UIBU�GPVOEBUJPO�UIF�EBJMZ�JOUFSBDUJPOT�CFUXFFO�QFPQMF�
BOE� UIF�BDDVNVMBUJPO�PG�FYQFSJFODF�BSF�SFRVJSFE� UP� UVSO� UIF�TUSVDUVSBM�PQQPSUVOJUZ�
JOUP� BO� PQFSBUJPOBM� SFBMJUZ��5IF� CBE�OFXT� JT� UIBU� JU� JT� B� TMPX� FYQFOTJWF� VODFSUBJO�
process. The good news is that trust encourages behaviors that reinforce trust. And if 
you can achieve it,�B�NBSLFUJOH�DIBOOFM�XJUI�IJHI�MFWFMT�PG�USVTU�JT�OFBSMZ�JNQPTTJCMF�
to imitate.

PREVENTING PERCEPTIONS OF UNFAIRNESS� 3FMBUJPOTIJQT�DBO�CF�FBTJMZ�EBNBHFE�CZ�
unresolved perceptions of unfairness.���6OGBJSOFTT�OPU�POMZ�EJSFDUMZ�VOEFSNJOFT�DIBO-
OFM�QBSUOFST�� USVTU� BOE� DPNNJUNFOU�CVU� BMTP� BHHSBWBUFT� UIF�OFHBUJWF�FGGFDUT�PG� BOZ�
VOSFTPMWFE�DPOGMJDU�PS�QFSDFJWFE�PQQPSUVOJTN��$POUSBDUT�BSF�OPU�UIF�BOTXFS��UIFZ�DBO�
enhance the negative effects of unfairness on cooperative behaviors and performance. 
Instead, channel members need to recognize what causes their partners to perceive 
VOGBJS� USFBUNFOU�� 'PS� FYBNQMF�NBOZ� BVUPNPCJMF� EFBMFST� EFQFOE� PO�NBOVGBDUVSFST�
with strong brand names and invest heavily in these brands. Those investments would 
be difficult to salvage or reassign, so the dealership has high switching costs. The 
manufacturer instead has multiple candidates that want to become dealers and thus is 
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less dependent on any one of them. As a result, the automotive industry is filled with 
FYBNQMFT�PG�EFBMFST�UIBU�BDDVTF�UIFJS�NBOVGBDUVSFS�QBSUOFST�PG�FYQMPJUBUJPO�

To avoid such accusations and the relationship deterioration that comes with 
UIFN� UIF�NBOVGBDUVSFS�OFFET� UP�FOTVSF� UIBU� JU�FYIJCJUT�distributive fairness, such 
that it determines the profits it shares with dealers by considering more than absolute 
rewards. Instead, both parties should compare the benefits they derive from the rela-
tionship against four baselines:

t�5IFJS�PXO�JOQVUT�PS�XIBU�UIFZ�QVU�JOUP�UIF�SFMBUJPOTIJQ�
t�5IF�CFOFGJUT�EFSJWFE�CZ�DPNQBSBCMF�EFBMFST�
t�5IF�CFOFGJUT� BWBJMBCMF� GSPN� UIF�OFYU� CFTU� BMUFSOBUJWF� 	F�H�� GPS� EFBMFST� TFMMJOH�

BOPUIFS�NBLF�PG�DBS�PS�JOWFTUJOH�DBQJUBM�FMTFXIFSF
��BOE
t�5IF�PUIFS�QBSUZ�T�JOQVUT�PS�XIBU�JU�QVUT�JOUP�UIF�SFMBUJPOTIJQ�

Low absolute rewards shared with the dealer may seem fair if

t�5IF�EFBMFS�JOWFTUT�MJUUMF�
t�0UIFS�EFBMFST�HBJO�MJUUMF�
t�5IF�EFBMFS�IBT�OP�CFUUFS�VTF�GPS�JU�SFTPVSDFT�
t�5IF�NBOVGBDUVSFS�JOWFTUT�IFBWJMZ�JO�UIF�SFMBUJPOTIJQ�

$POWFSTFMZ�FWFO�WFSZ�IJHI�BCTPMVUF�SFXBSET�NBZ�TFFN�VOGBJS�PS�JOFRVJUBCMF�UP�EFBM-
ers if

t�5IF�EFBMFS�JOWFTUT�IFBWJMZ�
t�0UIFS�EFBMFST�BSF�WFSZ�QSPGJUBCMF�
t�0UIFS�PQQPSUVOJUJFT�BSF�BQQFBMJOH�
t�5IF�NBOVGBDUVSFS�JOWFTUT�MJUUMF�

Another facet of fairness is procedural justice, which depends on how the stronger 
QBSUZ� USFBUT� UIF� XFBLFS� QBSUZ� PO� B� EBZ�UP�EBZ� CBTJT� 	J�F�� OPSNBM� PQFSBUJOH� QSPDF-
EVSFT
��5IJT�JTTVF�JT�TFQBSBUF�GSPN�UIF�GBJSOFTT�PG�SFXBSET��'PS�FYBNQMF�BVUP�EFBMFST�
consider their supplier fairer if the manufacturer communicates both ways (listens as 
XFMM�BT�UBMLT
�BQQFBST�JNQBSUJBM�BOE�SFNBJOT�PQFO�UP�BSHVNFOU�BOE�EFCBUF��*O�UIJT�
DBTF�UIF�NBOVGBDUVSFS�T�QFSTPOOFM�BSF�DSJUJDBM�CFDBVTF�QSPDFEVSBM�KVTUJDF�QFSDFQUJPOT�
TUFN�GSPN�IPX�UIFZ�JOUFSBDU�XJUI�UIF�EFBMFS�TVDI�BT�XIFUIFS�UIFZ�FYQMBJO�UIFNTFMWFT�
DMFBSMZ�BDU�DPVSUFPVTMZ�BOE�FYIJCJU�LOPXMFEHF�BCPVU�UIFJS�DIBOOFM�QBSUOFS�T�TJUVBUJPO�

4PNF�GJFME�FWJEFODF�TVHHFTUT� UIBU�QSPDFEVSBM� KVTUJDF�BDUVBMMZ�IBT�NPSF�JNQBDU�
UIBO�EJTUSJCVUJWF�KVTUJDF�PO�UIF�NPSF�WVMOFSBCMF�QBSUZ�T�TFOTF�UIBU�UIF�SFMBUJPOTIJQ�JT�
FRVJUBCMF�SFHBSEMFTT�PG�XIFUIFS�UIF�SFMBUJPOTIJQ�BDIJFWFT�PCKFDUJWF�FRVJUZ��"�LFZ�SFB-
TPO�JT�UIBU�EJTUSJCVUJWF�KVTUJDF�JT�OPU�SFBEJMZ�PCTFSWBCMF�	XIP�SFBMMZ�LOPXT�BMM�UIF�GBD-
tors that influence it?), whereas procedural justice is readily and regularly observable.

THE CHANNEL RELATIONSHIP LIFE CYCLE

The Five Stages of a Channel Relationships

"�DMPTF�NBSLFUJOH�DIBOOFM�SFMBUJPOTIJQ�JT� MJLF�B� MJWJOH�DSFBUVSF�NPWJOH�UISPVHI�JUT�
CJPMPHJDBM�MJGF�DZDMF�CZ�QSPDFFEJOH�UISPVHI�TUBHFT�PG�EFWFMPQNFOU��-FU�T�UBLF�B�IZQP-
UIFUJDBM�TVQQMJFS�0NFHB�*OEVTUSJFT�BOE�B�IZQPUIFUJDBM�EJTUSJCVUPS�"OOFDZ�-UE��5IFTF�
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UXP�PSHBOJ[BUJPOT�NBZ�GPSN�B�NBSLFUJOH�DIBOOFM�UISPVHI�B�TFSJFT�PG�POHPJOH�USBOTBD-
tions, each evaluated on its own merits, such that each side is ready to terminate or 
SFEVDF�JUT�CVTJOFTT�EFBMJOHT��5IJT�TFSJFT�PG�EJTDSFUF�USBOTBDUJPOT�JT�B�NBSLFUJOH�DIBO-
nel, but it is not a close relationship. To develop into an ongoing, committed relation-
ship, the channel would need to pass through five development stages,�� as listed in 
'JHVSF������

Stage 1: Awareness.� 0NFHB�JT�BXBSF�UIBU�"OOFDZ�JT�B�GFBTJCMF�FYDIBOHF�QBSUOFS�CVU�
OFJUIFS�QBSUZ�IBT�NBEF�TQFDJGJD�DPOUBDU�UP�FYQMPSF�EPJOH�CVTJOFTT�PS�VQHSBE-
ing their transactional business dealings into a stronger, more continuous 
SFMBUJPOTIJQ��	0VS�IZQPUIFUJDBM�FYBNQMF�DPVME�FBTJMZ�HP�UIF�PUIFS�XBZ�NBL-
JOH�"OOFDZ�UIF�GPDBM�QBSUZ�UIBU�SFDPHOJ[FT�UIBU�0NFHB�JT�B�GFBTJCMF�TVQQMJFS�
to upgrade to a preferred partnership level.) This stage can last a very long 
time, with no real progress, and it may simply dissipate if either firm decides 
JUT�DPVOUFSQBSU�JT�OPU�B�HPPE�QBSUOFSTIJQ�DBOEJEBUF�GPS�XIBUFWFS�SFBTPO��0S�
the arrangement could progress.

Stage 2: Exploration.� 0NFHB�BOE�"OOFDZ�JOWFTUJHBUF�GPSHJOH�B�TUBCMF�SFMBUJPOTIJQ��
5IFZ�MJLFMZ�UFTU�FBDI�PUIFS�EVSJOH�B�USJBM�BOE�FWBMVBUJPO�QFSJPE�	XIJDI�DBO�
CF�MFOHUIZ�FTQFDJBMMZ�GPS�JNQPSUBOU�SJTLZ�DPNQMFY�DIBOOFM�GVODUJPOT
��&BDI�
TJEF�GPSFDBTUT�BOE�XFJHIT�UIF�DPTUT�BOE�CFOFGJUT�PG�DSFBUJOH�B�DMPTF�NBSLFUJOH�
channel together. When the managers of each firm describe this stage, they 
might comment:

:PV�DBO�U�TUBSU�PVU�XJUI�B�GVMM�CMPXO�SFMBUJPOTIJQ��*U�T�HPU�UP�CF�JODSF-
NFOUBM��:PV�HFU�DMPTFS�BT�FBDI�TJEF�UBLFT�TNBMM�TUFQT�

*G� JU�T� HPJOH� UP� CF� MPOH�MBTUJOH� JU� EPFTO�U� IBQQFO� PWFSOJHIU��� 
But if the players both achieve promising calculations, they engage 
JO� �DPNNVOJDBUJPO�BOE�OFHPUJBUJPO��/PSNT� 	J�F�� FYQFDUFE�QBUUFSOT�PG�
behavior) begin to form, as do mutual trust and joint satisfaction. But 
in this delicate stage, the relationship is just emerging from its cocoon. 
The behaviors adopted in this early stage have substantial impact on 
its future survival. In particular, each side draws inferences about the 
PUIFS�UIPVHI�XJUIPVU�NVTU�PG�B�CBTJT�PG�QSJPS�LOPXMFEHF��*OUBOHJCMF�
perceptions (e.g., goal congruence) play a major role, informed largely 
CZ� FBSMZ� JOUFSBDUJPOT� BOE� PVUDPNFT�� 4VDI� SFMBUJPOTIJQT� BDDFMFSBUF�
TIBSQMZ�JG�UIF�UXP�TJEFT�NBLF�JEJPTZODSBUJD�JOWFTUNFOUT��� In addition, 
FBDI�QBSUOFS�T�VTF�PG�JUT�QPXFS�EFUFSNJOFT�XIFUIFS�CPUI�TJEFT�XBOU�UP�
DPOUJOVF�UP�FWPMWF�BOE�UIF�FYQFDUBUJPOT�EFWFMPQFE�EVSJOH�UIJT�FYQMP-
ration phase determine whether partnership ultimately is achievable.

Stage 3: Expansion. *O�JUT�BEPMFTDFODF�UIF�SFMBUJPOTIJQ�TUBSUT�UP�HSPX�SBQJEMZ��&BDI�
side derives greater benefits, develops greater motivation, and elaborates 
on the relationship. If management can ensure that each side perceives 
the benefits are being shared equitably, trust spirals upward, and interde-
QFOEFODF�JODSFBTFT��*O�UIJT�FYDJUJOH�TUBHF�NPSBMF�JT�IJHI�MFBEJOH�"OOFDZ�
BOE� 0NFHB� UP� DPPQFSBUF� BOE� QFSDFJWF� UIBU� UIFZ� BSF� QVSTVJOH� �DPNNPO�
goals. Interaction becomes even greater than is strictly necessary, in part 
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CFDBVTF�FBDI�TJEF�T�QFSTPOOFM�MJLF�UIF�DPNNVOJDBUJPO�TVDI�UIBU�UIFZ�NJHIU�
BDLOPXMFEHF�

0WFS� UJNF�ZPV�CVJME�B�IJTUPSZ�PG� TJUVBUJPOT� DPNQSPNJTFT�BOE�TPMV-
tions. You learn the unwritten rules and how they want to play the 
HBNF�XIJDI�NBLFT�JU�JODSFBTJOHMZ�FBTJFS�UP�EP�CVTJOFTT���

Managers on both sides should use this stage to deepen their interdepen-
dence, setting the stage for commitment to stabilize.

Stage 4: Commitment. The relationship is easily recognizable and stable—fully 
HSPXO�JO�B�TFOTF��*U�IBT�EFWFMPQFE�B�TVCTUBOUJBM�IJTUPSZ�NBSLFE�CZ�JOWFTU-
ments, interdependence, and strong norms. The intangible factors (e.g., per-
ceived goal congruence) are less important, simply because the partnership 
DBO� SFMZ� JOTUFBE�PO� JUT� SJDI� JOGSBTUSVDUVSF��5IVT�CPUI�"OOFDZ�BOE�0NFHB�
count on the relationship and invest heavily to maintain the strong partner-
ship they have achieved. Neither side is very open to overtures by other 
firms; they prefer doing business with each other and may say:

We are constantly changing things to try to improve the way we do 
CVTJOFTT� UPHFUIFS��8F�XJMM�FYQFSJNFOU�XJUI�OFX�JEFBT� UFTU�OFX�QSP-
DFTTFT�USZ�TPNFUIJOH�EJGGFSFOU��$PTUT�BSF�JODVSSFE�PO�CPUI�TJEFT�CVU�XF�
are willing to pay them. We have learned a lot from them. They have 
made us a better printing company because they are demanding, inno-
vative, and willing to try things.44

Yet management also must be attentive to maintaining the relationship, lest it 
TMJQ�JOUP�EFDMJOF�BOE�EJTTPMVUJPO��&WFO�JO�UIF�TUSPOHFTU�SFMBUJPOTIJQ�TUSBJOT�PDDVS�

Stage 5: Decline to Dissolution. 8IFO�UIF�SFMBUJPOTIJQ�TUBSUT�UP�EJF�0NFHB�BOE�"OOFDZ�
DFBTF�UP�IBWF�B�DMPTF�QBSUOFSTIJQ��5IFZ�NBZ�SFTVNF�UIFJS�PME�USBOTBDUJPOBM�MJOLT�
UIPVHI� UIFZ� BSF�NPSF� MJLFMZ� UP� DFBTF�EPJOH�CVTJOFTT� BU� BMM��%JTTPMVUJPOT� BSF�
usually accompanied by acrimony, after having been initiated by one side that 
has grown dissatisfied with the arrangement. This side begins to withdraw and 
behave in a manner inconsistent with commitment. The annoyed other side 
SFDJQSPDBUFT�XJUI�OFHMFDUGVM�EBNBHJOH�PS�EFTUSVDUJWF�CFIBWJPS��%FDMJOF�SBQJEMZ�
UBLFT�B�NPNFOUVN�PG�JUT�PXO�

%FDMJOF�BOE�EJTTPMVUJPO�BMTP�DBO�IBQQFO�XIFO�POF�QBSUZ�UBLFT�UIF�SFMB-
UJPOTIJQ�GPS�HSBOUFE�BOE�GBJMT�UP�XPSL�UP�LFFQ�JU�HPJOH��"MUFSOBUJWFMZ�POF�QBSUZ�
might sabotage the relationship, to free itself to move on to other opportunities. 
#VU�EFDMJOF�BMTP�DBO�CF�MJLF�B�DBODFS�B�MJOHFSJOH�QSPDFTT�UIBU�JT�VOBQQBSFOU�UP�
the parties until it is too far advanced to be cured.

Managing the Stages

0OF�JNQMJDBUJPO�PG�UIF�OPUJPO�PG�UIFTF�GJWF�TUBHFT�PG�EFWFMPQNFOU�JT�UIBU�SFMBUJPOTIJQT�
BSF�EJGGJDVMU�UP�CVJME�RVJDLMZ�BOE�GSPN�UIF�HSPVOE�VQ��%FWFMPQNFOU�UBLFT�UJNF�QBS-
UJDVMBSMZ�JG�UIF�UBSHFUFE�QBSUOFST�EP�OPU�DVSSFOUMZ�EP�CVTJOFTT�UPHFUIFS��&WFSZ�FYJTUJOH�
DIBOOFM�NFNCFS� JT� B�QPUFOUJBM� BTTFU� JO� UIJT� SFTQFDU� CFDBVTF�FYUBOU�CVTJOFTT� MJOLT�
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FWFO�NJOPS�POFT�IFMQ�UIF�BXBSFOFTT�BOE�FYQMPSBUJPO�QIBTFT�QSPDFFE�NVDI�GBTUFS�BOE�
can upgrade the relationship more swiftly and surely.

#VU�B�DBWFBU�BMTP� JT� JO�PSEFS��%FTQJUF� UIF�BQQFBM�PG� UIF�TUBHFT�PG�EFWFMPQNFOU�
JEFB�BT�B�XBZ�UP�UIJOL�BCPVU�DSFBUJOH�B�SFMBUJPOTIJQ�BOE�LFFQJOH�JU�HPJOH�SFMBUJPOTIJQ�
development rarely is as linear, orderly, and sequential as the five stages imply.45�0O�
a daily basis, relationships constitute a series of episodes or critical incidents that help 
the players define their common purpose, set boundaries on their relationship, create 
value (and claim their share of it), and evaluate their returns from the relationship. 
Through their repeated interactions, firms may develop sufficient critical incidents to 
move their relationship from a series of transactions to a real partnership, and in ret-
SPTQFDU�NBOBHFST�NJHIU�FWFO�SFNFNCFS�UIFJS�FYQFSJFODFT�BT�DPSSFTQPOEJOH�UP�TUBHFT�
though they recognize those stages only after considerable development has occurred.

At the time of their development though, relationships often do not progress in 
an orderly way. Thus, it is difficult to say with confidence what stage a relationship 
is in for much of its history. However, the good news is that if a relationship seems 
UP�CF�SFHSFTTJOH�	F�H��NPWJOH�GSPN�FYQBOTJPO�UP�FYQMPSBUJPO
�UIFSF�JT�OP�SFBM�DBVTF�
for alarm. In retrospect, the regression could be just a blip, and it does not mean the 
relationship is doomed to deteriorate.46

We thus might consider an alternative perceptive on categorizing relationships 
into phases, one that describes of the state of a relationship at a specific point in time 
by capturing relationship velocity, or the rate and direction of change in commitment. 
3FMBUJPOTIJQ�WFMPDJUZ�PGGFST�B�TUSPOHFS�QSFEJDUPS�PG�QFSGPSNBODF�UIBO�SFMBUJPOTIJQ�MFWFM�
EVF� UP� QFPQMF�T� QSPQFOTJUZ� UP� VTF� USFOE� FYUSBQPMBUJPO� BT� B� EFDJTJPO� IFVSJTUJD�47� 'PS�
FYBNQMF�BT�TIPXO�JO�'JHVSF������SFMBUJPOTIJQT�NBZ�EJTQMBZ�UIF�TBNF�MFWFM�PG�DPNNJU-
ment at two points in a relationship life cycle (dotted line), one with positive and one 
with negative velocity. Accounting only for their level, a channel member might predict 
UIBU�JUT�DVTUPNFST�XJMM�NBLF�TJNJMBS�DIPJDFT�BU�CPUI�QPJOUT��*OTUFBE�BOE�NPSF�BDDVSBUFMZ�
by accounting for relationship velocity, it can include additional, behavior-relevant infor-
NBUJPO��*UT�DVTUPNFST�MJLFMZ�XJMM�NBLF�UIFJS�EFDJTJPOT�PO�UIF�CBTJT�PG�UIFJS�QFSDFQUJPOT�PG�
UIF�EJSFDUJPO�BOE�SBUF�PG�DIBOHF�JO�UIF�SFMBUJPOTIJQ��.BOBHFST�XIP�LOPX�UIF�WFMPDJUZ�PS�
USFOE�PG�UIFJS�SFMBUJPOTIJQT�DBO�CFUUFS�QSFEJDU�DIBOOFM�NFNCFST��EFDJTJPOT�

Managing Troubled Relationships

3FMBUJPOTIJQT�SFRVJSF�NBJOUFOBODF�UIPVHI�UIFZ�BMTP�DBO�XFBS�PVU�FWFO�JG�NBJOUBJOFE�
properly. In a common scenario, one partner might begin to suspect that the other 
QBSUOFS�JT�UBLJOH�BEWBOUBHF�PG�UIF�TQJSJU�PG�UIFJS�VOEFSTUBOEJOH�BOE�GBJMJOH�UP�MJWF�VQ�UP�
its promises, actual or implied. This suspicion can poison even effectively functioning 
relationships, creating a self-fulfilling prophecy in which the suspicious party angrily 
withholds its effort and prompts the suspected party to reciprocate. The relationship 
then spirals downward, as performance declines.

4PNF� LJOET� PG� SFMBUJPOTIJQT� DBO� CFUUFS� XJUITUBOE� UIF� QSFTTVSFT� PG� TVTQJDJPO�
UIPVHI��3FTFBSDI� JOEJDBUFT� UIBU� SFMBUJPOTIJQT�CPVOE�CZ�NVUVBM� JEJPTZODSBUJD� JOWFTU-
ments continue to perform even as suspicion increases.48�3FMBUJPOTIJQT�XJUI�B�GPVOEB-
UJPO�PG�DPOHSVFOU�HPBMT�BMTP�DPOUJOVF�UP�QFSGPSN��*O�UIJT�DBTF�UIF�QBSUJFT�UBLF�UIFJS�
congruent goals for granted and forget about them when all is well, then rediscover 
this relationship property and use it to enhance their joint results when they face the 
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pressure of mounting suspicion. In contrast, dyads that rely on interpersonal trust 
CFUXFFO�B�LFZ�QFSTPO�PO�FBDI�TJEF�MJLFMZ�TVGGFS�QFSGPSNBODF�EFDSFNFOUT�XJUI�HSFBUFS�
TVTQJDJPO�CFDBVTF�UIF�UXP�iDVTUPEJBOTw�DPNF�VOEFS�TDSVUJOZ��0UIFS�QMBZFST�	BDDPVO-
tants, sales managers, finance managers) question their relationship and intervene, 
PGGTFUUJOH�UIF�CFOFGJDJBM�FGGFDUT�PG�UIF�USVTU�CFUXFFO�UIFTF�LFZ�JOEJWJEVBMT�

As in this case, some of the best, most trusting relationships hold within them the 
seeds of their own decline.49 Trust induces hidden costs, because at very high levels, 
QFPQMF�NBZ�OPU�BTL�FOPVHI�QSPCJOH�PS�EJGGJDVMU�RVFTUJPOT��*G�SFMBUJPOTIJQT�MBDL�FOPVHI�
constructive conflict, settle on agreements too easily, or become too homogeneous, 
UIFZ�EBNQFO�DSFBUJWJUZ��8PSTU�PG�BMM�USVTUFE�QBSUJFT�NBZ�FYQMPJU�UIFJS�QBSUOFST�VTJOH�
their accumulated confidence to ensure that the trust or never sees what is going on.��

Relationship Portfolios

4P�FWFO� USVTUJOH� SFMBUJPOTIJQT�DBO� GBJM� BOE� SFMBUJPOBM�CBTFE�QBSUOFSTIJQT�NBZ�OPU�CF�
XPSUI�UIFJS�BDDPVOUJOH�BOE�PQQPSUVOJUZ�DPTUT��'BDFE�XJUI�TVDI�QPTJUJWF�BOE�OFHBUJWF�
assessments of close relationships, it should come as no surprise that most firms main-
tain a broad portfolio of channel partners, representing a wide spectrum of relationship 
TUSFOHUI�MFWFMT��6MUJNBUFMZ�NBOVGBDUVSFST�OFFE�B�QPSUGPMJP�PG�EPXOTUSFBN�SFMBUJPOTIJQT�
UP�DPWFS�UIF�NBSLFU�BOE�NFFU�NVMUJQMF�TFSWJDF�PVUQVU�EFNBOET��%PXOTUSFBN�DIBOOFM�
members need a portfolio of suppliers and brands to cover the assorted needs of their 
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FIGURE 12-4 Role of relationship velocity versus level of commitment

Source: Adapted from Palmatier, Robert W., Mark B. Houston, Rajiv P. Dant, and Dhruv Grewal 
(2013), “Relationship Velocity: Toward a Theory of Relationship Dynamics,” Journal of Marketing, 77 
(January), pp. 13–30.

Notes: Means for commitment reflect each of the first six years in 433 channel relationships.
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customers and prospects. All firms need some strong relationships with channel partners 
to gather information and calibrate strategy and tactics, but they can function efficiently 
and effectively in more conventional business interactions too.���'JSNT�FWFO�NJHIU�HBJO�
TPNF�VOJRVF�CFOFGJUT�GSPN�XFBL�UJFT��'PS�FYBNQMF�XIFO�CVZJOH�DPNQMFY�JOGPSNBUJPO�
JOUFOTJWF�IJHI�SJTL�QSPEVDUT� 	F�H�� *5�TZTUFNT
�DVTUPNFST�NJHIU�QSFGFS� SFTFMMFST�XJUI�
TUSPOH�UJFT�UP�*5�NBOVGBDUVSFST��:FU�UIFZ�BMTP�BQQSFDJBUF�B�SFTFMMFS�UIBU�IBT�XFBL�UJFT�
XJUI�NVMUJQMF�*5�NBLFST�CFDBVTF�UIFZ�DBO�TDBO�WBSJFE�TPVSDFT�PG�TVQQMZ�UP�HFU�JOOPWB-
tive ideas and create new possibilities, without committing to any one supplier.��

SUMMARY: MANAGING CHANNEL RELATIONSHIPS

4USPOH�DIBOOFM�SFMBUJPOTIJQT�PODF�BDIJFWFE�GVODUJPO�BENJSBCMZ��5IFZ�HFOFSBUF�DPN-
petitive advantages, with attendant financial rewards. They are capable of outperform-
ing a channel owned by a single organization. They function so well that the customer 
IBT�OP�JEFB�XIFSF�POF�DPNQBOZ�TUPQT�BOE�BOPUIFS�CFHJOT��4P�TIPVME�FWFSZ�DIBOOFM�
manager aim to build a strong relationship with all channel members?

*O�SFTQPOTF�XF�PGGFS�B�OFX�NFUBQIPS��"�SFMBUJPOTIJQ� JT�NPSF�BLJO� UP� USVGGMFT�
UIBO�UP�XIFBU��"�USVGGMF�B�UZQF�PG�NVTISPPN�QSJ[FE�CZ�HPVSNFU�DPPLT�DBOOPU�CF�
QSPEVDFE�UP�PSEFS�PS�BU�XJMM��/P�POF�LOPXT�FYBDUMZ�IPX�UP�HSPX�UIFN��*OTUFBE�UIFZ�
appear randomly in nature, in certain conditions. And truffle hunters, despite their 
DPOTJEFSBCMF�TLJMMT�DPVME�OFWFS�DMBJN�UP�CF�USVGGMF�GBSNFST��*O�DPOUSBTU�XIFBU�DBO�CF�
HSPXO�DPNNFSDJBMMZ�UP�PSEFS�BDDPSEJOH�UP�B�LOPXO�GPSNVMB�CZ�BOZ�GBSNFS�XIP�IBT�
access to the basic conditions that encourage crop growth.

The conditions that favor a strong relationship can be created, but a relationship 
NBZ�PS�NBZ�OPU�BSJTF��6OMJLF�XIFBU�SFMBUJPOTIJQT�DBOOPU�CF�QSPEVDFE�BU�XJMM�FWFO�
XJUI� TFFNJOHMZ� QFSGFDU� DPOEJUJPOT�� *OTUFBE� MJLF� USVGGMFT� SFMBUJPOTIJQT� NBZ� CF� CFTU�
EJTDPWFSFE�CZ�TFFLJOH�UIFN�JO�XIBU�TFFN�UP�CF�JEFBM�DPOEJUJPOT��5IF�BCJMJUZ�UP�DSFBUF�
these conditions is limited, so relationships do not always appear where they might be 
FYQFDUFE��.BOZ�GJSNT�IBWF�USJFE�VOTVDDFTTGVMMZ�UP�CVJME�B�TUSPOH�DIBOOFM�SFMBUJPOTIJQ�
QFSIBQT�XJUIPVU�SFBMJ[JOH�UIBU�PUIFS�SFMBUJPOTIJQT�BMSFBEZ�FYJTU�VOBQQSFDJBUFE�SJHIU�
under their noses. These relationships spring up, seemingly spontaneously, without 
top management direction, due to the (often unsuspected) efforts of field personnel.

5IF�SJHIU�DPOEJUJPOT�BMTP�EFQFOE�PO�UIF�GJSN�T�TUSBUFHZ�JOEVTUSZ�BOE�NBSLFU��*O�
many of these conditions, a strong relationship may not be necessary, and building 
one may even be counterproductive, when the costs of relationship building outweigh 
the benefits.�� Instead of a truffle, the firm might wind up with a fungus—when what 
JU�SFBMMZ�OFFET�JT�B�OJDF�iUSBOTBDUJPOBMw�XIFBU�DSPQ�UIBU�JT�OPU�POMZ�QFSGFDUMZ�BEFRVBUF�
CVU� BMTP� DBO� HFOFSBUF� CFUUFS� OFU� SFTVMUT�� 'FX� GJSNT� IBWF� UIF� SFTPVSDFT� UP� EFWFMPQ�
JOUFOTF�SFMBUJPOTIJQT�XJUI�BMM�UIF�PSHBOJ[BUJPOT�XJUI�XIJDI�UIFZ�OFFE�UP�XPSL�UP�DPWFS�
UIFJS�NBSLFUT��"� GJSN�NVTU� TFMFDU� JUT� DIBOOFM� QBSUOFST� DBSFGVMMZ� CFGPSF� JOWFTUJOH� JO�
UIFN�CFDBVTF� JU� DPVME�QJDL� UIF�XSPOH�QBSUOFS�PS� FWFO�CF�CFUUFS�PGG�XJUI� TFWFSBM�
mundane, but less demanding channel relationships.

5IBU�TBJE�B�SFMBUJPOTIJQ�JT�BQQSPQSJBUF�JO�UISFF�LFZ�TJNVMUBOFPVT�DPOEJUJPOT�XIFO�54

 1. 0OF�TJEF�IBT�TQFDJBM�OFFET�
 2. The other side has the capability to meet these needs.
 3. &BDI�TJEF�GBDFT�CBSSJFST�UP�FYJUJOH�UIF�SFMBUJPOTIJQ�
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The first two conditions create a basis for distinctive added value, which is a founda-
tion for strategic partnerships. Parties with special needs may not find satisfaction in 
B�USBEJUJPOBM�NBSLFUQMBDF�VTJOH�NVOEBOF�USBOTBDUJPOT�PS�SFHVMBSMZ�BWBJMBCMF�DIBOOFM�
NFNCFST��"�QBSUOFS�UIBU�DBO�NFFU�FYUSBPSEJOBSZ�OFFET�BMSFBEZ�FTUBCMJTIFT�B�CBTJT�GPS�
B�TPQIJTUJDBUFE�FYDIBOHF�UP�UIF�FYDMVTJPO�PG�NPTU�PUIFS�QPTTJCMF�QBJSJOHT�

5IF�UIJSE�DPOEJUJPO�QSFWFOUT�POF�TJEF�GSPN�FYQMPJUJOH�UIF�PUIFS��3FUVSOJOH�UP�PVS�
IZQPUIFUJDBM�FYBNQMF�JG�0NFHB�IBT�TQFDJBM�OFFET�	F�H��QSPEVDU�IBOEMJOH�DVTUPNJ[B-
UJPO
�BOE�"OOFDZ�DBO�NFFU�UIFN�UIFJS�GSVJUGVM�FYDIBOHF�HPFT�PO�CVU�OPU�JOEFGJOJUFMZ��
"OOFDZ�NBZ�NBLF�JOWFTUNFOUT�TQFDJGJD�UP�0NFHB�DSFBUJOH�WVMOFSBCJMJUZ��0S�JU�NJHIU�
USBJO�JUT�DVTUPNFST�UP�WBMVF�0NFHB�T�CSBOET�POMZ�UP�IBWF�0NFHB�BQQPJOU�B�OFX�EJT-
USJCVUPS�UP�FYQMPJU�UIJT�MPZBM�DVTUPNFS�CBTF��#VU�JG�0NFHB�BMTP�CVJMET�CBSSJFST�UP�JUT�
PXO�TXJUDIJOH�UIF�TJUVBUJPO�TUBCJMJ[FT��*EFBMMZ�CPUI�0NFHB�BOE�"OOFDZ�EFWFMPQ�BOE�
recognize enduring reasons to stay with the relationship. The best reasons for doing 
TP�JODMVEF�SFMBUJPOTIJQT�XJUI�TUSPOH�OPSNT�PS�NVUVBM�EFQFOEFODF�XIJDI�NBLF�JU�TP�
EJGGJDVMU�GPS�UIF�QBSUJFT�UP�EJTFOUBOHMF�UIFNTFMWFT�UIBU�UIFZ�TJNQMZ�QSFGFS�UP�LFFQ�HPJOH�
and investing in each other and their relationship.

TA K E - A W AYS

t� "�SFMBUJPOBM�DIBOOFM�QBSUOFSTIJQ�FYJTUT�XIFO�UXP�PS�NPSF�PSHBOJ[BUJPOT�IBWF�FOEVSJOH�
substantial connections that cause them to function according to their perceived single, 
TIBSFE�JOUFSFTU��$PNNJUUFE�QBSUJFT
t�%FTJSF�UIF�SFMBUJPOTIJQ�UP�DPOUJOVF�JOEFGJOJUFMZ�
t�"SF�XJMMJOH�UP�TBDSJGJDF�UP�NBJOUBJO�BOE�HSPX�UIF�SFMBUJPOTIJQ�

t� 5ISFF�DPOEJUJPOT�GBWPS�B�TUSPOH�DIBOOFM�SFMBUJPOTIJQ�
t�5IF�UBSHFU�IBT�TQFDJBM�OFFET�
t�5IF�QPUFOUJBM�QBSUOFS�JT�BCMF�UP�NFFU�UIFTF�OFFET�
t�5IF�QPUFOUJBM�QBSUOFS�DBO�FSFDU�CBSSJFST�UP�FYJU�

t� 3FMBUJPOTIJQT�TFSWF�CPUI�VQTUSFBN�BOE�EPXOTUSFBN�OFFET�UP�DSFBUF�FOEVSJOH�DPN-
petitive advantages, leading to profits.

t� 3FMBUJPOTIJQT�SFRVJSF�BO�FYQFDUBUJPO�PG�DPOUJOVJUZ�XIJDI�HSPXT�XJUI�UIF�GPMMPXJOH�
t�.VUVBM�DPNNVOJDBUJPO
t�#BMBODFE�QPXFS
t�)JHIFS�DPNCJOFE�TUBLFT�PG�CPUI�QBSUJFT

 However, older relationships may be more fragile than they appear, because the par-
UJFT�NBZ�OPU�DPNNVOJDBUF�TVGGJDJFOUMZ�JO�UIF�GBMTF�CFMJFG�UIFZ�EPO�U�OFFE�TP�

t� /P�POF�LOPXT�IPX�UP�NBOVGBDUVSF�DPNNJUNFOU�CVU�SFMBUJPOTIJQT�DMFBSMZ�OFFE�
mutual dependence and the perception of mutual commitment.

t� 'JSNT�SFMZ�NPSF�IFBWJMZ�PO�BDUJPOT�QBSUJDVMBSMZ�CZ�QFPQMF�BU�UIF�GJFME�MFWFM�UIBO�PO�
XIBU�UPQ�NBOBHFNFOU�BOOPVODFT��*O�QBSUJDVMBS�UIFZ�MPPL�GPS�UIF�GPMMPXJOH�
t�1MFEHFT�XIJDI�BSF�JEJPTZODSBUJD�JOWFTUNFOUT�JO�UIF�QBSUOFS�GJSN�UIBU�NBLF�UIF�

giver more dependent on the target by
t�.PUJWBUJOH�UIF�HJWFS�UP�TVQQPSU�UIF�SFMBUJPOTIJQ�
t�(FOFSBUJOH�SFBM�QSPEVDUJWF�WBMVF�UIBU�JT�EJGGJDVMU�UP�GJOE�FMTFXIFSF�
t�4JHOBMJOH�DPNNJUNFOU�JOUFOU�UP�UIF�DPVOUFSQBSU�
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t�)JTUPSZ�CPUI�UIFJS�PXO�BOE�UIBU�VOEFSMZJOH�UIF�QBSUOFS�T�SFQVUBUJPO�GPS�GBJS�CVTJ-
ness dealings with channel members.

t� 5IF�GPVOEBUJPO�PG�B�TUSPOH�SFMBUJPOTIJQ�JT�USVTU�XIJDI�DPNCJOFT�DPOGJEFODF�JO�UIF�
PUIFS�QBSUZ�T�IPOFTUZ�XJUI�B�TFOTF�PG�JUT�HFOVJOF�JOUFSFTU�JO�XFMGBSF�

t� 5SVTU�GMPVSJTIFT�JO�SFTQPOTF�UP�TBUJTGBDUJPO�XJUI�OPOFDPOPNJD�PVUDPNFT�JODMVEJOH�
UIF�BCTFODF�PG�DPFSDJPO�BOE�EZTGVODUJPOBM�DPOGMJDU��	'VODUJPOBM�DPOGMJDU�BOE�USVTU�
DPFYJTU�FBTJMZ�


t� 1FSDFQUJPOT�PG�QSPDFEVSBM�BOE�EJTUSJCVUJWF�GBJSOFTT�TVQQPSU�USVTU�BMTP�CZ�FOIBODJOH�
noneconomic satisfaction.

t� &DPOPNJD�TBUJTGBDUJPO�ESJWFT�BOE�SFTVMUT�GSPN�SFMBUJPOTIJQT��"T�B�QBSUZ�EFSJWFT�NPSF�
financial rewards from the relationship, its trust increases, which strengthens the 
SFMBUJPOTIJQ�XIJDI�XPSLT�UPHFUIFS�NPSF�FGGFDUJWFMZ�XIJDI�HFOFSBUFT�NPSF�SFXBSET�
and reinitiates the upward spiral of commitment.

t� 5IF�TFBSDI�GPS�B�HPPE�QBSUOFS�TIPVME�TUBSU�XJUI�UIF�TFU�PG�GBNJMJBS�DIBOOFM�NFNCFST�
which usually offer some social capital that also can be enhanced.

t� 3FMBUJPOTIJQ�CVJMEJOH�JT�NPSF�MJLFMZ�UP�XPSL�JO�UIF�GPMMPXJOH�
t�'BWPSBCMF�TFUUJOHT�UIBU�PGGFS�SFTPVSDFT�HSPXUI�BOE�PQQPSUVOJUZ�SBUIFS�UIBO�CFJOH�

DPNQMFY�WPMBUJMF�BOE�VOQSFEJDUBCMF�
t�%FDFOUSBMJ[FE�EFDJTJPO�NBLJOH�TFUUJOHT�XJUI�B�DVMUVSF�UIBU�DVMUJWBUFT�USVTU�BOE�DMBS-

ifies who is responsible for what.
t�5IF�QSFTFODF�PG�DBOEJE�NVUVBM�GSFRVFOU�DPNNVOJDBUJPO�BOE�BGUFS�UIF�QBTTBHF�PG�

time.
t� 5SVTU�IBT�B�IJEEFO�EPXOTJEF�JO�UIBU�USVTUJOH�QBSUOFST�NBZ�OPU�HFOFSBUF�FOPVHI�DPO-

TUSVDUJWF�DPOGMJDU�BOE�FBDI�QBSUZ�DPVME�UBLF�BEWBOUBHF�PG�UIF�PUIFS�T�USVTU�
t� "�QPSUGPMJP�PG�SFMBUJPOTIJQT�XJUI�WBSZJOH�EFHSFFT�PG�DMPTFOFTT�JT�EFTJSBCMF�CFDBVTF�

NPTU�GJSNT�OFFE�B�NJY�PG�USBOTBDUJPOBM�BOE�DPNNJUUFE�SFMBUJPOTIJQT�UP�DPWFS�UIFJS�
NBSLFUT�BOE�NFFU�DVTUPNFS�OFFET�FGGFDUJWFMZ�BOE�FGGJDJFOUMZ�

Endnotes
� ��� 'SB[JFS� (BSZ� -�� 	����
� i0SHBOJ[JOH� BOE�

.BOBHJOH�$IBOOFMT�PG�%JTUSJCVUJPOw�Journal 
of the Academy of Marketing Science���OP��
��	4QSJOH
�QQ�����o����

� ��� )PUPQG�.BY�	����
�i5IF�#FFGT�PG�$IBOOFM�
Managers,” Routes to Market� 	4QSJOH
�
QQ�ù�o��

� ��� )PUPQG� .BY� 	����
� i.BLJOH� "� .VMUJ�
$IBOOFM� 4USBUFHZ� 8PSLw� Routes to Market 
	"VUVNO
�QQ���o��

� ��� )PUPQG�.BY� 	����
�i4OVHHMJOH�6Q� UP�#JH�
3FUBJMw�Routes to Market�	8JOUFS
�QQ����o���

� ��� 'FJO� "EBN� +�� BOE� 4BOEZ� %�� +BQ� 	����
�
i.BOBHF� $POTPMJEBUJPO� JO� UIF� %JTUSJCVUJPO�
$IBOOFMw� Sloan Management Review� ���
	'BMM
�QQ����o���

� ��� ,VNBS�/JSNBMZB�	����
�i5IF�1PXFS�PG�5SVTU�
JO� .BOVGBDUVSFS�3FUBJMFS� 3FMBUJPOTIJQTw�
Harvard Business Review� ��� 	/PWFNCFSo
%FDFNCFS
�QQ����o����

� ��� ,JN� ,FZTVL� 	����
� i0O� %FUFSNJOBOUT�
PG� +PJOU� "DUJPO� JO� *OEVTUSJBM� %JTUSJCVUPS�
4VQQMJFS� 3FMBUJPOTIJQT�� #FZPOE� &DPOPNJD�
&GGJDJFODZw� International Journal of 
Research in Marketing� ��� 	4FQUFNCFS
�
QQ�ù���o����

� ��� 1BMNBUJFS�3PCFSU�8��3BKJW�1��%BOU�BOE�%ISVW�
(SFXBM� 	����
� i"� $PNQBSBUJWF� -POHJUVEJOBM�
Analysis of Theoretical Perspectives of 
*OUFSPSHBOJ[BUJPOBM�3FMBUJPOTIJQ�1FSGPSNBODFw�
Journal of Marketing� ��ù 	0DUPCFS
�
QQ�ù���o����



� $IBQUFS���� t� .BOBHJOH�$IBOOFM�3FMBUJPOTIJQT 379

� ��� ,SBNFS� 3PEFSJDL� .�� 	����
� i5SVTU� BOE�
%JTUSVTU� JO� 0SHBOJ[BUJPOT�� &NFSHJOH�
1FSTQFDUJWFT� &OEVSJOH� 2VFTUJPOTw� Annual 
Review of Psychology����QQ�����o����

� ���� -J�;IBO�(��BOE�3BKJW�1��%BOU�	����
�i&GGFDUT�
PG� .BOVGBDUVSFST�� 4USBUFHJFT� PO� $IBOOFM�
3FMBUJPOTIJQTw� Industrial Marketing 
Management����OP����QQ�����o����

� ���� 4JHVBX� +VEZ� "�� 1FOOZ� .�� 4JNQTPO�
BOE� 5IPNBT� -�� #BLFS� 	����
� i&GGFDUT� PG�
4VQQMJFS�0SJFOUBUJPO� PO�%JTUSJCVUPS�.BSLFU�
0SJFOUBUJPO� BOE� UIF� $IBOOFM� 3FMBUJPOTIJQ��
5IF� %JTUSJCVUPS� 1FSTQFDUJWFw� Journal of 
Marketing����	+VMZ
�QQ����o�����4FUIVSBNBO�
3BKBHPQBMBO�+BNFT�$��"OEFSTPO�BOE�+BNFT�
"�� /BSVT� 	����
� i1BSUOFSTIJQ� "EWBOUBHF�
BOE� *UT� %FUFSNJOBOUT� JO� %JTUSJCVUPS� BOE�
.BOVGBDUVSFS� 8PSLJOH� 3FMBUJPOTIJQTw�
Journal of Business Research����	%FDFNCFS
�
QQ�����o����

� ���� *BDPCVDDJ�%BXO�BOE� +POBUIBO�%��)JCCBSE�
	����
� i5PXBSE� BO� &ODPNQBTTJOH� 5IFPSZ�
PG�#VTJOFTT�.BSLFUJOH�3FMBUJPOTIJQT�	#.3T
�
BOE�*OUFSQFSTPOBM�$PNNFSDJBM�3FMBUJPOTIJQT�
	*$3T
��"O�&NQJSJDBM�&YBNJOBUJPOw�Journal 
of Interactive Marketing� ��� OP�� �� QQ��
��o���

� ���� "OEFSTPO� &SJO� 8JMMJBN� 5�� 3PTT� BOE�
#BSUPO� 8FJU[� 	����
� i$PNNJUNFOU� BOE�
JUT� $POTFRVFODFT� JO� UIF� "NFSJDBO� "HFODZ�
4ZTUFN�PG�4FMMJOH�*OTVSBODFw�Journal of Risk 
and Insurance����OP����QQ�����o����

� ���� 1BMNBUJFS�3PCFSU�8��-JTB�,��4DIFFS�,FOOFUI�
3��&WBOT�BOE�5PEE�"SOPME�	����
�i"DIJFWJOH�
3FMBUJPOTIJQ� .BSLFUJOH� &GGFDUJWFOFTT� JO�
#VTJOFTT�UP�#VTJOFTT�&YDIBOHFTw�Journal of 
the Academy of Marketing Science����	+VOF
�
QQ�����o����

� ���� +BDLTPO� #BSCBSB� #VOE� 	����
� i#VJME�
$VTUPNFS�3FMBUJPOTIJQT�UIBU�-BTUw�Harvard 
Business Review����	/PWFNCFSo%FDFNCFS
�
QQ�����o����

� ���� )FJEF� +BO� #�� BOE� "OOF� 4�� .JOFS� 	����
�
i5IF� 4IBEPX� PG� UIF� 'VUVSF�� &GGFDUT� PG�
"OUJDJQBUFE� *OUFSBDUJPO� BOE� 'SFRVFODZ�
PG� $POUBDU� PO� #VZFS�4FMMFS� $PPQFSBUJPOw�
Academy of Management Journal����	+VOF
�
QQ�ù���o����

� ���� 8FJTT� "MMFO� .�� &SJO� "OEFSTPO� BOE�
%FCPSBI� +�� .BD*OOJT� 	����
� i3FQVUBUJPO�
.BOBHFNFOU�BT�B�.PUJWF�GPS�4BMFT�4USVDUVSF�

%FDJTJPOTw� Journal of Marketing� ���
	0DUPCFS
�QQ����o���

� ���� "OEFSTPO� &SJO� BOE� #BSUPO� 8FJU[� 	����
�
i%FUFSNJOBOUT�PG�$POUJOVJUZ�JO�$POWFOUJPOBM�
$IBOOFM�%ZBETw�Marketing Science���	'BMM
�
QQ�����o����

� ���� .PIS� +BLLJ� BOE� +PIO� 3�� /FWJO� 	����
�
i$PNNVOJDBUJPO� 4USBUFHJFT� JO� .BSLFUJOH�
$IBOOFMT��"�5IFPSFUJDBM�1FSTQFDUJWFw�Journal 
of Marketing����	0DUPCFS
�QQ�ù��o���

� ���� .VDI� PG� UIJT� TFDUJPO� ESBXT� PO� "OEFSTPO�
&SJO� BOE�#BSUPO�8FJU[� 	����
�i5IF�6TF�PG�
1MFEHFT�UP�#VJME�BOE�4VTUBJO�$PNNJUNFOU�JO�
%JTUSJCVUJPO�$IBOOFMTw�Journal of Marketing 
Research����	'FCSVBSZ
�QQ�ù��o���

� ���� ;BIFFS� "LCBS� #JMM� .D&WJMZ� BOE� 7JODFO[P�
1FSSPOF� 	����
� i%PFT� 5SVTU� .BUUFS �
&YQMPSJOH�UIF�&GGFDUT�PG�*OUFSPSHBOJ[BUJPOBM�
and Interpersonal Trust on Performance,” 
Organization Science� �� 	.BSDIo"QSJM
� QQ��
���o����

� ���� +BQ� 4BOEZ� %�� 	����
� iA1JF�&YQBOTJPO��
&GGPSUT�� $PMMBCPSBUJPO� 1SPDFTTFT� JO�
#VZFS�4VQQMJFS� 3FMBUJPOTIJQTw� Journal 
of Marketing Research� ��� 	/PWFNCFS
�
QQ�ù���o����

� ���� 4UVNQ�3PEOFZ�-�BOE�+BO�#��)FJEF�	����
�
i$POUSPMMJOH� 4VQQMJFS� 0QQPSUVOJTN� JO�
*OEVTUSJBM� 3FMBUJPOTw� Journal of Marketing 
Research����	/PWFNCFS
�QQ�����o����

� ���� 1BMNBUJFS� 3PCFSU�8�� 3BKJW� 1�� %BOU� %ISVW�
(SFXBM� BOE� ,FOOFUI� 3�� &WBOT� 	����
�
i'BDUPST� *OGMVFODJOH� UIF� &GGFDUJWFOFTT� PG�
3FMBUJPOTIJQ� .BSLFUJOH�� "� .FUB�"OBMZTJTw�
Journal of Marketing� ��� 	0DUPCFS
�
QQ�ù���o����

� ���� (FZTLFOT� *OHF� +BO�#FOFEJDU� &�.��
4UFFOLBNQ� BOE� /JSNBMZB� ,VNBS� 	����
�
i(FOFSBMJ[BUJPOT� "CPVU� 5SVTU� JO� .BSLFUJOH�
$IBOOFM�3FMBUJPOTIJQT�6TJOH�.FUB�"OBMZTJTw�
International Journal of Research in 
Marketing����OP����QQ�����o����

� ���� (BOFTBO� 4IBOLBS� 	����
� i%FUFSNJOBOUT�
PG� -POH�5FSN� 0SJFOUBUJPO� JO� #VZFS�4FMMFS�
3FMBUJPOTIJQTw� Journal of Marketing 58 
	"QSJM
�QQ���o���

� ���� 5IF� DPODFQU� PG� B� iSFGFSFODF� WBMVFw� GPS� B�
monetary cost or profit also appear in pric-
JOH�MJUFSBUVSF�XIFSF�B�DPOTVNFS�T�iSFGFSFODF�
QSJDFw�JT�UIF�QSJDF�TIF�PS�IF�FYQFDUT�UP�QBZ�
for an item; a price lower than that value has 



380� 1BSU�*7� t� *NQMFNFOUJOH�$IBOOFM�4USBUFHJFT

a positive impact on purchase intentions. 
4FF� ,BMZBOBSBN� (�� BOE� 3VTTFMM� 4�� 8JOFS�
	����
� i&NQJSJDBM� (FOFSBMJ[BUJPOT� GSPN�
3FGFSFODF� 1SJDF� 3FTFBSDIw� Management 
Science� ��� OP�� �� QQ�� (���o(����� 8JOFS�
3�4�� 	����
� i"� 3FGFSFODF� 1SJDF� .PEFM� PG�
#SBOE� $IPJDF� GPS� 'SFRVFOUMZ� 1VSDIBTFE�
Products,” Journal of Consumer Research����
	4FQUFNCFS
�QQ�����o����

� ���� (BMVOJD�$IBSMFT�%��BOE�&SJO�"OEFSTPO�	����
�
i'SPN�4FDVSJUZ� UP�.PCJMJUZ��"O�&YBNJOBUJPO�
PG�&NQMPZFF�$PNNJUNFOU�BOE�BO�&NFSHJOH�
1TZDIPMPHJDBM� $POUSBDUw� Organization 
Science����	+BOVBSZo'FCSVBSZ
�QQ���o���

� ���� )PUPQG�.BY�	����
�i4LJMMJOH�:PVS�$IBOOFMw�
Routes to Market�	"VUVNO
�QQ���o��

� ���� (FZTLFOT� *OHF� +BO�#FOFEJDU� &�.��
4UFFOLBNQ� BOE� /JSNBMZB� ,VNBS� 	����
�
i"ù.FUB�"OBMZTJT�PG�4BUJTGBDUJPO�JO�.BSLFUJOH�
$IBOOFM�3FMBUJPOTIJQTw�Journal of Marketing 
Research����	.BZ
�QQ�����o����

� ���� ,VNBS� /JSNBMZB� -JTB� ,�� 4DIFFS� BOE� +BO�
#FOFEJDU� &�.�� 4UFFOLBNQ� 	����
� i5IF�
&GGFDUT� PG� 4VQQMJFS� 'BJSOFTT� PO� 7VMOFSBCMF�
3FTFMMFSTw�Journal of Marketing Research����
	'FCSVBSZ
�QQ����o���

� ���� (VMBUJ� 3BOKBZ� 	����
� i"MMJBODFT� BOE�
/FUXPSLTw� Strategic Management Journal 
���OP����QQ�����o����

� ���� 8FJU[�#BSUPO�"�� BOE�4BOEZ�%�� +BQ� 	����
�
i3FMBUJPOTIJQ� .BSLFUJOH� BOE� %JTUSJCVUJPO�
$IBOOFMTw� Journal of the Academy of 
Marketing Science����OP����QQ�����o����

� ���� 8BUIOF�,FOOFUI�)��BOE�+BO�#��)FJEF�	����
�
i3FMBUJPOTIJQ�(PWFSOBODF�JO�B�4VQQMZ�$IBJO�
/FUXPSLw� Journal of Marketing� ��� OP�� ��
QQ����o���

� ���� 5IPNBT�"OESFX�3��BOE�5JNPUIZ�+��8JMLPOTPO�
	����
�i*U�T�UIF�%JTUSJCVUJPO�4UVQJE�w�Business 
Horizons����OP����QQ�����o����

� ���� %ZFS�+FGGFSZ�)��BOE�)BSCJS�4JOHI�	����
�i5IF�
3FMBUJPOBM� 7JFX�� $PPQFSBUJWF� 4USBUFHZ� BOE�
4PVSDFT� PG� *OUFSPSHBOJ[BUJPOBM� $PNQFUJUJWF�
Advantage,” Academy of Management Review 
���OP����QQ�����o����

� ���� 'SB[JFS�	����
�PQ��DJU�
� ���� %BIMTUSPN�3PCFSU�BOE�"SOF�/ZHBBSE�	����
�

i"O� &NQJSJDBM� *OWFTUJHBUJPO� PG� &Y� 1PTU�

5SBOTBDUJPO�$PTUT�JO�'SBODIJTFE�%JTUSJCVUJPO�
$IBOOFMTw� Journal of Marketing Research 
���	.BZ
�QQ�����o����

� ���� 4BNBIB� 4UFQIFO� "�� 3PCFSU� 8�� 1BMNBUJFS�
BOE� 3BKJW� 1�� %BOU� 	����
� i1PJTPOJOH�
3FMBUJPOTIJQT�� 1FSDFJWFE� 6OGBJSOFTT� JO�
$IBOOFMT� PG� %JTUSJCVUJPOw� Journal of 
Marketing����OP����QQ����o����

� ���� %XZFS� '�� 3PCFSU� 1BVM� )�� 4DIVSS� BOE�
4FKP� 0I� 	����
� i%FWFMPQJOH� #VZFS�4FMMFS�
3FMBUJPOTIJQTw� Journal of Marketing� ���
	"QSJM
�QQ����o���

� ���� -BSTPO� "OESFB� 	����
� i/FUXPSL� %ZBET�
JO�&OUSFQSFOFVSJBM�4FUUJOHT��"�4UVEZ�PG� UIF�
(PWFSOBODF� PG� &YDIBOHF� 3FMBUJPOTIJQTw�
Administrative Science Quarterly� ���OP�� ��
	.BSDI
�QQ����o����

� ���� +BQ� 4BOEZ� BOE� 4IBOLBS� (BOFTBO� 	����
�
i$POUSPM� .FDIBOJTNT� BOE� UIF� 3FMBUJPOTIJQ�
-JGFDZDMF��*NQMJDBUJPOT�GPS�4BGFHVBSEJOH�4QFDJGJD�
*OWFTUNFOUT� BOE� %FWFMPQJOH� $PNNJUNFOUw�
Journal of Marketing Research� ��� 	.BZ
� 
QQ�����o����

� ���� -BSTPO�	����
�PQ��DJU�
� ���� -BSTPO�	����
�PQ��DJU�
� ���� "OEFSTPO�+BNFT�$��	����
�i3FMBUJPOTIJQT�JO�

#VTJOFTT�.BSLFUT��&YDIBOHF�&QJTPEFT�7BMVF�
$SFBUJPO� BOE�5IFJS� &NQJSJDBM�"TTFTTNFOUw�
Journal of the Academy of Marketing Science 
���OP����QQ�����o����

� ���� /BSBZBOEBT� %BT� BOE� 7�� ,BTUVSJ� 3BOHBO�
	����
�i#VJMEJOH�BOE�4VTUBJOJOH�#VZFS�4FMMFS�
3FMBUJPOTIJQT� JO�.BUVSF� *OEVTUSJBM�.BSLFUTw�
Journal of Marketing����	+VMZ
�QQ����o���

� ���� 1BMNBUJFS� 3PCFSU� 8�� .BSL� #�� )PVTUPO�
3BKJW� 1�� %BOU� BOE� %ISVW� (SFXBM� 	����
�
i3FMBUJPOTIJQ� 7FMPDJUZ�� 5PXBSE� B� 5IFPSZ�
PG� 3FMBUJPOTIJQ� %ZOBNJDTw� Journal of 
Marketing����	+BOVBSZ
�QQ����o���

� ���� +BQ� 4BOEZ� BOE� &SJO� "OEFSTPO� 	����
�
i4BGFHVBSEJOH� *OUFSPSHBOJ[BUJPOBM� 1FS�
GPSNBODF� BOE� $POUJOVJUZ� 6OEFS� Ex Post 
0QQPSUVOJTNw� Management Science 49, no. 
���QQ������o�����

� ���� "OEFSTPO� &SJO� BOE� 4BOEZ� %�� +BQ� 	����
�
i5IF� %BSL� 4JEF� PG� $MPTF� 3FMBUJPOTIJQTw�
Sloan Management Review� ��� 	�
� QQ��
��o���



� $IBQUFS���� t� .BOBHJOH�$IBOOFM�3FMBUJPOTIJQT 381

� ���� 4FMOFT� 'SFE� BOE� +BNFT� 4BMMJT� 	����
�
i1SPNPUJOH�3FMBUJPOTIJQ�-FBSOJOHw�Journal 
of Marketing����	+VMZ
�Q�����

� ���� $BOOPO�+PTFQI�1��BOE�8JMMJBN�%��1FSSFBVMU�
	����
� i#VZFS�4FMMFS� 3FMBUJPOTIJQT� JO�
#VTJOFTT� .BSLFUTw� Journal of Marketing 
Research����	/PWFNCFS
�QQ�����o����

� ���� 8VZUT�4UFGBO�4UFGBO�4USFNFSTDI�$ISJTUPQIF�
7BO� %FO� #VMUF� BOE� 1IJMJQ� )BOT� 'SBOTFT�
	����
� i7FSUJDBM� .BSLFUJOH� 4ZTUFNT� GPS�

$PNQMFY� 1SPEVDUT�� "� 5SJBEJD� 1FSTQFDUJWFw�
Journal of Marketing Research� ��� OP�� ��
QQ�ù���o����

� ���� 1BMNBUJFS�3PCFSU�8��-JTB�,��4DIFFS�,FOOFUI�
3��&WBOT�BOE�5PEE�"SOPME�	����
�i"DIJFWJOH�
3FMBUJPOTIJQ� .BSLFUJOH� &GGFDUJWFOFTT� JO�
#VTJOFTT�UP� #VTJOFTT� &YDIBOHFTw� Journal of 
the Academy of Marketing Science���� 	+VOF
�
QQ�����o����

� ���� "EBQUFE�GSPN�+BDLTPO�	����
�PQ��DJU�



382

LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FTDSJCF�UIF�BSSBZ�PG�DIBOOFM�QPMJDJFT�BWBJMBCMF�GPS�DIBOOFM�NBOBHFNFOU�

t�0VUMJOF�UIF�UZQFT�PG�DIBOOFM�BDUJWJUJFT�UIBU�BSF�TVCKFDU�UP�HPWFSONFOUBM�TDSVUJOZ�

t�3FDPHOJ[F�UIF�EJGGFSFODF�CFUXFFO�QFS�TF�BOE�SVMF�PG�SFBTPO�DSJUFSJB�

t�4VNNBSJ[F�UIF�NBJO�6�4��MFHBM�DBTFT�UIBU�TIBQF�DIBOOFM�QSBDUJDFT�

t�%FTDSJCF�IPX�MFHBMJUJFT�DBO�JOGMVFODF�NBSLFUJOH�DIBOOFM�TUSBUFHJFT�

CIBOOFM�NBOBHFST�DBO�VTF�WBSJPVT�QPMJDJFT�UP�BENJOJTUFS�UIFJS�EJTUSJCVUJPO�TZT�
UFNT��8IFO�UIFTF�QPMJDJFT�SFTUSBJO�PS�SFEJSFDU�UIF�BDUJWJUJFT�PG�PUIFS�NFNCFST�PG�
DIBOOFMT�UIPVHI�UIFZ�NBZ�BGGFDU�UIF�DPNQFUJUJWFOFTT�PG�UIF�PWFSBMM�NBSLFU�BOE�

UIVT�DPNF�VOEFS�BOUJUSVTU�TDSVUJOZ��5IJT�DIBQUFS�DBUBMPHVFT�UIF�WBSJFUZ�PG�QPMJDJFT�BWBJM�
BCMF�UP�NBOBHF�DIBOOFMT�BOE�UIF�SFBTPOT�FBDI�PG�UIFN�NJHIU�CF�BEPQUFE�CVU�JU�BMTP�
DMBSJGJFT�XIFO�BOE�IPX�TPNF�PG�UIFTF�QPMJDJFT�NJHIU�SVO�BGPVM�PG�6�4��GFEFSBM�BOUJUSVTU�
MBXT��8F�GPDVT�QSJNBSJMZ�PO�6�4��MFHBM�TUBODFT�UPXBSE�UIFTF�QPMJDJFT�CVU�UIF�JOJUJBM�EJT�
DVTTJPO�PG�UIF�CVTJOFTT�QVSQPTFT�PG�FBDI�BQQSPBDI�TQBOT�WJSUVBMMZ�BOZ�NBSLFU�JO�XIJDI�
B�DIBOOFM�NBOBHFS�NJHIU�PQFSBUF��5IFSF�BSF�TJY�NBJO�QPMJDJFT�UIBU�DIBOOFM�NBOBHFST�
NJHIU�VTF�

t�.BSLFU�DPWFSBHF
t�$VTUPNFS�DPWFSBHF
t�1SJDJOH
t�1SPEVDU�MJOF
t�4FMFDUJPO�BOE�UFSNJOBUJPO
t�0XOFSTIJQ

8F�BEESFTT�FBDI�JO�UVSO�BT�XFMM�BT� UIF�NBJO�GFEFSBM�BOUJUSVTU� MBXT�UIBU�BGGFDU� UIFJS�
�BQQMJDBUJPO�	BT�MJTUFE�JO�'JHVSF�����
�

C H A P T E R  1 3

Managing Channel 
Policies and Legalities
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MARKET COVERAGE POLICIES

$IBOOFM�NBOBHFST�NVTU�EFDJEF�IPX�NBOZ�TBMFT�PVUMFUT�UP�FTUBCMJTI�JO�BOZ�HJWFO�HFP�
HSBQIJD�BSFB�BOE�IPX�FBDI�PVUMFU�TIPVME�QBSUJDJQBUF�JO�NBSLFUJOH�GVODUJPOT�UP�TFSWF�
UIF�OFFET�PG�FYJTUJOH�BOE�QPUFOUJBM� DVTUPNFST�� *O�$IBQUFS���XF�EJTDVTTFE�DIBOOFM�
EFTJHOT�BOE�NBOBHFNFOU�JTTVFT��GSPN�B�MFHBM�QFSTQFDUJWF�UIPVHI�UIFTF�DIBOOFM�JOUFO�
TJUZ�EFDJTJPOT�EFQFOE�PO�UIF�OPUJPO�PG�NBSLFU�DPWFSBHF�

5IF�RVFTUJPO�PG�market coverage�DSFBUFT�HFPHSBQIJDBM�BOE�UFSSJUPSJBM�JTTVFT��8IFO�
B�DIBOOFM�TUSVDUVSF�NPWFT�GSPN�JOUFOTJWF�UPXBSE�TFMFDUJWF�DPWFSBHF�JU�NBZ�CFOFGJU�UIF�
VQTUSFBN�NFNCFST�PG�UIF�DIBOOFM�	F�H��UIF�EJTUSJCVUPS�NJHIU�HBJO�B�SFQVUBUJPO�GPS�FYDMV�
TJWFOFTT�BOE�UIF�MPOF�SFUBJMFS�FBSOT�BMM�UIF�TBMFT�JO�UIBU�BSFB
�CVU�FOE�VTFST�JO�UIF�GPDBM�
BSFB�TVGGFS�GSPN�EJNJOJTIFE�BDDFTTJCJMJUZ�UP�UIF�DIBOOFM�T�QSPEVDUT��*O�UIJT�TFOTF�TFMFDUJWF�
BOE�FYDMVTJWF�DPWFSBHF�QPMJDJFT�DPOTUJUVUF�territorial restrictions�BDDPSEJOH�UP�BOUJUSVTU�
FOGPSDFNFOU�BHFODJFT�CFDBVTF�UIFZ�MJNJU�UIF�OVNCFS�PG�TFMMFST�JO�B�EFGJOFE�UFSSJUPSZ��:FU�

FIGURE 13-1 Principal U.S. federal laws affecting marketing channel management

Act Key Provisions

Sherman Antitrust Act, 
1890

1. Prohibits contracts, combinations, or conspiracies in restraint of inter-
state or foreign commerce

Clayton Antitrust Act, 
1914

Where competition is, or may be, substantially lessened, it prohibits:

1. Price discrimination in sales or leasing of goods
2. Exclusive dealing
3. Tying contracts
4. Interlocking directorates among competitors
5. Mergers and acquisitions.

Federal Trade 
Commission (FTC) Act, 
1914

1. Prohibits unfair or deceptive trade practices injurious to  competition or 
a competitor

2. Sets up FTC to determine unfairness

Robinson-Patman Act, 
1936

1. Discriminatory prices for goods are prohibited if they reduce 
 competition at any point in the channel.

2. Discriminatory prices can be given in good faith to meet competition.
3. Brokerage allowances are allowed only if earned by an  independent broker.
4. Sellers must give all services and promotional allowances to all  buyers 

on a proportionately equal basis if the buyers are in  competition. The 
offering of alternatives may be necessary.

5. Buyers are prohibited from knowingly inducing price or  promotional 
discrimination.

6. Price discrimination can be legal if it results from real cost  differences in 
serving different customers.

FTC Trade Practice Rules 1. Enforced by FTC. Defines unfair competition for individual  industries. 
These practices are prohibited by the FTC.

2. Defines rules of sound practice. These rules are not enforced by 
the FTC, but are recommended.
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UFSSJUPSJBM�BTTJHONFOUT�SFNBJO�BO�JNQPSUBOU�BOE�FGGFDUJWF�SFXBSE�UIBU�TVQQMJFST�DBO�HSBOU�
JO�SFUVSO�GPS�B�SFUBJMFS�T�QSPNJTF�UP�DVMUJWBUF�UIF�CSBOE�T�SFQVUBUJPO�BOE�JNBHF�JO�UIBU�BSFB�

5IF� TVQQMJFS�T� PCKFDUJWF� JO� JOTUJUVUJOH� UFSSJUPSJBM� BOE� PUIFS� TP�DBMMFE� vertical 
restraints�JT�UP�MJNJU�UIF�FYUFOU�PG�JOUSBCSBOE�DPNQFUJUJPO��4VDI�QPMJDJFT�BMTP�NJHIU�QSP�
NPUF�JOUFSCSBOE�DPNQFUJUJPO��8IFSFBT�intrabrand competition�PDDVST�BNPOH�XIPMFTBM�
FST�PS�SFUBJMFST�PG�UIF�TBNF�CSBOE�	F�H��$PDB�$PMB�$IFWSPMFU
�interbrand  competition�
JNQMJFT�DPNQFUJUJPO�BNPOH�BMM� UIF�TVQQMJFST�PG�EJGGFSFOU�CSBOET�PG� UIF�TBNF�QSPEVDU�
	F�H��CSBOET�PG�TPGU�ESJOLT�PS�BVUPNPCJMFT
��#Z�SFTUSJDUJOH�JOUSBCSBOE�DPNQFUJUJPO�UIF�
TVQQMJFS�QSPUFDUT�SFTFMMFST�GSPN�DPNQFUJUJPO�BNPOH�UIFNTFMWFT�CVU�JO�TP�EPJOH�JU�BMTP�
MJLFMZ� JNQSPWFT� UIFJS� FGGFDUJWFOFTT� DPNQBSFE� XJUI� SFTFMMFST� PG� other� CSBOET�� 'PS� UIF�
DIBOOFM�BO�BUUFNQU�UP�EBNQFO�JOUSBCSBOE�DPNQFUJUJPO�BOE�UIVT�TUSFOHUIFO�JOUFSCSBOE�
DPNQFUJUJPO�TFFNT�TFOTJCMF�CFDBVTF�UIF�NBOVGBDUVSFS�QSFGFST�GPS�UIF�NFNCFST�PG�JUT�
DIBOOFM�DPNQFUF�XJUI�NFNCFST�JO�PUIFS�DIBOOFMT�SBUIFS�UIBO�BNPOH�UIFNTFMWFT�

#VU� GPS� BOUJUSVTU� SFHVMBUPST� FGGPSUT� UP� DPOGJOF�XIPMFTBMFST�� PS� SFUBJMFST�� TFMMJOH�
BDUJWJUJFT�SFQSFTFOU�B�SFTUSBJOU�PG�USBEF�PS�VOGBJS�DPNQFUJUJPO�BOE�UIFZ�NBZ�CF�DIBM�
MFOHFE�VOEFS�UIF�4IFSNBO�"DU�	����
�PS�4FDUJPO���PG�UIF�'FEFSBM�5SBEF�$PNNJTTJPO�
"DU�	����
�	TFF�'JHVSF�����
��5IJT�BOUJUSVTU�QFSTQFDUJWF� SFMBUJWF� UP� UFSSJUPSJBM� SFTUSJD�
UJPOT�XBT�NPTU�DMFBSMZ�FTUBCMJTIFE�PO�+VOF���������XIFO�UIF�4VQSFNF�$PVSU�IBOEFE�
EPXO�B�EFDJTJPO�JO�UIF�Sylvania�DBTF�BT�QSPGJMFE�JO�4JEFCBS�������

Sidebar 13-1
Continental TV v. GTE Sylvania2

Prior to 1962, Sylvania, a manufacturer of television 
sets, sold its sets through both independent and 
company-owned distributors to a large number of 
independent retailers. RCA dominated the market 
at the time, holding 60 to 70 percent of national 
sales, and Zenith and Magnavox were major rivals. 
Sylvania had only 1 to 2 percent of the market. In 
1962, Sylvania decided to abandon its efforts at a 
saturation distribution and chose instead to phase 
out its wholesalers and sell directly to a smaller group 
of franchised retailers. Sylvania retained sole discre-
tion to determine how many retailers would operate 
in any geographic area; at least two retailers were 
franchised in every metropolitan center of more than 
100,000 people. Dealers were free to sell anywhere 
and to any class of customers, but they agreed to 
operate only from locations approved by Sylvania. 
A critical factor was Sylvania’s desire to decrease the 
likelihood of one retailer free-riding on the efforts of 
another retailer’s marketing activities in the area.

Continental TV was one of Sylvania’s most 
successful retailers in northern California. After a 
series of disagreements arising from Sylvania’s autho-
rization of a new outlet near one of Continental’s 
best locations, Continental opened a new outlet in 

Sacramento, though its earlier request for approval 
for that location had been denied. Sylvania then ter-
minated Continental’s franchise. In resulting litiga-
tion, Continental counterclaimed against Sylvania. 
The Court sided with Sylvania, which argued that 
the use of its territorial allocation policy permitted 
its marketing channels to compete more successfully 
with those established by its large competitors.

In its decision, the Court favored the promo-
tion of interbrand competition, even if intrabrand 
competition were restricted. It indicated that territo-
rial restrictions encourage interbrand competition by 
allowing the manufacturer to achieve certain effi-
ciencies in the distribution of its products. And, in a 
footnote, the Court recognized that the imposition 
of such restrictions is consistent with increased soci-
etal demands that manufacturers assume respon-
sibility for the safety and quality of their products. 
As a result of the Court’s decision, territorial restric-
tions, when challenged, are to be evaluated under a 
“rule-of-reason” doctrine, according to which proof 
must be established that the restrictions substantially 
lessen interbrand competition. Furthermore, the 
burden is on the plaintiff to prove that the restraints 
are unreasonable.



� $IBQUFS���� t� .BOBHJOH�$IBOOFM�1PMJDJFT�BOE�-FHBMJUJFT� 385

"T�B�SFTVMU�PG�UIF�$PVSU�T�EFDJTJPO�JO�Sylvania�DIBMMFOHFE�UFSSJUPSJBM�SFTUSJDUJPOT�
HFU�FWBMVBUFE�BDDPSEJOH�UP�B�rule-of-reason�EPDUSJOF��5IJT�EPDUSJOF�QMBDFT�UIF�CVSEFO�
PG�QSPPG�PO�UIF�BDDVTFS�UP�TIPX�UIBU�UIF�SFTUSJDUJPOT�TVCTUBOUJBMMZ�BOE�VOSFBTPOBCMZ�
MFTTFO� JOUFSCSBOE� DPNQFUJUJPO�� 'PS� EFGJOJUJPOT� PG� UIF� WBSJPVT� MFHBM� SVMFT� BQQMJFE� JO�
WFSUJDBM�SFTUSBJOU�BOUJUSVTU�DBTFT�TFF�'JHVSF�������#SJFGMZ�BO�BDUJPO�JT�per se�JMMFHBM�JG�JU�
JT�JMMFHBM�JO�BMM�DJSDVNTUBODFT�SFHBSEMFTT�PG�BOZ�FYQMBOBUJPO�PS�JNQMJDBUJPOT�XIFSFBT�
BO�BDUJPO�JT�DPOTJEFSFE�JMMFHBM�POMZ�VOEFS�B�SVMF�PG�SFBTPO�JG�NJUJHBUJOH�DJSDVNTUBODFT�
DBO�QFSNJU�JUT�VTF�

*O�BOUJUSVTU�FOGPSDFNFOU� MBOHVBHF� UFSSJUPSJBM�SFTUSJDUJPOT�NJHIU�SBOHF�GSPN�UIF�
BCTPMVUF� DPOGJOFNFOU� PG� SFTFMMFS� TBMFT� XIJDI� BJNT� UP� DPNQMFUFMZ� FMJNJOBUF� JOUSB�
CSBOE�DPNQFUJUJPO�UP�MFTTFS�UFSSJUPSJBM�SFTUSJDUJPOT�	J�F��QSJNBSZ�SFTQPOTJCJMJUZ�QSPGJU�
QBTT�PWFS� BSSBOHFNFOUT� BOE� MPDBUJPO� DMBVTFT
�XIJDI� TJNQMZ� JOIJCJU� TVDI� DPNQFUJ�
UJPO��4QFDJGJDBMMZ�absolute confinement�JOWPMWFT�B�QSPNJTF�CZ�B�EPXOTUSFBN�DIBOOFM�
NFNCFS�UIBU�JU�XJMM�OPU�TFMM�PVUTJEF�JUT�BTTJHOFE�UFSSJUPSZ��5IJT�QSPNJTF�PGUFO�GPMMPXT�
GSPN�B�QMFEHF�CZ�UIF�TVQQMJFS�OPU�UP�TFMM�UP�BOZPOF�FMTF�JO�UIBU�UFSSJUPSZ�	J�F��BO�FYDMV�
TJWF� EJTUSJCVUPSTIJQ
��"� UFSSJUPSZ� JT� DPOTJEFSFE� airtight� XIFO� BCTPMVUF� DPOGJOFNFOU�
DPNCJOFT�XJUI�FYDMVTJWF�EJTUSJCVUPSTIJQ�

*O�DPOUSBTU�XJUI�B�primary responsibility�BHSFFNFOU�UIF�EPXOTUSFBN�DIBOOFM�
NFNCFS�BHSFFT�UP�FYFSU�JUT�CFTU�FGGPSUT�UP�FOTVSF�FGGFDUJWF�EJTUSJCVUJPO�PG�UIF�TVQQMJFS�T�
HPPET�JO�JUT�BTTJHOFE�UFSSJUPSZ��*G�JU�GBJMT�UP�NFFU�QFSGPSNBODF�UBSHFUT�JU�MPTFT�JUT�QSF�
GFSSFE�TUBUVT�CVU�JU�BMTP�SFNBJOT�GSFF�UP�TFMM�PVUTJEF�JUT�BSFB��Profit pass-over arrange-
ments� SFRVJSF� JOTUFBE� UIBU� B�EPXOTUSFBN�DIBOOFM�NFNCFS� UIBU� TFMMT� UP� B� DVTUPNFS�
MPDBUFE�PVUTJEF�JUT�BTTJHOFE�UFSSJUPSZ�DPNQFOTBUF�BOPUIFS�EJTUSJCVUPS�JO�XIPTF�UFSSJUPSZ�
UIBU�DVTUPNFS�JT�MPDBUFE��5IJT�DPNQFOTBUJPO�PTUFOTJCMZ�SFJNCVSTFT�UIF�EJTUSJCVUPS�GPS�JUT�
FGGPSUT�UP�TUJNVMBUF�EFNBOE�JO�JUT�UFSSJUPSZ�BOE�UIF�DPTU�PG�QSPWJEJOH�TFSWJDFT�PO�XIJDI�
UIF� BDUVBM� TFMMFS�NJHIU�IBWF� DBQJUBMJ[FE�� 'JOBMMZ� B� location clause� TQFDJGJFT� UIF� TJUF�
PG�B�DIBOOFM�NFNCFS�T�QMBDF�PG�CVTJOFTT�BOE�UIFSFCZ�TQSFBET�SFTFMMFST�PVU�JO�B�HJWFO�
UFSSJUPSZ�TVDI� UIBU�FBDI�IBT�B�iOBUVSBMw�NBSLFU�PG�DVTUPNFST�DMPTFTU� UP� UIF�SFTFMMFS�T�

FIGURE 13-2 Legal rules used in antitrust enforcement

Per se illegality: The marketing policy is automatically unlawful, regardless of the reasons 
for the practice and without extended inquiry into its effects. It is only 
necessary for the complainant to prove the occurrence of the conduct 
and antitrust injury.

Modified rule of reason: (It is also called “Quick Look.”) The marketing policy is presumed to 
be anticompetitive if evidence of the existence and use of significant 
market power is found, subject to rebuttal by the defendant.

Rule of reason: Before a decision is made about the legality of a marketing policy, it is 
necessary to undertake a broad inquiry into the nature, purpose, and 
effect of the policy. This requires an examination of the facts peculiar to 
the contested policy, its history, the reasons it was implemented, and its 
competitive significance.

Per se legality: The marketing policy is presumed legal.
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MPDBUJPO��)PXFWFS�UIF�SFTFMMFS�NBZ�TFMM�UP�BOZ�DVTUPNFS�XBMLJOH�UISPVHI�JUT�EPPS�BOE�
FOE�VTFST�MPDBUFE�DMPTFTU�UP�JU�NBZ�EFDJEF�UP�QVSDIBTF�BU�NPSF�EJTUBOU�MPDBUJPOT�

.BOVGBDUVSFST� VTF� B�XJEF� BSSBZ�PG� FGGJDJFODZ�SFMBUFE� SFBTPOT� UP� KVTUJGZ� UFSSJUP�
SJBM�SFTUSJDUJPOT�JO�UIFJS�DIBOOFMT���'SFF�SJEJOH�DPODFSOT�TVDI�BT�UIPTF�UIBU�QSPNQUFE�
4ZMWBOJB�T� EFDJTJPO� UP� JNQPTF� SFTUSJDUJPOT� BSF� JNQPSUBOU�� #VU� JO� BEEJUJPO� WFSUJDBM�
SFTUSJDUJPOT�BSF�NPSF�MJLFMZ�XIFO�	�
�EJTUSJCVUPST�IBWF�CFUUFS�NBSLFU�JOGPSNBUJPO�UIBO�
UIF�NBOVGBDUVSFS�	�
�EFUFDUJOH�EJTUSJCVUPS�WJPMBUJPOT�PG�UIF�WFSUJDBM�SFTUSJDUJPOT�JT�SFMB�
UJWFMZ�FBTZ�	�
�EJTUSJCVUPST�JOWFTU�NPSF�JO�NBOVGBDUVSFS�TQFDJGJD�BTTFUT�	�
�DPNQFUJ�
UJPO� BU� UIF� NBOVGBDUVSFS� MFWFM� JT� NPSF� JOUFOTF� BOE� 	�
� EJTUSJCVUPST� BSF� XJMMJOH� UP�
MJNJU�UIFJS�TBMFT�UP�B�TJOHMF�NBOVGBDUVSFS�T�QSPEVDU��5IF�MBUUFS�UXP�SFBTPOT�DPVME�CF�
BOUJDPNQFUJUJWF�CVU�UIF�GJSTU�UISFF�BQQFBS�NPUJWBUFE�CZ�FGGJDJFODZ�BOE�UIVT�TVQQPSU�B�
SVMF�PG�SFBTPO�MFHBM�TUBODF�

5IF�VTF�PG�UFSSJUPSJBM�SFTUSJDUJPOT�JO�UIF�6OJUFE�4UBUFT�JT�XJEFTQSFBE�BOE�GPS�UIF�
NPTU�QBSU� MFHBM��5IJT� TUBUVT�WBSJFT�FMTFXIFSF� JO� UIF�XPSME��'PS�FYBNQMF�VOUJM������
&VSPQFBO�6OJPO�-BX�	GJSTU�FTUBCMJTIFE�CZ�UIF�5SFBUZ�PG�3PNF
�IFME�UIBU�BMM�UFSSJUPSJBM�
SFTUSJDUJPO�BHSFFNFOUT�XFSF�EJTUPSUJPOT�PG� GSFF� USBEF�XIFUIFS�WFSUJDBM� 	J�F��CFUXFFO�
DIBOOFM�NFNCFST�BU�EJGGFSFOU�MFWFMT�PG�EJTUSJCVUJPO
�PS�IPSJ[POUBM�	J�F��BNPOH�DPNQFUJ�
UPST
��3VMFT�FTUBCMJTIFE�CZ�UIF�&VSPQFBO�$PNNJTTJPO�	&$
�FTTFOUJBMMZ�SFRVJSFE�NBOV�
GBDUVSFST�UP�TVQQMZ�HPPET�UP�BOZPOF�XIP�XBOUFE�UP�TFMM� UIFN��5P�BEPQU�BOZ�TPSU�PG�
TFMFDUJWF�EJTUSJCVUJPO�QPMJDJFT�UIF�NBOVGBDUVSFST�IBE�UP�TFDVSF�BO�FYFNQUJPO�GSPN�UIF�
SVMFT�CZ�TPMJDJUJOH�&$�IFBERVBSUFST�JO�#SVTTFMT���'PS�DBST�BOE�FMFDUSPOJDT�NBOVGBDUVS�
FST� DPVME� SFRVFTU� TFMFDUJWF�EJTUSJCVUJPO�PO� UIF�HSPVOET� UIBU� UIFJS� DPNQMFY�QSPEVDUT�
OFFEFE�TVCTUBOUJBM�BGUFS�TBMFT�TFSWJDF��*O�UIF�QFSGVNF�JOEVTUSZ�B�DPNNPO�KVTUJGJDBUJPO�
XBT�UIBU�TBMFT�PG�UIFTF�MVYVSZ�HPPET�EFQFOEFE�PO�BO�BVSB�PG�FYDMVTJWJUZ�NBJOUBJOFE�
CZ�IJHI�QSJDFT�MBSHF�JOWFTUNFOUT�JO�NBSLFUJOH�BOE�B�TPQIJTUJDBUFE�TBMFT�FOWJSPONFOU��

#VU�UIF�&$�IBT�SFMBYFE�UIF�SVMFT�PO�WFSUJDBM�SFTUSBJOUT�BOE�TJODF������JNQPTFT�
B�single block exemption rule��5IJT�SVMF�TUBUFT�UIBU�BOZ�GJSN�XJUI�MFTT�UIBO����QFS�
DFOU�NBSLFU�TIBSF�DBO�FOHBHF�JO�EJTUSJCVUJPO�BHSFFNFOUT�XJUI�EJTUSJCVUPST�PS�SFUBJMFST�
XJUIPVU�OFFEJOH�UP�PCUBJO�FYQMJDJU�QFSNJTTJPO��3FTUSJDUJWF�CVTJOFTT�BHSFFNFOUT�JOWPMW�
JOH�GJSNT�XJUI�NPSF�UIBO����QFSDFOU�NBSLFU�TIBSF�SFNBJOFE�QSPIJCJUFE�6

"TJBO� SFHVMBUJPOT�WBSZ� BT�XFMM� CVU� JO� TPNF�NBSLFUT� UIF�QBUUFSO� TFFNT� UP�CF�
IFBEJOH�UPXBSE�GFXFS�SFTUSJDUJPOT��'PS�FYBNQMF�CZ������BO�JOUFHSBUJPO�QMBO�UFSNFE�
i0QFO�4LZw�XJMM�BMMPX�BJSMJOFT�UP�PQFSBUF�UISPVHIPVU�UIF�"TJBO�SFHJPO�XJUI�GFX�SFTUSJD�
UJPOT���"T�UIFTF�WBSJPVT�BOUJUSVTU�BQQSPBDIFT�SFWFBM�NBSLFUJOH�DIBOOFMT�OFFE�UP�DIFDL�
DBSFGVMMZ�JOUP�UIF�TQFDJGJD�SFHVMBUJPOT�JO�FBDI�SFHJPO�PG�UIF�XPSME�JO�XIJDI�UIFZ�TFMM�
QSPEVDUT�UP�BWPJE�DPNJOH�JO�DPOGMJDU�XJUI�BOZ�MPDBM�PS�OBUJPOBM�SFHVMBUJPOT�

CUSTOMER COVERAGE POLICIES

3BUIFS� UIBO� VTJOH� UFSSJUPSJBM� PS� HFPHSBQIJD� TUBOEBSET� TVQQMJFST� NJHIU� NBOEBUF� UP�
XIPN�XIPMFTBMFST�BOE�SFUBJMFST�DBO�SFTFMM� UIFJS�HPPET�BOE�TFSWJDFT��'PS�FYBNQMF�B�
NBOVGBDUVSFS�NJHIU�QSFGFS�UP�LFFQ�DFSUBJO�DVTUPNFST�BT�IPVTF�BDDPVOUT�XIFUIFS�UP�
NBJOUBJO� DMPTF� SFMBUJPOTIJQT� XJUI� WBMVBCMF� DVTUPNFST� NFFU� SFRVJSFNFOUT� GPS� UFDI�
OJDBM� BTTJTUBODF� TFSWF�LFZ�BDDPVOUT�NPSF�FGGJDJFOUMZ� FOKPZ� UIF�QPUFOUJBM� GPS�IJHIFS�
FYQFDUFE�QSPGJUT�QSPWJEF� UIF�QSJDF�DPODFTTJPOT�OFFEFE� UP�XJO�DFSUBJO�BDDPVOUT�PS�
TJNQMZ�NFFU�UIF�EFNBOET�PG�JNQPSUBOU�DIBOOFM�QBSUOFST�	F�H��)PNF�%FQPU�BOE�8BM�
.BSU�CPUI�JOTJTU�PO�EJSFDU�TBMFT�SFMBUJPOTIJQT�GSPN�NPTU�PG�UIFJS�TVQQMJFST
��*O�PUIFS�
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DBTFT�TVQQMJFST�TFU�DVTUPNFS�DPWFSBHF�QPMJDJFT�UP�FOTVSF�UIBU�UIF�JOUFSNFEJBSJFT�TFMM�
JOH�UIFJS�HPPET�BOE�TFSWJDFT�BSF�GVMMZ�DBQBCMF�PG�QSPWJEJOH�TQFDJGJD�TFSWJDF�PVUQVUT��*O�
UIJT�TFOTF�UIJT�SFTUSJDUJPO�HJWFT�TVQQMJFST�DPOGJEFODF�UIBU�UIFJS�QSPEVDUT�BSF�IBOEMFE�
POMZ�CZ�DPNQFUFOU�SFTFMMFST�

*O�B�SFMBUFE�NPUJWF�NBOZ�NBOVGBDUVSFST�VTF�DVTUPNFS�DPWFSBHF�QPMJDJFT�UP�QSFWFOU�
UIF�FNFSHFODF�PG�gray markets�SVO�CZ�VOBVUIPSJ[FE�SFTFMMFST��3FDBMM�GSPN�$IBQUFS����
UIBU�HSBZ�NBSLFUT� SFQSFTFOU�B� TJHOJGJDBOU� TPVSDF�PG� DIBOOFM� DPOGMJDU��5P�BEESFTT� UIJT�
DPODFSO�NBOVGBDUVSFST�XSJUF�DMBVTFT�JOUP�UIFJS�DPOUSBDUT�UIBU�TUJQVMBUF�UIBU�BVUIPSJ[FE�
EFBMFST�NBZ�OPU�TFMM�UIFJS�CSBOET�UP�BOZPOF�CVU�CPOB�GJEF�FOE�VTFST��*O�DPOUSBTU�BVUIP�
SJ[FE�EFBMFST�BSF�PGUFO�UFNQUFE�UP�TFMM�PGG�FYDFTT�JOWFOUPSJFT�UP�VOBVUIPSJ[FE�EFBMFST�
JODMVEJOH�XFMM�LOPXO�EJTDPVOUFST�TVDI�BT���UI�4USFFU�1IPUP�,NBSU�4ZNT�BOE�TP�GPSUI�

*G�TVQQMJFST�BEPQU�DVTUPNFS�DPWFSBHF�QPMJDJFT�UP�BMMPDBUF�EJGGFSFOU�BDDPVOUT�UP�EJG�
GFSFOU� JOUFSNFEJBSJFT�� UIFZ� MJLFMZ� MJNJU� JOUSBCSBOE� DPNQFUJUJPO� CFDBVTF� UIF� DVTUPNFS�
GJOET�POMZ�POF�TFMMFS�PG�UIF�GJSN�T�QSPEVDU��5IJT�QPMJDZ�DBO�GBDJMJUBUF�price  segmentation�
XIJDI�JT�XIFO�UIF�DIBOOFM�DIBSHFT�IJHIFS�QSJDFT�UP�TFHNFOUT�PG�CVZFST�UIBU�FYQSFTT�B�
IJHIFS�XJMMJOHOFTT�UP�QBZ��5IF�EJGGFSFOU�TFSWJDF�PVUQVU�EFNBOET�PG�WBSJPVT�TFHNFOUT�BMTP�
NBZ�SFRVJSF�UIF�FGGPSUT�PG�EJGGFSFOU�JOUFSNFEJBSJFT�FBDI�XJUI�VOJRVF�TLJMMT�UP�QSPWJEF�UIF�
EFNBOEFE�TFSWJDF��'SPN�B�TBGFUZ�QPJOU�PG�WJFX�TQFDJBMJ[FE�EFBMFST�DBO�NPSF�FGGFDUJWFMZ�
TDSFFO�QPUFOUJBM�DVTUPNFST�CFGPSF�TFMMJOH�DPOUSPWFSTJBM�PS�QPUFOUJBMMZ�IBSNGVM�QSPEVDUT�
BT�XFMM�BT�QSPWJEF�OFDFTTBSZ�JOGPSNBUJPO�BCPVU�UIF�QSPEVDU�T�VTF�	F�H��IFSCJDJEFT
�

4VDI�QPMJDJFT�IBWF�FDPOPNJD�SBUJPOBMFT�UPP��*G�NVMUJQMF�DIBOOFMT�DPNQFUF�GPS�UIF�
TBNF�DVTUPNFS�UIF�UISFBU�PG�GSFF�SJEJOH�JODSFBTFT�CFDBVTF�POF�DIBOOFM�NJHIU�CFBS�
UIF�DPTU�PG�QSPWJEJOH�WBMVFE�TFSWJDF�PVUQVUT�XIJMF�BOPUIFS�DIBOOFM�DMPTFT�UIF�TBMF�BOE�
FBSOT�UIF�QSPGJUT��*O�UIF�MPOH�SVO�UIF�DPTU�CFBSJOH�DIBOOFM�MPTFT�CPUI�QSPGJUT�BOE�FDP�
OPNJD�WJBCJMJUZ�XIJDI�IBSNT�UIF�NBOVGBDUVSFS�CFDBVTF�UIF�GBJMVSF�PG�UIJT�DIBOOFM�MJN�
JUT�JUT�DPWFSBHF��0G�DPVSTF�TVDI�GBJMVSFT�BMTP�VMUJNBUFMZ�IVSU�UIF�GSFF�SJEJOH�DIBOOFM�
XIJDI�NBZ�CF�VOBCMF�UP�TVSWJWF�JG�JU�IBT�UP�QBZ�GPS�BMM�UIF�TFSWJDF�PVUQVUT�PO�JUT�PXO��

5IVT�UIF�SFBTPOT�GPS�BEPQUJOH�DVTUPNFS�DPWFSBHF�QPMJDJFT�BSF�TJNJMBS�UP�UIPTF�
VTFE�UP�KVTUJGZ�NBSLFU�DPWFSBHF�QPMJDJFT��'PS�UIJT�SFBTPO�BOUJUSVTU�DPODFSOT�BSF�IBO�
EMFE�TJNJMBSMZ��)PXFWFS�XIFSFBT�DVTUPNFS�DPWFSBHF�SFTUSJDUJPOT�BSF�FYFSDJTFT�PG�DPFS�
DJWF�QPXFS�	F�H��QSPIJCJUJOH�EJTUSJCVUPST�GSPN�SFTFMMJOH�UP�EJTDPVOU�IPVTFT
�UFSSJUPSJBM�
SFTUSJDUJPOT�JNQMZ�FYFSDJTFT�PG�SFXBSE�QPXFS�	F�H��HSBOUJOH�B�NPOPQPMZ�PO�UIF�TBMF�
PG�B�CSBOE�XJUIJO�B�EFGJOFE�UFSSJUPSZ
��"OUJUSVTU�FOGPSDFNFOU�BHFODJFT�BOE�UIF�DPVSUT�
UIVT� SFGFS� UP� DVTUPNFS� DPWFSBHF� QPMJDJFT� BT�iDVTUPNFSw� PS�iSFTBMF� SFTUSJDUJPOTw� BOE�
DPOTJEFS�UIFN�JMMFHBM�XIFO�UIFJS�FGGFDUT�DBO�CF�TIPXO�UP�SFEVDF�DPNQFUJUJPO�TVCTUBO�
UJBMMZ��%FTQJUF�EJGGFSFOU�UFSNJOPMPHZ�BOE�FMFNFOUT�UFSSJUPSJBM�BOE�SFTBMF�SFTUSJDUJPOT�BSF�
USFBUFE�JEFOUJDBMMZ�VOEFS�UIF�MBX��#PUI�BSF�WJFXFE�BT�SFTUSBJOUT�PG�USBEF��CPUI�DBO�CF�
EJSFDUMZ�DIBMMFOHFE�VOEFS�UIF�4IFSNBO�"DU��5IFZ�BMTP�BSF�CPUI�TVCKFDU�UP�UIF�Sylvania�
EFDJTJPO�UIBU�JT�UP�B�SVMF�PG�SFBTPO�BQQSPBDI�JO�XIJDI�UIF�BDUT�BSF�MFHBM�JG�UIFZ�EP�OPU�
TVCTUBOUJBMMZ�MFTTFO�JOUFSCSBOE�DPNQFUJUJPO�

5IF�QSFTFODF�PG�HSBZ�NBSLFUT�JT�OPU�OFDFTTBSJMZ�BO�BOUJUSVTU�DPODFSO�CVU�JO������
UIF�6�4��4VQSFNF�$PVSU�BDUVBMMZ�VQIFME�B�$VTUPNT�4FSWJDF�SFHVMBUJPO�QFSNJUUJOH�HSBZ�
NBSLFU� JNQPSUT� 	XJUIPVU�FOEPSTJOH�HSBZ�NBSLFUT� JO�BMM� DPOEJUJPOT
��(SBZ�NBSLFUT� JO�
UIF�6OJUFE�4UBUFT�BSF�TQFDJGJDBMMZ�QFSNJUUFE�XIFO�UIF�6�4�� USBEFNBSL� JT�PXOFE�CZ�B�
6�4��DPNQBOZ�XJUI�JUT�PXO�NBOVGBDUVSJOH�GBDJMJUZ�BCSPBE�PS�POF�UIBU�IBT�FTUBCMJTIFE�B�
TVCTJEJBSZ�PS�BGGJMJBUF�BCSPBE�UIBU�JT�VOEFS�UIF�6�4��DPNQBOZ�T�iDPNNPO�DPOUSPM�w���'PS�
FYBNQMF�%VSBDFMM�CBUUFSJFT�BSF�NBOVGBDUVSFE�BCSPBE�JO�QMBOUT�PXOFE�CZ�%VSBDFMM�BT�
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XFMM�BT�JO�6�4��QMBOUT�BMM�VOEFS�%VSBDFMM�T�DPOUSPM��(SBZ�NBSLFUFST�PCUBJO�CBUUFSJFT�GSPN�
GPSFJHO�EJTUSJCVUPST�UIBU�CVZ�UIF�QSPEVDUT�PWFSTFBT�BOE�UIFO�JNQPSU�UIFN�	MFHBMMZ
�JOUP�
UIF�6OJUFE�4UBUFT����/PUJOH�UIF�MBDL�PG�QSPUFDUJPO�BHBJOTU�HSBZ�NBSLFU�JNQPSUT�FTUBC�
MJTIFE�CZ�UIF�6�4��$VTUPNT�4FSWJDF�TPNF�NBOVGBDUVSFST�UVSO�UP�PUIFS�MBXT�UP�DIBMMFOHF�
HSBZ�NBSLFU�JNQPSUT�TVDI�BT�UIF�-BOIBN�"DU�XIJDI�HPWFSOT�USBEFNBSL�VTF�

PRICING POLICIES

#PUI�NBSLFU�BOE�DVTUPNFS�DPWFSBHF�QPMJDJFT�BJN�UP�SFEVDF�PS�SFTUSBJO�UIF�BNPVOU�PG�
JOUSBCSBOE�DPNQFUJUJPO�XJUI�BO� JOEJSFDU� FGGFDU� JO� UIFPSZ�PG� JODSFBTJOH� UIF�CSBOE�T�
QSJDF�DPNQBSFE�XJUI�B�TDFOBSJP�XJUIPVU�BOZ�TVDI�QPMJDJFT��"TTVNJOH�B�QSJDF�JT�iSFB�
TPOBCMFw�UIF�HSPTT�NBSHJOT�BWBJMBCMF�UP�SFTFMMFST�BSF�TVGGJDJFOU�UP�QBZ�UIFN�GPS�UIF�QSP�
WJTJPO�PG�TFSWJDF�PVUQVUT�EFTJSFE�CZ�FOE�VTFST�	BDDPSEJOH�UP�UIF�TVQQMJFS
��3FTUSJDUJPOT�
PO�JOUSBCSBOE�DPNQFUJUJPO�SFTVMU�JO�IJHIFS�QSJDFT�BOE�UIVT�IJHIFS�HSPTT�NBSHJOT��:FU�
UIF�QSJDF�DPNQFUJUJPO�JOEVDFE�CZ�JOUFSCSBOE�DPNQFUJUPST�DBO�VQTFU�UIJT�BSSBOHFNFOU��
*O�SFTQPOTF�UIF�DIBOOFM�NJHIU�BEPQU�UXP�QPMJDJFT�XJUI�EJSFDU�FGGFDUT�PO�QSJDF��QSJDF�
NBJOUFOBODF�BOE�QSJDF�EJTDSJNJOBUJPO�

Price Maintenance

*O�NBSLFUJOH�DIBOOFMT�TVQQMJFST�BOE�NBOVGBDUVSFST�PGUFO�TQFDJGZ�QSJDFT�CFMPX�PS�BCPWF�
XIJDI�PUIFS� DIBOOFM�NFNCFST� TVDI� BT�XIPMFTBMFST� BOE� SFUBJMFST�NBZ�OPU� TFMM� UIFJS�
QSPEVDUT��5IJT�QSJDF�NBJOUFOBODF�QPMJDZ� UIVT� GSFRVFOUMZ�VTFT� UIF�OBNF� resale price 
maintenance (RPM)��"�NJOJNVN�31.�FTUBCMJTIFT�B�EPXOTUSFBN�QSJDF�CFMPX�XIJDI�
UIF�QSPEVDU�DBOOPU�CF�TPME��B�NBYJNVN�31.�TQFDJGJFT�B�EPXOTUSFBN�QSJDF�BCPWF�XIJDI�
JU�DBOOPU�CF�TPME��*U�JT�BMTP�QPTTJCMF�UP�TQFDJGZ�BO�FYBDU�QSJDF�GPS�UIF�QSPEVDU�

5IF�BSHVNFOU�JO�GBWPS�PG�B�NBYJNVN�31.�HFOFSBMMZ�BTTVNFT�UIF�VTF�PG�TFMFDUJWF�
PS�FYDMVTJWF�EJTUSJCVUJPO��.BOVGBDUVSFST� UIBU�HSBOU� FYDMVTJWJUZ� UP� UIFJS�EFBMFST� FOEPX�
UIFN�XJUI�B�MPDBM�NPOPQPMZ�GPS�UIF�TBMF�PG�UIFJS�QSPEVDUT�HJWJOH�UIFN�B�TUSPOH�JODFOUJWF�
UP�SBJTF�QSJDFT�BCPWF�DPNQFUJUJWF�MFWFMT�DPOUSBSZ�UP�UIF�JOUFSFTUT�PG�CPUI�NBOVGBDUVSFST�
BOE�DPOTVNFST��8JUI�B�NBYJNVN�31.�UIF�NBOVGBDUVSFS�DBO�NBJOUBJO�B�DPNQFUJUJWF�
QSJDF�MFWFM�GPS�JUT�QSPEVDUT�SFHBSEMFTT�PG�UIF�OVNCFS�PG�JOUFSNFEJBSJFT�JU�VTFT�

4FWFSBM�BSHVNFOUT� GBWPS�B�NJOJNVN�31.�NBJOMZ�SFWPMWJOH�BSPVOE�UIF�TFSWJDF�
PVUQVUT�BOE�QSPEVDU�UIBU�DPOTVNFST�PCUBJO�GSPN�B�DIBOOFM��&OE�VTFST�PGUFO�QSFGFS�UP�
HBUIFS�JOGPSNBUJPO�BOE�TFSWJDFT�GSPN�GVMM�TFSWJDF�IJHIFS�QSJDFE�EFBMFST�BOE�UIFO�QVS�
DIBTF�GSPN�QSJDF�EJTDPVOUFST�UIBU�PGGFS�GFX�PS�OP�TFSWJDFT��8F�UIVT�FODPVOUFS�UIF�QSPC�
MFN�PG�GSFF�SJEJOH�ZFU�BHBJO��#Z�OPU�PGGFSJOH�UIF�TBNF�QSF��BOE�QPTU�TBMF�TFSWJDF�	F�H��
FYUFOTJWF� QSPEVDU� JOGPSNBUJPO� EFNPOTUSBUJPOT� JOTUBMMBUJPO� NBJOUFOBODF� SFQBJST
�
EJTDPVOUFST�NJOJNJ[F�UIFJS�PXO�DPTUT�XIFSFBT�UIF�GVMM�TFSWJDF�EFBMFST�QSPWJEF�DPTUMZ�
TFSWJDF�XJUIPVU�SFDFJWJOH�DPNQFOTBUJPO�UISPVHI�UIF�TBMF�PG�UIF�QSPEVDU��5IFJS�OBUVSBM�
SFBDUJPO�JT�UP�SFEVDF�TFSWJDF�MFWFMT��*G�UIF�TFSWJDF�QSPWJTJPO�JT�OFDFTTBSZ�UP�UIF�QVSDIBTF�
QSPDFTT�UIPVHI�UIF�SFTVMUJOH�TFSWJDF�HBQ�EJNJOJTIFT�EFNBOE�UISPVHIPVU�UIF�DIBOOFM��
#Z�FTUBCMJTIJOH�B�NJOJNVN�31.�QPMJDZ�UIF�NBOVGBDUVSFS�MJNJUT�EJTDPVOUJOH�NPWFT�BOE�
UIFSFCZ�SFEVDFT�GSFF�SJEJOH�NPUJWBUJPOT��*O�NBSLFUT�TVDI�BT�UIJT�NJOJNVN�31.�FWFO�
NJHIU�CF�QSPDPNQFUJUJWF��$POTJEFS�TPNF�WBSJBUJPOT�PO�UIJT�BSHVNFOU�

t�.BOVGBDUVSFST� TFFL� FOUSZ� JOUP� BQQSPQSJBUF� SFUBJM� TUPSFT� XIJDI� IBWF� MJNJUFE�
TIFMG�BOE�GMPPS�TQBDF��5IFSFGPSF�UIF�NBOVGBDUVSFST�QVSDIBTF�BDDFTT�CZ�PGGFSJOH�
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IJHIFS�NBSLVQT�BEWFSUJTJOH�BOE�CSBOE�OBNF�ESBXJOH�QPXFS�BEWFSUJTJOH�BMMPX�
BODFT�BOE�PUIFS�FYQFOEJUVSFT�UP�NBLF�UIFN�NPSF�BUUSBDUJWF�UIBO�SJWBM�CSBOET��
.JOJNVN�31.�IFMQT�OFX�NBOVGBDUVSFST�HBJO�BDDFTT�CFDBVTF�UIF�SFUBJMFST�LOPX�
UIFZ�XJMM�SFDFJWF�B�TQFDJGJD�NBSLVQ�BOE�JU�IFMQT�QSFWFOU�MPTT�MFBEFS�QSJDJOH�	J�F��
QSJDJOH�JUFNT�WFSZ�MPX�TPNFUJNFT�FWFO�CFMPX�UIFJS�DPTU�UP�BUUSBDU�DVTUPNFST
���

t�*G� EFBMFST� FBSO� SFBTPOBCMF� SFUBJM� NBSLVQT� FWFO� XJUI� NJOJNVN� 31.� DIBOOFM�
JOUFSNFEJBSJFT�BSF�NPSF�MJLFMZ�UP�FOHBHF�JO�RVBMJUZ�DFSUJGJDBUJPO�UP�IFMQ�FOE�VTFST�
NJOJNJ[F�UIF�SJTLT�BTTPDJBUFE�XJUI�QVSDIBTJOH�B�HPPE�PS�TFSWJDF�

t�.JOJNVN�31.�UIBU�FOTVSF�IJHI�FOPVHI�NBSHJOT�NBZ�JOEVDF�UIF�JOUFSNFEJBSZ�UP�
QVTI�POF�CSBOE�T�QSPEVDU�PWFS�PUIFST�UIVT�JODSFBTJOH�UIF�CSBOE�T�WJTJCJMJUZ�JO�UIF�
NBSLFU�

t�'PS� QSPEVDUT� UIBU� JOEVDF� IJHI� TQBUJBM� DPOWFOJFODF� EFNBOET� NJOJNVN� 31.�
IFMQT�FOTVSF�UIF�XJEFTQSFBE�JNNFEJBUF�BWBJMBCJMJUZ�PG�UIF�CSBOE�

t�#FDBVTF� NJOJNVN� 31.� HVBSBOUFFT� B� SFBTPOBCMZ� IJHI�QSPGJU� NBSHJO� UFSNJOB�
UJPO�	BOE�UIVT�UIF�MPTT�PG�UIFTF�QSPGJUT
�XPVME�CF�WFSZ�DPTUMZ�GPS�BO�JOUFSNFEJ�
BSZ��4VDI�QPXFSGVM�JODFOUJWFT�MJLFMZ�EJTDPVSBHF�QSJDF�NBJOUBJOFST�GSPN�CFDPNJOH�
QSJDF�EJTDPVOUFST���

%FTQJUF�UIFTF�SFBTPOT�JO�TVQQPSU�PG�BO�31.�QPMJDZ�UIF�MFHBM�TUBUVT�PG�NJOJNVN�
BOE�NBYJNVN�31.T�IBT�WBSJFE�PWFS�UJNF��'PS�ZFBST�NJOJNVN�31.�XFSF�DPOTJEFSFE�
QFS�TF�JMMFHBM�TUBSUJOH�XJUI�UIF������Dr. Miles Medical Co. v. John D. Park & Sons Co.�
EFDJTJPO��5IFO�UXP�MFHBM�EFDJTJPOT�JO������	Monsanto Company v. Spray-Rite Service 
Corporation
� BOE������ 	Business Electronics Corp. v. Sharp Electronics
� DIBMMFOHFE�
UIJT�TUBUVT�BT�QSPGJMFE�JO�4JEFCBST������BOE������

Sidebar 13-2
Monsanto v. Spray-Rite

In the Monsanto Company v. Spray-Rite Service 
Corporation case,14 Spray-Rite (now defunct) sued 
Monsanto after Monsanto cut off its distributorship 
for herbicides in northern Illinois in 1968. Spray-Rite 
claimed that Monsanto did so because Spray-Rite 
would not join in an effort to fix the prices at which 
herbicides were sold. Spray-Rite also alleged a con-
spiracy between Monsanto and some of its distribu-
tors. The U.S. Supreme Court found in Spray-Rite’s 
favor, making clear that the presence of concerted 
action between Monsanto and its distributors was 
critical to its per se ruling. The Court even explicitly 
stated that “a manufacturer…generally has a right 
to deal, or refuse to deal, with whomever it likes, 
as long as it does so independently.” Citing the 
Colgate doctrine (discussed later in this chapter), 
the court went on to say that “the manufacturer 
can announce its resale prices in advance and refuse 

to deal with those who fail to comply.” In other 
words, manufacturers may stipulate resale prices 
to their distributors—as long as the stipulations are 
unilateral. If concerted conspiratorial action occurs, 
a per se illegal ruling can be expected.

The Monsanto decision represented perhaps 
the first chink in the armor of the per se illegal sta-
tus of resale price maintenance. The problem that it 
created was determining how the term “agreement” 
should be defined and what evidence is sufficient to 
support a jury verdict of a price-fixing conspiracy. The 
Supreme Court asserted that evidence must be pre-
sented that the distributor communicated its acqui-
escence regarding the manufacturer’s resale pricing 
policy and that the acquiescence was sought by the 
manufacturer. The mere fact that other distributors 
complained about a price cut, prior to termination, 
was not sufficient to support a finding of agreement.
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#PUI� UIF�Monsanto� BOE�Business Electronics�EFDJTJPOT� TUJNVMBUFE�NBOVGBDUVS�
FST�PG�VQTDBMF�DPOTVNFS�HPPET�UP�VTF�VOJMBUFSBMMZ�JNQMFNFOUFE�NJOJNVN�31.�BT�B�
DFOUSBM�EJTUSJCVUJPO�QPMJDZ����0WFS�UJNF�UIF�VTF�PG�SFTBMF�QSJDFT�IBT�TQSFBE�XJEFMZ�UP�
JODMVEF�DFSUBJO�CSBOET�PG�UFMFWJTJPOT�BUIMFUJD�TIPFT�DBNFSBT�DIJOB�GVSOJUVSF�DPTNFU�
JDT�HPMG�DMVCT�XPNFO�T�TQPSUTXFBS�NFO�T�TVJUT�TUFSFPT� UPZT�DFJMJOH�GBOT�XBUDIFT�
BQQMJBODFT�TLJT�DPPLXBSF�QFSGVNF�DIPDPMBUFT�MVHHBHF�BOE�WJEFP�HBNFT�KVTU�BT�B�
GFX�FYBNQMFT�

%FTQJUF� UIJT� QSFWBMFODF� UIPVHI� BSHVNFOUT� SFNBJO� JO� PQQPTJUJPO� UP�NJOJNVN�
31.�

 1. *U�EPFT�OPU�HVBSBOUFF�UIBU�SFUBJMFST�VTF�MBSHFS�HSPTT�NBSHJOT�UP�QSPWJEF�TFSWJDF��
UIFZ�NBZ�TJNQMZ�QPDLFU�UIF�FYUSB�NPOFZ�

 2. "MUIPVHI�JU�NBZ�GPTUFS�JOUFSCSBOE�DPNQFUJUJPO�NJOJNVN�31.�BMTP�JOIJCJUT�DPN�
QFUJUJPO�CFUXFFO�TUPSFT�DBSSZJOH�UIF�TBNF�CSBOE�

 3. *G�B�NBOVGBDUVSFS�EFFNT�TFSWJDF�FTTFOUJBM�JU�DBO�SFRVJSF�UIBU�BMM�SFUBJMFST�QSPWJEF�
UIBU�TFSWJDF�VTJOH�EFBMFSTIJQ�DPOUSBDUT�SBUIFS�UIBO�CZ�VTJOH�NJOJNVN�31.�

 4. )JHIFS�QSJDFT�EFOZ�HPPET�UP�DPOTVNFST�XJUI�MFTT�NPOFZ���

5IVT�GBS�TFUUJOH�NJOJNVN�SFTBMF�QSJDFT�SFNBJOT�B�MFHBM�BDUJWJUZ�BT�MPOH�BT�JU�JT�OPU�B�
DPODFSUFE�FGGPSU�VOEFSUBLFO�CZ�NVMUJQMF�DPMMVEJOH�QBSUJFT�

5IF�MFHBM�TUBUVT�PG�NBYJNVN�31.�IBT�UBLFO�B�EJGGFSFOU�SPVUF�BT�FYFNQMJGJFE�CZ�
UIF�Albrecht�BOE�State Oil Co. v. Khan�DBTFT�TVNNBSJ[FE�JO�4JEFCBS���������#PUI�DBTFT�
FTUBCMJTIFE�UIBU�NJOJNVN�NBYJNVN�PS�FYBDU�31.�DBO�CF�JNQMFNFOUFE�JG�OPU�EPOF�

Sidebar 13-3
Business Electronics Corp. v. Sharp Electronics

A second major case weakened the per se illegality 
of maximum RPM: Business Electronics Corp. v. Sharp 
Electronics, decided in 1988. In this case, the Supreme 
Court ruled that a manufacturer’s agreement with 
one dealer to stop supplying a price- cutting dealer 
does not necessarily violate the Sherman Act.15 
The plaintiff, Business Electronics, was the exclusive 
retailer of Sharp calculators in Houston from 1968 to 
1972. During that period, Sharp became dissatisfied 
with Business Electronics’ policy of selling calcula-
tors at prices lower than those suggested by Sharp. 
In 1972 Sharp appointed Hartwell’s Office World 
as a second retailer of its calculators in Houston. 
Subsequently, Hartwell’s told Sharp it would quit 
distributing the products unless Sharp ended its rela-
tionship with Business Electronics; in 1973, Sharp ter-
minated Business Electronics’ dealership.

The U.S. Supreme Court upheld an appeals 
court ruling that the agreement to terminate 

Business Electronics was not a per se violation of 
antitrust law. Such an agreement would be illegal 
per se only if it had been part of an agreement 
by the manufacturer and one or more retailers 
to fix prices at some level. There was no proof in 
this case of such a specific price-fixing agreement 
between Sharp and Hartwell’s. Justice Antonin 
Scalia observed in the Court’s opinion that it is 
sometimes legitimate and competitively useful for 
manufacturers to curb price competition among 
their dealers, and he referred to the free-rider 
problem as a good reason for such manufactur-
ers’ actions. If there is no specific agreement as 
to price between the complaining dealers and the 
manufacturer, the reasonableness of an agree-
ment to terminate will be determined by the rule 
of reason, that is, by balancing the anticompeti-
tive intrabrand effects against any procompetitive 
interbrand effects.16
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TP�JO�UIF�DPOUFYU�PG�BO�BHSFFNFOU�UP�SFTUSBJO�USBEF��5IBU�JT�JG�31.�JT�B�NBOVGBDUVSFS�T�
QPMJDZ�XIJDI�JU�FOBDUT�VOJMBUFSBMMZ�CZ�EFGJOJUJPO�UIFSF�DBO�CF�OP�BHSFFNFOU�UIBU�NJHIU�
CF�DPOTUSVFE�BT�BO�BOUJUSVTU�WJPMBUJPO��"DDPSEJOH�UP�UIJT�MPHJD�NBYJNVN�31.�BHSFF�
NFOUT�DBO�CF�VTFE�BT�MPOH�BT�UIFZ�EP�OPU�IBSN�DPNQFUJUJPO�XIFSFBT�NJOJNVN�PS�
FYBDU�31.�BSSBOHFNFOUT�BSSJWFE�BU�UISPVHI�B�MFHBM�DPOUSBDU�PS�BHSFFNFOU�BSF�QFS�TF�
JMMFHBM��5IFTF�DSJUFSJB�TVHHFTU�UIBU�DPOUSPM�PWFS�SFTBMF�QSJDFT�CZ�NBOVGBDUVSFST�JT�MFHBM�
BOE�QPTTJCMF�JG�UIFZ���

t�"DU�VOJMBUFSBMMZ�TVDI�UIBU�BMM�TUBUFNFOUT�BOE�BDUJPOT�DPNF�POMZ�GSPN�UIF�NBOVGBDUVSFS�
t�"WPJE�DPFSDJPO�BOE�EP�OPU�NBLF�BOOVBMMZ� SFOFXBCMF�DPOUSBDUT�DPOEJUJPOBM�PO�

EFBMFS�BEIFSFODF�UP�UIF�NBOVGBDUVSFS�T�TQFDJGJFE�SFTBMF�QSJDF�
t�7FSUJDBMMZ�JOUFHSBUF�GPSNJOH�B�DPSQPSBUF�WFSUJDBM�NBSLFUJOH�TZTUFN�
t�"WPJE� LOPXO� EJTDPVOUFST� CZ� FTUBCMJTIJOH� TDSFFOJOH� BOE� QFSGPSNBODF� DSJUFSJB�

UIBU�BSF�EJGGJDVMU�GPS�EJTDPVOUFST�UP�NFFU�
t�"OOPVODF�UIFJS�SFTBMF�QSJDF�QPMJDZ�VQGSPOU�XIFO�BSSBOHFNFOUT�BSF�GJSTU�NBEF�

XJUI� DIBOOFM�NFNCFST� BOE� TQFDJGZ� UIBU� UIF�NBOVGBDUVSFS�XJMM� SFGVTF� UP� EFBM�
XJUI�BOZ�EFBMFS�UIBU�JT�OPU�XJMMJOH�UP�BEIFSF�UP�UIF�BOOPVODFE�UFSNT�

"T� UIF� 4VQSFNF�$PVSU� OPUFE� JO� Business Electronics� UIPVHI� QFS� TF� QSPIJCJ�
UJPOT�PO�31.�EP�OPU�BQQMZ�iUP�SFTUSJDUJPOT�PO�QSJDF�UP�CF�DIBSHFE�CZ�POF�XIP�JT�JO�
SFBMJUZ�BO�BHFOU�PG�OPU�B�CVZFS�GSPN�UIF�NBOVGBDUVSFS�w���'PS�FYBNQMF�SFTUSJDUJPOT�
DPVME�BQQMZ�UP�B�EJTUSJCVUPS�UIBU�UBLFT�UJUMF�UP�UIF�HPPET�JU�TFMMT�GPS�B�NBOVGBDUVSFS�

Sidebar 13-4
Albrecht v. Herald and State Oil Co. v. Khan

The Albrecht decision in 1968 established the per 
se illegality of maximum resale price maintenance.22 
Albrecht was a newspaper carrier for the Herald 
Company, which granted exclusive territories to 
its carriers. The Herald Company advertised a sub-
scription price for home newspaper delivery and 
required its carriers to charge that price. Albrecht 
charged a higher price, leading to his termination 
by the Herald Company. Albrecht sued and won 
in the Supreme Court, which argued that when a 
maximum RPM policy sets prices too low, it pre-
vents a dealer from offering services that customers 
need and value. This argument was challenged aca-
demically, but the per se illegality of maximum RPM 
remained in place until 1997.

Then the State Oil Co. v. Khan (1997) deci-
sion overturned Albrecht, with the Supreme Court 
ruling that maximum RPM agreements should be 
decided on a rule-of-reason basis (i.e., viewed as 

legal unless they harmed competition).23 In this 
case, Khan was a dealer of Union 76 brand gas-
oline. His supply contract with State Oil was, in 
essence, a maximum RPM contract, though this 
status was somewhat veiled by the specific pricing 
stipulations in the agreement. Khan sued, seeking 
the right to charge higher prices for his gasoline 
and pocket the difference in revenue.

In a unanimous ruling, the U.S. Supreme 
Court found in favor of State Oil, because the ben-
efit to consumers, in the form of lower prices, out-
weighed the possible harm caused by the practices. 
In the previous 30 years, the Court further noted, 
firms had found many ways around Albrecht, and 
yet none of these actions had exerted serious nega-
tive impacts on competitiveness or welfare. Thus, a 
rule-of-reason criterion was deemed more appropri-
ate for determining the legality of maximum RPM, 
undertaken through concerted action.
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CVU�OPU� UP�BO� JOEFQFOEFOU� TBMFT� SFQSFTFOUBUJWF� UIBU�OFWFS� UBLFT� UJUMF� UP� UIF�NBOV�
GBDUVSFS�T�HPPET��5IF�$PVSU�BMTP�RVPUFE�GSPN�U.S. v. General Electric Co��CZ�TUBUJOH�
i5IF�PXOFS�PG�BO�BSUJDMFyJT�OPU�WJPMBUJOH� UIF�DPNNPO� MBX�PS� UIF�"OUJ�5SVTU�-BX�
CZ�TFFLJOH�UP�EJTQPTF�PG�IJT�BSUJDMF�EJSFDUMZ�UP�UIF�DPOTVNFS�BOE�GJYJOH�UIF�QSJDF�CZ�
XIJDI�IJT�BHFOUT�USBOTGFS�UIF�UJUMF�GSPN�IJN�EJSFDUMZ�UP�UIF�DPOTVNFS�w���5IJT�TUBODF�
BMTP�IBT�CFFO�FDIPFE�JO�B������MPXFS�DPVSU�EFDJTJPO��iXIFSF�UIF�NBOVGBDUVSFS�CFBST�
UIF�GJOBODJBM�SJTLT�PG� USBOTBDUJPOT�XJUI�UIF�DVTUPNFST�BOE�DPOUJOVFT�UP�SFUBJO�AUJUMF�
EPNJOJPO�BOE�DPOUSPM�PWFS�JUT�HPPET��UIFO�JU�JT�MJLFMZ�UIBU�UIF�EJTUSJCVUPS�JT�NFSFMZ�BO�
BHFOU�GPS�UIF�NBOVGBDUVSFS�w��

Price Discrimination

5IFSF�BSF�NBOZ�XBZT�DIBOOFM�NFNCFST�EJTDSJNJOBUF�BNPOH�UIFJS�DVTUPNFST�BOE�TVQ�
QMJFST� UIPVHI� B� QSJNBSZ� GPDVT� JT� QSJDF��8IFO� B� TFMMFS� PGGFST� B� MPXFS� QSJDF� UP� POF�
CVZFS�SBUIFS�UIBO�BOPUIFS�GPS�UIF�TBNF�QSPEVDU�UIF�TFMMFS�JT�EJTDSJNJOBUJOH�CFUXFFO�
UIF� CVZFST�XJUI� B�NPOFUBSZ� SFXBSE��%JTDSJNJOBUJOH� BNPOH� CVZFST�XIFUIFS� VTJOH�
QSJDFT�TFSWJDF�PVUQVUT�PS�QSPEVDU�GFBUVSFT�NBLFT�BCVOEBOU�TFOTF��'SPN�B�NBOBHF�
SJBM� QFSTQFDUJWF� JU� JT� GPPMJTI�not� UP� BQQSPBDI�CVZFST�XJUI� IJHI�EFNBOE� FMBTUJDJUJFT�
EJGGFSFOUMZ�GSPN�UIPTF�XJUI�MPX�EFNBOE�FMBTUJDJUJFT��8FMM�DPODFJWFE�NBSLFU�TFHNFO�
UBUJPO� TDIFNFT�BSF�EJTDSJNJOBUPSZ�CFDBVTF� UIFZ� SFDPNNFOE�BQQSPBDIJOH� TFHNFOUT�
EJTTJNJMBSMZ��8JUIPVU�EJTDSJNJOBUJPO�TFMMFST�DPVME�OFWFS�BDIJFWF�UIFJS�PQUJNBM�QSPGJUT��
#FDBVTF�QSJDF�TFOTJUJWJUZ�BT�XFMM�BT�UIF�DPTUT�UP�TFSWF�BOE�JOUFOTJUZ�PG�DPNQFUJUJPO�
WBSJFT�BDSPTT�NBSLFU�TFHNFOUT�DIBSHJOH�EJGGFSFOU�PS�TFHNFOUFE�QSJDFT� JT� UIF�SJHIU�
FDPOPNJD�EFDJTJPO���

5IF�NBJO� TFHNFOUBUJPO�QSJDJOH�QPMJDJFT�FOBDUFE�CZ�DIBOOFM�NBOBHFST� SFWPMWF�
BSPVOE�SFEVDUJPOT�GSPN�UIF�MJTU�QSJDF�QSPNPUJPOBM�BMMPXBODFT�BOE�TFSWJDFT�BOE�GVOD�
UJPOBM�EJTDPVOUT��5IF� SBUJPOBMF�BOE�NPUJWF� JO�FBDI�DBTF� JT� TUSBJHIUGPSXBSE�� JODSFBTF�
EFNBOE�DPNCBU�DPNQFUJUPST�SFXBSE�DVTUPNFST�BOE�PS�DPNQFOTBUF�DIBOOFM�QBSUOFST�
GPS�TFSWJDFT�SFOEFSFE��:FU�QSJDF�EJTDSJNJOBUJPO�CZ�CPUI�TFMMFST�BOE�CVZFST�BMTP�NBZ�CF�
JMMFHBM�BT�DPWFSFE�VOEFS�UIF�3PCJOTPO�1BUNBO�"DU�	����
�

PRICE DISCRIMINATION BY SELLERS� 8IFO� TFMMFST� PGGFS� EJGGFSFOU� QSJDFT� UP� EJGGFSFOU�
CVZFST�UIF�3PCJOTPO�1BUNBO�"DU�4FDUJPO��	B
�TUBUFT�

*U� TIBMM� CF� VOMBXGVM� GPS� BOZ� QFSTPO� FOHBHFE� JO� DPNNFSDFyFJUIFS� EJSFDUMZ� PS�
JOEJSFDUMZ�UP�EJTDSJNJOBUF�JO�QSJDF�CFUXFFO�EJGGFSFOU�QVSDIBTFST�PG�DPNNPEJUJFT�
PG�MJLF�HSBEF�BOE�RVBMJUZ�XIFSF�FJUIFS�PS�BOZ�PG�UIF�QVSDIBTFT�JOWPMWFE�JO�TVDI�
EJTDSJNJOBUJPO�BSF�JO�DPNNFSDF�XIFSF�TVDI�DPNNPEJUJFT�BSF�TPME�GPS�VTF�DPO�
TVNQUJPO�PS�SFTBMF�XJUIJO�<BOZ�BSFB>�VOEFS�UIF�KVSJTEJDUJPO�PG�UIF�6OJUFE�4UBUFT�
BOE�XIFSF�UIF�FGGFDU�PG�TVDI�EJTDSJNJOBUJPO�NBZ�CF�UP�TVCTUBOUJBMMZ�MFTTFO�DPNQF�
UJUJPO�PS�UFOE�UP�DSFBUF�B�NPOPQPMZ�JO�BOZ�MJOF�PG�DPNNFSDF�PS�UP�JOKVSF�EFTUSPZ�
PS�QSFWFOU�DPNQFUJUJPO�XJUI�BOZ�QFSTPO�XIP�FJUIFS�HSBOUT�PS�LOPXJOHMZ�SFDFJWFT�
UIF�CFOFGJU�PG�TVDI�EJTDSJNJOBUJPO�PS�XJUI�DVTUPNFST�PG�FJUIFS�PG�UIFN�

5ISFF�UFSNT�BSF�QBSUJDVMBSMZ�TJHOJGJDBOU�JO�UIJT�TFDUJPO�

t�Commodities:�5IF�3PCJOTPO�1BUNBO�"DU� BQQMJFT� UP� HPPET� BOE� HPPET� CVOEMFE�
XJUI�TFSWJDFT�JG�UIF�WBMVF�PG�UIF�HPPET�QSFEPNJOBUFT��*U�EPFT�OPU�DPWFS�UIF�TBMF�PG�
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TFSWJDFT��4PNF�DBUFHPSJFT�FYDMVEFE�GSPN�UIJT�MFHJTMBUJPO�UIVT�BSF�QSJOUJOH�BEWFS�
UJTJOH�BOE�SFBM�FTUBUF�

t�Like grade and quality:�*G�QSPEVDUT�DPOUBJO�EJGGFSFOU�NBUFSJBMT�PS�FYIJCJU�WBSJBOU�
XPSLNBOTIJQ�UIFZ�BSF�OPU�DPOTJEFSFE�PG�iMJLF�HSBEF�BOE�RVBMJUZ�w�*G�UIF�EJGGFS�
FODFT�BSF�NJOPS�BOE�EP�OPU�BGGFDU�UIF�CBTJD�VTF�PG�UIF�HPPET�UIPVHI�QSJDF�EJG�
GFSFOUJBMT�NBZ�OPU�CF�BMMPXFE��'PS�FYBNQMF�DIBMMFOHFT�IBWF�RVFTUJPOFE�QSJDF�
EJGGFSFODFT�CFUXFFO�QSJWBUF�MBCFM�BOE�CSBOEFE�HPPET�XIFO�UIF�QSPEVDU�JT�JEFOUJ�
DBM�	F�H��FWBQPSBUFE�NJML�CZ�#PSEFO
���

t�Substantially lessen competition:� 5IJT� GBDUPS� JT� DSJUJDBM� UP� BMM� BOUJUSVTU� DBTFT�
	JODMVEJOH�UIPTF�GJMFE�VOEFS�4FDUJPO��	B
�PG�UIF�3PCJOTPO�1BUNBO�"DU
�UIBU�BEPQU�
UIF�SVMF�PG�SFBTPO�EPDUSJOF��*U�BMTP�JT�JODSFBTJOHMZ�EJGGJDVMU�GPS�QMBJOUJGGT�UP�QSPWF�
CFDBVTF�PG�UIF�JNQPSUBOU�EJGGFSFODF�CFUXFFO�JOKVSZ�UP�DPNQFUJUPST�BOE�JOKVSZ�UP�
DPNQFUJUJPO��"�MPTT�PG�TBMFT�CZ�POF�GJSN�BOE�UIFJS�HBJO�CZ�BOPUIFS�JT�DPNQFUJUJPO��
UIF�PCKFDU�PG�FBDI�DPNQFUJUPS�JT�UP�PVUTFMM�SJWBMT�BOE�TVDI�JOKVSZ�UP�B�DPNQFUJUPS�
JT�OPU�JMMFHBM��&WJEFODF�PG�BO�JOUFOU�UP�EFTUSPZ�B�DPNQFUJUPS�JOTUFBE�NBZ�JOEJDBUF�
BO�JOKVSF�DPNQFUJUJPO�BT�B�XIPMF�JO�UIF�NBSLFU�

'VSUIFSNPSF�QSJDF�EJTDSJNJOBUJPO�BNPOH�DVTUPNFST�XIP�EP�OPU�DPNQFUF�JT�OPU�
JMMFHBM��*U�JT�QFSGFDUMZ�MFHBM�GPS�SFUBJMFST�UP�DIBSHF�DPOTVNFST�EJGGFSFOU�QSJDFT�GPS�JEFOUJ�
DBM�HPPET�BOE�TFSWJDFT�	F�H��BJSMJOF�UJDLFUT�BVUPNPCJMFT
�CFDBVTF�UIFTF�FOE�VTFST�BSF�
OPU�iJO�DPNQFUJUJPOw�XJUI�POF�BOPUIFS��4JNJMBSMZ�JG�POF�SFUBJMFS�EPFT�CVTJOFTT�POMZ�PO�
UIF�FBTU�DPBTU�PG�UIF�6OJUFE�4UBUFT�BOE�BOPUIFS�EPFT�CVTJOFTT�POMZ�PO�UIF�XFTU�DPBTU�
B�WFOEPS�NBZ�DIBSHF�UIFN�EJGGFSFOU�QSJDFT�BT�MPOH�BT�UIFZ�EP�OPU�DPNQFUF�GPS�UIF�
TBNF�FOE�VTFST�

*O�DPOUSBTU�QSJDF�EJTDSJNJOBUJPO�UIBU�JOKVSFT�BOZ�PG�UISFF�TQFDJGJD�MFWFMT�PG�DPN�
QFUJUJPO�NBZ�CF�QSPIJCJUFE�CZ�UIF�3PCJOTPO�1BUNBO�"DU�

t�Primary level��$PNQFUJUJPO�CFUXFFO�UXP�TFMMFST�NBZ�TVGGFS�JG�POF�PG�UIFN�PGGFST�
EJTDSJNJOBUPSZ�QSJDFT�UP�TPNF�DVTUPNFST�

t�Secondary level�� $PNQFUJUJPO� CFUXFFO� UXP� DVTUPNFST� NBZ� CF� BGGFDUFE� JG� UIF�
TFMMFS�EJGGFSFOUJBUFT�CFUXFFO�UIFN��#Z�DIBSHJOH�UIFN�EJGGFSFOU�QSJDFT�UIF�TFMMFS�
JT�BJEJOH�POF�CVZFS�BOE�IBSNJOH�UIF�PUIFS�JO�UIFJS�NVUVBM�DPNQFUJUJPO�XIJDI�JT�
JMMFHBM�JG�JU�JT�TVGGJDJFOU�UP�DBVTF�B�TVCTUBOUJBM�MFTTFOJOH�PG�DPNQFUJUJPO�

t�Tertiary level��*G�B�NBOVGBDUVSFS�EJTDSJNJOBUFT�JO�QSJDFT�CFUXFFO�UXP�XIPMFTBMFST�
TVDI�UIBU�UIF�DVTUPNFST�PG�POF�XIPMFTBMFS�BSF�GBWPSFE�PWFS�UIPTF�PG�UIF�PUIFS�
UIJT�BDU�JOKVSFT�DPNQFUJUJPO�

1FSIBQT�UIF�NPTU� JNQPSUBOU�DBTF�DJUJOH�UIF�3PCJOTPO�1BUNBO�"DU�XBT�EFDJEFE�
JO������	TFF�4JEFCBS�����
��*U�JOWPMWFE�QSJNBSZ�MFWFM�EJTDSJNJOBUJPO��-JHHFUU���.ZFST�
GPSNFSMZ� UIF� #SPPLF� (SPVQ� DIBSHFE� #SPXO� ��8JMMJBNTPO� XJUI� QSFEBUPSZ� QSJDJOH��
*O�XJOOJOH�UIF�DBTF� UIF�EFGFOEBOU�#SPXO���8JMMJBNTPO�FTUBCMJTIFE�UIBU�QSFEBUPSZ�
QSJDJOH�FYJTUT�POMZ�JG�UIF�QSFEBUPS�BDUVBMMZ�SFDPWFST�UIF�DPTUT�PG�MPXFSJOH�JUT�QSJDFT�UP�
QSFEBUPSZ�MFWFMT��5IF�DBTF�BMTP�SFBGGJSNFE�UIF�QPUFOUJBMMZ�QPTJUJWF�DPOTVNFS�XFMGBSF�
JNQMJDBUJPOT�PG�MPXFS�QSJDFT��5IBU�JT�USVMZ�QSFEBUPSZ�QSJDJOH�SFRVJSFT�UIF�QSFEBUPS�UP�
MPXFS�QSJDFT�TP�GBS�UIBU�UIFZ�GPSDF�UIF�WJDUJN�PVU�PG�UIF�NBSLFU�XIJDI�BMTP�IBSNT�UIF�
QSFEBUPS�BU�MFBTU�JO�UIF�TIPSU�UFSN��*O�UIJT�DBTF�FWFO�JG�#SPXO���8JMMJBNTPO�GPSDFE�
-JHHFUU���.ZFST�PVU�PG�UIF�NBSLFU�JU�DPVME�OPU�EP�UIF�TBNF�UP�BMM�JUT�PUIFS�DPNQFUJUPST�
TP�UIF�$PVSU�GPVOE�UIBU�QSFEBUPSZ�QSJDJOH�DPVME�OPU�CF�QSPWFO�
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SELLERS’ DEFENSES AGAINST PRICE DISCRIMINATION CHARGES� 1SJDF�EJTDSJNJOBUJPO�JT�
OPU�B�QFS�TF�WJPMBUJPO�PG�UIF�BOUJUSVTU�MBXT�FTQFDJBMMZ�JG�JU�IBT�BO�JOTJHOJGJDBOU�JNQBDU�
PO�DPNQFUJUJPO��*O�BEEJUJPO�EJTDSJNJOBUJPO�NBZ�CF�KVTUJGJFE�XIFO�	�
�DBSSJFE�PVU�UP�
EJTQPTF� PG� QFSJTIBCMF� PS� PCTPMFUF� HPPET� PS� VOEFS� B� DMPTF�PVU� PS� CBOLSVQUDZ� TBMF��
	�
ùJU�SFGMFDUT�EJGGFSFODFT�JO�iUIF�DPTU�PG�NBOVGBDUVSF�TBMF�PS�EFMJWFSZ�SFTVMUJOH�GSPN�
UIF�EJGGFSJOH�NFUIPET�PS�RVBOUJUJFTw�JO�XIJDI�UIF�DPNNPEJUZ�XBT�TPME�PS�EFMJWFSFE��
PS�	�
ùFGGFDUFE�iJO�HPPE�GBJUI�UP�NFFU�BO�FRVBMMZ�MPX�QSJDF�PG�B�DPNQFUJUPS�w�5IF�GJSTU�
EFGFOTF�QPTFT�GFX�QSPCMFNT��UIF�TFDPOE�BOE�UIJSE�BSF�NPSF�DPNQMFY�

4UBSUJOH�XJUI�UIF�TFDPOE�PQUJPO�DPNQBOJFT�UIBU�BUUFNQU�UP�TVTUBJO�B�cost justi-
fication defense�IBWF�TFMEPN�CFFO�TVDDFTTGVM�CFDBVTF�PG�UIF�TUSJOHFOU�TUBOEBSET�TFU�
CZ�UIF�6�4��'FEFSBM�5SBEF�$PNNJTTJPO�BOE�UIF�DPVSUT�XIJDI�SFRVJSF�EFUBJMFE�EPDV�
NFOUBUJPO�PG�GVMM�	OPU�NBSHJOBM
�DPTUT��'VSUIFSNPSF�UIJT�EFGFOTF�GBJMT�JG�BOZUIJOH�MFTT�
UIBO�����QFSDFOU�PG�UIF�QSJDF�EJGGFSFOUJBM�SFTVMUT�GSPN�DPTU�EJGGFSFODFT����5IF�CVSEFO�PG�
QSPPG�JT�PO�UIF�TFMMFS�CFDBVTF�RVBOUJUZ�EJTDPVOUT�BSF�QFSNJUUFE�VOEFS�4FDUJPO��	B
�PG�
UIF�3PCJOTPO�1BUNBO�"DU�POMZ�UP�UIF�FYUFOU�UIFZ�BSF�KVTUJGJFE�CZ�DPTU�TBWJOHT�

'PS�FYBNQMF�UIF�6�4��4VQSFNF�$PVSU�IBT�SVMFE�UIBU�RVBOUJUZ�EJTDPVOUT�NVTU�SFGMFDU�
UIF�DPTU�TBWJOHT�BDIJFWFE�GSPN�EFMJWFSJOH�UP�POF�QMBDF�BU�POF�UJNF�XIJDI�TUSPOHMZ�MJN�
JUT�UIF�VTF�PG�DVNVMBUJWF�RVBOUJUZ�EJTDPVOUT��*O�UIF�����T�QSJDJOH�QPMJDJFT�JO�UIF�QIBS�
NBDFVUJDBM� JOEVTUSZ�BUUSBDUFE�DPOTJEFSBCMF� MJUJHBUJPO��-BUF� JO����������� JOEFQFOEFOU�
QIBSNBDJFT�JO����TUBUFT�TVFE�UIF�MBSHFTU�ESVH�NBOVGBDUVSFST�BOE�NBJM�PSEFS�EJTUSJCVUPST�

Sidebar 13-5
Liggett & Myers v. Brown & Williamson

In 1980, Liggett & Myers, which had a 2.3  percent 
market share, introduced a generic, unadver-
tised cigarette that sold for 30 percent less than 
the branded names. Brown & Williamson (B&W) 
responded by entering the market with a generic 
product packaged in a box identical to Liggett’s and 
began to undercut Liggett’s price. At the time, B&W 
had a market share of around 12 percent. In the fol-
lowing 18 months, B&W allegedly cut its prices sub-
stantially below average variable cost. Liggett could 
not sustain the below-cost pricing, and the price of 
generic cigarettes rose.

Liggett sued under the Robinson-Patman 
Act,28 alleging that B&W’s predatory price cuts 
were implemented with discounts given to differ-
ent distributors in varying degrees—hence, price 
discrimination. Many aspects of this case make for 
interesting reading and analysis from a marketing 
management perspective, but the most important 
is the decision itself. The Court’s decision rested on 
its assessment of whether B&W could earn back, 
using monopoly pricing, the costs of its predatory 

actions after Liggett was driven from the mar-
ket. Therefore, in addition to showing below-cost 
prices, Liggett, as the plaintiff, also had to demon-
strate “that the competitor had a reasonable pros-
pect…of recouping its investment in below-cost 
prices.”29 As the Court noted, “Recoupment is the 
ultimate object of an unlawful predatory scheme; 
it is the means by which a predator profits from 
predation.”30

Through an analysis of competition in the 
cigarette industry, the Court came to the conclusion 
that B&W, despite driving Liggett from the market, 
lacked the power to quiet R.J. Reynolds, Philip Morris, 
and other competitors, so it would not be able to 
retrieve its investment. Finding in favor of B&W, the 
decision stated that without recoupment, predatory 
pricing would produce lower aggregate prices in the 
market, which enhance consumer welfare. A federal 
court in Texas followed the same line of reasoning 
shortly thereafter, when it cleared American Airlines 
of charges of predatory pricing waged against 
Northwest and Continental Airlines.31
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DIBSHJOH� UIFN�XJUI�QSJDF�EJTDSJNJOBUJPO��&BSMJFS� UIBU�ZFBS� GPVS�NBKPS�HSPDFSZ�DIBJOT�
	,SPHFS�"MCFSUTPO�T� 4BGFXBZ� BOE�7POT
� IBE� GJMFE� B� TVJU� JO� $JODJOOBUJ� GFEFSBM� DPVSU�
DIBSHJOH����QIBSNBDFVUJDBM�GJSNT�BOE�B�NBJM�PSEFS�QSFTDSJQUJPO�DPNQBOZ�XJUI�EJTDSJNJ�
OBUPSZ� BOE�iQFSOJDJPVTw� QSJDJOH��5IF� TVJU� DMBJNFE� UIF� GJSNT�� QSJDJOH� QPMJDJFT� GBWPSFE�
JOTUJUVUJPOBM�QIBSNBDJFT�IFBMUI�NBJOUFOBODF�PSHBOJ[BUJPOT�BOE�NBJM�PSEFS�QSFTDSJQUJPO�
DPNQBOJFT�XJUI�MPXFS�QSJDFT�XIJMF�DIBSHJOH�TVQFSNBSLFU�DIBJOT�NPSF�

5IF�meeting competition defense�	GSPN�4FDUJPO��	C
�PG�UIF�3PCJOTPO�1BUNBO�
"DU
�IBT�QSPWFO�BT�EJGGJDVMU� UP�BQQMZ�BT� UIF�DPTU� KVTUJGJDBUJPO�EFGFOTF�CVU� JU� JT�FWFO�
NPSF�DPNQMFY��5IJT�EFGFOTF�DBO�CF�WBMJE�FWFO�JO�UIF�GBDF�PG�TVCTUBOUJBM�JOKVSZ�UP�DPN�
QFUJUJPO�JG�UIF�EFGFOEBOU�DBO�QSPWF�JUT�HPPE�GBJUI�CZ�TIPXJOH�UIF�GPMMPXJOH���

t�5IF�QSJDF�JT�MBXGVM�BOE�OPU�QSPEVDFE�CZ�DPMMVTJPO��"�TFMMFS�EPFT�OPU�IBWF�UP�QSPWF�
UIF�QSJDF�JU�JT�NFFUJOH�JT�MBXGVM�CVU�JU�NVTU�NBLF�TPNF�FGGPSU�UP�GJOE�PVU�JG�JU�JT�

t�5IF�QSJDF�SFBMMZ�FYJTUT���XJUIPVU�CFJOH�VOEFSDVU��'PS�FYBNQMF�QSJDF�SFEVDUJPOT�
PO� B�iQSFNJVNw� WFSTJPO� PG� UIF� QSPEVDU� UP� UIF� MFWFM� PG� UIF�iTUBOEBSEw� WFSTJPO�
DBO�CF�B�GPSN�PG�JMMFHBM�QSJDF�EJTDSJNJOBUJPO��#VU�JG�UIF�QVCMJD�JT�XJMMJOH�UP�QBZ�
B�IJHIFS�QSJDF�GPS�UIF�QSFNJVN�QSPEVDU�UIFJS�FRVJWBMFOU�QSJDFT�NBZ�CF�B�WJBCMF�
GPSN�PG�DPNQFUJUJPO�

t�$PNQFUJUJPO�JT�BU�UIF�QSJNBSZ�MFWFM��(SBOUJOH�B�EJTDSJNJOBUPSZ�QSJDF�UP�TPNF�DVTUPN�
FST�UP�FOBCMF�UIFN�UP�NFFU�UIFJS�PXO�DPNQFUJUJPO�MJLFMZ�JT�OPU�B�QSPUFDUFE�QSBDUJDF���

"DDPSEJOH� UP�B������4VQSFNF�$PVSU� SVMJOH� UIF�HPPE� GBJUI�EFGFOTF� JT�BQQMJDBCMF� UP�
�FGGPSUT�UP�HBJO�OFX�DVTUPNFST�BOE�SFUBJO�FYJTUJOH�POFT��#VU�GJSNT�BSF�POMZ�QFSNJUUFE�UP�
NBUDI�SJWBM�QSJDFT��UIFZ�DBOOPU�VOEFSDVU�UIFN���

'JOBMMZ�QSJDJOH�EJGGFSFODFT�BSF�EFGFOTJCMF�JG�UIF�TFMMFS�PGGFST�B�QSJDJOH�QPMJDZ�UIBU�
JT�FRVBMMZ�BWBJMBCMF�UP�BMM�DVTUPNFST�CVU�JT�OPU�DIPTFO�CZ�BMM�DVTUPNFST��"�NBOVGBDUVSFS�
DBO�PGGFS�B�EJTDPVOU�GPS�FBSMZ�JOWPJDF�QBZNFOUT�GPS�FYBNQMF��/PU�BMM�DVTUPNFST�UBLF�
BEWBOUBHF�PG�UIJT�EJTDPVOU�CVU�UIFZ�BMM�IBWF�BO�FRVBM�PQQPSUVOJUZ�UP�EP�TP�TP�UIFSF�
JT�OP�WJPMBUJPO�

PRICE DISCRIMINATION BY BUYERS.� 'PSDJOH�BO�VQTUSFBN�TFMMFS�UP�DIBSHF�B�EJTDSJNJOB�
UPSZ�QSJDF�NBZ�FOUBJM�DPFSDJPO�CZ�B�CVZFS��5IVT�4FDUJPO��	G
�PG�UIF�3PCJOTPO�1BUNBO�
"DU�NBLFT�JU�VOMBXGVM�GPS�B�QFSTPO�UP�JOEVDF�PS�SFDFJWF�B�EJTDSJNJOBUPSZ�QSJDF�LOPX�
JOHMZ��#VZFST�JO�WJPMBUJPO�PG�UIJT�TFDUJPO�SFBTPOBCMZ�TIPVME�CF�BXBSF�PG�UIF�JMMFHBMJUZ�PG�
UIF�QSJDFT�UIFZ�SFDFJWF��5IF�HPBM�IFSF�JT�UP�QSFWFOU�MBSHF�QPXFSGVM�DIBOOFM�NFNCFST�
GSPN� DPNQFMMJOH� TFMMFST� UP� HJWF� UIFN�EJTDSJNJOBUPSZ� MPXFS� QSJDFT�� 4FDUJPO� �� PG� UIF�
'FEFSBM�5SBEF�$PNNJTTJPO�"DU�FOGPSDFT� UIJT� SVMF�OPUJOH� UIBU�TVDI�VTFT�PG�DPFSDJWF�
QPXFS�SFQSFTFOU�VOGBJS�DPNQFUJUJPO�

*U� JT�BMTP�JMMFHBM�GPS�CVZFST�UP�DPFSDF�GBWPST�GSPN�TVQQMJFST�TVDI�BT�TQFDJBM�QSP�
NPUJPOBM� BMMPXBODFT� PS� TFSWJDFT�� 3FDBMM� PVS� EJTDVTTJPO� PG� slotting allowances� GSPN�
$IBQUFS����5IFTF�QSPNPUJPOT�BSF�OPU�QFS�TF�JMMFHBM�CVU�UIF�GJYFE�QBZNFOUT�NBEF�CZ�B�
NBOVGBDUVSFS�UP�B�SFUBJMFS�UP�HBJO�BDDFTT�UP�UIF�SFUBJMFS�T�TIFMG�TQBDF�DPVME�CF�DPOTUSVFE�
BT� JMMFHBM� JO� TPNF� DJSDVNTUBODFT�� 'PS� FYBNQMF� JG� DPNQFUJOH� SFUBJMFST� BHSFFE� PO� UIF�
BNPVOU�PG�TMPUUJOH�BMMPXBODFT�UP�DIBSHF�PS�UIF�BMMPDBUJPO�PG�TIFMG�TQBDF�UP�NBOVGBDUVS�
FST� UIF�QSBDUJDF�XPVME�WJPMBUF�BOUJUSVTU�SFHVMBUJPOT��5IFZ�BMTP�DPVME�CF�DIBMMFOHFE�JG�
VTFE�BT�QBSU�PG�B�DPOTQJSBDZ�UP�NPOPQPMJ[F�USBEF�PS�FYDMVEF�DFSUBJO�NBOVGBDUVSFST�GSPN�
SFUBJM�TIFMWFT��'JOBMMZ�TMPUUJOH�BMMPXBODFT�DPVME�WJPMBUF�UIF�3PCJOTPO�1BUNBO�"DU�JG�JU�DBO�
CF�QSPWFO�UIBU�UIFZ�XFSF�VTFE�BT�QSJDF�EJTDSJNJOBUJPO�NFDIBOJTNT���
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"MUIPVHI�TMPUUJOH�BMMPXBODFT�BSF�QSFEPNJOBOU�JO�HSPDFSZ�SFUBJMJOH�UIFZ�BMTP�BQQFBS�
JO�TPGUXBSF�NVTJD�QIBSNBDFVUJDBM�BOE�CPPL�TFMMJOH� JOEVTUSJFT����3FUBJMFST� JOTJTU� UIBU�
TMPUUJOH�BMMPXBODFT�BSF�OFDFTTBSZ�UP�EFGSBZ�UIF�DPTUT�PG�TUPDLJOH�B�OFX�QSPEVDU�TVDI�BT�
BEEJOH�UIF�OFX�QSPEVDU�JO�UIF�TUPSF�T�DPNQVUFS�TZTUFN�XBSFIPVTF�NBOBHFNFOU�BOE�
TIFMG�QMBDFNFOU�DPTUT�UIBU�UFOE�UP�IBWF�SJTFO�XJUI�UIF�JODSFBTF�JO�OFX�QSPEVDU�JOUSP�
EVDUJPOT�JO�SFDFOU�ZFBST����"�TUBOEBSE�TVQFSNBSLFU�TUPDLT�BCPVU�������QSPEVDUT�CVU�
UIFSF�BSF�NPSF�UIBO��������HSPDFSZ�QSPEVDUT�BWBJMBCMF�UP�UIF�NBSLFU�BOE�UIPVTBOET�
PG�OFX�QSPEVDU�JOUSPEVDUJPOT�QFS�ZFBS�XIJDI�BSF�TVCKFDU�UP�GBJMVSF�SBUFT�BT�IJHI�BT����
QFSDFOU����*O�B�SFMBUFE�BSHVNFOU�TMPUUJOH�BMMPXBODFT�DPVME�QFSGPSN�B�CFOFGJDJBM�TJHOBM�
JOH�GVODUJPO�JO�UIBU�B�NBOVGBDUVSFS�JT�XJMMJOH�UP�PGGFS�BO�VQGSPOU�GJYFE�QBZNFOU�POMZ�JO�
TVQQPSU�PG�B�QSPEVDU�JU�CFMJFWFT�IBT�IJHI�NBSLFU�QPUFOUJBM��5IVT�SFUBJMFST�DBO�VTF�TMPU�
UJOH�BMMPXBODFT�UP�TDSFFO�PVU�QPUFOUJBMMZ�QPPS�QSPEVDUT�GSPN�UIFJS�TIFMWFT���

$POTJEFSJOH� UIBU� TMPUUJOH� BMMPXBODFT� DBO� CF� TVCTUBOUJBM� JU� JT� OP� XPOEFS� UIBU�
NBOVGBDUVSFST�EFOJHSBUF�UIFN�BT�OPUIJOH�NPSF�UIBO�QSJDF�EJTDSJNJOBUJPO�BOE�FYUPS�
UJPO��4NBMM�NBOVGBDUVSFST�DPNQMBJO�UIF�MPVEFTU�OPUJOH�UIBU�TMPUUJOH�BMMPXBODFT�PGUFO�
QSFWFOU�UIFJS�TJNQMF�BDDFTT�UP�TUPSF�TIFMWFT��&WJEFODF�DPOGJSNT�UIBU�UIPVHI�NPTU�NBO�
VGBDUVSFST� TFMMJOH� UISPVHI� SFUBJMFST� QBJE� TPNF� TMPUUJOH� BMMPXBODFT� UIF� QFSDFOUBHFT�
BSF�IJHIFS�BNPOH�DPNQBOJFT�XJUI�TBMFT�VOEFS����CJMMJPO�DPNQBSFE�XJUI�MBSHFS�GJSNT�
XIJDI�MJLFMZ�DBO�FYFSU�NPSF�CBSHBJOJOH�QPXFS�JO�UIF�DIBOOFM���

%FTQJUF�BMM�UIFTF�DPOUSPWFSTJFT�UIF�VTF�PG�TMPUUJOH�BMMPXBODFT�DPOUJOVFT�MFHBMMZ��
"T�UIF�'FEFSBM�5SBEF�$PNNJTTJPO�T�	'5$
�#VSFBV�PG�$PNQFUJUJPO�IBT�OPUFE�NBOVGBD�
UVSFST�DPNNPOMZ�HSVNCMF�BCPVU�TMPUUJOH�BMMPXBODFT�CVU�XJUIPVU�NBLJOH�GPSNBM�DPN�
QMBJOUT��*U�JT�BMTP�IBSE�UP�BSHVF�UIBU�SFUBJMFST��HSFBUFS�DIBOOFM�QPXFS�FOBCMFT�UIFN�UP�
FYUSBDU�QSPGJUT�GSPN�NBOVGBDUVSFST�UISPVHI�TMPUUJOH�BMMPXBODFT�CFDBVTF�SFUBJMFST��QSPG�
JUT�IBWF�OPU�SJTFO�BQQSFDJBCMZ�BT�B�SFTVMU�PG�TMPUUJOH�BMMPXBODFT��$POTJEFS�Augusta News 
Co. v. Hudson News Co.�5IF�QMBJOUJGGT�XIPMFTBMF�NBHB[JOF�EJTUSJCVUPST�UIBU�SFGVTFE�UP�
QBZ�TMPUUJOH�GFFT�PG�VQ�UP��������QFS�TUPSF�UP�DIBJO�TUPSF�SFUBJMFST�BSHVFE�UIBU�UIFTF�
GFFT�WJPMBUFE�CPUI�UIF�4IFSNBO�"DU�BOE�UIF�3PCJOTPO�1BUNBO�"DU��#VU�JO�SVMJOH�BHBJOTU�
UIFN�UIF�KVEHF�GPVOE�UIBU�TMPUUJOH�GFFT�SBUIFS�UIBO�CFJOH�JMMFHBM�CSPLFSBHF�QBZNFOUT�
JOTUFBE�XFSF�iQSJDF�SFEVDUJPO�PGGFST�UP�CVZFST�GPS�UIF�FYDMVTJWF�SJHIUT�UP�TVQQMZ�B�TFU�
PG�TUPSFT�VOEFS�NVMUJ�ZFBS�DPOUSBDUTw�BOE�DPNQFUJUJWFMZ�IFBMUIZ�UBDUJDT����5IVT�CPUI�
BDBEFNJD�SFTFBSDI�BOE�SFBM�XPSME�FYBNQMFT�TVHHFTU�UIBU�B�TVDDFTTGVM�MBXTVJU�UP�QSF�
WFOU�TMPUUJOH�BMMPXBODFT�BT�BOUJDPNQFUJUJWF�JT�VOMJLFMZ���

"OPUIFS�FYBNQMF�PG�CVZFST��QSJDF�EJTDSJNJOBUJPO�PDDVST�XIFO�MBSHF�CVZFST�TFU�VQ�
EVNNZ�CSPLFSBHF�GJSNT�UP�PCUBJO�brokerage allowances�GSPN�TFMMFST�XIJDI�QFSNJU�
UIFN�UP�SFDFJWF�MPXFS�QSJDFT�UIBO�UIFJS�DPNQFUJUPST��5IJT�GPSN�PG�DPFSDJWF�QPXFS�JT�
JMMFHBM�VOEFS�4FDUJPO��	D
�PG�UIF�3PCJOTPO�1BUNBO�"DU�XIJDI�NBLFT�JU�VOMBXGVM�UP�QBZ�
PS�BDDFQU�CSPLFSBHF�GFFT�PS�EJTDPVOUT�FYDFQU�GPS�TFSWJDFT�SFOEFSFE�JO�DPOOFDUJPO�XJUI�
TBMFT�PS�QVSDIBTFT��*U�BMTP�QSPIJCJUT�CSPLFSBHF�GFFT�PS�EJTDPVOUT�QBJE�UP�BOZ�CSPLFS�
XIP�JT�OPU�JOEFQFOEFOU�PG�CPUI�UIF�CVZFS�BOE�UIF�TFMMFS��:FU�BT�XJUI�TMPUUJOH�BMMPX�
BODFT� TVDI� CVZFS�JOEVDFE� QSJDF� EJTDSJNJOBUJPO� JT� FYUSFNFMZ� EJGGJDVMU� UP� QSPWF� BOE�
UIFSFGPSF�SFNBJOT�XJEFTQSFBE�JO�QSBDUJDF�

PROMOTIONAL ALLOWANCES AND SERVICES� 5P� FOUJDF� DIBOOFM� NFNCFST� UP� BEWFS�
UJTF�EJTQMBZ�QSPNPUF�PS�EFNPOTUSBUF�UIFJS�XBSFT�TVQQMJFST�VTF�BMM�TPSUT�PG�NPOFUBSZ�
JOEVDFNFOUT�UIPVHI�UIF�PQUJPOT�BSF�MJNJUFE�CZ�4FDUJPOT��	E
�BOE��	F
�PG�UIF�3PCJOTPO�
1BUNBO�"DU��"DDPSEJOH�UP�UIFTF�TFDUJPOT�B�TFMMFS�NBZ�OPU�HSBOU�BEWFSUJTJOH�BMMPXBODFT��
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PGGFS�PUIFS�QSPNPUJPOBM�BTTJTUBODF��PS�QSPWJEF�TFSWJDFT�EJTQMBZ�GBDJMJUJFT�PS�FRVJQNFOU�
UP�BOZ�CVZFS�VOMFTT�JU�NBLFT�TJNJMBS�BMMPXBODFT�BOE�BTTJTUBODF�BWBJMBCMF�UP�BMM�CVZFST��
#FDBVTF�CVZFST�EJGGFS�JO�TJ[F�BOE�TBMFT�WPMVNF�UIF�BMMPXBODFT�FRVJWBMFODF�PCWJPVTMZ�
DBOOPU�CF�BCTPMVUF��SBUIFS�UIF�MBX�TUJQVMBUFT�UIBU�UIF�BMMPXBODFT�TIPVME�CF�BWBJMBCMF�UP�
CVZFST�PO�iQSPQPSUJPOBUFMZ�FRVBM�UFSNT�w

5IFTF�QSPIJCJUJPOT�BSF�BCTPMVUF�OPU�EFQFOEFOU�PO� JOKVSZ� UP� DPNQFUJUJPO�� *G� B�
QMBJOUJGG�DBO�TIPX�UIBU�EJTDSJNJOBUPSZ�BMMPXBODFT�FYJTU�BOE�UIBU�UIF�WJDUJNT�PG�UIJT�EJT�
DSJNJOBUJPO�BSF�GJSNT�JO�DPNQFUJUJPO�UIF�WJPMBUJPO�JT�JMMFHBM�QFS�TF�VOMFTT�UIF�QSJDJOH�
BDUJPO�XBT�VOEFSUBLFO�UP�NFFU�UIF�DPNQFUJUJPO��$PNQFUJUJWF�GJSNT�JO�UIJT�DBTF�NVTU�CF�
JO�TVGGJDJFOU�HFPHSBQIJDBM�QSPYJNJUZ�UP�DPNQFUF�GPS�UIF�TBNF�DVTUPNFST��GPS�FYBNQMF�
B�NBOVGBDUVSFS�POMZ�OFFET�UP�PGGFS�FRVJWBMFOU�BMMPXBODFT�UP�SFUBJMFST�JO�UIF�TBNF�NBS�
LFU�UFSSJUPSZ�VOMFTT�PG�DPVSTF�JUT�NBSLFU�JT�OBUJPOBM�PS�JOUFSOBUJPOBM�	F�H��NBJM�PSEFS�
F�DPNNFSDF
��*O�BEEJUJPO�B�UJNF�EJNFOTJPO�JT�JNQPSUBOU�GPS�EFGJOJOH�UIF�BMMPXBODF�
EPNBJO��"EWFSUJTJOH�BMMPXBODFT�HSBOUFE�JO�POF�NPOUI�EP�OPU�IBWF�UP�CF�NBEF�BWBJM�
BCMF�UP�PUIFS�CVZFST�GJWF�NPOUIT�MBUFS�CFDBVTF�JO�UIJT�DBTF�BO�JOJUJBM�BMMPXBODF�XPVME�
EFUFSNJOF�BMM�GVUVSF�BMMPXBODFT���

"DDPSEJOH�UP�'5$�HVJEFMJOFT�TPNF�TUJQVMBUJPOT�NBZ�CF�NBEF�SFHBSEJOH�BEIFS�
FODF�UP�UIFTF�SFHVMBUJPOT�BT�GPMMPXT���

t�"MMPXBODFT�NBZ�CF�NBEF�GPS�TFSWJDFT�SFOEFSFE�UIPVHI�UIFZ�NVTU�OPU�TVCTUBO�
UJBMMZ�FYDFFE�UIF�DPTU�PG�UIFTF�TFSWJDFT�UP�UIF�CVZFS�PS�UIFJS�WBMVF�UP�UIF�TFMMFS�

t�5IF�EFTJHO�PG�B�QSPNPUJPOBM�QSPHSBN�NVTU�BMMPX�BMM�DPNQFUJOH�CVZFST�UP�JNQMF�
NFOU�JU�

t�5IF�TFMMFS�TIPVME�JOGPSN�BMM�DPNQFUJOH�DVTUPNFST�PG�UIF�FYJTUFODF�BOE�FTTFOUJBM�
GFBUVSFT�PG�UIF�QSPNPUJPOBM�QSPHSBN�JO�BNQMF�UJNF�GPS�UIFN�UP�UBLF�GVMM�BEWBO�
UBHF�PG�JU�

t�*G�B�QSPHSBN�JT�OPU�VOJWFSTBMMZ�GVODUJPOBMMZ�BWBJMBCMF�	J�F��TVJUBCMF�GPS�BOE�VTBCMF�
CZ
�UIF�TFMMFS�NVTU�PGGFS�TVJUBCMF�BMUFSOBUJWFT�UP�FYDMVEFE�DVTUPNFS��'PS�FYBNQMF�
TFMMFST�UIBU�NBSLFU�QSPEVDUT�EJSFDUMZ�UP�SFUBJMFST�BOE�TFMM�UISPVHI�XIPMFTBMFST�TIPVME�
NBLF�BMUFSOBUJWF�WFSTJPOT�PG�BOZ�QSPNPUJPOBM�BMMPXBODF�PGGFSFE�UP�SFUBJMFST�BWBJM�
BCMF�UP�XIPMFTBMFST��5IF�XIPMFTBMFST�UIFO�BSF�FYQFDUFE�UP�QBTT�BMPOH�UIF�BMMPXBODF�
UP�UIFJS�SFUBJM�DVTUPNFST�XIJDI�DPNQFUF�XJUI�UIF�EJSFDU�CVZJOH�SFUBJMFST���

t�5IF�TFMMFS�NVTU�QSPWJEF�DVTUPNFST�XJUI�TVGGJDJFOU�JOGPSNBUJPO�UP�QFSNJU�B�DMFBS�
VOEFSTUBOEJOH�PG�UIF�FYBDU�UFSNT�PG�UIF�PGGFS�JODMVEJOH�BMM�BMUFSOBUJWFT�BOE�UIF�
DPOEJUJPOT�GPS�QBZNFOU�PS�TFSWJDFT�

5IVT� QSPNPUJPOBM� BMMPXBODFT� BOE� NFSDIBOEJTJOH� TFSWJDFT� TIPVME� CF� GVSOJTIFE� JO�
BDDPSEBODF�XJUI�B�XSJUUFO�QMBO�UIBU�NFFUT�UIFTF�MJTUFE�SFRVJSFNFOUT���

5IF�'5$�GVSUIFS�SFDPHOJ[FT�UXP�XBZT�UP�NFBTVSF�QSPQPSUJPOBM�FRVBMJUZ��QVSDIBTF�
CBTFE�PS�DVTUPNFS�DPTU�CBTFE��"O�FRVBM�BNPVOU�PG�BMMPXBODFT�PS�TFSWJDFT�QFS�VOJU�PG�
TBMFT�JT�B�DPNNPO�FYBNQMF�PG�UIF�GPSNFS��TVQQPSU�GPS�OFXTQBQFS�BEWFSUJTFNFOUT�JO�
DPOOFDUJPO�XJUI�UIF�SFTBMF�PG�QSPEVDUT�JT�BO�FYBNQMF�PG�UIF�MBUUFS��*O�BEEJUJPO�UIF�'5$�
IBT� SFJUFSBUFE� JUT�QPTJUJPO� UIBU�B�DPNQBOZ� UIBU�HSBOUT�B�EJTDSJNJOBUPSZ�QSPNPUJPOBM�
BMMPXBODF�NBZ�BSHVF�UIBU�UIF�BMMPXBODF�SFQSFTFOUFE�B�HPPE�GBJUI�SFTQPOTF�UP�B�QSP�
NPUJPOBM�QSPHSBN�JOJUJBUFE�CZ�B�DPNQFUJUPS���

FUNCTIONAL DISCOUNTS� *O� PVS� EJTDVTTJPO� PG� DIBOOFM� GVODUJPOT� JO� $IBQUFS� �� XF�
JOUSPEVDFE�UIF�equity�principle�UIBU�JT�VTJOH�SFXBSE�QPXFS�BOE�HSBOUJOH�EJTDPVOUT�
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UP�JOEJWJEVBM�DIBOOFM�NFNCFST�PO�UIF�CBTJT�PG� UIF�GVODUJPOT�UIFZ�QFSGPSN��"�func-
tional discount�JNQMFNFOUT�UIF�FRVJUZ�QSJODJQMF�EJSFDUMZ��*O�UIJT�DBTF�UIF�QSJDFT�GPS�
QSPEVDUT� USBOTGFSSFE� GSPN� UIF�NBOVGBDUVSFS� UP� B� EPXOTUSFBN� DIBOOFM�NFNCFS� BSF�
XFMM�FTUBCMJTIFE�BOE�QSFTFU�EJTDPVOUT�PGG�UIF�MJTU�QSJDF�BSF�BWBJMBCMF�UP�BOZPOF�XIP�
QFSGPSNT�DFSUBJO�DIBOOFM�GMPXT�PS�GVODUJPOT��5IF�QBZNFOUT�	PS�EJTDPVOUT
�UIVT�WBSZ�
XJUI�UIF�MFWFM�PG�QFSGPSNBODF�PG�VOJRVF�DIBOOFM�GVODUJPOT��'PS�FYBNQMF�B���QFSDFOU�
EJTDPVOU�PGG�MJTU�QSJDF�NJHIU�CF�BWBJMBCMF�UP�BOZ�CVZFS�UIBU�NBLFT�B�QBZNFOU�XJUIJO����
EBZT�SBUIFS�UIBO�UIF�VTVBM����EBZT�BGUFS�QVSDIBTF��5IJT�EJTDPVOU�BDDSVFT�UP�UIF�DIBO�
OFM�NFNCFS�UIBU�QFSGPSNT�B�GJOBODJOH�GVODUJPO�JO�UIF�DIBOOFM�UISPVHI�JUT�FBSMZ�QBZ�
NFOU��"OPUIFS�EJTDPVOU�NJHIU�CF�BWBJMBCMF�UP�BOZ�EJTUSJCVUPS�UIBU�QSPNJTFT�UP�NBJOUBJO�
B�DFSUBJO�MFWFM�PG�TBGFUZ�TUPDL�JO�JUT�JOWFOUPSZ�XBSFIPVTFT�BOE�BMMPXT�UIF�NBOVGBDUVSFS�
UP�QFSJPEJDBMMZ�JOTQFDU�UIF�XBSFIPVTFT�UP�DPOGJSN�UIFTF�MFWFMT��*O�UIJT�DBTF�UIF�DPN�
QFOTBUJPO�HPFT�UP�UIF�DIBOOFM�NFNCFS�CFBSJOH�UIF�DPTUT�PG�UIF�QIZTJDBM�QPTTFTTJPO�
BOE�PXOFSTIJQ�GVODUJPOT�

*O�UIFPSZ�GVODUJPOBM�EJTDPVOUT�BSF�BMMPUUFE�UP�FBDI�DIBOOFM�NFNCFS�BDDPSEJOH�
UP�JUT�EFHSFF�PG�QBSUJDJQBUJPO�JO�NBSLFUJOH�GVODUJPOT�UIBU�NBLF�UIF�QSPEVDU�PS�TFSWJDF�
BWBJMBCMF�UP�FOE�VTFST��*O�SFBMJUZ�GVODUJPOBM�EJTDPVOUT�SFNBJO�TISPVEFE�JO�DPOUSPWFSTZ�
BOE�DPOGVTJPO��)JTUPSJDBMMZ�UIFTF�EJTDPVOUT�XFSF�CBTFE�BMNPTU�FYDMVTJWFMZ�PO�UIF�MFWFM�
PG�EJTUSJCVUJPO�	F�H��XIPMFTBMF�WT�� SFUBJM
�OPU� UIF�FYBDU� GVODUJPO�FBDI�NFNCFS�QFS�
GPSNFE�� *O�NBSLFUT� JO�XIJDI� JOEFQFOEFOU�XIPMFTBMFST� TPME� UP�OVNFSPVT� SFMBUJWFMZ�
TNBMM�SFUBJM�PVUMFUT�FBDI�MFWFM�JO�UIF�DIBOOFM�XBT�EJTUJODU�BOE�DPVME�CF�SFXBSEFE�EJG�
GFSFOUMZ�	F�H��UIF�XIPMFTBMFS�HPU�B�MBSHFS�QSJDF�EJTDPVOU�GSPN�UIF�NBOVGBDUVSFS�UIBO�
UIF� SFUBJMFS
��&BDI� MFWFM� JO� UIF� DIBOOFM� BMTP�EFBMU�XJUI� B� TQFDJGJD� DMBTT�PG� DVTUPNFS�
	F�H��UIF�XIPMFTBMFS�TPME�UP�SFUBJMFST�SFUBJMFST�TPME�POMZ�UP�DPOTVNFST
��8IPMFTBMFST�
BOE�SFUBJMFST�QFSGPSNFE�EJGGFSFOU�GVODUJPOT�JO�EJGGFSFOU�NBSLFUT�BOE�EJE�OPU�DPNQFUF��
5IF�EJTDPVOUT�UIVT�XFSF�GSFRVFOUMZ�SFGFSSFE�UP�BT�iUSBEFw�BT�PQQPTFE�UP�iGVODUJPOBMw�
EJTDPVOUT�

5PEBZ�NBSLFUT�BSF�GBS�NPSF�DPNQMFY��%JTUJODUJPOT�JO�EJTUSJCVUJPO�TZTUFNT�IBWF�
CMVSSFE�UISPVHI�WFSUJDBM�JOUFHSBUJPO��8BM�.BSU�QFSGPSNT�NPTU�PG�JUT�PXO�XIPMFTBMJOH�
PQFSBUJPOT�� *U� SFDFJWFT� NFSDIBOEJTF� JO� MBSHF� MPUT� GSPN� NBOVGBDUVSFST� CSFBLT� CVML�
BTTPSUT�NFSDIBOEJTF�BOE�SFTIJQT�NFSDIBOEJTF�GSPN�JUT�XBSFIPVTFT�UP�JUT�SFUBJM�TUPSFT��
)PXFWFS�BT�B�iSFUBJMFSw�JU�TFFNJOHMZ�XPVME�CF�FOUJUMFE�POMZ�UP�UIF�GVODUJPOBM�	USBEF
�
EJTDPVOUT�HSBOUFE�UP�SFUBJMFST�	BT�XFMM�BT�RVBOUJUZ�EJTDPVOUT�PGGFSFE�CZ�TVQQMJFST
�

5IF�QSPCMFN�JT�UIVT�B�DMBTTJGJDBUJPO�JTTVF��5IF�'PPE�.BSLFUJOH�*OTUJUVUF�	BO�BTTP�
DJBUJPO� XIPTF� NFNCFST� BSF� NPTUMZ� TVQFSNBSLFU� DIBJOT
� (SPDFSZ� .BOVGBDUVSFST� PG�
"NFSJDB�/BUJPOBM�"TTPDJBUJPO�PG�$IBJO�%SVH�4UPSFT�BOE�TFWFSBM�PUIFS�XIPMFTBMF�BOE�
SFUBJM� USBEF� BTTPDJBUJPOT�IBWF�VSHFE�NBOVGBDUVSFST� UP� BWPJE�EJTUJODUJPOT� BNPOH� DPN�
QFUJOH�EJTUSJCVUPS�DVTUPNFST�UIBU�BSF�CBTFE�TPMFMZ�PO�UIFJS�DMBTT�PG�USBEF��*OTUFBE�UIFZ�
TIPVME�PGGFS�BMM�EPXOTUSFBN�NFNCFST�BDDFTT�UP�BOZ�QSJDFT�PS�UFSNT�PG�TBMF�UIBU�IBWF�
CFFO�PGGFSFE�UP�BOZ�PUIFS�NFNCFS��4VDI�FYIPSUBUJPOT�BSF�OFDFTTBSZ�POMZ�JG�UIF�NBOVGBD�
UVSFS�VTFT�NVMUJQMF�DIBOOFM�EJTUSJCVUJPO�UP�SFBDI�UIF�NBSLFU�	TFF�$IBQUFS��
�BOE�PGGFST�
EJGGFSFOU�GVODUJPOBM�EJTDPVOUT�UP�UIF�WBSJPVT�DIBOOFMT�JU�VTFT�

"MUIPVHI� UIF�3PCJOTPO�1BUNBO�"DU�EPFT�OPU� SFGFS� FYQMJDJUMZ� UP� GVODUJPOBM�EJT�
DPVOUT� TFWFSBM� DPVSU�EFDJTJPOT�IBWF�FTUBCMJTIFE� UIBU� JUT� TUJQVMBUJPOT� 	BOE�EFGFOTFT
�
BQQMZ��"T�EFTDSJCFE�JO�4JEFCBS������Texaco Inc. v. Hasbrouck���IBT�MFGU�UIF�EPPS�PQFO�
UP� NBOVGBDUVSFST� UP� VTF� GVODUJPOBM� EJTDPVOUT� UP� DPNQFOTBUF� DIBOOFM� NFNCFST� GPS�
QBSUJDJQBUJOH� JO�TQFDJGJD�NBSLFUJOH� GVODUJPOT��8IFO� GVODUJPOBM�EJTDPVOUT� SFBTPOBCMZ�
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SFGMFDU�UIF�TVQQMJFS�T�TBWJOHT�PS�DIBOOFM�NFNCFS�T�DPTUT�UIFZ�BSF�MFHBM��1FSIBQT�UIF�
HSFBUFTU� SFNBJOJOH� DPOUSPWFSTZ� UIVT� JOWPMWFT� UIF� VTFT� PG� B� DPTU� CBTJT� CFDBVTF� UIF�
DIBOOFM�OFFET�UP�EFUFSNJOF�XIFUIFS�UP�SFMZ�PO�UIF�TVQQMJFS�T�PS�UIF�SFTFMMFS�T�DPTUT��
%JTDPVOUT� CBTFE� PO� UIF� SFTFMMFS�T� DPTUT� XJMM� MFBE� UP� EJGGFSFOU� EJTDPVOUT� HSBOUFE� UP�
DPNQFUJOH� SFTFMMFST� BOE� QFSIBQT� MBSHFS� EJTDPVOUT� UP� MFTT� FGGJDJFOU� CVZFST� XIJDI�
XPVME�SFQSFTFOU�B�TUSBOHF�PVUDPNF��:FU�EJTDPVOUT�CBTFE�PO�UIF�TFMMFS�T�TBWJOHT�EP�OPU�
�OFDFTTBSJMZ�QSPWJEF��BEFRVBUF�PS� GBJS�DPNQFOTBUJPO�UP�UIF�SFTFMMFS� UIBU�QFSGPSNT�UIF�
GVODUJPO����%FTQJUF�JNQFSGFDUJPOT�JO�CPUI�BQQSPBDIFT�UIF�DPOWFOUJPOBM�XJTEPN�TFFNT�
UP�GBWPS�VTJOH�TFMMFS�T�TBWJOHT�

PRODUCT LINE POLICIES

'PS� B�XJEF� WBSJFUZ� PG� MPHJDBM� SFBTPOT� DIBOOFM�NBOBHFST�NBZ�XJTI� UP� SFTUSJDU� UIF�
CSFBEUI�PS�EFQUI�PG�UIF�QSPEVDU�MJOFT�UIBU�UIFJS�DIBOOFM�QBSUOFST�TFMM��*O�UIJT�TFDUJPO�
XF� MPPL� BU� UIF� SBUJPOBMF� GPS� GPVS� QPMJDJFT�FYDMVTJWF� EFBMJOH� UZJOH� GVMM�MJOF� GPSD�
JOH�BOE�EFTJHOBUFE�QSPEVDU�QPMJDJFT�BT�XFMM�BT�UIF�BOUJUSVTU�DPODFSOT�TVSSPVOEJOH�
UIFN�

Exclusive Dealing

Exclusive dealing�JT�UIF�SFRVJSFNFOU�CZ�B�TFMMFS�PS�MFTTPS�UIBU�JUT�DIBOOFM��JOUFSNFEJBSJFT�
TFMM�PS�MFBTF�POMZ�JUT�QSPEVDUT�PS�CSBOET�PS�BU�MFBTU�OP�QSPEVDUT�PS�CSBOET�UIBU��DPNQFUF�
EJSFDUMZ�XJUI� UIF� TFMMFS�T� QSPEVDUT�� *G� JOUFSNFEJBSJFT� EP� OPU� DPNQMZ� UIF� TFMMFS�NBZ�

Sidebar 13-6
Texaco v. Hasbrouck

In Texaco Inv. v. Hasbrouck,51 Texaco had sold 
gasoline directly to many independent retailers in 
Spokane, Washington, at its “retail tank wagon” 
prices; it granted more substantial discounts to 
two specific distributors. Those two distributors 
sold the gasoline to service stations that the dis-
tributors owned and operated, passing on nearly 
the whole discount from Texaco. The distributor-
controlled retailers thereby were able to sell well 
below the price charged by the competing inde-
pendent retailers. Between 1972 and 1981, sales 
at the stations supplied by the two wholesaler- 
distributors increased dramatically; sales at com-
peting independents declined.

Texaco argued that its discriminatory pric-
ing was justified by cost savings, by its good faith 
attempt to meet competition, and as a lawful 
functional discount. The Ninth Circuit Court of 
Appeals and the Supreme Court rejected Texaco’s 

arguments, even while they validated the use of 
the cost-based and good faith defenses in lawsuits 
challenging functional discounts. Specifically, the 
Supreme Court’s affirmation of the cost justification 
defense was significant for channel management, 
because it allowed functional discounts that might 
not be tied to classification schemes. As the Court 
stated:

In general, a supplier’s functional discount 
is said to be a discount given to a purchaser 
based on the purchaser’s role in the suppli-
er’s distributive system, reflecting, at least in 
a generalized sense, the services performed 
by the purchaser for the supplier….52 a 
legitimate functional discount constituting a 
reasonable reimbursement for a purchaser’s 
actual marketing functions does not violate 
Section 2(a).53
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JOWPLF�OFHBUJWF�TBODUJPOT�CZ�SFGVTJOH�UP�EFBM�XJUI�UIFN��4VDI�BSSBOHFNFOUT�DMFBSMZ�
SFEVDF�UIF�GSFFEPN�PG�DIPJDF�PG�UIF�JOUFSNFEJBSJFT�	SFTFMMFST
�BOE�ZFU�

t�#FDBVTF�UIF�SFTFMMFST�EFQFOE�PO�UIF�TVQQMJFS�UIF�TVQQMJFS�TFDVSFT�UIF�WBMVBCMF�
CFOFGJU�PG�CFJOH�UIF�GPDVT�PG�BMM�UIF�SFTFMMFS�T�FOFSHJFT��0UIFSXJTF�FTQFDJBMMZ�JG�JU�
IBT�EFWFMPQFE�B�TUSPOH�CSBOE�JNBHF�UIF�TVQQMJFS�XPSSJFT�UIBU�UIF�SFTFMMFST�XJMM�
VTF�JUT�CSBOE�BT�B�MPTT�MFBEFS�BMMPXJOH�PUIFS�DPNQFUJUJWF�CSBOE�TVQQMJFST�UP�GSFF�
SJEF�PGG�UIF�EFNBOE�UIF�SFTFMMFS�IBT�TUJNVMBUFE�CZ�QSPNPUJOH�UIF�TVQQMJFS�T�XFMM�
LOPXO�CSBOE��4VDI�GSFF�SJEJOH�UISFBUT�FYUFOE�UP�PUIFS�TFSWJDFT�UPP�TVDI�BT�UIF�
VTF�PG�TQFDJBMJ[FE�EJTQMBZ�DBTFT�UIF�QSPWJTJPO�PG�UFDIOJDBM�USBJOJOH�PS�GJOBODJOH�
BOE�PQFSBUJPOBM�BTTJTUBODF�

t�8JUI�B�MPOH�UFSN�FYDMVTJWF�SFMBUJPOTIJQ�TBMFT�GPSFDBTUJOH�NBZ�CF�FBTJFS�QFSNJU�
UJOH�UIF�DIBOOFM�UP�BDIJFWF�NPSF�QSFDJTF�BOE�FGGJDJFOU�QSPEVDUJPO�BOE�MPHJTUJDT�

t�3FTFMMFST�SFDFJWF�NPSF�TUBCMF�QSJDFT�BOE�NPSF�SFHVMBS�GSFRVFOU�EFMJWFSJFT�PG�UIF�
TVQQMJFS�T�QSPEVDUT�

t�5SBOTBDUJPOT�CFUXFFO�SFTFMMFST�BOE�UIF�TVQQMJFS�MJLFMZ�BSF�GFXFS�JO�OVNCFS�CVU�
MBSHFS�JO�WPMVNF�

t�5IF�DIBOOFM�QBSUOFST�DBO�SFEVDF�BENJOJTUSBUJWF�DPTUT�
t�&BDI�QBSUOFS�NBZ�CF�BCMF�UP�TFDVSF�TQFDJBMJ[FE�BTTFUT�BOE�MPOH�UFSN�GJOBODJOH�

GSPN�UIF�PUIFS�
t�3FTFMMFST�HFOFSBMMZ�SFDFJWF�BEEFE�QSPNPUJPOBM�BOE�PUIFS�TVQQPSU�XIJMF�BWPJEJOH�

UIF�IJHIFS�JOWFOUPSZ�DPTUT�BTTPDJBUFE�XJUI�DBSSZJOH�NVMUJQMF�CSBOET���

3FRVJSFNFOUT� DPOUSBDUT� BSF�WBSJBOUT�PG� TUSBJHIUGPSXBSE�FYDMVTJWF�EFBMJOH��8JUI�
UIFTF� DPOUSBDUT� CVZFST� BHSFF� UP� QVSDIBTF� BMM� PS� TPNF�PG� UIFJS� SFRVJSFE� TUPDL� PG� B�
QSPEVDU�GSPN�POF�TFMMFS�VTVBMMZ�GPS�B�TQFDJGJFE�QFSJPE�BOE�QSJDF��4VDI�BSSBOHFNFOUT�
SFEVDF�UIF�GSFFEPN�PG�DIPJDF�PG�UIF�CVZFS�CVU�UIFZ�HVBSBOUFF�UIF�CVZFS�B�TPVSDF�PG�
TVQQMZ�BU�B�LOPXO�DPTU�PGUFO�GPS�B�MPOH�QFSJPE�PG�UJNF�

&YDMVTJWF�EFBMJOH�BMTP�MFTTFOT�JOUFSCSBOE�DPNQFUJUJPO�EJSFDUMZ�CFDBVTF�DPNQFU�
JOH�CSBOET�BWBJMBCMF� GSPN�PUIFS� TVQQMJFST�HFU�FYDMVEFE� GSPN�PVUMFUT�� *O� UVSO� UIFTF�
QPMJDJFT�BSF�DJSDVNTDSJCFE�CZ�4FDUJPO���PG�UIF�$MBZUPO�"DU�XIJDI�TUJQVMBUFT

JU�TIBMM�CF�VOMBXGVM�GPS�BOZ�QFSTPOyUP�MFBTF�PS�NBLF�B�TBMF�PS�DPOUSBDU�GPS�TBMF�PG�
HPPET�XBSFT�NFSDIBOEJTF�NBDIJOFSZ�TVQQMJFT�PS�PUIFS�DPNNPEJUJFT�XIFUIFS�
QBUFOUFE�PS�VOQBUFOUFEyPO�UIF�DPOEJUJPO�BHSFFNFOU�PS�VOEFSTUBOEJOH�UIBU�UIF�
MFTTFF�PS�QVSDIBTFS�UIFSFPG�TIBMM�OPU�VTF�PS�EFBM�JO�UIF�HPPETyPG�B�DPNQFUJUPS�PS�
DPNQFUJUPST�PG�UIF�MFTTPS�PS�TFMMFS�XIFSF�UIF�FGGFDU�PG�TVDI�MFBTF�TBMF�PS�DPOUSBDU�
GPS�TBMF�PS�TVDI�DPOEJUJPO�BHSFFNFOU�PS�VOEFSTUBOEJOH�NBZ�CF�UP�TVCTUBOUJBMMZ�
MFTTFO�DPNQFUJUJPO�PS�UFOE�UP�DSFBUF�B�NPOPQPMZ�JO�BOZ�MJOF�PG�DPNNFSDF�

5IFZ�BMTP�NBZ�WJPMBUF�4FDUJPO���PG� UIF�4IFSNBO�"DU�BOE�4FDUJPO���PG� UIF�'5$�"DU��
6OEFS� UIF� 4IFSNBO�"DU� FYDMVTJWF� DPOUSBDUT�NBZ� CF� EFFNFE�VOMBXGVM� SFTUSBJOUT� PG�
USBEF�JG�B�EPNJOBOU�GJSN�JT� JOWPMWFE�BOE�UIF�DPOUSBDUT�HP�TP�GBS�CFZPOE�SFBTPOBCMF�
CVTJOFTT�OFFET�UIBU�UIFJS�OFDFTTBSZ�FGGFDU�JT�TVQQSFTTJOH�DPNQFUJUJPO���

5IF�Tampa Electric Co. v. Nashville Coal Co.�DBTF�EFDJEFE�JO������FTUBCMJTIFE�
UIF�NPEFSO�HVJEFMJOFT�GPS�BTTFTTJOH�FYDMVTJWF�EFBMJOH�QPMJDJFT�GSPN�BO�BOUJUSVTU�QFS�
TQFDUJWF��"DDPSEJOH�UP�UIF�EFDJTJPO�JO�UIJT�DBTF�MFHBMJUZ�EFQFOET�PO�UIF�UZQF�PG�HPPET�
PS�NFSDIBOEJTF� UIF�HFPHSBQIJD�BSFB�PG�FGGFDUJWF� DPNQFUJUJPO� BOE� UIF� TVCTUBOUJBMJUZ�
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PG�UIF�DPNQFUJUJPO�CFJOH�QSFWFOUFE��'VSUIFSNPSF�FYDMVTJWF�EFBMJOH�BSSBOHFNFOUT�PS�
SFRVJSFNFOUT�DPOUSBDUT�OFHPUJBUFE�CZ�TFMMFST�XJUI�B�WFSZ�TNBMM� TIBSF�PG� UIF� SFMFWBOU�
NBSLFU�IBWF�B�HPPE�DIBODF�PG�TUBOEJOH�VQ�JO�DPVSU����5IF�DSJUJDBM�RVFTUJPO�NBZ�CF�UIF�
EFGJOJUJPO�PG�B�SFMFWBOU�NBSLFU��8IFO�TIBSFT�BSF�TVGGJDJFOUMZ�IJHI�	F�H����o���QFSDFOU
�
B�NPEJGJFE� SVMF�PG�SFBTPO� TUBOEBSE�FTUBCMJTIFE�CZ�Tampa Electric� SFRVJSFT� DPVSUT� UP�
FYBNJOF�UIF�GPMMPXJOH�

t�$POUSBDU�EVSBUJPO�
t�5IF�MJLFMJIPPE�PG�DPMMVTJPO�JO�UIF�JOEVTUSZ�BOE�UIF�EFHSFF�UP�XIJDI�PUIFS�GJSNT�

JO�UIF�NBSLFU�BMTP�FNQMPZ�FYDMVTJWF�EFBMJOH�
t�5IF�IFJHIU�PG�FOUSZ�CBSSJFST�
t�5IF�OBUVSF�PG� UIF�EJTUSJCVUJPO�TZTUFN�BOE�EJTUSJCVUJPO�BMUFSOBUJWFT� UIBU�SFNBJO�

BWBJMBCMF�BGUFS�FYDMVTJWF�EFBMJOH�JT�UBLFO�JOUP�BDDPVOU�
t�0UIFS�PCWJPVT�BOUJ��PS�QSPDPNQFUJUJWF�FGGFDUT�TVDI�BT�QSFWFOUJOH�GSFF�SJEJOH�PS�

FODPVSBHJOH�UIF�SFTFMMFS�UP�QSPNPUF�UIF�TVQQMJFS�T�QSPEVDU�NPSF�IFBWJMZ���

"MUIPVHI� UIF�Tampa Electric� DBTF�XBT�EFDJEFE�NPSF� UIBO�IBMG�B�DFOUVSZ�BHP�
MFHBM� CBUUMFT� TVSSPVOEJOH� FYDMVTJWF� EFBMJOH� DPOUJOVF�� Conwood Co. v. United States 
Tobacco Co.�BMTP�EFBMU�XJUI�FYDMVTJWF�EFBMJOH�CVU�JO�UIJT�DBTF�UIF�JTTVF�XBT�DBUFHPSZ�

Sidebar 13-7
Tampa Electric Co. v. Nashville Coal Co.

The Tampa Electric Co. v. Nashville Coal Co. case59 
involved a contract between Nashville Coal and 
Tampa Electric, a Florida public utility, to cover 
Tampa’s expected coal requirements (i.e., not less 
than 500,000 tons per year) for a period of 20 years. 
Before any coal was delivered, Nashville declined to 
perform the contract, on the grounds that it was 
illegal under the antitrust laws because it amounted 
to an exclusive dealing arrangement, which fore-
closed other suppliers from serving Tampa Electric. 
(Of course, the price of coal also had jumped, mak-
ing the arrangement less profitable for Nashville 
Coal.) Tampa brought suit, arguing that the con-
tract was both valid and enforceable.

To be illegal, such arrangements must have a 
tendency to cause a substantial, not merely remote, 
lessening of competition in a relevant competitive 
market. Justice Clark, writing for the majority, indi-
cated that “substantiality” was to be determined 
by taking into account the following factors:

t� 5IF�SFMBUJWF�TUSFOHUI�PG�UIF�QBSUJFT�JOWPMWFE�
t� 5IF� QSPQPSUJPOBUF� WPMVNF� PG� DPNNFSDF�

involved in relation to the total volume of 
commerce in the relevant market area.

t� 5IF� QSPCBCMF� JNNFEJBUF� BOE� GVUVSF� FGGFDUT�
that preemption of that share of the market 
might have on effective competition within it.

The district court and the court of appeals had 
accepted the argument that the contract fore-
closed a substantial share of the market, because 
Tampa’s requirements equaled the total volume of 
coal purchased in the state of Florida before the 
contract’s inception. The Supreme Court, in an 
interesting piece of economic reasoning, instead 
defined the relevant market as the supply market in 
an eight-state area, noting that mines in that coal-
producing region were eager to sell more coal in 
Florida. When the market was defined as the entire 
multistate Appalachian coal region, the foreclosure 
amounted to less than 1 percent of the tonnage 
produced each year. The Court thus concluded 
that, given the nature of the market (i.e., a utility 
needs a stable supply at reasonable prices over a 
long period, the level of concentration), the small 
percentage of foreclosure did not actually or poten-
tially cause a substantial reduction of competition, 
nor did it tend toward a monopoly.
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NBOBHFNFOU�CZ�DBUFHPSZ�DBQUBJOT��Category management�SFTVMUT�GSPN�B�DPMMBCPSB�
UJWF�BHSFFNFOU�CFUXFFO�B�SFUBJMFS�BOE�POF�PG�JUT�NBKPS�TVQQMJFST�	XIJDI�JT�EFTJHOBUFE�
UIF�category captain
�JO�B�QBSUJDVMBS�QSPEVDU�DBUFHPSZ��5IF�DBUFHPSZ�DBQUBJO�XIJDI�
JT�B�TVQQMJFS�PG�POF�CSBOE�JO�UIF�DBUFHPSZ�SFDFJWFT�EFUBJMFE�JOGPSNBUJPO�BCPVU�all�UIF�
QSPEVDUT� JO� UIF� DBUFHPSZ� 	J�F�� DPNQFUJUPST�� QSPEVDUT� BOE� JUT� PXO
��8JUI� UIJT� JOGPS�
NBUJPO�JU�JT�FYQFDUFE�UP�BOBMZ[F�UIF�EBUB�BOE�HFOFSBUF�SFDPNNFOEBUJPOT�JODMVEJOH�
TIFMG� TQBDF� BMMPDBUJPOT� QSJDJOH� BOE� UBSHFUJOH� UP�NBOBHF� UIF� FOUJSF� DBUFHPSZ�NPSF�
FGGFDUJWFMZ��5IF�PCWJPVT�SJTLT�BSF�UIBU�UIF�DBUFHPSZ�DBQUBJO�T�SFDPNNFOEBUJPOT�MFBE�UP�
DPNQFUJUJWF�FYDMVTJPO�BOE�UIBU�UIF�DBUFHPSZ�DBQUBJO�GBDJMJUBUFT�DPNQFUJUJWF�DPMMVTJPO�JO�
UIF�DBUFHPSZ�SBUIFS�UIBO�FOIBODJOH�DPNQFUJUJPO���

5IF�Conwood�DBTF�DFOUFSFE�PO�BMMFHBUJPOT�PG�UIF�VTF�PG�DBUFHPSZ�NBOBHFNFOU�UP�
FYDMVEF�B�TNBMM�DPNQFUJUPS�GSPN�UIF�NBSLFU��4BMFT�JO�UIF�6�4��NBSLFU�GPS�NPJTU�TOVGG�XFSF�
�����CJMMJPO�BOE�UIF�6OJUFE�4UBUFT�5PCBDDP�$PNQBOZ�T�	645$
�QSPEVDUT�BDDPVOUFE�GPS�B�
���QFSDFOU�NBSLFU�TIBSF�XIFSFBT�$POXPPE�IBE�B����QFSDFOU�NBSLFU�TIBSF��$POXPPE�
TVFE�645$�DMBJNJOH�UIBU�JUT�BDUJPOT�BT�B�DBUFHPSZ�NBOBHFS�DPOTUJUVUFE�VOMBXGVM�NPOPQ�
PMJ[BUJPO�PG�UIF�NBSLFU�BOE�MFE�UP�UIF�FYDMVTJPO�PG�DPNQFUJUJPO��$POXPPE�XPO�UIF�DBTF�
BOE�B�������CJMMJPO�BXBSE�BHBJOTU�645$�BGUFS�UIF�DPVSU�GPVOE�UIBU�645$�VSHFE�SFUBJMFST�
UP�DBSSZ�GFXFS�QSPEVDUT�FTQFDJBMMZ�DPNQFUJUJWF�POFT��USJFE�UP�DPOUSPM�IPX�NBOZ�MPXFS�
QSJDFE�CSBOET�XFSF�BMMPXFE�JOUP�UIF�NBSLFU��BOE�TVHHFTUFE�UIBU�SFUBJMFST�DBSSZ�645$�T�
TMPXFS�NPWJOH�CSBOET�SBUIFS�UIBO�CFUUFS�TFMMJOH�DPNQFUJUJWF�QSPEVDUT��#FDBVTF�PG�UIFTF�
BDUJPOT� SFUBJM� QSJDFT� GPS� NPJTU� TOVGG� JODSFBTFE� TP� 645$�T� BDUJPOT� IBSNFE� DPOTVNFS�
XFMGBSF�BT�XFMM����"T�UIJT�DBTF�XBSOFE�BCVTF�PG�UIF�DBUFHPSZ�NBOBHFNFOU�QSPDFTT�CZ�B�
DBUFHPSZ�DBQUBJO�DBO�DPOTUJUVUF�B�DMFBS�WJPMBUJPO�PG�BOUJUSVTU�MBXT�

Tying

8IFO�B�TFMMFS�PG�B�QSPEVDU�PS�TFSWJDF�UIBU�CVZFST�XBOU�SFGVTFT�UP�TFMM�JU�VOMFTT�UIFZ�
CVZ�B�TFDPOE�QSPEVDU�PS�TFSWJDF� JU� JT�FOHBHFE� JO� tying��"�NBOVGBDUVSFS�PG�NPUJPO�
QJDUVSF�QSPKFDUPST�	UIF�UZJOH�QSPEVDU
�NJHIU�JOTJTU�UIBU�POMZ�JUT�GJMN�	UIF�UJFE�QSPEVDU
�
CF�VTFE�XJUI�UIF�QSPKFDUPST�PS�B�NBOVGBDUVSFS�PG�TIPF�NBDIJOFSZ�	UIF�UZJOH�QSPEVDU
�
NJHIU� JOTJTU� UIBU� MFTTFFT�PG� UIF�NBDIJOFSZ�QVSDIBTF� TFSWJDF� DPOUSBDUT� 	UJFE� TFSWJDF
�
GSPN�JU�UP�NBJOUBJO�UIF�NBDIJOFSZ�

5IF�CVTJOFTT�BSHVNFOUT�GPS�UZJOH�QPMJDJFT�BSF�TJNJMBS�UP�UIPTF�GPS�FYDMVTJWF�EFBM�
JOH�CFDBVTF�CPUI�QPMJDJFT�IBWF�TJNJMBS�BJNT�� UP� MPDL�JO�UIF�QVSDIBTF�PG�B�TVQQMJFS�
TQFDJGJD� CSBOE� BOE� MPDL�PVU� UIF�QVSDIBTF� PG� EJSFDUMZ� DPNQFUJOH�CSBOET��"EEJUJPOBM�
SFBTPOT�GPS�UZJOH�CFZPOE�UIPTF�XF�EJTDVTTFE�JO�SFMBUJPO�UP�FYDMVTJWF�EFBMJOH�UPHFUIFS�
XJUI�TPNF�OFX�FYBNQMFT�BSF�BT�GPMMPXT�

t�5SBOTGFSSJOH�NBSLFU�EFNBOE�BMSFBEZ�FTUBCMJTIFE�GPS�UIF�UZJOH�QSPEVDU�	F�H��DBO�
DMPTJOH�NBDIJOFT
�UP�UIF�UJFE�QSPEVDU�	DBOT
�

t�6TJOH�UIF�UJFE�QSPEVDU�	QBQFS
�UP�NFUFS�VTBHF�PG�UIF�UZJOH�QSPEVDU�	DPQZJOH�NBDIJOFT
�
t�6TJOH� B� MPX�NBSHJO� UZJOH� QSPEVDU� 	SB[PST
� UP� TFMM� B� IJHI�NBSHJO� UJFE� QSPEVDU�

	SB[PS�CMBEFT
�
t�"DIJFWJOH�DPTU�TBWJOHT�UISPVHI�QBDLBHF�TBMFT�XJUI�UIF�QPTTJCJMJUZ�PG�UIF�DPTUT�

PG�TVQQMZJOH�BOE�TFSWJDJOH�DIBOOFM�NFNCFST�CFJOH�MPXFS�XIFO�NPSF�QSPEVDUT�
BQQFBS�JO�UIF�iQBDLBHF�w

t�"TTVSJOH�UIF�TVDDFTTGVM�PQFSBUJPO�PG�UIF�UZJOH�QSPEVDU�	BVUPNPCJMF
�CZ�PCMJHJOH�
EFBMFST�UP�QVSDIBTF�UJFE�QSPEVDUT�	SFQBJS�QBSUT
�GSPN�UIF�TVQQMJFS���
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"�UZJOH�BHSFFNFOU�GPSFDMPTFT�DPNQFUJUPST�GSPN�UIF�PQQPSUVOJUZ�UP�TFMM�UIF�UJFE�
DPNNPEJUZ�PS�TFSWJDF��5IVT�UIF�QSJNBSZ�DPOEFNOBUJPO�PG�UZJOH�TJNJMBS�UP�FYDMVTJWF�
EFBMJOH� JT� UIF� GPSFDMPTVSF�PG� JOUFSCSBOE�DPNQFUJUJPO� GSPN�B�NBSLFUQMBDF��#VU� UZJOH�
DPOUSBDUT�BMTP�JOWPLF�NVDI�NPSF�OFHBUJWF�SFTQPOTFT�GSPN�UIF�DPVSUT�UIBO�FYDMVTJWF�
EFBMJOH�BSSBOHFNFOUT�PS�SFRVJSFNFOUT�DPOUSBDUT��*O�EJTUJOHVJTIJOH�CFUXFFO�B�SFRVJSF�
NFOUT�DPOUSBDU�BOE�B�UZJOH�DPOUSBDU�JO�UIF�Standard Stations�DBTF�UIF�SFOPXOFE�+VTUJDF�
'FMJY�'SBOLGVSUFS�BTTFSUFE�UZJOH�BSSBOHFNFOUT�iTFSWF�IBSEMZ�BOZ�QVSQPTF�CFZPOE�UIF�
TVQQSFTTJPO�PG�DPNQFUJUJPO�w���-JLF�FYDMVTJWF�EFBMJOH� UZJOH� JT�DJSDVNTDSJCFE�CZ�UIF�
4IFSNBO�"DU�UIF�$MBZUPO�"DU�BOE�UIF�'5$�"DU��$POTJEFSJOH�UIFTF�OFHBUJWF�BUUJUVEFT�JU�
JT�MJUUMF�XPOEFS�UIBU�UIF�VTF�PG�UZJOH�SBSFMZ�JT�BQQSPWFE�

:FU�DFSUBJO�UZQFT�PG� UZJOH�DPOUSBDUT�SFNBJO�QFSGFDUMZ� MFHBM��*G� UXP�QSPEVDUT�BSF�
NBEF�UP�CF�VTFE�KPJOUMZ�BOE�POF�XJMM�OPU�GVODUJPO�QSPQFSMZ�XJUIPVU�UIF�PUIFS�B�UZJOH�
BHSFFNFOU�JT�XJUIJO�UIF�MBX��	4IPFT�BSF�TPME�JO�QBJST�BOE�BVUPNPCJMFT�BSF�TPME�XJUI�
UJSFT�
� *G� B� DPNQBOZ�T� HPPEXJMM� EFQFOET� PO� UIF� QSPQFS� PQFSBUJPO� PG� FRVJQNFOU� B�
TFSWJDF� DPOUSBDU�NBZ� CF� UJFE� UP� UIF� TBMF� PS� MFBTF� PG� UIF�NBDIJOF����6MUJNBUFMZ� UIF�
BWBJMBCJMJUZ�BOE�QSBDUJDBMJUZ�PG�BMUFSOBUJWFT�UP�UZJOH�BSSBOHFNFOUT�BQQFBS�DSVDJBM��*G�B�
GJSN�XJMM�TVGGFS�JOKVSZ�VOMFTT�JU�DBO�QSPUFDU�JUT�QSPEVDU�BOE�UIFSF�JT�OP�GFBTJCMF�BMUFSOB�
UJWF�UIF�DPVSUT�QFSNJU�UZJOH�BHSFFNFOUT��*O�BEEJUJPO�JU�JT�OFDFTTBSZ�UP�DPOTJEFS�FDP�
OPNJD�QPXFS�DPOEJUJPOT�CFDBVTF�JG�UIF�DPNQBOZ�IBT�OP�MFWFSBHF�PWFS�B�QSPEVDU�OP�
UZJOH�BSSBOHFNFOU�DBO�FYJTU�CZ�DPFSDJPO�JO�UIBU�UIF�CVZFS�DBO�BMXBZT�HP�FMTFXIFSF�
UP�QVSDIBTF��5IF� UZJOH�QSPEVDU�BMTP�NVTU�CF�TVDDFTTGVMMZ�EJGGFSFOUJBUFE�BOE�UIF� UJF�
NVTU�JOWPLF�TVCTUBOUJBM�DPNNFSDF����5IFSFGPSF�UIF�MFHBM�QSFTVNQUJPO�BHBJOTU�UZJOH�
BSSBOHFNFOUT�JT�OPU�JOWJPMBCMF�BT�B������6�4��4VQSFNF�$PVSU�DBTF�JOWPMWJOH�IPTQJUBM�
TFSWJDFT�TIPXT�	TFF�4JEFCBS�����
�

Sidebar 13-8
Jefferson Parish Hospital District No. 2 v. Hyde

In the Jefferson Parish case,66 anesthesiologist Edwin 
Hyde, who had been denied admission to the staff of 
East Jefferson Hospital, sued the governance board 
of the hospital, because the hospital had an exclusive 
contract with a firm of anesthesiologists requiring that 
all anesthesiological services for the hospital’s patients 
be performed by that firm. The Supreme Court 
agreed with a district court that the relevant geo-
graphic market was Jefferson Parish (i.e., metropoli-
tan New Orleans), not the neighborhood immediately 
surrounding East Jefferson Hospital, reasoning that 
“Seventy percent of the patients residing in Jefferson 
Parish enter hospitals other than East Jefferson…. 
Thus, East Jefferson’s ‘dominance’ over persons resid-
ing in Jefferson Parish is far from overwhelming.”

The Court further explained that “the fact that 
the exclusive contract requires purchase of two ser-
vices that would otherwise be purchased separately 

does not make the contract illegal. Only if patients 
are forced to purchase the contracting firm’s services 
as a result of the hospital’s market power would the 
arrangement have anticompetitive consequences.” 
East Jefferson’s market power was not significant 
enough to make the contract illegal.

The most important dictum in the Jefferson 
Parish decision was the following sentence, which 
provides the foundation for assessing other tying 
cases:

The essential characteristic of an invalid 
tying arrangement lies in the seller’s exploi-
tation of its control over the tying product to 
force the buyer into the purchase of a tied 
product that the buyer either did not want 
at all, or might have preferred to purchase 
elsewhere on different terms.67
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4UJMM�TFSJPVT�MFHBM�RVFTUJPOT�BSJTF�SFMBUJWF�UP�UIF�UZJOH�BHSFFNFOUT�FTQFDJBMMZ�JO�
B�GSBODIJTF�TFUUJOH��"T�XF�EFUBJMFE�JO�$IBQUFS���BO�JOEJWJEVBM�PS�HSPVQ�PG�JOEJWJEVBMT�
	GSBODIJTFFT
�VTVBMMZ�SFDFJWF�UIF�MJDFOTF�UP�TFU�VQ�PVUMFUT�PG�B�OBUJPOBM�DIBJO�JO�SFUVSO�
GPS�UIFJS�DBQJUBM�JOWFTUNFOU�BOE�B�QFSJPEJD�GFF�QBJE�UP�UIF�QBSFOU�DPNQBOZ�	GSBODIJTPS
��
*O�TPNF�DBTFT�UIF�GSBODIJTPS�BMTP�SFRVJSFT�GSBODIJTFFT�UP�CVZ�WBSJPVT�TVQQMJFT�TVDI�
BT�NFBU�CBLFE�HPPET�PS�QBQFS�DVQT� GSPN�UIF�DFOUSBM�DPSQPSBUJPO�PS�BO�BQQSPWFE�
TVQQMJFS��*O�UIJT�DBTF�UIF�UZJOH�QSPEVDU�JT�UIF�GSBODIJTF��UIF�UJFE�QSPEVDUT�BSF�UIF�TVQ�
QMJFT� UIBU� UIF� GSBODIJTFF�NVTU�QVSDIBTF� UP�PQFSBUF� UIF�CVTJOFTT�� 'SBODIJTPST� BSHVF�
UIBU�TVDI�SFRVJSFNFOUT�BSF�OFDFTTBSZ�UP�NBJOUBJO�UIFJS�TFSWJDF�RVBMJUZ�BOE�SFQVUBUJPO��
$SJUJDT�BTTFSU�JOTUFBE�UIBU�UIF�GSBODIJTFFT�XJOE�VQ�QVSDIBTJOH�TVQQMJFT�BOE�SBX�NBUF�
SJBMT�BU�QSJDFT�GBS�BCPWF�UIPTF�PG�UIF�DPNQFUJUJWF�NBSLFU�

#FDBVTF� UIF� QSJNBSZ� UZJOH�iQSPEVDUw� JT� UIF� USBEFNBSL� JUTFMG� 	F�H��i.D%POBME�Tw�
i#VEHFUw� 3FOU�"�$BS� i4IFSBUPOw� )PUFMT
� UIF� DPVSUT� IBWF� TVTUBJOFE� UZJOH� BHSFFNFOUT�
UIBU� MJOL� UIF� USBEFNBSL� UP�TVQQMJFT� JG� UIF� GSBODIJTPST�DBO�QSPWF� UIBU� UIFJS� USBEFNBSLT�
BSF�JOTFQBSBCMF�GSPN�UIFJS�TVQQMJFT�BOE�UIBU�UIF�UJFE�QSPEVDU�	TVQQMJFT
�BSF�FTTFOUJBM�UP�
RVBMJUZ�DPOUSPM��'PS�FYBNQMF�TPNF�GSBODIJTFFT�IBWF�DPOUFOEFE�UIBU�#BTLJO�3PCCJOT�JDF�
DSFBN�QSPEVDUT�BSF�VOMBXGVMMZ�UJFE�UP�UIF�MJDFOTF�PG�UIF�#BTLJO�3PCCJOT�USBEFNBSL���CVU�
UIJT�DMBJN�XBT�EFOJFE�CFDBVTF�UIF�GSBODIJTFFT�DPVME�OPU�FTUBCMJTI�UIBU�UIF�USBEFNBSL�XBT�
B�QSPEVDU�TFQBSBUF�GSPN�UIF�JDF�DSFBN��*O�BOZ�UZJOH�DBTFT�BU�MFBTU�UXP�EJTUJODU�QSPEVDUT�
NVTU�CF� JOWPMWFE��5IVT�XIFSFBT�$IPDL�'VMM�0�/VUT�$PSQPSBUJPO�iTVDDFTTGVMMZ�QSPWFE�
JUT�BGGJSNBUJWF�EFGFOTF�<UP�UZJOH�DIBSHFT>�PG�NBJOUBJOJOH�RVBMJUZ�DPOUSPM�XJUI�SFHBSE�UP�JUT�
DPGGFF�BOE�CBLFE�HPPETw���JU�DPVME�OPU�EFGFOE�JUT�UZJOH�QSBDUJDFT�XJUI�SFTQFDU�UP�PUIFS�
FBTJMZ�SFQSPEVDFE�QSPEVDUT�	F�H��'SFODI�GSJFT�TPGU�ESJOL�TZSVQT�OBQLJOT�HMBTTFT
�

'PS�DPVSUT�UIFO�UIF�MFHBMJUZ�PG�UZJOH�BHSFFNFOUT�EFQFOET�PO�GJWF�NBJO�RVFTUJPOT�

 1. "SF�UIFSF�UXP�EJTUJODU�QSPEVDUT 
 2. %PFT�UIF�TFMMFS�SFRVJSF�UIF�CVZFS�UP�QVSDIBTF�UIF�UJFE�QSPEVDU�UP�PCUBJO�UIF�UZJOH�

QSPEVDU 
 3. %PFT�UIF�TFMMFS�IBWF�TVGGJDJFOU�NBSLFU�QPXFS�UP�GPSDF�B�UJF�JO 
 4. )PX�NVDI�DPNNFSDF�EPFT�UIF�UZJOH�BSSBOHFNFOU�BGGFDU�JO�UIF�NBSLFU�GPS�UIF�

UJFE�QSPEVDU 
 5. *T�UIF�UJF�BDUVBMMZ�OFDFTTBSZ�UP�GVMGJMM�B�MFHJUJNBUF�CVTJOFTT�QVSQPTF 

5IFTF�iTUSVDUVSBMw�DSJUFSJB�NJHIU�OPU�CF�TBUJTGJFE�GPS�TFMMFST�XJUI�SFMBUJWFMZ�TNBMM�NBSLFU�
TIBSFT�FTQFDJBMMZ�XIFO�UIF�UZJOH�QSPEVDU�JT�VOQBUFOUFE����5IF�&BTUNBO�,PEBL�DBTF�
QSPGJMFE�JO�4JEFCBS������JMMVTUSBUFT�B�TVDDFTTGVM�QSPTFDVUJPO�BDDPSEJOH�UP�UIFTF�DSJUFSJB�

"OPUIFS�TVDDFTTGVM�PVUDPNF�BSPTF�GSPN�UIF�'5$�T������JOWFTUJHBUJPO�PG�4BOEP[�
1IBSNBDFVUJDBMT�$PSQ��XIJDI�JU�BDDVTFE�PG�WJPMBUJOH�BOUJUSVTU�MBXT�CZ�SFRVJSJOH�CVZFST�
PG�$MP[BSJM�B�ESVH�GPS�TDIJ[PQISFOJB�UP�QVSDIBTF�B�XFFLMZ�CMPPE�UFTU�GSPN�B�DPNQBOZ�
VOEFS�DPOUSBDU�XJUI�4BOEP[����4BOEP[�T�EPNJOBOU�QPTJUJPO�JO�UIF�ESVH�DBUFHPSZ�XBT�
PCWJPVT��5IF�DPNQBOZ�UIVT�BHSFFE�UP�TFUUMF�UIF�DIBSHFT�CZ�QSPNJTJOH�OPU�UP�SFRVJSF�
$MP[BSJM�QVSDIBTFST�UP�CVZ�CMPPE�NPOJUPSJOH�TFSWJDFT�GSPN�4BOEP[�PS�BOZPOF�EFTJH�
OBUFE�CZ�4BOEP[����&VSPQFBO�BUUJUVEFT�UPXBSE�UZJOH�BHSFFNFOUT�BSF�HFOFSBMMZ�TJNJMBS��
'PS�FYBNQMF�UIF�4XFEJTI�QBDLBHJOH�HSPVQ�5FUSB�1BL�MPTU�JUT�DBTF�XIFO�JU�XBT�EFUFS�
NJOFE�UIBU�DVTUPNFS�DPOUSBDUT�UIBU�UJFE�5FUSB�1BL�NBDIJOF�VTFST�UP�UIF�QVSDIBTF�PG�
5FUSB�1BL�DBSUPOT�XFSF�OPU�KVTUJGJFE�BOE�JOUFOEFE�JOTUFBE�UP�TUSFOHUIFO�UIF�DPNQBOZ�T�
EPNJOBOU�QPTJUJPO�CZ�SFJOGPSDJOH�JUT�DVTUPNFST��FDPOPNJD�EFQFOEFODF�PO�JU���
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Full-Line Forcing

"�TFMMFS�T�QSPEVDU�MFWFSBHF�NJHIU�FOBCMF�JU�UP�GPSDF�B�CVZFS�UP�QVSDIBTF�JUT�XIPMF�MJOF�
PG�HPPET��4VDI�B�full-line forcing�QPMJDZ�JT�JMMFHBM�JG�DPNQFUJUJWF�TFMMFST�BSF�VOSFBTPO�
BCMZ�QSFWFOUFE�GSPN�NBSLFU�BDDFTT����"�DPNNPO�UIPVHI�HFOFSBMMZ�SFHBSEFE�BT�JMMFHBM�
GPSN�PG�UIJT�QPMJDZ�PDDVST�XIFO�NPUJPO�QJDUVSF�EJTUSJCVUPST�JNQPTF�block booking�PO�
JOEFQFOEFOU�UIFBUFS�PXOFST��5IBU�JT�UIFBUFST�BSF�GPSDFE�UP�TDSFFO�NBOZ�NPWJFT�UIFZ�
EP�OPU�XBOU�UP�PCUBJO�UIF�POFT�UIFZ�EP��*O�UVSO�JOEFQFOEFOU�NPWJF�QSPEVDFST�BSF�
VOBCMF�UP�TFMM�UIFJS�GJMNT�UP�UIFBUFST�XIPTF�QSPHSBNT�IBWF�CFFO�TUVGGFE�GVMM�XJUI�UIF�
QSPEVDUT�PG�UIF�NBKPS�TUVEJPT��4JNJMBS�BSSBOHFNFOUT�DPWFS�UIF�TBMF�PG�NPUJPO�QJDUVSF�
iQBDLBHFTw�UP�UFMFWJTJPO�CSPBEDBTUFST��:FU�TVDI�QSBDUJDFT�UZQJDBMMZ�IBWF�CFFO�IFME�UP�
CF�JMMFHBM�FTQFDJBMMZ�XIFO�DPQZSJHIUFE�GJMNT�BSF�VTFE�BT�UIF�CBJU���

&�+�(BMMP�8JOFSZ�UIF�MBSHFTU�TFMMFS�PG�XJOF�JO�UIF�6OJUFE�4UBUFT�DPOTFOUFE�UP�
BO�'5$�PSEFS�QSPIJCJUJOH�JU�GSPN�SFRVJSJOH�JUT�XIPMFTBMFST�UP�EJTUSJCVUF�(BMMP�XJOFT�
TP�UIFZ�DPVME�PCUBJO�PUIFS�MBCFMT����6OJPO�$BSCJEF�$PSQPSBUJPO�BHSFFE�UP�TUPQ�SFRVJS�
JOH�JUT�EFBMFST�UP�QVSDIBTF�UIFJS�UPUBM�SFRVJSFNFOUT�PG�TJY�JOEVTUSJBM�HBTFT�	BDFUZMFOF�
BSHPO�IFMJVN�IZESPHFO�OJUSPHFO�BOE�PYZHFO
�POMZ�GSPN�JU�PS�NBLJOH�UIF�QVSDIBTF�
PG� UIFTF� TJY� HBTFT� B� QSFSFRVJTJUF� GPS� EFBMFST�� SJHIU� UP� CVZ� PUIFS� HBTFT� PS� XFMEJOH�
QSPEVDUT���

Sidebar 13-9
Eastman Kodak Co. v. Image Technical Service, Inc.

One of the most remarkable and significant cases 
involving tying was decided by the U.S. Supreme 
Court on June 8, 1992. At that time, the Court 
ruled that Eastman Kodak Company would have 
to stand trial on a tying claim brought against it 
by 18 independent service organizations (ISOs).74 
The case arose out of Kodak’s efforts to keep for 
itself the business of servicing Kodak-brand copi-
ers. Kodak had refused to sell replacement parts 
to the ISOs that wanted to service Kodak copiers. 
In response the ISOs alleged that Kodak’s conduct 
amounted to an illegal monopolization of the busi-
ness of servicing Kodak-brand copiers and an illegal 
tying of the sale of servicing copiers to the sale of 
replacement parts.

To succeed on the tying claim, the ISOs had to 
prove that Kodak had “appreciable market power” 
in the business of selling replacement parts for 
Kodak-brand copiers. To succeed on the monopo-
lization claim, the ISOs had to prove that Kodak 
had “monopoly power” in the sale of the replace-
ment parts. Kodak argued that sales of its copiers 

represented, at most, 23 percent of the sale of copi-
ers for all manufacturers, and the Supreme Court 
agreed that the 23 percent share did not amount 
to appreciable power in the copier sales business. 
But the Court also found that Kodak controlled 
nearly 100 percent of the market for its replacement 
parts—which are not interchangeable with the parts 
of other manufacturer’s machines—and between 80 
percent and 95 percent of the service market.

The Court reasoned that the relevant market 
for antitrust purposes is determined by the choices 
available to Kodak equipment owners who must 
use Kodak parts. Thus, Kodak’s motion for sum-
mary judgment (i.e., it wanted the Supreme Court 
to dismiss the case because of its lack of market 
power in the copier market) was rejected by a 6 to 
3 vote, and the case was sent back to the Federal 
District Court in San Francisco for trial. Kodak lost 
the verdicts both in that trial and in its appeal to 
the Ninth U.S. Circuit Court of Appeals in August 
1997. Ultimately, it was ordered to pay $35 million 
to the plaintiffs in the case.75
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Designated Product Policies

"�NBOVGBDUVSFS�NBZ�XBOU�UP�TFMM�TPNF�QPSUJPO�PG�JUT�QSPEVDU�MJOF�UISPVHI�B�MJNJUFE�
OVNCFS�PG�SFTFMMFST�XIJMF�BMMPXJOH�PUIFS�SFTFMMFST�UP�TFMM�B�EJGGFSFOU�TVCTFU�PG�JUT�QSPE�
VDUT��3FDBMM�GSPN�4JEFCBS������UIBU�+PIO�%FFSF�EFDJEFE�UP�NBLF�JUT�FOUSZ�MFWFM�USBDUPST�
BWBJMBCMF� GPS� TBMF� BU�)PNF�%FQPU�XIJMF� SFTFSWJOH� JUT� TPQIJTUJDBUFE� IJHI�FOE� MBXO�
NPXFST�GPS�JUT�BVUIPSJ[FE�TFSWJDF�QSPWJEJOH�EFBMFS�OFUXPSL��4VDI�B�QPMJDZ�DBO�IFMQ�
QSFTFSWF�UIF�NBOVGBDUVSFS�T�FYDMVTJWF�CSBOE�BOE�QSFWFOU�CSBOE�FSPTJPO�UISPVHI�PWFSMZ�
CSPBE�EJTUSJCVUJPO��'VSUIFSNPSF� JU�HJWFT�NVMUJQMF�SFTFMMFST�SFBTPOBCMF�QSPGJU�NBLJOH�
PQQPSUVOJUJFT��*G�BU�MFBTU�TPNF�PG�UIF�QSPEVDUT�UIF�SFTFMMFS�QSPWJEFT�BSF�FYDMVTJWF�UP�JU�
JU�DBO�DPOGJEFOUMZ�JOWFTU�JO�DVTUPNFS�TFSWJDF�BOE�QSPNPUJPOBM�BDUJWJUJFT�TFDVSF�JO�UIF�
LOPXMFEHF�UIBU�JUT�FGGPSUT�XJMM�OPU�GBMM�WJDUJN�UP�GSFF�SJEJOH�

*O�UIF�6OJUFE�4UBUFT�B�NBOVGBDUVSFS�IBT�OP�MFHBM�PCMJHBUJPO�UP�TFMM�BMM�PG�JUT�QSPE�
VDUT�UP�BMM�SFTFMMFST�UIBU�XJTI�UP�EP�TP�XJUI�UXP�FYDFQUJPOT��'JSTU�JG�UIF�NBOVGBDUVSFS�
JT�B�NPOPQPMJTU�XJUI�FYDFTT�DBQBDJUZ�CFDBVTF�UIFSF�JT�OP�PUIFS�TPVSDF�GPS�UIF�QSPEVDU�
UIF�NBOVGBDUVSFS�JT�SFRVJSFE�UP�TVQQMZ�JU�UP�SFRVFTUJOH�SFTFMMFST��5IVT�"5�5�XBT�GPSDFE�
UP�PQFO�JUT�MPOH�EJTUBODF�MJOFT�UP�JOEFQFOEFOU�QIPOF�DPNQBOJFT�JO�UIF�6OJUFE�4UBUFT�
CFDBVTF�JU�XBT�UIF�POMZ�IPMEFS�PG�UIFTF�FYDIBOHFT�TP�JU�IBE�UP�HSBOU�BDDFTT�UP�JUT�DPN�
QFUJUPST�XIJDI�XBOUFE�UP�QVSDIBTF��4FDPOE�JG�B�NBOVGBDUVSFS�IBT�TJHOFE�B�DPOUSBDU�XJUI�
B�SFTFMMFS�QSPNJTJOH�UP�TVQQMZ�BMM�PG�JUT�QSPEVDUT�JU�JT�SFRVJSFE�UP�IPOPS�UIF�DPOUSBDU�

#FZPOE� UIFTF� UXP� FYDFQUJPOT� XF� BMTP� OFFE� UP� DPOTJEFS� UIF� VTVBM� BOUJUSVTU�
SFTUSJDUJPO� UIBU� JT� B� SFGVTBM� UP� EFBM�XJUI� B� SFTFMMFS� DBOOPU� CF� UIF� SFTVMU� PG� B� DPO�
TQJSBDZ�PS�PUIFS�BHSFFNFOU�UP�SFTUSBJO�USBEF��"O�JOUFSFTUJOH�JOTUBODF�BT�QSFTFOUFE�JO�
4JEFCBSù������JOWPMWFE�5PZT�A3�6T�TVDI�UIBU�UIF�retailer�SBUIFS�UIBO�B�NBOVGBDUVSFS�
XBT�BDDVTFE�PG�MJNJUJOH�BDDFTT�UP�WBSJPVT�NBOVGBDUVSFST��QSPEVDUT�BU�DPNQFUJOH�SFUBJM�
FST��*O�B�SVMJOH�UIF�'5$�DIBJS�XSPUF�UIBU�5PZT�A3�6T�IBE�iVTFE�JUT�EPNJOBOU�QPTJUJPO�

Sidebar 13-10
U.S. Federal Trade Commission v. Toys ‘R US

This case is somewhat unusual: Toys ‘R Us, the 
retailer, rather than a manufacturer, was accused of 
limiting access to various manufacturers’ products 
at competing retailers.80 In May 1996, the Federal 
Trade Commission filed charges against Toys ‘R Us, 
alleging that the retailer threatened not to buy any 
toy whose manufacturer also sold the toy through a 
warehouse club store chain. It thus effectively forced 
the suppliers into exclusive dealing with Toys ‘R Us 
for the most popular toys in the market. In particular, 
Toys ‘R Us sought to prevent warehouse clubs like 
Sam’s Club, Price Club, and Costco from competing 
with it. Their competitive threat to Toys ‘R Us was 
real, because the warehouse clubs had much lower 
cost structures than the retailer and could there-
fore price compete effectively, given product supply 

(e.g., Mattel’s Hollywood Hair Barbie sold for $10.99 
at Toys ‘R Us; at warehouse clubs, it was required 
to come packaged with an extra dress, forcing the 
retail price up to $15.99 and preventing direct price 
comparisons). Hasbro, another toy manufacturer, 
refused to supply Hall of Fame G.I. Joe dolls directly 
to warehouse clubs; Mattel also declined to offer 
Fisher-Price brand pool tables to them. Toys ‘R Us 
allegedly blocked sales of Disney’s Toy Story movie 
figures to the discount chains too.

The FTC noted a substantial anticompetitive 
threat, because Toys ‘R Us had an approximately 20 
percent market share of all U.S. retail toy sales—
somewhat low overall, but the relevant manufac-
turers sold as much as 30 percent of their total 
volume through Toys ‘R Us, creating significant 
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BT�UPZ�EJTUSJCVUPS�UP�FYUSBDU�BHSFFNFOUT�GSPN�BOE�BNPOH�UPZ�NBOVGBDUVSFST�UP�TUPQ�
TFMMJOH�UP�XBSFIPVTF�DMVCT�UIF�TBNF�UPZT�UIBU�UIFZ�IBE�TPME�UP�PUIFS�UPZ�EJTUSJCVUPST�w�
5IF�LFZ� GBDUPST� JO� UIJT� DBTF�XFSF� UIF�EFHSFF�PG�IBSN� UP�DPNQFUJUJPO�BOE� UIF�DPO�
DFSUFE�FGGPSU�NBEF�UP�JOGMVFODF�NVMUJQMF�NBOVGBDUVSFST�BMM�PG�XIJDI�IBE�BHSFFE�UP�UIF�
SFTUSJDUJWF�EFBMJOH�QSBDUJDFT�

SELECTION AND TERMINATION POLICIES

"�DFOUSBM�UIFNF�UISPVHIPVU�UIJT�UFYU�JT�UIBU�PSHBOJ[BUJPOT�NVTU�EFWPUF�B�HSFBU�EFBM�PG�
UJNF�BUUFOUJPO�FGGPSU�BOE�NPOFZ�UP�UIF�EFTJHO�BOE�NBOBHFNFOU�PG�UIFJS��EJTUSJCVUJPO�
TZTUFNT��5IBU� JT� UP� BDIJFWF� TVDDFTT� UISPVHI�NBSLFUJOH� DIBOOFMT� DIBOOFM�NBOBHFST�
NVTU�TFU�VQ�TFMFDUJPO�DSJUFSJB�BOE�UIFO�NPOJUPS�UIF�QFSGPSNBODF�PG�BOZPOF�UIFZ�BENJU�
JOUP� UIF�EJTUSJCVUJPO� TZTUFN��&WFO�XJUI�FYUFOTJWF�EJTUSJCVUJPO� TZTUFNT� TFMFDUJPO�QSP�
DFEVSFT� BSF� OFDFTTBSZ� CFDBVTF� OPU� FWFSZ� DPODFJWBCMF� PVUMFU� DBO� TFMM� FWFSZ� QSPEVDU��
	%FQBSUNFOU�TUPSFT�EP�OPU�UZQJDBMMZ�TFMM�NJML�GPS�FYBNQMF�
�5IF�FYJTUFODF�PG�BOZ�TFMFD�
UJPO�DSJUFSJB�JNQMZ�TPNFPOF�EPFT�OPU�NBLF�UIF�DVU�XIJDI�NFBOT�UIBU�SFGVTJOH�UP�EFBM�
XJUI��DFSUBJO�DIBOOFM�NFNCFST�JT�BO�VOBWPJEBCMF�FMFNFOU�PG�DIBOOFM�QPMJDZ��5IF�TBNF�
JNQMJDBUJPO�TUFNT�GSPN�QFSGPSNBODF�DSJUFSJB�TP�BOPUIFS�LFZ�FMFNFOU�PG�DIBOOFM�QPMJDZ�
JT�UFSNJOBUJPO�

4FMMFST�DBO�CPUI�TFMFDU� UIFJS�PXO�EJTUSJCVUPST�BDDPSEJOH� UP� UIFJS�PXO�DSJUFSJB�
BOE� BOOPVODF� JO� BEWBODF� UIF� DJSDVNTUBODFT� JO� XIJDI� UIFZ� XJMM� SFGVTF� UP� TFMM� UP�
DFSUBJO� JOUFSNFEJBSJFT�� 5IFTF� UXP� DPNNFSDJBM� iGSFFEPNTw� XFSF� HSBOUFE� CZ� U.S. v. 
Colgate & Co.�JO�������UIFZ�DPOTUJUVUF�UIF�Colgate doctrine���GPSNBMMZ�SFDPHOJ[FE�JO�

Continued

dependence on the retailer, such that it could force 
them to participate in anticompetitive actions. After 
Toys ‘R Us started the enforced boycott in 1993, 
Costco’s toy sales dropped by 1.6 percent, even as 
its overall sales grew by 19.5 percent. Mattel’s sales 
to warehouse clubs also fell from more than $23 
million in 1991 to only $7.5 million in 1993.

Thus, on October 1, 1997, an FTC administra-
tive judge ruled against Toys ‘R Us; while awaiting 
review by the full FTC, New York’s Attorney General 
also filed a lawsuit against Toys ‘R Us and three of its 
largest suppliers (Mattel, Hasbro, and Little Tikes), 
alleging an illegal conspiracy to raise prices and 
stifle competition. On November 17, the suit was 
amended to add 37 additional states, Puerto Rico, 
and Washington, DC. Eventually 44 of the 50 states 
joined the lawsuit. On October 15, 1998, the FTC 
upheld the administrative judge’s 1997 ruling, issu-
ing a cease-and-desist order to Toys ‘R Us. The FTC 

chair wrote that Toys ‘R Us had “used its dominant 
position as toy distributor to extract agreements 
from and among toy manufacturers to stop selling 
to warehouse clubs the same toys that they had 
sold to other toy distributors.” The retailer appealed 
the decision, to the U.S. Circuit Court of Appeals.

But in December 1998, Hasbro settled the 
suit filed by the states, agreeing to pay $6 million 
in donations and other payments to the states and 
charities. In May 1999, Toys ‘R Us and the other sup-
pliers also settled. The retailer agreed to pay $40.5 
million in cash and toy donations; Mattel would pay 
$8.2 million, and Little Tikes agreed to pay $1.3 
million in cash and toys. None of the parties admit-
ted wrongdoing though. The key to this case was 
twofold: the degree of harm to competition and the 
concerted effort made to influence multiple manu-
facturers, who all agreed to the restrictive dealing 
practices.
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4FDUJPO��	B
�PG�UIF�3PCJOTPO�1BUNBO�"DU��*NQMJDJU�JO�B�TFMMFS�T�HFOFSBM�SJHIU�UP�TFMFDU�
JUT��QSFGFSSFE�EJTUSJCVUJPO�TZTUFN�JT�UIF�SJHIU�UP�EFBM�XJUI�DFSUBJO�DIBOOFM�NFNCFST�PO�
B�MJNJUFE�CBTJT��(FOFSBM�.PUPST�GPS�FYBNQMF�JT�OPU�PCMJHBUFE�UP�TFMM�$IFWSPMFUT�UP�B�
#VJDL�EFBMFS�

5IF�Colgate� EPDUSJOF� BMTP� DPOUBJOT� UXP�FYQMJDJU� FYDFQUJPOT�� 'JSTU� UIF�EFDJTJPO�
OPU�UP�EFBM�NVTU�CF�JOEFQFOEFOU�PS�VOJMBUFSBM�SBUIFS�UIBO�QBSU�PG�B�DPODFSUFE�BDUJPO��
5IJT�JTTVF�XBT�POF�PG�UIF�QSPCMFNT�GBDFE�CZ�UIF�UPZ�NBOVGBDUVSFST�JO�UIF�5PZT�A3�6T�
DBTF�XF�EFTDSJCFE�JO�UIF�QSFWJPVT�TFDUJPO��*U�XPVME�OPU�IBWF�CFFO�JMMFHBM�GPS�BOZ�POF�
PG�UIFTF�NBOVGBDUVSFST�UP�SFGVTF�unilaterally�UP�TFMM�B�QBSUJDVMBS�QSPEVDU�UP�XBSFIPVTF�
DMVC�TUPSFT��#VU�UIF�DPODFSUFE�FGGPSU�MFE�CZ�5PZT�A3�6T�NBEF�UIF�BDUJPO�JMMFHBM��4FDPOE�
UIF�SFGVTBM�NVTU�PDDVS�JO�UIF�BCTFODF�PG�BOZ�JOUFOU�UP�DSFBUF�PS�NBJOUBJO�B�NPOPQPMZ��
*G�B�VOJMBUFSBM�SFGVTBM�UP�EFBM�JT�FWFS�JMMFHBM�JU�JT�XIFO�UIF�SFGVTBM�JT�VOEFSUBLFO�CZ�B�
NPOPQPMJTU�PS�BO�FOUJUZ�UIBU�IPQFT�UP�CFDPNF�POF���

3FGVTBM�UP�EFBM�JT�BMTP�BO�JNQPSUBOU�UPPM�UIBU�BMMPXT�B�DIBOOFM�NFNCFS�UP�FYFSU�
DPFSDJWF�QPXFS��5IF�SJHIU�UP�SFGVTF�UP�EFBM�UIVT�IBT�CFFO�OBSSPXMZ�DPOGJOFE�CVU�OPU�
QSPIJCJUFE�DPNQMFUFMZ��4VQQMJFST�NBZ�GPSNBMMZ�DVU�PGG�EFBMFST�GPS�WBMJE�CVTJOFTT�SFB�
TPOT� TVDI�BT�B� GBJMVSF� UP�QBZ�PS�QPPS�QFSGPSNBODF��#VU� TVQQMJFST� DBOOPU�FTUBCMJTI�
SFTUSJDUJWF�SFHVMBUFE�PS�QSPHSBNNFE�EJTUSJCVUJPO�TZTUFNT�BOE�UIFO�FYDMVEF�EFBMFST�
UIBU�IBWF�TPNFIPX�TUFQQFE�PVU�PG�MJOF�XJUI�JUT�FEJDUT��"�MBXTVJU�BMMFHJOH�TVDI�FYDMV�
TJPO�JNQPTFT�USJQMF�EBNBHFT�PO�UIF�EFGFOEBOU�TP�UIF�TUBLFT�BSF�IJHI��5IF�DPVSUT�HFO�
FSBMMZ�BTL�UXP�RVFTUJPOT�UP�EFUFSNJOF�JG�B�SFGVTBM�UP�EFBM�WJPMBUFT�UIF�MBX�

t�8BT�UIF�EFDJTJPO�UP�FYDMVEF�DFSUBJO�DIBOOFM�NFNCFST�B�VOJMBUFSBM�EFDJTJPO�CZ�
UIF�NBOVGBDUVSFS 

t�8BT�UIFSF�B�MFHJUJNBUF�CVTJOFTT�SFBTPO�GPS�UIF�DIBOHF�JO�DIBOOFM�NFNCFSTIJQ ��

.BOZ�PG�UIF�DBTFT�CSPVHIU�VOEFS�4FDUJPOT���BOE���PG�UIF�4IFSNBO�"DU�JOWPMWF�
EFDJTJPOT� CZ� TVQQMJFST� PS� GSBODIJTPST� UP� UFSNJOBUF� BO� FYJTUJOH� EFBMFS� TVCTUJUVUF� B�
iOFXw�GPS�BO�iPMEw�EFBMFS�PS�WFSUJDBMMZ�JOUFHSBUF��5IVT�XIFSFBT�UIF�PSJHJOBM�selection�
PG�EJTUSJCVUPST�PS�EFBMFST�GPS�B�OFX�QSPEVDU�TFFNT�UP�QPTF�GFX�MFHBM�QSPCMFNT� UIF�
termination�PG�FYJTUJOH�EJTUSJCVUPST�BOE�EFBMFST�DBO�DBVTF�HSFBU�EJGGJDVMUJFT��"OZ�UJNF�
B�TVQQMJFS�BQQMJFT�FYDMVTJWF�EFBMJOH�DVTUPNFS�DPOTUSBJOUT�PS�UFSSJUPSJBM�SFTUSJDUJPOT�B�
EFBMFS�UIBU�IBT�CFFO�DVU�PGG�GSPN�UIF�OFUXPSL�NBZ�UBLF�UIF�TVQQMJFS�UP�DPVSU�DIBSHJOH�
UIBU�UIF�SFGVTBM�UP�EFBM�XBT�CBTFE�PO�B�EFTJSF�UP�NBJOUBJO�BO�VOMBXGVM�QSBDUJDF�

*ODSFBTJOH� MJUJHBUJPO� JO� TVDI� DBTFT� IBT� CFFO� GVSUIFSFE� CZ� TQFDJGJD� MFHJTMBUJWF�
EFDSFFT�TVDI�BT�UIF�"VUPNPCJMF�%FBMFST�'SBODIJTF�"DU�PG������XIJDI�FOUJUMFT�B�DBS�
EFBMFS�UP�TVF�BOZ�DBS�NBOVGBDUVSFS�UIBU�GBJMT�UP�BDU�JO�HPPE�GBJUI�JO�DPOOFDUJPO�XJUI�
UIF�UFSNJOBUJPO�DBODFMMBUJPO�PS�OPOSFOFXBM�PG�UIF�EFBMFS�T�GSBODIJTF��)PXFWFS�EFGFO�
EBOUT� JO� MBXTVJUT� BTTPDJBUFE�XJUI� UIJT� BDU� IBWF� PGUFO� CFFO� TVDDFTTGVM� JO� QSPEVDJOH�
FWJEFODF�UIBU�UIF�EFBMFS�IBT�OPU�BDUFE�JO�HPPE�GBJUI�TVDI�UIBU�JUT�PXO�BDUJPO�XBT�KVTUJ�
GJFE��.BOZ�PUIFS�MBXTVJUT�GJMFE�FWFSZ�ZFBS�GFBUVSF�GSBODIJTFFT�JO�WBSJPVT�JOEVTUSJFT�XIP�
DMBJN�UP�IBWF�CFFO�XSPOHMZ�UFSNJOBUFE�CZ�GSBODIJTPST�VTVBMMZ�PO�UIF�CBTJT�PG�DPOUSBDU�
BOE�QSPQFSUZ�SJHIU�BSHVNFOUT�SBUIFS�UIBO�BOUJUSVTU�BMMFHBUJPOT�UIPVHI�

.BOVGBDUVSFST��SJHIUT�UP�UFSNJOBUF�SFTFMMFST�WBSZ�XJEFMZ�BDSPTT�OBUJPOT��0VUTJEF�
UIF�6OJUFE�4UBUFT�JU�PGUFO�JT�WFSZ�EJGGJDVMU�UP�UFSNJOBUF�B�EJTUSJCVUPS�QBSUJDVMBSMZ�JG�JU�
IBT�CFFO� UIF� FYDMVTJWF� SFQSFTFOUBUJWF�PG� UIF�NBOVGBDUVSFS�T�QSPEVDU��)FSF� BHBJO� B�
NBOVGBDUVSFS�TFFLJOH�UP�FYQBOE�JUT�EJTUSJCVUJPO�JOUFSOBUJPOBMMZ�OFFET�UP�DIFDL�MPDBM�
SFHVMBUJPOT�DBSFGVMMZ�
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OWNERSHIP POLICIES

5IF�GJOBM�QPMJDZ�DBUFHPSZ�XF�BEESFTT�JO�UIJT�DIBQUFS�SFGFST�CBDL�UP�UIF�NBLF�PS�CVZ�	WFS�
UJDBM�JOUFHSBUJPO
�RVFTUJPO�XF�EJTDVTTFE�JO�$IBQUFS���BOE�UIF�BOUJUSVTU�JTTVFT�TVSSPVOEJOH�
UIJT�EFDJTJPO��"�EFDJTJPO�UP�WFSUJDBMMZ�JOUFHSBUF�PGUFO�QVUT�B�DPNQBOZ�JO�DPNQFUJUJPO�XJUI�
JOEFQFOEFOU�DIBOOFM�JOUFSNFEJBSJFT�UIBU�BMSFBEZ�DBSSZ�JUT�CSBOET�BT�XF�PVUMJOFE�JO�PVS�
EJTDVTTJPO�PG�EVBM�PS�NVMUJDIBOOFM�EJTUSJCVUJPO��3FDBMM�BT�XFMM� UIBU�WFSUJDBM� JOUFHSBUJPO�
NJHIU�SFTVMU�GSPN�GPSXBSE�JOUFHSBUJPO�CZ�B�QSPEVDFS�CBDLXBSE�JOUFHSBUJPO�CZ�B�SFUBJMFS�
PS�JOUFHSBUJPO�JO�FJUIFS�EJSFDUJPO�CZ�B�XIPMFTBMFS�PS�MPHJTUJDT�GJSN��"MM�UIFTF�GPSNT�PG�JOUF�
HSBUJPO�DBO�SFTVMU�GSPN�UIF�DSFBUJPO�PG�B�OFX�CVTJOFTT�GVODUJPO�CZ�FYJTUJOH�GJSNT�	J�F��
JOUFSOBM�FYQBOTJPO
�PS�UIF�BDRVJTJUJPO�PG�UIF�TUPDL�PS�BTTFUT�PG�PUIFS�GJSNT�	J�F��NFSHFST
�

5IFTF�UXP�JOUFHSBUJPO�NFUIPET�EJGGFS�GVOEBNFOUBMMZ�JO�UIFJS�SFMBUJPOTIJQT�UP�UIF�
MBX��Internal expansion� JT� SFHVMBUFE�CZ�4FDUJPO���PG� UIF�4IFSNBO�"DU�XIJDI�QSP�
IJCJUT�NPOPQPMJFT�BOE�BUUFNQUT� UP�NPOPQPMJ[F�BOZ� JOUFSTUBUF�PS� GPSFJHO�DPNNFSDF��
Mergers�PS�FYUFSOBM�FYQBOTJPOT�BSF�SFHVMBUFE�CZ�4FDUJPO���PG�UIF�$MBZUPO�"DU�XIJDI�
QSPIJCJUT�UIF�QVSDIBTF�PG�PUIFS�GJSNT�JG�EPJOH�TP�TVCTUBOUJBMMZ�MFTTFOT�DPNQFUJUJPO�PS�
DSFBUFT�NPOPQPMZ�JO�BOZ�MJOF�PG�DPNNFSDF�JO�BOZ�QBSU�PG�UIF�DPVOUSZ����5IVT�JOUFSOBM�
FYQBOTJPO�SFDFJWFT�GBWPSFE�USFBUNFOU�VOEFS�UIF�MBX�VOEFS�UIF�UIFPSZ�UIBU�JU�FYQBOET�
JOWFTUNFOU�BOE�QSPEVDUJPO�BOE�UIVT�JODSFBTFT�DPNQFUJUJPO�XIFSFBT�HSPXUI�UISPVHI�
NFSHFST�QSPNQUT�TVTQJDJPO�CFDBVTF�JU�SFNPWFT�BO�FOUJUZ�GSPN�UIF�NBSLFU�

&JUIFS�UZQF�PG�JOUFHSBUJPO�DBO�MPXFS�DPTUT�BOE�GBDJMJUBUF�NPSF�FGGFDUJWF�JOUFSPSHB�
OJ[BUJPOBM�DIBOOFM�NBOBHFNFOU��*U�BMTP�DBO�IFMQ�GJSNT�BWPJE�NBOZ�PG�UIF�MFHBM�QSPC�
MFNT�XF�IBWF�EFUBJMFE� JO�UIJT�DIBQUFS�CFDBVTF�BO�JOUFHSBUFE�GJSN�JT� GSFF�UP�DPOUSPM�
QSJDFT�BOE�BMMPDBUF�QSPEVDUT�UP�JUT�JOUFHSBUFE�PVUMFUT�XJUIPVU�DPNJOH�JO�DPOGMJDU�XJUI�
BOZ�MBXT�HPWFSOJOH�SFTUSJDUJWF�EJTUSJCVUJPO�QPMJDJFT�

Vertical Integration by Merger

.FSHFST�QPTF�BOE�BOUJUSVTU�EBOHFS�JO�UIF�TBNF�XBZ�UIBU�NBOZ�PG�UIF�QPMJDJFT�XF�IBWF�
BMSFBEZ�EJTDVTTFE�JO�UIJT�DIBQUFS�EP��*U�NBZ�MJNJU�DPNQFUJUJPO�GSPN�GPSFDMPTJOH�DPN�
QFUJUPST�� BDDFTT� UP� TPVSDFT� PG� TVQQMZ� PS� DVTUPNFST��5IVT�XIFO�.FSDL� 	UIF�XPSME�T�
MBSHFTU�ESVH�DPNQBOZ
�CPVHIU�.FEDP�$POUBJONFOU�4FSWJDFT�	UIF�MBSHFTU�EJTUSJCVUPS�PG�
EJTDPVOU�QSFTDSJQUJPO�NFEJDJOFT�JO�UIF�6OJUFE�4UBUFT
�BOUJUSVTU�DPODFSOT�BSPTF�BCPVU�
UIF�QPUFOUJBM�GPS�MJNJUFE�BDDFTT�UP�.FEDP��"OPUIFS�NBKPS�QIBSNBDFVUJDBM�GJSN�&MJ�-JMMZ�
IBE�CFFO�BCMF�UP�QVSDIBTF�1$4�)FBMUI�4ZTUFNT�BOPUIFS�FOPSNPVT�NBOBHFE�DBSF�ESVH�
EJTUSJCVUPS�POMZ�BGUFS�JU�BHSFFE�UP�SFTUSJDUJPOT�JNQPTFE�CZ�UIF�'5$�UIBU�QSFWFOUFE�JU�
GSPN�VOGBJSMZ�QVTIJOH�TBMFT�PG�-JMMZ�CSBOET�UISPVHI�1$4�PS�HBJOJOH�JOGPSNBUJPO�BCPVU�
UIF�QSJDFT�GPS�DPNQFUJOH�ESVHT����*O�BOOPVODJOH�JUT�EFDJTJPO�UP�SFFYBNJOF�UIF�.FSDLo
.FEDP�NFSHFS�	BOE�BOPUIFS�POF�JO�UIF�TBNF�JOEVTUSZ
�UIF�'5$�XBSOFE�i8F�SFNBJO�
DPODFSOFE�BCPVU�UIF�PWFSBMM�DPNQFUJUJWF�JNQBDU�PG�WFSUJDBM�JOUFHSBUJPO�CZ�ESVH�DPN�
QBOJFT�JOUP�UIF�QIBSNBDZ�CFOFGJUT�NBOBHFNFOU�NBSLFU�w���"MUIPVHI�BMM�PG�UIFTF�iCJH�
QIBSNBw�NFSHFST� FWFOUVBMMZ�XFSF� BQQSPWFE� UIF�RVFTUJPOT� UIF� '5$� SBJTFE� TJHOBMFE�
XIZ�WFSUJDBM�NFSHFST�NJHIU�ESBX�UIF�BUUFOUJPO�PG�UIF�BOUJUSVTU�FOGPSDFNFOU�BHFODJFT�

*O�UIF�MBUF�UXFOUJFUI�DFOUVSZ�UIF�6�4��HPWFSONFOU�MBSHFMZ�SFGSBJOFE�GSPN�DIBM�
MFOHJOH�WFSUJDBM�NFSHFST�GPDVTJOH�TPMFMZ�PO�UIPTF�UIBU�GBDJMJUBUFE�DPMMVTJPO�PS�TJHOJGJ�
DBOUMZ�SBJTFE�CBSSJFST�UP�OFX�FOUSZ����:FU�UIF�'5$�TUJMM�TIPXT�JUT�UFFUI�XIFO�OFDFTTBSZ��
'PS�FYBNQMF�5$*�BOE�$PNDBTU�UIF�MBSHFTU�BOE�UIJSE�MBSHFTU�DBCMF�UFMFWJTJPO�DPNQBOJFT�
JO�UIF�6OJUFE�4UBUFT�BHSFFE�UP�GPSN�B�KPJOU�WFOUVSF�UP�UBLF�PXOFSTIJQ�PG�27$��"U�UIBU�
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UJNF�27$�XBT�POF�PG�UXP�DBCMF�TIPQQJOH�WFOUVSFT�XJUI����QFSDFOU�NBSLFU�TIBSF��UIF�
PUIFS�XBT�)PNF�4IPQQJOH�/FUXPSL�XIJDI�XBT����QFSDFOU�DPOUSPMMFE�CZ�5$*��5IVT�
UIF�'5$�JOWFTUJHBUFE�XIFUIFS�FYJTUJOH�BOE�QPUFOUJBM�DPNQFUJUPST� UP�27$�BOE�)PNF�
4IPQQJOH�/FUXPSL�NJHIU�IBWF�USPVCMF�TFMMJOH�PO�DBCMF�57�DPOTJEFSJOH�UIBU�5$*�BOE�
$PNDBTU�UPHFUIFS�DPOUSPMMFE�BDDFTT�UP�BCPVU����QFSDFOU�PG�DBCMF�XJSFE�IPNFT����5IF�
BQQSPWBM�PG�UIF�NFSHFS�OPUFE�UIBU�UIF�SFMFWBOU�NBSLFU�JO�UIJT�DBTF�XBT�BMM�SFUBJMJOH�OPU�
KVTU�IPNF�TIPQQJOH�CZ�UFMFWJTJPO�

7FSUJDBM�NFSHFST�BMTP�IBWF�BUUSBDUFE�BUUFOUJPO�PVUTJEF�UIF�6OJUFE�4UBUFT��'PS�FYBN�
QMF�(SBOE�.FUSPQPMJUBO�B�6�,��GPPE�CFWFSBHF�BOE�SFUBJMJOH�DPOHMPNFSBUF�BOE�&MEFST�
*9-�BO�"VTUSBMJBO�CSFXFS�BHSFFE�UP�B����CJMMJPO�QVCT�GPS�CSFXFSJFT�TXBQ��(SBOE�.FU�
XBT�UP�USBOTGFS�GPVS�CSFXFSJFT�BOE�UIF�3VEEMFT�8BUOFZT�5SVNBO�BOE�8FCTUFS�T�CFFS�
CSBOET�UP�$PVSBHF�PXOFE�CZ�&MEFS�BOE�UIFO�$PVSBHF�XBT�UP�DPNCJOF�JUT������QVCT�
XJUI�(SBOE.FU�T� ����� QVCT��"�NBKPS� DIBMMFOHF� UP� UIF�NFSHFS� BSPTF�XIFO� UIF�6�,��
.POPQPMJFT� BOE� .FSHFST� $PNNJTTJPO� JTTVFE� B� ����QBHF� SFQPSU� DPODMVEJOH� UIBU� UIF�
OBUJPO�T�MBSHF�CSFXFSJFT�XFSF�PQFSBUJOH�B�iDPNQMFY�NPOPQPMZw�UP�SFTUSJDU�DPNQFUJUJPO�
DFOUFSFE� PO� UIF� MPOH�FTUBCMJTIFE� UJFE�IPVTF� TZTUFN�XIJDI� FOTVSFT�NPTU� PG�#SJUBJO�T�
������QVCT�TUPDL�UIF�QSPEVDUT�PG�POMZ�UIF�DPNQBOZ�UIBU�PXOT�UIFN����5IF�NFSHFS�XBT�
BMMPXFE�CVU�POMZ�BGUFS�UIF�HPWFSONFOU�QVU�JOUP�FGGFDU�iHVFTU�CFFS�PSEFSTw�UIBU�FYQMJDJUMZ�
BMMPXFE�QVCT�UP�TUPDL�CFFST�GSPN�TVQQMJFST�PUIFS�UIBO�UIPTF�UIBU�PXOFE�UIFN���

0O�CBMBODF�NFSHFST�BOE�TJNJMBS�DPPQFSBUJWF�BHSFFNFOUT�TFFN�XPSUIXIJMF� JO�
UIBU� UIFZ�DBO�HFOFSBUF�NBOZ�BEWBOUBHFT� GPS� GJSNT� UISPVHI�TZOFSHJFT�BOE�TQJMMPWFST�
PG�LOPXMFEHF�DVTUPNFST�JOOPWBUJPOT�BOE�QSPEVDUT��5IF�UISFBU�PG�SFHVMBUPSZ�BDUJPO�
BMTP�JT�TPNFXIBU�MJNJUFE�JO�UIBU�SFHVMBUPST�UFOE�UP�UBLF�OPUJDF�POMZ�XIFO�UIF�BSSBOHF�
NFOUT�BNPOH�DPNQFUJUPST�VOEVMZ�MJNJU�DPNQFUJUJPO�PS�UIF�TVQQMZ�PG�QSPEVDUT�UP�BOZ�
EPXOTUSFBN�DIBOOFM�NFNCFST���

Vertical Integration by Internal Expansion

5IJT�GPSN�PG�JOUFHSBUJPO�JT�MJNJUFE�POMZ�CZ�MBXT�QSFWFOUJOH�NPOPQPMJFT�BOE�BUUFNQUT�
UP�NPOPQPMJ[F��"�GJSN�JT�GSFF�UP�TFU�VQ�JUT�PXO�TVQQMZ�EJTUSJCVUJPO�BOE�PS�SFUBJMJOH�
TZTUFN�VOMFTT�EPJOH�TP�XPVME�DSFBUF� UPP�NVDI�DPODFOUSBUJPO� JO� UIF�NBSLFU� GPS� JUT�
QSPEVDU����4FDUJPO���PG�UIF�$MBZUPO�"DU�TQFDJGJDBMMZ�QFSNJUT�B�GJSN�UP�TFU�VQ�TVCTJEJBSZ�
DPSQPSBUJPOT�UP�DBSSZ�PO�CVTJOFTT�PS�FYUFOTJPOT�UIFSFPG�BT�MPOH�BT�DPNQFUJUJPO�JT�OPU�
TVCTUBOUJBMMZ�SFEVDFE�

Dual Distribution

5IF�UFSN�dual distribution�EFTDSJCFT�WBSJPVT�NBSLFUJOH�BSSBOHFNFOUT�JO�XIJDI�NBOV�
GBDUVSFST�PS�XIPMFTBMFST�SFBDI�FOE�VTFST�CZ�FNQMPZJOH�NVMUJQMF�DIBOOFMT�GPS�UIF�TBNF�
CBTJD�QSPEVDU��"MUIPVHI�DVTUPNBSZ�JO�NBOZ�QSPEVDU�MJOFT�	F�H��UJSFT�QFSTPOBM�DPNQVU�
FST
�EVBM�EJTUSJCVUJPO�BSSBOHFNFOUT�PGUFO�TQBSL�DPOUSPWFSTZ�BT�XF�OPUFE�JO�$IBQUFSù����
8IFSFBT�DPOGMJDU�BQQFBST�MJLFMZ�BNPOH�DIBOOFM�NFNCFST�JO�NPTU�EVBM�EJTUSJCVUJPO�TJUV�
BUJPOT�TFSJPVT�MFHBM�RVFTUJPOT�BSJTF�NBJOMZ�XIFO�	�
�QSJDF�iTRVFF[JOHw�JT�TVTQFDUFE�PS�
	�
�IPSJ[POUBM�DPNCJOBUJPOT�PS�DPOTQJSBDJFT�BSF�QPTTJCMF�BNPOH�DPNQFUJUPST�

*O� UIF� GPSNFS� DBTF� B� TFMMFS� PQFSBUJOH� BU� B� TJOHMF�NBSLFU� MFWFM� JO� DPNQFUJUJPO�
XJUI�B�QPXFSGVM�WFSUJDBMMZ�JOUFHSBUFE�GJSN�NJHIU�CF�TVCKFDU�UP�B�price squeeze��'PS�
FYBNQMF�B�NBOVGBDUVSFS�PG�GBCSJDBUFE�BMVNJOVN�NJHIU�FYQFSJFODF�QSFTTVSF�FYFSUFE�
CZ�JUT�SBX�NBUFSJBM�	JOHPU
�TVQQMJFS�UP�JODSFBTF�QSJDFT��*G�UIF�JOHPU�TVQQMJFS�BMTP�JT�B�
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GBCSJDBUPS�JU�DBO�VTF�UIF�QSPGJU�HBJOT�JU�SFDFJWFT�GSPN�UIF�QSJDF�JODSFBTF�	XIJDI�NFBOT�
IJHIFS�DPTUT�GPS�JUT�DVTUPNFS�DPNQFUJUPS
�UP�JODSFBTF�JUT�NBSLFUJOH�BDUJWJUJFT�BU�UIF�GBC�
SJDBUJPO� MFWFM�BT�XBT� UIF� TDFOBSJP� JO� UIF�Alcoa� DBTF����#VU�BO� JOUFHSBUFE� TVQQMJFS�T�
BUUFNQU�UP�FMJNJOBUF�B�DVTUPNFS�BT�B�DPNQFUJUPS�CZ�VOEFSDVUUJOH�JUT�QSJDFT�BOE�QMBDJOH�
UIF�DVTUPNFS�JO�B�QSJDF�TRVFF[F�SFNBJOT�JMMFHBM���

4JNJMBS�DPNQFUJUJWF�JOFRVBMJUZ�NBSLT�GVODUJPOBM�EJTDPVOUT�XIFO�EJGGFSFOU�GVOD�
UJPOBM�DBUFHPSJFT�DBO�CF�SFQSFTFOUFE�CZ�CVZFST� UIBU�BU� MFBTU� JO�TPNF�PG� UIFJS� USBEF�
DPNQFUF�XJUI�FBDI�PUIFS��"T�XF�NFOUJPOFE�JO�SFGFSFODF�UP�UIF�Hasbrouck�DBTF�PJM�
KPCCFST�TPNFUJNFT�TFMM�BU�SFUBJM�BOE�UIFZ�NBZ�VTF�UIF�GVODUJPOBM�EJTDPVOUT�UIFZ�SFDFJWF�
BT�KPCCFST�UP�HBJO�BO�VOGBJS�DPNQFUJUJWF�BEWBOUBHF�PWFS�SFUBJMFST��4VDI�QSJDJOH�SBJTFT�
UIF�QPTTJCJMJUZ�PG�WJPMBUJPOT�PG�UIF�3PCJOTPO�1BUNBO�"DU�BT�XFMM�BT�UIF�4IFSNBO�"DU�

*O�UIF�MBUUFS�DBTF�UIF�EJTUJODUJPO�CFUXFFO�QVSFMZ�WFSUJDBM�BOE�horizontal restraints�
JT�DSJUJDBM�GPS�EFUFSNJOJOH�UIF�MFHBMJUZ�PG�B�NBSLFUJOH�BDUJWJUZ��4FDUJPO���PG�UIF�4IFSNBO�"DU�
DBOOPU�CF�WJPMBUFE�CZ�B�VOJMBUFSBM�BDUJPO�CZ�B�TVQQMJFS��UIFSF�NVTU�CF�BU�MFBTU�POF�PUIFS�
QBSUZ�UIBU�DPOUSBDUT�DPNCJOFT�PS�DPOTQJSFT�XJUI�UIF�TVQQMJFS��%PNJOBOU�NBOVGBDUVSFST�
NBZ�SFQMBDF�EJTUSJCVUPST�CVU�UIFZ�NBZ�OPU�FOUFS�JOUP�DPNQFUJUJPO�XJUI�UIFN�BOE�EFTUSPZ�
UIFN��5IVT�FBDI�DIBMMFOHF�UP�EVBM�EJTUSJCVUJPO�NVTU�CF�BQQSBJTFE�BDDPSEJOH�UP�UIF�DJS�
DVNTUBODFT��*G�B�TVQQMJFS�DPNQFUFT�EJSFDUMZ�XJUI�JUT�DVTUPNFST�BDUJPOT�UIBU�UISFBUFO�UIF�
DVTUPNFST�NBZ�CF�TVCKFDU�UP�BOUJUSVTU�TDSVUJOZ�CVU�JUT�JOUFOU�JT�UIF�DSVDJBM�RVFTUJPO��"T�UIF�
Sylvania�DBTF�TIPXFE�JO�UIF�6OJUFE�4UBUFT�UIFSF�NVTU�CF�CBMBODFE�FGGFDUT�PG�B�NBSLFUJOH�
QPMJDZ�PO�JOUSBCSBOE�BOE�JOUFSCSBOE�DPNQFUJUJPO�JO�TJUVBUJPOT�JOWPMWJOH�WFSUJDBM�SFTUSBJOUT�

SUMMARY: MANAGING CHANNEL POLICIES AND LEGALITIES

$IBOOFM�QPMJDJFT�EFUFSNJOF�EJTUSJCVUJPO�TUSBUFHJFT��1PMJDJFT�HVJEF� UIF� GVODUJPOJOH�PG�
DIBOOFMT�BOE�FOBCMF�DIBOOFM�NBOBHFST�UP�BDIJFWF�FGGFDUJWF�JOUFHSBUJPO�DPPSEJOBUJPO�
BOE�SPMF�QFSGPSNBODF�UISPVHIPVU�UIF�DIBOOFM�JO�UIF�BCTFODF�PG�PVUSJHIU�PXOFSTIJQ��
)PXFWFS�FTUBCMJTIFE�QPMJDJFT�OFBSMZ�BMXBZT�DSFBUF�UIF�QPUFOUJBM�GPS�DPOGMJDU�CFDBVTF�
UIFZ�UFOE�UP�CF�FYDMVTJPOBSZ�FMJUJTU�PS�SFTUSJDUJWF�JO�UIFJS�GPDVT�BOE�HPBM�OBNFMZ�UP�
DPOGJSN�UIBU�CFIBWJPS�XJUIJO�DIBOOFMT�JT�OPU�SBOEPN��-JNJUT�PO�CFIBWJPS�FWPLF�BOUJ�
USVTU�DPODFSOT�FWFO�XIFO�SFDFOU�SFTFBSDI�TVHHFTUT� UIBU�BOUJUSVTU�BDUJWJUJFT�BDUVBMMZ�
IBWF�MJUUMF�FGGFDU�PO�BO�FDPOPNZ�T�MPOH�UFSN�GJOBODJBM�QFSGPSNBODF���

*O�UIJT�DIBQUFS�XF�DPOTJEFS�TJY�VOJRVF�CVU�JOUFSSFMBUFE�DIBOOFM�QPMJDZ�UZQFT��8JUI�
B�NBSLFU�DPWFSBHF�QPMJDZ�UIF�DIBOOFM�T�GPDVT�JT�PO�HFPHSBQIJD�TQBDJOH�	J�F�� JOUFOTJWF�
WFSTVT� TFMFDUJWF� WFSTVT� FYDMVTJWF� EJTUSJCVUJPO
�� .PSF� JOUFOTJWF� EJTUSJCVUJPO� JODSFBTFT�
TIPSU�UFSN�TBMFT�CVU�BMTP�MPXFST�DIBOOFM�NFNCFST��XJMMJOHOFTT�UP�QSPWJEF�DPTUMZ�TFSWJDF�
PVUQVUT�CFDBVTF�PG�UIF�QSJDF�DPNQFUJUJPO�UIBU�FOTVFT�GSPN�UIF�QSFTFODF�TVCTUBOUJBM�JOUSB�
CSBOE�DPNQFUJUJPO��4VQQMJFST�UIVT�DPOTJEFS�TFMFDUJWF�BOE�FYDMVTJWF�EJTUSJCVUJPO�QPMJDJFT�
XIJDI�MPXFS�JOUSBCSBOE�CVU�BMTP�JOUFSCSBOE�DPNQFUJUJPO��'PMMPXJOH�UIF�Sylvania�DBTF�UIF�
MFHBMJUZ�PG�UIFTF�QPMJDJFT�IBT�CFFO�EFUFSNJOFE�BDDPSEJOH�UP�UIF�SVMF�PG�SFBTPO�EPDUSJOF�

.BSLFUJOH�NBOBHFST�BMTP�NBZ�XJTI�UP�FOTVSF�UIBU�POMZ�UIF�iSJHIUw�DIBOOFM�NFN�
CFST�TFSWJDF�TQFDJGJD�LJOET�PG�DVTUPNFST��$PNQBOZ�FNQMPZFE�TBMFTQFPQMF�DBMM�PO�UFDI�
OJDBMMZ� TBWWZ�IFBWZ�VTFST��EJTUSJCVUPS� TBMFTQFPQMF� DBMM�PO� MFTT�EFNBOEJOH�BDDPVOUT��
BOE� POMZ� BVUIPSJ[FE� EFBMFST� NBZ� TFMM� UIF� DPNQBOZ�T� CSBOE� UP� FOE�VTFST�� "OUJUSVTU�
FOGPSDFNFOU� BHFODJFT� DBUFHPSJ[F� TVDI� DVTUPNFS� DPWFSBHF� QPMJDJFT� BT� DVTUPNFS� PS�
SFTBMF�SFTUSJDUJPOT�BOE�HPWFSO�UIFN�VTJOH�UIF�TBNF�SVMF�PG�SFBTPO�EPDUSJOF�UIBU�BQQMJFT�
UP�NBSLFU�DPWFSBHF�QPMJDJFT�
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#PUI�NBSLFU�BOE�DVTUPNFS�DPWFSBHF�QPMJDJFT�IBWF�JOEJSFDU�FGGFDUT�PO�QSJDFT��UIF�
EJSFDU�FGGFDUT�DPNF� GSPN�QSJDJOH�QPMJDJFT� TVDI�BT�QSJDF�NBJOUFOBODF�BOE�QSJDF�EJT�
DSJNJOBUJPO��.JOJNVN�SFTBMF�QSJDF�NBJOUFOBODF�JT�QFS�TF�JMMFHBM�JG�UIFSF�JT�TPNF�GPSN�
PG�BHSFFNFOU�PS�DPODFSUFE�BDUJPO�CFUXFFO�PS�BNPOH�DIBOOFM�NFNCFST� JOWPMWFE� JO�
TFUUJOH� PS� QPMJDJOH� UIF� QPMJDZ��0UIFSXJTF� JU� DBO� CF� BEPQUFE� VOJMBUFSBMMZ��.BYJNVN�
SFTBMF�QSJDF�NBJOUFOBODF�	JG�BSSJWFE�BU�CZ�BHSFFNFOU
�JT�TVCKFDU�UP�B�SVMF�PG�SFBTPO��JU�
NBZ�CF�JNQMFNFOUFE�BT�MPOH�BT�UIFSF�BSF�OP�BOUJDPNQFUJUJWF�FGGFDUT��1SJDF�EJTDSJNJOB�
UJPO�JT�BU�UIF�IFBSU�PG�NBSLFU�TFHNFOUBUJPO�TUSBUFHJFT�CVU�DBO�SVO�BGPVM�PG�UIF�MBX�JG�JU�
MFTTFOT�DPNQFUJUJPO��*U�JODMVEFT�TVDI�OPUBCMF�BDUJWJUJFT�BT�QSPNPUJPOBM�BMMPXBODFT�BOE�
TFSWJDFT�BOE�RVBOUJUZ�BOE�GVODUJPOBM�EJTDPVOUT�

5IF�QSPEVDU�MJOF�QPMJDJFT�XF�IBWF�BEESFTTFE�FYDMVTJWF�EFBMJOH�UZJOH�BOE�GVMM�
MJOF�GPSDJOH�BMM�BUUFNQU�UP�FOTVSF�PUIFS�DIBOOFM�NFNCFST�EFWPUF�VOEJWJEFE�BUUFOUJPO�
UP�UIF�TVQQMJFS�T�QSPEVDUT��5IFZ�SFTUSJDU�JOUFSCSBOE�DPNQFUJUJPO�EJSFDUMZ�XIFSFBT�NBS�
LFU�BOE�DVTUPNFS�DPWFSBHF�QPMJDJFT�SFTUSJDU�JOUSBCSBOE�DPNQFUJUJPO��#FDBVTF�PG�UIFJS�
QPUFOUJBM�GPS�GPSFDMPTJOH�DPNQFUJUPST�BOUJUSVTU�BHFODJFT�UFOE�UP�FYIJCJU�NPSF�DPODFSO�
BCPVU�QSPEVDU�MJOF�QPMJDJFT�UIBO�BCPVU�UIF�WBSJPVT�UZQFT�PG�DPWFSBHF�QPMJDJFT�

5P�BEESFTT�WFSUJDBM�JOUFHSBUJPO�RVFTUJPOT�DIBOOFM�NBOBHFST�DBO�VTF�PXOFSTIJQ�
QPMJDJFT��5IF�EFDJTJPO� UP�NBLF� SBUIFS� UIBO�CVZ� MFBET� UP�BOPUIFS� DIPJDF�� UP�FYQBOE�
VTJOH� BDRVJTJUJPO� 	PS�NFSHFS
� PS� JOUFSOBM� FYQBOTJPO�� *OUFSOBM� FYQBOTJPO� QPTFT� GFX�
QSPCMFNT�GSPN�BO�BOUJUSVTU�QFSTQFDUJWF��6OUJM�SFDFOUMZ�UIF�TBNF�XBT�USVF�PG�WFSUJDBM�
NFSHFST� CVU� JO� UIF�XBLF�PG� FYUFOTJWF�NFSHFS� BOE�BDRVJTJUJPO� BDUJWJUZ� JO� UIF�QIBS�
NBDFVUJDBM�BOE�FOUFSUBJONFOU�DIBOOFMT�SFHVMBUPST�IBWF�SFBXBLFOFE�UP�UIF�QPUFOUJBM�
DPNQFUJUJWF� UISFBU�� *O� BOZ� DBTF� WFSUJDBM� JOUFHSBUJPO� JO� DPNCJOBUJPO�XJUI� B�NVMUJQMF�
DIBOOFM�EJTUSJCVUJPO�TUSBUFHZ�OFBSMZ�BMXBZT�MFBET�UP�TPNF�DPOGMJDU�JO�UIF�DIBOOFM�

'JOBMMZ�UIJT�DIBQUFS�IBT�BEESFTTFE�QSJNBSJMZ�6�4��GFEFSBM�BOUJUSVTU�MBX��:FU�UIF�JOEJ�
WJEVBM�TUBUFT�BMTP�IBWF�CFDPNF�NVDI�NPSF�BDUJWF��NBSLFUJOH�FYFDVUJWFT�DBOOPU�BGGPSE�
UP�NBLF�UIF�NJTUBLF�PG�JHOPSJOH�UIF�WBTU�PVUQPVSJOH�PG�MFHJTMBUJPO�BOE�DPVSU�QSFDFEFOUT�
UIBU�SFHVMBUF�EJTUSJCVUJPO�QSBDUJDFT�JO�FBDI�PG�UIF�TUBUFT�JO�XIJDI�UIFZ�NJHIU�TFMM�UIFJS�
QSPEVDUT��&WFO�NPSF�CSPBEMZ�BOUJUSVTU�BOE�DPNQFUJUJWF�MBXT�WBSZ�XJEFMZ�UISPVHIPVU�
UIF�XPSME��*U�CFIPPWFT�DIBOOFM�NBOBHFST�UP�UBLF�BO�JOUFSOBUJPOBM�QFSTQFDUJWF�BOE�HBJO�
GBNJMJBSJUZ�XJUI�UIF�WBSJBUJPOT�JO�BMM�UIF�MPDBUJPOT�JO�XIJDI�UIFZ�PQFSBUF�

TA K E - A W AYS

t� .BOZ�DIBOOFM�QPMJDJFT�BOE�EFDJTJPOT�NBZ�GBMM�VOEFS�UIF�TDSVUJOZ�PG�BOUJUSVTU�BVUIPSJUJFT�
JODMVEJOH�UIF�GPMMPXJOH�
t�.BSLFU�DPWFSBHF�QPMJDJFT�
t�$VTUPNFS�DPWFSBHF�QPMJDJFT�
t�1SJDJOH�QPMJDJFT�
t�1SPEVDU�MJOF�QPMJDJFT�
t�4FMFDUJPO�BOE�UFSNJOBUJPO�QPMJDJFT�
t�0XOFSTIJQ�QPMJDJFT�

t� 5IF�LFZ�MBXT�JO�UIF�6OJUFE�4UBUFT�BGGFDUJOH�UIFTF�BDUJWJUJFT�BSF�UIF�4IFSNBO�"OUJUSVTU�
"DU�	����
�UIF�$MBZUPO�"OUJUSVTU�"DU�	����
�UIF�'FEFSBM�5SBEF�$PNNJTTJPO�	'5$
�"DU�
	����
�UIF�3PCJOTPO�1BUNBO�"DU�	����
�BOE�'5$�5SBEF�1SBDUJDF�3VMFT�
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t� 5IFTF�MBXT
t�1SPIJCJU�DPOTQJSBDJFT�UP�SFTUSBJO�JOUFSTUBUF�PS�GPSFJHO�USBEF�
t� 1SPIJCJU�QSJDF�EJTDSJNJOBUJPO�FYDMVTJWF�EFBMJOH�UZJOH�DPOUSBDUT�JOUFSMPDLJOH�

�EJSFDUPSBUFT�BNPOH�DPNQFUJUPST�BOE�NFSHFST�BOE�BDRVJTJUJPOT�XIFO�UIFTF�BDUJPOT�
TVCTUBOUJBMMZ�MFTTFO�DPNQFUJUJPO�

t� 1SPIJCJU�VOGBJS�PS�EFDFQUJWF�USBEF�QSBDUJDFT�
t� *EFOUJGZ�EFGFOTFT�UP�QSJDF�EJTDSJNJOBUJPO�BMMFHBUJPOT�BT�GPMMPXT�

t�5IFZ�BSF�VTFE�JO�HPPE�GBJUI�UP�NFFU�UIF�DPNQFUJUJPO�
t�5IFZ�BSF�CBDLFE�CZ�SFBM�EJGGFSFODFT�JO�DPTU�UP�TFSWF�EJGGFSFOU�DVTUPNFST�
t�5IF�MPXFS�QSJDF�XBT�BWBJMBCMF�UP�BMM�DVTUPNFST�CVU�OPU�DIPTFO�CZ�TPNF�
t��5IF�QSJDF�EJTDSJNJOBUJPO�EPFT�OPU�IBSN�DPNQFUJUJPO�	F�H��VTFE�POMZ�BDSPTT�

�EJGGFSFOU�TFHNFOUT�PG�GJOBM�FOE�VTFST�XIP�CZ�EFGJOJUJPO�EP�OPU�DPNQFUF
�
t� "OUJUSVTU�MBX�FOGPSDFNFOU�JOWBSJBCMZ�DPOTJEFST�UIF�JNQBDU�PG�UIF�CVTJOFTT�QSBDUJDF�PO�

JOUSBCSBOE�WFSTVT�JOUFSCSBOE�DPNQFUJUJPO��5IF�DPVSUT�TPNFUJNFT�BMMPX�UIF�SFTUSJDUJPO�
PG�JOUSBCSBOE�DPNQFUJUJPO�JG�JU�TFSWFT�UP�FOIBODF�JOUFSCSBOE�DPNQFUJUJPO�

t� "O�BDUJPO�EFFNFE�QFS�TF�JMMFHBM�JT�JMMFHBM�JO�BMM�DJSDVNTUBODFT�SFHBSEMFTT�PG�UIF�
�SFBTPO�GPS�UIF�BDUJPO�PG�BOZ�PUIFS�JNQMJDBUJPOT�PG�UIF�BDUJPO��"O�BDUJPO�UIBU�JT�
�JMMFHBMùPOMZ�VOEFS�B�SVMF�PG�SFBTPO�JT�POF�GPS�XIJDI�NJUJHBUJOH�DJSDVNTUBODFT�DBO�
�QFSNJU�JUT�VTF�

t� 5IF�MFHBMJUZ�PG�DFSUBJO�CVTJOFTT�QSBDUJDFT�MJLF�SFTBMF�QSJDF�NBJOUFOBODF�IBT�DIBOHFE�
PWFS�UJNF��.JOJNVN�31.�XBT�QFS�TF�JMMFHBM�VOUJM�UIF�NJE�����T�BOE�NBYJNVN�31.�
XBT�VOUJM�UIF�MBUF�����T��/PX�CPUI�BSF�DPOTJEFSFE�VOEFS�B�SVMF�PG�SFBTPO��5P�CF�
MFHBM�UIF�31.�QSBDUJDF�
t� $BOOPU�CF�VOEFSUBLFO�BT�QBSU�PG�BO�BHSFFNFOU�UP�SFTUSBJO�USBEF�
t� 4IPVME�CF�VOEFSUBLFO�VOJMBUFSBMMZ�
t� %PFT�OPU�VTF�DPFSDJPO�
t� *T�BOOPVODFE�VQGSPOU�SBUIFS�UIBO�CFJOH�JNQPTFE�BGUFS�UIF�GBDU�

t� 'VODUJPOBM�EJTDPVOUT�BSF�VTFGVM�DIBOOFM�UPPMT�UP�BMJHO�UIF�JODFOUJWFT�PG�NBOVGBDUVSFST�
BOE�UIFJS�DIBOOFM�QBSUOFST��UIFZ�BSF�MFHBM�BT�MPOH�BT�UIFZ�PCFZ�UIF�MBXT�HPWFSOJOH�
QSJDF�EJTDSJNJOBUJPO�

t� &YDMVTJWF�EFBMJOH�JT�JMMFHBM�JG�B�EPNJOBOU�GJSN�JT�JOWPMWFE�BOE�JG�UIF�BHSFFNFOU�TFSWFT�
UP�TVQQSFTT�DPNQFUJUJPO�JO�UIF�NBSLFU�

t� 5ZJOH�DPOUSBDUT�BSF�HFOFSBMMZ�JMMFHBM�VOMFTT�JU�DBO�CF�TIPXO�UIBU�UIF�UXP�
�QSPEVDUTùBSFùEFTJHOFE�UP�CF�VTFE�KPJOUMZ�BOE�POF�XJMM�OPU�GVODUJPO�QSPQFSMZ�
�XJUIPVUùUIF�PUIFS�

t� 6OEFS�UIF�Colgate�EPDUSJOF�6�4��BOUJUSVTU�MBX�EFGFOET�UIF�SJHIU�PG�B�TFMMFS�UP�DIPPTF�
XIJDI�SFTFMMFST�IBWF�BDDFTT�UP�JUT�QSPEVDU�BOE�UP�DIPPTF�not�UP�TFMM�UP�DFSUBJO�
�JOUFSNFEJBSJFT��5IF�FYDFQUJPO�UP�UIJT�SVMF�PDDVST�XIFO�UIF�TFMMFS�JT�B�NPOPQPMJTU�
TPùEFOZJOH�BDDFTT�UP�UIF�QSPEVDU�XPVME�EFOZ�B�DPNQFUJUPS�BDDFTT�UP�UIF�NBSLFU�BU�
MBSHF�

t� $IBOOFM�BMUFSBUJPO�UISPVHI�WFSUJDBM�JOUFHSBUJPO�JT�HFOFSBMMZ�BMMPXFE�VOMFTT�UIF�
�DPNCJOFE�GJSN�XPVME�NPOPQPMJ[F�UIF�NBSLFU�PS�PUIFSXJTF�TUJGMF�DPNQFUJUJPO��5IF�
MBX�USFBUT�WFSUJDBM�JOUFHSBUJPO�CZ�JOUFSOBM�FYQBOTJPO�NPSF�GBWPSBCMZ�UIBO�WFSUJDBM�
�JOUFHSBUJPO�CZ�NFSHFS�

t� 5IF�GPDVT�PG�UIJT�DIBQUFS�JT�TPNFXIBU�MJNJUFE�UP�6�4��MBX�BGGFDUJOH�DIBOOFM�
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LEARNING OBJECTIVES

After reading this chapter, you will be able to:

t�%FGJOF�TVQQMZ�DIBJO�NBOBHFNFOU�BOE�JEFOUJGZ�JUT�CPVOEBSJFT�

t�%FTDSJCF�UIF�DSJUJDBM�FMFNFOUT�PG�FGGJDJFOU�DPOTVNFS�SFTQPOTF�BOE�RVJDL�SFTQPOTF�

t�3FMBUF�B�CSBOE�T�DIBSBDUFSJTUJDT�UP�UIF�OFFE�GPS�JUT�TVQQMZ�DIBJO�UP�CF�NBSLFU�
SFTQPOTJWF�WFSTVT�QIZTJDBMMZ�FGGJDJFOU�

t�&YQMBJO�XIZ�DIBOOFM�NBOBHFNFOU�JT�OFFEFE�UP�JNQMFNFOU�UIF�TVQQMZ�DIBJO�NBO-
BHFNFOU�QBSBEJHN�JO�BO�PSHBOJ[BUJPO�

t�%FTDSJCF�UIF�MJOLBHFT�CFUXFFO�NBSLFUJOH�DIBOOFM�TUSBUFHZ�BOE�TVQQMZ�DIBJO�
NBOBHFNFOU�

IMPACT OF CHANNEL LOGISTICS AND SUPPLY CHAIN MANAGEMENT

Logistics�SFGFST�UP�QSPDFTTJOH�BOE�USBDLJOH�GBDUPSZ�HPPET�EVSJOH�UIFJS�XBSFIPVTJOH�
JOWFOUPSZ� DPOUSPM� USBOTQPSU� DVTUPNT� EPDVNFOUBUJPO� BOE� EFMJWFSZ� TUBHFT�1� *O� UIF�
����T�OFX�JEFBT�GSPN�UIF�DPOTVMUJOH�JOEVTUSZ�QSPNQUFE�B�TIJGU�UP�B�CSPBEFS�DPODFQU�
PG�supply chain management (SCM)�UP�JODMVEF�BOZ�QIZTJDBM�JOQVU�OPU�KVTU�GJOJTIFE�
HPPET�BOE�JNQMJDBUF�FWFSZ�FMFNFOU�PG�UIF�WBMVF�BEEFE�DIBJO�OPU�KVTU�UIF�NBOVGBD-
UVSFS�2�5IF�QSFNJTF�PG�4$.�JT�UIBU�SPVUFT�UP�NBSLFU�	EPXOTUSFBN
�TIPVME�DPPSEJOBUF�
XJUI�NBOVGBDUVSJOH�QSPDFTTFT�	VQTUSFBN
��#Z�MPPLJOH�CBDLXBSE�PS�VQTUSFBN�4$.�
FODPNQBTTFT�OPU�POMZ� JOWFOUPSJFT�PG� GJOJTIFE�HPPET�CVU�BMTP�XPSL� JO�QSPDFTT�BOE�
SBX�NBUFSJBMT� BMM� UIF�XBZ�CBDL� UP� UIF� TVQQMJFST�PG� UIF� TVQQMJFST�PG� UIF� TVQQMJFST��
-PPLJOH�GPSXBSE�PS�EPXOTUSFBN�4$.�FODPNQBTTFT�BMM�DIBOOFM�NFNCFST�EPXO�UP�
BOE�JODMVEJOH�DVTUPNFST�PG�DVTUPNFST��"U�UIF�FYUSFNF�4$.�UFMMT�UIF�CFHJOOJOH�PG�UIF�
WBMVF�BEEFE�DIBJO�XIBU�UP�EP�BOE�XIFO�UP�EP�JU�BT�B�GVODUJPO�PG�XIBU�JT�IBQQFOJOH�
BU�UIF�WFSZ�FOE�PG�UIF�DIBJO��5IVT�USBOTBDUJPOT�BU�B�HSPDFSZ�DIFDLPVU�DPVOUFSJOJUJBUF�
B�CBDLXBSE�QSPHSFTTJPO�PG�TUFQT�UP�EFUFSNJOF�XIBU�B�GBSNFS�TIPVME�QMBOU�BT�XFMM�BT�
XIBU�UIF�USBDUPS�NBOVGBDUVSFS�TIPVME�GBCSJDBUF�UP�TVQQPSU�UIBU�GBSNFS�

C H A P T E R  1 4

Managing Channel 
Logistics
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"MUIPVHI�UIJT�FYUFOTJWF�DPOOFDUJWJUZ�NBZ�TFFN�FYUSFNF� MPHJTUJDT� JT�BO� JOUFHSBM�
QBSU� PG� NPEFSO� TVQQMZ� DIBJO� NBOBHFNFOU�3� "T� BO� PSHBOJ[JOH� DPODFQU� 4$.� TUBSUT�
XJUI� customer service��XIJDI� EFNBOET� UIF� DVNVMBUJWF� FGGPSUT� PG� UIF� FOUJSF� DIBO-
OFM��$VTUPNFS�TFSWJDF�DBOOPU�CF�UIF�TPMF�SFTQPOTJCJMJUZ�PG�BOZ�TJOHMF�DIBOOFM�NFNCFS��
*OTUFBE�UIF�HPBM�NVTU�CF�UP�VOJGZ�QSPEVDU�BOE�JOGPSNBUJPO�GMPXT�VQ�BOE�EPXO�UIF�
QSPEVDUJPO�BOE�EJTUSJCVUJPO�DIBJO��4VDI�VOJGJDBUJPO�EFNBOET�UISFF�FMFNFOUT��	�
�B�NBS-
LFU�PSJFOUBUJPO�GPDVTFE�PO�UIF�DVTUPNFS��	�
�FGGFDUJWF�DIBOOFM�NBOBHFNFOU�UP�FOBCMF�
TNPPUI�USBOTGFST�PG�QSPEVDUT�BOE�JOGPSNBUJPO��BOE�	�
�FGGFDUJWF�MPHJTUJDT��'VSUIFSNPSF�
UIF�4$.�QBSBEJHN�FTUBCMJTIFT�DPNNPO�WBMVFT�CFMJFGT�BOE�UPPMT�UP�VOJUF�UIF�DIBOOFM�
NFNCFST�JO�SFMBUFE�UBTLT��5IF�OPUJPO�IBT�FWFO�HSPXO�FYQBOTJWF�FOPVHI�UP�JOUSPEVDF�
B�OFX�DPODFQU�JO�UVOF�XJUI�FOWJSPONFOU�DPODFSOT��SFWFSTF�MPHJTUJDT�BT�EFTDSJCFE�JO�
4JEFCBS������

Sidebar 14-1
Reverse logistics

Forward or ordinary logistics refers to the physical dis-
tribution of products from the factory to end-users. 
Reverse logistics turns the process around. A reverse 
supply chain thus performs activities to retrieve a 
used product from a final customer and then dis-
pose of or reuse it. Producers build reverse supply 
chains for various reasons, including as a response 
to pressures from environmental regulators or cus-
tomers. But others see these chains as a new profit 
opportunity. For example, Bosch sells both new and 
remanufactured models of its hand tools, turning a 
profit on both lines while avoiding sending its bulky, 
long-lasting power tools to trash dumps.

Reverse supply chains comprise five key 
steps, in sequence:

 1. Product acquisition. Perhaps the most  difficult 
step, it typically requires cooperation with 
downstream channel members, such as dis-
tributors and retailers.

 2. Reverse logistics. Transporting the used 
merchandise is also difficult, because the 
items are no longer in factory packaging 
and can be physically dispersed. Some firms 
outsource this stage to specialists.

 3. Inspection and disposition (testing, sorting, 
grading). To streamline this slow, labor- 
intensive step, some firms turn to bar codes 
and sophisticated tracking. However, they 
still must make decisions about what to do 
with each item; decisions early in the process 
may be the key to performing this step well.

 4. Reconditioning components or remanufac-
turing the item entirely.

 5. Selling and distributing recycled components 
or products. This step demands substantial 
investments in possibly an entirely new chan-
nel to sell in an entirely different market.

When products are remanufactured, they go back 
to the manufacturer and get upgraded to meet 
the quality standards applied to new products. 
Alternatively, they can be used as component 
sources.

Regardless of the ultimate decision about 
what to do with the reclaimed products, an inter-
esting question arises: Who should collect used 
products from the end-users and return them to the 
manufacturer? In the auto industry, the standard is 
to use third-party specialists (e.g., dismantling cen-
ters), which collect used cars and send them back to 
manufacturers, to be recycled in whole or in part. 
Consumer goods manufacturers often rely on their 
retailers. For example, Kodak collects disposable 
cameras, paying the retailer a fixed fee and trans-
portation costs to return them. The manufacturers 
also could do the job themselves. Xerox collects 
lease-expired copiers itself, Hewlett-Packard col-
lects computers and peripherals, and Canon collects 
consumer cartridges. All these methods can work, 
but retailers have some advantages, because of 
their proximity to customers, and because they can 
amortize their investments in the forward supply 
chain by building reverse supply chains.
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8JUI�UIF�FYQBOEJOH�BQQMJDBUJPO�PG�UIFTF�DPODFQUT�UIF�GMPX�BOE�TUPSBHF�PG�HPPET�
IBT�CFDPNF�NPSF�FGGJDJFOU��*O�UIF�����T�6�4��GJSNT�TQFOU�BO�FTUJNBUFE���o���QFSDFOU�
PG� UIFJS�TBMFT�EPMMBST� UP�QBZ� GPS�QSPEVDU� GMPXT�� UPEBZ� UIBU�BWFSBHF� JT�BSPVOE���QFS-
DFOU���"DIJFWJOH�TVDI�QFSGPSNBODF�TUBOEBSET�SFRVJSFT�DPPSEJOBUJPO�BDSPTT�GVODUJPOBM�
TJMPT�XJUIJO�UIF�GJSN�BOE�BNPOH�UIF�NBOZ�GJSNT�JO�B�WBMVF�BEEFE�DIBJO��4VQQMZ�DIBJO�
NBOBHFNFOU�JO�UVSO�EFNBOET�UIBU�FWFSZ�QMBZFS�JO�B�DIBOOFM�TFOE�JOGPSNBUJPO�UP�USJH-
HFS�CFIBWJPST�CZ�FWFSZ�PUIFS�QMBZFS�JO�UIF�DIBOOFM��5IFTF�CFIBWJPST�JODMVEF�TUPDLQJM-
JOH�BOE�NPWJOH�JOWFOUPSZ�PG�DPVSTF�CVU�UIFZ�BMTP�SFGFS�UP�NBSLFUJOH��'PS�FYBNQMF�
JOGPSNBUJPO�QSPWJEFE�CZ�UIF�XBSFIPVTF�NBZ�UFMM�UIF�TVQQMJFS�UIBU�JU�TIPVME�OPU�PGGFS�
B�QSPNPUJPO�UIJT�NPOUI�PS�UIBU�JU�OFFET�UP�BEKVTU�JUT�QSJDF��%BUB�GSPN�JOWFOUPSZ�NBO-
BHFNFOU�TZTUFNT�BMTP�NJHIU�TVHHFTU�UIF�OFFE�UP�DIBOHF�UIF�BTTPSUNFOU�UP�NFFU�UIF�
FYQSFTT�TQFDJGJDBUJPOT�PG�JNQPSUBOU�DVTUPNFST�

5IF�OPUJPO�UIBU�MPHJTUJDT�JOGMVFODF�NBSLFUJOH�B�LFZ�QSFNJTF�PG�4$.�BDUVBMMZ�
JT� SFWPMVUJPOBSZ� GPS�NBOZ�NBOBHFST��5IVT�XF�DPOUJOVF� UP� GJOE� UXP�DPOUSBSZ�WJFXT��
*T�4$.�B�WJSUVPVT�SFWPMVUJPO�UIBU�XJMM�SFTVMU�JO�CPUI�CFUUFS�DVTUPNFS�TBUJTGBDUJPO�BOE�
MPXFS�DPTUT �0S�JT�JU�B�MVEJDSPVT�QJQF�ESFBN�CFDBVTF�NFFUJOH�DVTUPNFST��TFSWJDF�PVU-
QVU�EFNBOET�DBO�OFWFS�CF�MFTT�FYQFOTJWF 

-PHJTUJDT�	BOE�UIF�CSPBEFS�4$.�DPODFQU
�DPOTUJUVUFT�B�WBTU�WBSJFE�BOE�DPNQMFY�
EJTDJQMJOF�PGUFO�USFBUFE�BT�B�IJHIMZ�UFDIOJDBM�GJFME�UIBU�GJUT�XJUI�PQFSBUJPOT�SFTFBSDI�
NFUIPET��#VU�UIJT�SFQVUBUJPO�TIPVME�OPU�EFUFS�NBOBHFST�GSPN�VTJOH�UIFJS�KVEHNFOU�
BOE� SFMZJOH� PO� SFBEJMZ� BWBJMBCMF� UPPMT� TVDI� BT� HSBQIT� BOE� TQSFBETIFFUT� UP�NBLF�
MPHJTUJDBM�EFDJTJPOT��4VDI�GPSNBM�NFUIPET�BSF�QPXFSGVM�UPPMT�GPS�NBOBHFST�BT�TVN-
NBSJ[FE�CZ�B�XJEF�SBOHF�PG�MPHJTUJDT�MJUFSBUVSF�7�'PS�UIJT�DIBQUFS�XF�GPDVT�NPSF�PO�
UIF�EBZ�UP�EBZ�SFTQPOTJCJMJUJFT�PG� MPHJTUJDT�BOE�TVQQMZ�DIBJO�NBOBHFST�XIP�TFFL�UP�
NBLF� UIFJS�DIBOOFMT�NPSF�FGGJDJFOU� UISPVHI�FGGJDJFOU�DVTUPNFS�SFTQPOTF�BOE�RVJDL�
SFTQPOTF� UFDIOPMPHJFT�� 8F� BMTP� PVUMJOF� UIFJS� OFDFTTBSZ� JOWPMWFNFOU� JO� NBSLFUJOH�
DIBOOFMT�NBOBHFNFOU�

EFFICIENT CHANNEL LOGISTICS

5IF� SPPUT� PG� 4$.� UIPVHI� BUUSJCVUBCMF� UP� DPOTVMUJOH� JOTJHIUT� BSF� DMPTFMZ� MJOLFE� UP�
BQQMJDBUJPOT�JO�UIF�SFUBJM�JOEVTUSZ��*O�QBSUJDVMBS�HSPDFST�JOOPWBUFE�UIF�OPUJPO�PG�FGGJ-
DJFOU�DPOTVNFS�SFTQPOTF�	&$3
�BOE�GBTIJPO�SFUBJMFST�JOUSPEVDFE�RVJDL�SFTQPOTF�	23
�

Continued

Compared with traditional logistics, reverse 
logistics are less predictable in terms of both tim-
ing and quality levels—which often means soaring 
costs. To contain them, the channel can build fea-
tures into the forward supply chain that eventually 
will facilitate the reverse supply chain. New prod-
ucts can be designed on a platform that assumes 
inputs from used products, such as Bosch’s 

inclusion of sensors in new tools that signal, 
when the products are returned, whether each 
motor is worth saving. These closed loop systems 
(i.e., forward activities anticipate and interlock 
with reverse activities) may be the key to mak-
ing reverse supply chains work. They could also 
provide a boon to efforts to preserve the Earth’s 
limited resources.5
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TZTUFNT��5IF�SFUBJMJOH�TFDUPS�BMTP�SFNBJOT� UIF�NPTU�DPNNPO�TJUF� UP� GJOE� UIFTF�FGGJ-
DJFODZ�PSJFOUFE�MPHJTUJDT�TZTUFNT�

Efficient Consumer Response

Efficient consumer response (ECR)�JT�B�MBOENBSL�DPODFQU�GPS�NBSLFUJOH�DIBOOFMT�
BT�XFMM�BT�B�NPWFNFOU�UIBU�IBT�XSPVHIU�SBEJDBM�DIBOHFT�JO�UIF�6�4��HSPDFSZ�JOEVTUSZ�
CFGPSF� TQSFBEJOH� UP�PUIFS� TFDUPST� BOE� DPVOUSJFT��:FU� JUT� TVDDFTT� TUJMM� TFFNT� TVSQSJT-
JOH�DPOTJEFSJOH�IPX�EJGGFSFOU�JU�JT�GSPN�UIF�TUBOEBSE�PQFSBUJOH�QSPDFEVSFT�PG�NPTU�
DIBOOFMT�

5IF�PSJHJO�PG�&$3�XBT�GFBS��*O������UIF�6�4��HSPDFSZ�TUPSF�JOEVTUSZ�XBT�GFFMJOH�
HSFBUMZ�UISFBUFOFE�CZ�UIF�SBQJE�HSPXUI�PG�OPOHSPDFSZ�PVUMFUT�TVDI�BT�ESVH�TUPSFT�8�
5IFTF�iBMUFSOBUJWF�GPSNBUTw�	J�F��BMUFSOBUJWF�UP�B�TVQFSNBSLFU
�BHHSFTTJWFMZ�BEEFE�GPPE�
UP�UIFJS�BTTPSUNFOUT�BOE�DPOTVNFST�XFSF�SFTQPOEJOH�QPTJUJWFMZ��1FSIBQT�UIF�HSFBUFTU�
UISFBU�DBNF�GSPN�8BM�.BSU�XIJDI�BU�UIBU�UJNF�XBT�KVTU�CFHJOOJOH�JUT�NPWF�BXBZ�GSPN�
NBTT�NFSDIBOEJTJOH�BOE�UPXBSE�B�IZQFSNBSLFU�DPODFQU�	J�F��NFSDIBOEJTF�BOE�HSPDFS-
JFT
��5IVT�JO������UXP�HSPDFSZ�USBEF�BTTPDJBUJPOT�DPNNJTTJPOFE�B�TUVEZ�PG�HSPDFSZ�
NFUIPET��5IF�SFQPSU�TUSPOHMZ�DSJUJDJ[FE�FYJTUJOH�HSPDFSZ�DIBOOFMT�BOE�QSPQPTFE�B�SBEJ-
DBM�DPNQMFY�TFSJFT�PG�DIBOHFT��5IF�DIBOHF�QSPHSBN�XBT�OBNFE�JO�BDDPSEBODF�XJUI�
JUT�PCKFDUJWF��UP�BDIJFWF�FGGJDJFOU�	BT�PQQPTFE�UP�XBTUFGVM
�DPOTVNFS�	GPDVTFE�PO�UIF�
FOE�VTFS
�SFTQPOTFT�	CZ�TVQQMZJOH�POMZ�UIBU�XIJDI�UIFZ�EFTJSFE
�

5IF�JOJUJBM�QSPQPTBM�GPDVTFE�PO�GPVS�BSFBT�XJUI�HSFBU�QPUFOUJBM�GPS�JNQSPWFNFOU�

 1. Continuous replenishment� UP� FOE� UIF� CVMMXIJQ� FGGFDU��5IF� bullwhip effect�
SFGFST�UP�UIF�TZTUFNBUJD�EJTUPSUJPO�PG�JOGPSNBUJPO�BT�JU�QBTTFT�UISPVHI�UIF�DIBO-
OFM�DBVTJOH�NFNCFST�UP�PWFSSFBDU�UP�TNBMM�DIBOHFT�JO�FOE�VTFS�EFNBOE��8JUI�
B� DPOUJOVPVT� SFQMFOJTINFOU� QSPHSBN� 	$31
� SFUBJMFST�XPVME� HBUIFS� FOE�VTFST��
QVSDIBTF�EBUB�VTJOH�TDBOOFST�BOE�UIFO�TIBSF�UIBU�JOGPSNBUJPO�XJUI�BMM�VQTUSFBN�
TVQQMZ�DIBJO�NFNCFST��"�$31�JO�UVSO�SFRVJSFT�TUBOEBSEJ[FE�DPEFT�BOE�NFUIPET�
XIJDI�DPVME�CF�BDIJFWFE�UISPVHI�UIF�JNQMFNFOUBUJPO�PG�electronic data inter-
change� 	&%*
��"O�&%*�NPWFT� JOGPSNBUJPO�PWFS�TFDVSF�DPNNVOJDBUJPO�DJSDVJUT�
GSPN�POF�DPNQBOZ�T�DPNQVUFST�UP�BOPUIFS�T�VTJOH�B�TUBOEBSE�GPSNBU�BOE�XJUI-
PVU�IVNBO�JOUFSWFOUJPO��"O�&%*�TZTUFN�DBO�EJTQBUDI�QVSDIBTF�PSEFST�BOE�JOJUJBUF�
QBZNFOUT�BVUPNBUJDBMMZ��#VU�JU�EFNBOET�MBSHF�JOWFTUNFOUT�JO�QSPQSJFUBSZ�TZTUFNT�
UP� TUBOEBSEJ[F� UIF� EPDVNFOUBUJPO�XIJMF� TUJMM� QSPUFDUJOH� EBUB� TFDVSJUZ��5FOT� PG�
UIPVTBOET�PG�GJSNT�VTF�&%*��TVCTFRVFOUMZ�DIBOOFMT�BSF�BEPQUJOH�*OUFSOFU�CBTFE�
BMUFSOBUJWFT�CBTFE�PO�9.-�QSPHSBNNJOH�UFDIOPMPHZ�JO�UIF�IPQF�UIBU�8FC�QMBU-
GPSNT�XJMM�CF�DIFBQFS�NPSF�GMFYJCMF�CVU�TUJMM�TBGF�GSPN�IBDLFST�9�5IF�$13�JOJUJB-
UJWF�BMTP�FODPVSBHFT�GJSNT�UP�VTF�BMMPDBUJPO�SVMFT�UP�QSFWFOU�iHBNJOHw�UIF�TZTUFN��
'PS�FYBNQMF�(FOFSBM�.PUPST�BMMPDBUFT�MPX�JOWFOUPSZ�QSPEVDUT�UP�EFBMFST�PO�UIF�
CBTJT�PG�UIFJS�TBMFT�SFDPSET�10

 2. *EFOUJGZJOH� FGGJDJFOU�pricing and promotions��5IF�HSPDFSZ� JOEVTUSZ�IBT�CFFO�
QMBHVFE�CZ�QPPSMZ�DBMJCSBUFE�QSPNPUJPOT� UIBU�XSFBL�IBWPD�PO�QSJDJOH�BOE�PO�
CVZFS�CFIBWJPS��"U�UIF�DPOTVNFS�MFWFM�HFOFSPVT�QSPNPUJPOT�	F�H��CVZ�POF�HFU�
POF�GSFF
�DBO�DSFBUF�EFNBOE�TQJLFT�BOE�EFHSBEF�CSBOE�FRVJUZ��*OTVGGJDJFOUMZ�UBS-
HFUFE�QSPNPUJPOT�BMTP�FODPVSBHF�QSJDF�DPNQBSJTPOT�BOE�CSBOE�TXJUDIJOH�TPMFMZ�
JO�QVSTVJU�PG�UFNQPSBSZ�QSJDF�DVUT��"U�UIF�XIPMFTBMF�MFWFM�NBOVGBDUVSFS�QSPNP-
UJPOT�MFBE�UP�IVHF�EFNBOE�TQJLFT�UIBU�QVTI�GBDUPSZ�QSPEVDUJPO�VQ�UPP�IJHI�BOE�
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UIFO�ESPQ�JU�GBS�UPP�MPX��5IF�QSPEVDUJPO�TIJGUT�JO�UVSO�NPWF�JOWFOUPSZ�UPP�IJHI�
PS�UPP�MPX�SJTLJOH�TQPJMBHF�PS�TUPDLPVUT�

 3. $IBOHJOH�product introduction�QSBDUJDFT��5IPVTBOET�PG�OFX�QSPEVDU�JOUSPEVD-
UJPOT�NPTU�PG�XIJDI�GBJM�BSF�FOEFNJD�UP�HSPDFSZ�SFUBJMJOH��*OTUFBE�&$3�XPVME�
DPNCJOF�NBSLFU� SFTFBSDI� QFSGPSNFE� CZ� WBSJPVT� DIBOOFM�NFNCFST� UP� GPSFDBTU�
OFX�QSPEVDU�TVDDFTT�CFUUFS�XIFUIFS�PO�B�TUPSF�CZ�TUPSF�CBTJT�PS�GPS�SFBTPOBCMF�
TUPSF�HSPVQJOHT�	J�F��TUPSF�DMVTUFST
�

 4. $IBOHJOH� merchandising� QSBDUJDFT�� "HBJO� &$3� XPVME� DPNCJOF� NBSLFU�
SFTFBSDI�JO�UIJT�DBTF�UP�GJOE�CFUUFS�XBZT�UP�NFSDIBOEJTF�CSBOET�BOE�DBUFHPSJFT�
	F�H��QFU�GPPE�TPVQT
�TUPSF�CZ�TUPSF�PS�DMVTUFS�CZ�DMVTUFS�

0WFS�UJNF�FBDI�PG�UIFTF�JEFBT�IBT�CFFO�EFWFMPQFE�BOE�FYQBOEFE�BOE�UIFZ�DPOUJOVF�
UP�FNFSHF��5IF�VNCSFMMB�UFSN�i&$3w�OPX�FODPNQBTTFT�WBSJPVT�NFBOT�UIBU�HSPDFST�VTF�
UP�DPNQFUF�BHBJOTU�BMUFSOBUJWF�GPSNBU�TUPSFT�PS�UIBU�BOZ�DIBOOFM��NFNCFS�BQQMJFT�UP�
JNQSPWF�JUT�DPNQFUJUJWFOFTT�JO�NBSLFUJOH�GBTU�NPWJOH�DPOTVNFS�HPPET�	'.$(
�

Barriers to Efficient Consumer Response

5IF�PSJHJOT�PG�&$3�JO�UIF�HSPDFSZ� JOEVTUSZ�TFFN�OFBSMZ�NJSBDVMPVT��8IFO�UIF�&$3�
JOJUJBUJWF�XBT� GJSTU� VOWFJMFE� BU� B� USBEF� DPOGFSFODF� JO� ����� GFX� BVEJFODF�NFNCFST�
CFMJFWFE�UIBU�HSPDFSZ�DIBOOFMT�DPVME�FWFS�TFU�BTJEF�UIF�BEWFSTBSJBM�SFMBUJPOT�UIBU�IBE�
MPOH�NBSLFE�JOUFSBDUJPOT�PG�NBOVGBDUVSFST�BOE�TFMMFST��*O�QBSUJDVMBS�XIP�DPVME�IBWF�
HVFTTFE�UIBU�UIF�DPPQFSBUJPO�BOE�USBOTQBSFODZ�UIBU�&$3�EFNBOE�DPVME�CF�BEEFE�UP�
DPOGMJDU�MBEFO�DIBOOFMT �:FU�UIF�OFBS�MFHFOEBSZ�FYBNQMF�PG�UIF�BSSBOHFNFOU�CFUXFFO�
8BM�.BSU�BOE�1SPDUPS���(BNCMF�DMFBSMZ�QSPWFE�UIFTF�EPVCUFST�XSPOH��5IF�JSPOZ�PG�
DPVSTF�JT�UIBU�8BM�.BSU�T�FOUSZ�JOUP�UIF�GPPE�CVTJOFTT�JT�XIBU�ESPWF�UIF�HSPDFSZ�JOEVT-
USZ�UP�EFWJTF�&$3�JO�UIF�GJSTU�QMBDF�

&WFO�XJUI�UIJT�TVDDFTTGVM�FYBNQMF�UIPVHI�XF�SFDPHOJ[F�UIBU�UIF�MJTU�PG�CBSSJFST�
UP�&$3�JT�GPSNJEBCMF�11�"U�UIF�QIZTJDBM�MFWFM�&$3�SFRVJSFT�BHSFFNFOU�BCPVU�DPEFT�BOE�
B�IVHF�OVNCFS�PG�&%*�DIPJDFT�	PS�UIFJS�POMJOF�FRVJWBMFOUT
��*O�HFOFSBM�&$3�SFRVJSFT�
standardization of methods�� 'PS� FYBNQMF� DSPTT�EPDLJOH� NJOJNJ[FT� XBSFIPVTJOH�
DPTUT�SFMBUFE�UP�QBDLJOH�UIF�BTTPSUNFOUT�PG�HPPET�GPS�B�TJOHMF�TUPSF��#VU�UIJT�EFMJDBUF�
FYFSDJTF�BMTP� JT�EJGGJDVMU� UP�QVMM�PGG� JG� DIBOOFM�NFNCFST�DBOOPU�BHSFF�PO�B�NBTTJWF�
OVNCFS�PG� JTTVFT�TVDI�BT� MPDBUJPO�EFDJTJPOT� SFTQPOTJCJMJUZ� GPS�CVML�CSFBLJOH�BOE�
UIF�VTF�PG�DPPSEJOBUFE�4,6T�

"OPUIFS�JOUJNJEBUJOH�CBSSJFS�UP�&$3�JT�UIF�OFFE�UP�trust other channel members��
5SVTU�BOE�HPPE�XPSLJOH�SFMBUJPOTIJQT�VOEFSMJF�JOGPSNBUJPO�FYDIBOHF�KPJOU�QMBOOJOH�
BOE�KPJOU�BDUJPOT�XIJDI�JO�UVSO�FOBCMF�UIF�HSPDFSZ�DIBOOFM�UP�SFTQPOE�UP�DPOTVNFST�
XIJMF�DVUUJOH�XBTUF��5SVTU�BT�XF�EJTDVTTFE�JO�$IBQUFS����TUFNT�GSPN�FRVJUZ�ZFU�DIBO-
OFM�NFNCFST�IBWF�WBSZJOH�QFSDFQUJPOT�PG�XIBU� JT� FRVJUBCMF�XIJDI� DBO�VOEFSNJOF�
UIFJS�DPPSEJOBUJPO�12�"T�B�GVOEBNFOUBM�GFBUVSF�&$3�NBOEBUFT�UIBU�DIBOOFM�NFNCFST�
TIBSF�SJTL�BOE�JOGPSNBUJPO�UP�QSPEVDF�HBJOT�GPS�UIF�DIBOOFM�BOE�UIFO�UIBU�UIFZ�TIBSF�
UIF�HBJOT�FRVJUBCMZ��0QQPSUVOJTN�	J�F��SFOFHJOH�PO�B�QSPNJTF�UP�DPNQFOTBUF�BMM�QMBZ-
FST�GBJSMZ
�JT�GBUBM�UP�&$3�

'JOBMMZ�&$3�SFRVJSFT�DPOTJEFSBCMF�DIBOHFT�UP�UIF�JOUFSOBM�PQFSBUJPOT�PG�BMM�DIBO-
OFM�NFNCFST�13� +PCT�BSF� MPTU�BOE�SPMFT�BSF� SFEFGJOFE�XIFO�&%*�SBUJPOBMJ[FT�TVQQMZ�
DIBJOT��1FPQMF�SFQSFTFOUJOH�NBOZ�EJGGFSFOU�GVODUJPOT�JO�UIF�PSHBOJ[BUJPO�	F�H��TBMFT�
NBSLFUJOH�GJOBODF�QVSDIBTJOH�QSPEVDUJPO�TIJQQJOH�XBSFIPVTJOH�BDDPVOUJOH
�NVTU�
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XPSL�UPHFUIFS�JO�QSPKFDU�UFBNT��"OE�UIFJS�UFBNXPSL�CFDPNFT�B�QFSNBOFOU�SFTQPOTJ-
CJMJUZ��3BUIFS�UIBO�TBMFTQFPQMF�BOE�QVSDIBTJOH�BHFOUT�&$3�SFMJFT�PO�NVMUJGVODUJPOBM�
UFBNT�PO�UIF�CVZFS�T�BOE�TFMMFS�T�TJEFT�FBDI�PG�XIJDI�OFFET�UP�IBWF�B�GVMM�VOEFSTUBOE-
JOH�PG�UIF�PUIFS�T�CVTJOFTT��5IFTF�BSF�XSFODIJOH�DIBOHFT�

"OE�ZFU�EFTQJUF� UIFTF�DIBMMFOHFT�&$3�DPOUJOVFT� UP� UISJWF��5SBEF�QVCMJDBUJPOT�
DPOUBJO�BCVOEBOU�EJTDVTTJPOT�PG�XBZT�UP�DSFBUF�&$3�JO�TQFDJGJD�TFDUPST��*O�NBOZ�DBTFT�
&$3�BQQFBST�BMNPTU�TZOPOZNPVT�XJUI�4$.�

Quick Response Logistics

3BQJE� SFTQPOTF� PS�quick response (QR)�NFUIPET� SFQSFTFOU� BOPUIFS� BQQSPBDI� UP�
FGGJDJFOU� TVQQMZ� DIBJO�NBOBHFNFOU����5IFZ�BQQFBS� TJNJMBS� BOE�BSF�PGUFO� DPNQBSFE�
UP�&$3��#PUI�NFUIPET�TIBSF�B�GVOEBNFOUBM�OPUJPO�PG�BMMPXJOH�DPOTVNFST�UP�UFMM�UIF�
FOUJSF�DIBOOFM�XIBU�UP�NBLF�XIBU�UP�TIJQ�BOE�XIFO��5IFZ�BMTP�DPNNPOMZ�FNQIBTJ[F�
JOUFSGJSN�DPPQFSBUJPO�EBUB� BOBMZTJT� EBUB� USBOTNJTTJPO� JOWFOUPSZ�NBOBHFNFOU� BOE�
XBTUF�SFEVDUJPO�

#VU�JO�USVUI�23�BOE�&$3�EJGGFS�OPUBCMZ�TUBSUJOH�XJUI�UIFJS�PSJHJOT��5IBU�JT�23�
CFHBO�JO�UIF�FBSMZ�����T�JO�UIF�GBTIJPO�JOEVTUSZ�XIFSF�EFNBOE�JT�WPMBUJMF�BOE�VOQSF-
EJDUBCMF��*O�DPOUSBTU�GPS�UIF�'.$(�DBUFHPSJFT�TPME�JO�HSPDFSZ�TUPSFT�DPOTVNFST�LOPX�
XFMM�JO�BEWBODF�XIBU�UIFZ�XBOU�BT�XFMM�BT�XIBU�UIFZ�EPO�U�XBOU�BOE�&$3�FOBCMFT�
UIFN�UP�UFMM�UIF�SFUBJMFS�BOE�JUT�TVQQMJFST�SFBEJMZ��*O�GBTIJPO�DPOTVNFST�SBSFMZ�LOPX�
XIBU�UIFZ�XBOU�VOUJM�UIF�WFSZ�NPNFOU�UIFZ�BSF�SFBEZ�UP�CVZ�JU��5IJT�JOEFDJTJPO�BSJTFT�
CFDBVTF� UIFZ�EP�OPU�LOPX�XIBU�XJMM�CF� GBTIJPOBCMF�PS�XIFUIFS� UIF� MBUFTU� GBTIJPOT�
XJMM�BQQFBM�UP�UIFN��*O�GBTIJPO�SFUBJMJOH�DPOTVNFST�TFF�BOE�USZ�PO�BO�JUFN�BOE�then�
GPSN�PQJOJPOT�XIJDI�UIFZ�DIBOHF�SFBEJMZ��#FODINBSLT�BSF�EJGGJDVMU�UP�GJOE�JO�QBSU�
EVF�UP�B�MBDL�PG�TUBOEBSEJ[BUJPO�JO�UIF�JOEVTUSZ��3PVUJOFMZ�SFUBJMFST�JOUSPEVDF�B�MJOF�PG�
DMPUIJOH�BOE�POMZ�MBUFS�NFBTVSF�DPOTVNFS�SFBDUJPOT��*G�JUT�TJ[FT�UFOE�UP�SVO�CJHHFS�PS�
TNBMMFS�UIBO�OPSNBM�UIF�SFUBJMFS�IBT�UIF�XSPOH�TJ[F�BTTPSUNFOU��*G�POF�GBCSJD�PS�DPMPS�
PS�WBSJBUJPO�QMFBTFT�NPSF�UIBO�BOPUIFS�SFUBJMFST�XJMM�GJOE�UIFNTFMWFT�XJUI�UPP�NVDI�
PG�POF�JUFN�BOE�OPU�FOPVHI�PG�BOPUIFS��"OE�GBTIJPO�JT�WFSZ�QFSJTIBCMF��$POTVNFST�
XJMM�OPU�XBJU�NPOUIT�UP�SFDFJWF�B�SFTUPDLFE�JUFN�BOE�JUFNT�UIBU�TFMM�QPPSMZ�NVTU�CF�
NBSLFE�EPXO�RVJDLMZ�UP�HFU�SJE�PG�UIFN�BU�BMM�

)JTUPSJDBMMZ� UIPVHI�TUPSF�CVZFST�TUJMM� USJFE� UP� GPSFDBTU� GBTIJPO�EFNBOE�XFMM� JO�
BEWBODF� BOE� DPNNJUUFE� UP� PSEFST� TPNFUJNFT� TJY� TFBTPOT� CFGPSF� UIF� JUFNT� XPVME�
CF�TPME��5IJT�JT�B�QVTI�TZTUFN�	NBLF�UP�GPSFDBTU
��#VU�DPOTVNFS�GBTIJPO�UBTUFT�IBWF�
CFDPNF�TP�EJGGJDVMU�UP�GPSFDBTU�UIBU�NBOZ�GBTIJPO�SFUBJMFST�IBWF�BEPQUFE�BO�PQQPTJUF�
TUSBUFHZ��5SZ�B�TNBMM�TBNQMF�PG�TPNFUIJOH�BOE�TFF�JG�JU�XPSLT��*G�JU�TFMMT�TUPDL�NPSF�
BOE�RVJDLMZ��#VU�IPX �.BOVGBDUVSFST�OFFE�MFBE�UJNF��#Z�UIF�UJNF�B�GBTIJPO�JT�EJTDPW-
FSFE�JU�NBZ�CF�UPP�MBUF�UP�PSEFS�NPSF�

)FODF� UIF� JNQFUVT� GPS� RVJDL� SFTQPOTF�� JUT� PSJHJOBM� EFWFMPQNFOUT� BSF� PGUFO�
BUUSJCVUFE�UP�#FOFUUPO�UIF�*UBMJBO�GBTIJPO�SFUBJMFS��5IF�FTTFODF�PG�23�JT�NBOVGBDUVS-
JOH� PS�NPSF� TQFDJGJDBMMZ� LFFQJOH�NBOVGBDUVSJOH� flexible�XJUI� SFHBSE� UP�XIBU� BOE�
IPX�NVDI�UP�NBLF��*O�DPOUSBTU�&$3�GPDVTFT�NPSF�PO�FYBDUMZ�IPX�NVDI�UP�NBLF�BOE�
XIFO�UP�QVU�JU�JOUP�B�XBSFIPVTF��'PS�BO�'.$(�TVDI�BT�UPPUIQBTUF�UIFSF�JT�OP�OFFE�UP�
LFFQ�NBOVGBDUVSJOH�GMFYJCMF�BOE�UIFSF�JT�MJUUMF�IBSN�JO�TUPDLQJMJOH�JU�GPS�B�XIJMF��5IF�
HSPDFSZ�SFUBJMFS�BMTP�DBO�JOGMVFODF�EFNBOE�CZ�PGGFSJOH�PS�SFTUSBJOJOH�QSPNPUJPOT�UP�
BWPJE�QSPEVDUJPO�TVSHFT��#VU�GPS�GBTIJPO�SFUBJMFST�GMFYJCJMJUZ�JT�B�DSJUJDBM�GVODUJPO�TP�
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UIBU�UIFZ�DBO�HFU�NPSF�PG�UIF�MBUFTU�ESFTT�PS�KBDLFU�JO�UIF�DVSSFOU�TFBTPO�T�IPU�DPMPST�
BOE�GBCSJDT�BOE�JO�TJ[FT�UIBU�IBWF�QSPWFO�QPQVMBS��1SPEVDUJPO�WPMVNF�NVTU�CF�TDBMFE�
VQ�PS�EPXO�ESBNBUJDBMMZ�BOE�TFU�VQT�	J�F��DIBOHJOH�GSPN�NBOVGBDUVSJOH�POF�JUFN�UP�
BOPUIFS
�TIPVME�CF�RVJDL��5IFO�UIF�JUFNT�QSPEVDFE�IBWF�UP�HFU�PVU�UIF�GBDUPSZ�EPPS�
BOE�UP�UIF�DVTUPNFS�SBQJEMZ�

8JUI�UIJT�GPDVT�PO�GMFYJCMF�NBOVGBDUVSJOH�UFDIOJRVFT�23�VTFST�DBSF�MJUUMF�BCPVU�
QSJDJOH�BOE�QSPNPUJPO�UPQJDT� UIBU�BSF�DSJUJDBM� GPS�&$3�VTFST�� *OTUFBE�B�23�TZTUFN�
TFFLT� UP� JEFOUJGZ� B� GBTIJPO� USFOE� BOE� UIFO� DIBSHF� FOE�VTFST� UP� PCUBJO� JU��.JTUBLFT�
BSF�OFDFTTBSJMZ�GSFRVFOU�CVU�UIFZ�BMTP�OFFE�UP�CF�DBVHIU�RVJDLMZ�BOE�BEESFTTFE�XJUI�
NPEFTU�NBSLEPXOT� GPMMPXFE�CZ�NPSF� ESBTUJD�NBSLEPXOT� JG� SFRVJSFE� UP� DMFBS� UIF�
JOWFOUPSZ��5IBU�JT�UIF�23�TZTUFN�USJFT�UP�NJOJNJ[F�UIF�VTF�PG�ESBTUJD�NBSLEPXOT�MJN-
JUJOH�UIFN�UP�TJUVBUJPOT�JO�XIJDI�NFSDIBOEJTF�SFNBJOT�PO�TIFMWFT�XFMM�BGUFS�FOE�VTFST�
IBWF�SFBMJ[FE�UIFZ�EP�OPU�XBOU�JU�

4JEFCBS� ����� QSPGJMFT� ;BSB� B� MFBEJOH� 23� QSBDUJUJPOFS��"� OPUBCMF� BTQFDU� PG� JUT�
QSBDUJDFT�JT�IPX�XFMM�;BSB�T�NBSLFUJOH�BOE�DIBOOFM�TUSBUFHJFT�NFTI�XJUI�JUT�4$.��;BSB�
DMPUIJOH�BMTP�JT�SFMBUJWFMZ�JOFYQFOTJWF��23�EPFT�OPU�SFRVJSF�QSFNJVN�QSJDFT��5IF�SFBM�
LFZ�JT�UP�BWPJE�EFFQ�EJTDPVOUT�PO�VOXBOUFE�HPPET�

Barriers to Quick Response

+VTU�BT�XJUI�&$3�UIPVHI�23�DBO�DSFBUF�TPNF�DIBMMFOHFT��.BOVGBDUVSFST��23�BDUJPOT�
DBO� CBDLGJSF� BOE� SFEVDF� UIF� JODFOUJWFT� GPS� EPXOTUSFBN� DIBOOFM�NFNCFST� UP� FYFSU�
FGGPSUT�UP�TFMM�UIBU�NBOVGBDUVSFS�T�QSPEVDU�LOPXJOH�UIBU�UIF�NBOVGBDUVSFS�XJMM�NPWF�
RVJDLMZ�UP�SFQMBDF�UIF�JOWFOUPSZ��5IJT�MBDL�PG�JODFOUJWF�DBO�MFBE�UP�MPXFS�TBMFT�GPS�UIF�
NBOVGBDUVSFS����'VSUIFSNPSF�DPOTJEFSJOH�UIF�DPNQMFYJUZ�PG�UIF�QSPEVDUJPO�QSPDFTT�
23�QVUT�B�HSFBU�TUSBJO�PO�UIF�WBSJPVT�NFNCFST�PG�B�GBTIJPO�DIBOOFM�QBSUJDVMBSMZ�NBO-
VGBDUVSFST�� TVCDPOUSBDUPST�� *U� JT�EJGGJDVMU� UP�NBJOUBJO� USVTUJOH�SFMBUJPOTIJQT�BOE�PQFO�
JOGPSNBUJPO� USBOTNJTTJPOT� BDSPTT� TP�NBOZ� QMBZFST��5IF� VODFSUBJO� EFNBOE� FOWJSPO-
NFOU�TUSBJOT�UIF�TZTUFN�NBLJOH�JU�IBSE�GPS�BOZ�NFNCFS�UP�JTTVF�HVBSBOUFFT�

*O�SFTQPOTF�WFSUJDBM�JOUFHSBUJPO�JT�CFDPNJOH�NPSF�DPNNPO�BT�B�SPVUF�UP�BDIJFWF�
23�JO�GBTIJPO��5IJT�TPSU�PG�WFSUJDBM�JOUFHSBUJPO�JT�OPU�DPNQSFIFOTJWF�CVU�SBUIFS�UFOET�
UP� CF� TQFDJGJD� UP� NFSDIBOEJTF� EFTJHO� BOE� SFUBJMJOH�� 5IF� EFTJHO� GVODUJPO� JT� XIPMMZ�
PXOFE� CFDBVTF� JU� QSPWJEFT� UIF� DSVDJBM� JOQVUT� GPS� NBOVGBDUVSJOH�� 3FUBJMJOH� BMTP� JT�
XIPMMZ�PXOFE�CFDBVTF�UIF�NBOVGBDUVSFS�OFFET�TUPSFT�UP�TFSWF�BT�UFTU�TJUFT�PCTFSWB-
UPSJFT�BOE�USBOTNJUUFST�PG�GBTU�UIPSPVHI�JOGPSNBUJPO��	#FOFUUPO�JT�NPTUMZ�GSBODIJTFE�
CVU�BMTP�LFFQT�TPNF�TUPSFT�VOEFS�DPNQBOZ�PXOFSTIJQ�
�#Z�PXOJOH�TUPSFT�JOUFHSBUFE�
QSPWJEFST�	F�H��5IF�(BQ
�DBO�BMTP�RVJDLMZ�BMUFS�QSJDFT�SBJTJOH�UIFN�UP�TUBWF�PGG�TUPDL-
PVUT�PO�TVSQSJTJOHMZ�QPQVMBS�PQUJPOT�	BOE�SVTIJOH�NPSF�JOUP�QSPEVDUJPO
�PS�MPXFSJOH�
UIFN�UP�TFMM�PVU�CFGPSF�JU�JT�PCWJPVT�UP�DPOTVNFST�XIJDI�JUFNT�BSF�MPTFST��5IJT�JT�RVJDL�
SFTQPOTF�JOEFFE�

+VTU�IPX�RVJDL�EPFT�JU�OFFE�UP�CF �5IF�BOTXFS�EFQFOET�PO�IPX�GBTIJPOBCMF�
UIF�HPPET�BSF��8IFO�EFNBOE�JT�MFTT�JOGMVFODFE�CZ�GBTIJPO�USFOET�UIF�TVQQMZ�DIBJO�
JT�NPSF�DPOWFOUJPOBM��'PS�NPEFSBUFMZ�QSJDFE�TUBQMF�DMPUIJOH�	F�H��CBTJD�U�TIJSUT
�JU�
JT��OFJUIFS�OFDFTTBSZ�OPS�QSPGJUBCMF�UP�IBWF�B�IZQFSSFTQPOTJWF�TVQQMZ�DIBJO��"ùHPPE�
SFHJPOBM� XBSFIPVTF� TZTUFN� DBO� TVGGJDF� UP� GJMM� TVSQSJTF� JOWFOUPSZ� HBQT� BOE� MPOH�
MFBE� UJNFT� GPS� QSPEVDUJPO� BOE� USBOTQPSUBUJPO� DBO� SFEVDF� DPTUT� XJUIPVU� OPUBCMF�
QFOBMUJFT���
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Sidebar 14-2
Zara, the quick response master

In the 1960s, Armancio Ortega was a salesper-
son in a woman’s clothing store in rural Spain. His 
thrifty clients were unwilling to spend on fanciful 
indulgences. The expensive pink bathrobe in the 
window of the store created attention and desire 
but no buyers. So Ortega decided to try a novel 
strategy: He would copy coveted, fashionable items 
and sell them at very low prices. He turned his fam-
ily’s living room into a workshop and convinced his 
brother, sister, and fiancée to make inexpensive 
copies of fashionable clothes. The strategy worked 
so well that Ortega founded a manufacturing com-
pany in 1963. After 12 years of patient experimen-
tation and system building, he vertically integrated 
forward into retailing, opening his first retail store 
in the same town as his original employer. His first 
choice for a name (Zorba, after the titular character 
in the film Zorba the Greek) was trademarked, so 
Ortega compromised and named his store Zara.

Today, Ortega is the wealthiest person in 
Spain. He is the majority owner of Inditex, a large, 
profitable, vertically integrated clothing retailer that 
sells under multiple brand names to target mul-
tiple segments. Zara is the flagship and accounts 
for three-quarters of the group’s revenue, which it 
earns with more than 600 stores in nearly 50 coun-
tries. The secret of Zara’s success is quick response 
(QR). Rather than being forecast driven, Zara is 
demand led.

Its much admired, and widely analyzed, sup-
ply chain begins in its three design centers—one 
each for women, men, and children. The centers 
turn out new products continuously, not just for 
each fashion season. Whereas competitors generate 
2,000–4,000 new garments a year, Zara produces 
around 11,000 and introduces them as a steady 
barrage of new styles. The time required to move 
a design from an image in a designer’s sketchbook 
to a product in stores is a stunningly short 15 days.

In each design center, a large staff of stylists 
search for design ideas, considering not just what 
customers are buying today but also what they 
might want to buy in a fortnight. The ideas can 
come from anywhere. Teams of trend spotters travel 
the world, noting what different types of people 
are wearing and what physical possibilities exist 

(e.g., fabrics, cuts, accessories). Stylists integrate this 
input with information they gather from magazines 
focused on fashion, celebrities, entertainment, and 
lifestyle. Ideas to copy might come from a dress 
worn by the singer and designer Victoria Beckham, 
featured in a celebrity magazine, or from a particu-
larly fashion-forward pedestrian on a city street. Of 
course, the designers also obtain information from 
their stores about what is currently selling.

Stylists working in teams use all this infor-
mation to create prototypes. Each prototype is 
reviewed by three additional teams: stylists, sales-
people, and fabric purchasers. All three groups must 
agree before a model can launch, beginning the 
15-day countdown to its appearance in stores. The 
objective is to capture buyers’ imagination, just as 
the expensive pink bathrobe inspired Spanish win-
dow shoppers in 1963. But Zara also makes sure its 
clothes are affordable, to spark impulse purchases.

The secret is its ability to avoid the twin costs 
of holding inventory and marking down unsold 
items—dominant, critical costs in fashion indus-
tries. Zara is vertically integrated backward into 
production; it outsources any overflow to manu-
facturers also located in Europe, where most of 
its stores appear. This colocation advantage allows 
Zara to move much faster than many of its compet-
itors, which source products from Asian countries 
to reduce production costs. Zara thus incurs higher 
labor expenses, though to control production costs, 
it exploits the principle of postponement (i.e., 
converting work-in-process inventory to finished-
goods inventory only at the last possible moment). 
Although Zara orders raw fabric early and holds it 
(fabric cannot be quickly manufactured), the dye-
ing and finishing processes occur only close to the 
time of sale. Its formidable manufacturing centers 
also sort goods according to their destination.

As the goods are moving by truck to enor-
mous, modern warehouses at the various destina-
tions, store managers consult their personal digital 
assistants (PDAs) to find photos of the soon-to-
arrive new merchandise. Using their knowledge 
of the preferences of the clientele in their part of 
the city, they can quickly reject or accept each item. 
Accepted merchandise gets rushed, by truck or air 
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Continued

freight, to the store. The rush at this stage is nec-
essary because Zara stores have minimal storage 
space, which means they must be supplied just in 
time. Although this demand is challenging, it also 
allows Zara to locate its stores in prime, expensive 
shopping districts—space that is too valuable to use 
as a warehouse. Furthermore, to reduce costs and 
ensure it can sell inexpensive clothes out of presti-
gious addresses, Zara spends little on advertising.

Instead, it relies on word of mouth (WOM), 
which means it has to ensure customers enjoy every 
experience they have with the store. Specialized 
builders design and construct every store, integrat-
ing the store manager’s reactions to elements of 
an existing model store. Zara thus adapts locally 
but still maintains a consistent look. Then, any 
items that do not sell are swiftly noted, removed, 
and rushed to another location, where they have 
a better chance of success. This quickly changing 
assortment brings browsers back; in Spain, clients 
visit an average clothing store three or four times a 
year but Zara 17 times each year. These visits cre-
ate fresh WOM, which restarts the cycle: new retail 
sales, feedback to stylists, new prototypes, quick 
manufacturing with postponed work-in-progress 
fabric inventory, rushed finished product delivery, 
selling out or rushing out, and beginning again.

This exemplary QR system is agile—but it is 
not lean. Zara spends more than its competitors on 
transportation (all that rushing and moving inven-
tory around), even though its production sites are 
in close proximity to its stores. It also spends more 
than its competitors on labor (European manufac-
turing). These costs are more than offset by inven-
tory savings (holding, markdowns) and the ability 
to support a marketing strategy based on the expe-
rience created by each shop’s ambiance and prime 
location, rather than on advertising or promotions.

Zara’s success has created a sort of surround-
ing mythology, in which Zara is a state-of-the-art 
marvel, bolstered by information technology (IT). 
Although it certainly is heavily computerized, Zara 
does not use the very latest IT, and it spends much 
less than most retailers on IT as a percentage of 
sales. In particular, Zara does not have the following:

t� "O�FMBCPSBUF�DVTUPNFS�SFMBUJPOTIJQ�NBOBHF-
ment system.

t� 4PQIJTUJDBUFE� QMBOOJOH� PS� TDIFEVMJOH� TPGU-
ware to convert demand information into 
production requirements.

t� -PHJTUJDT� TPGUXBSF� UP� SVO� JUT� EJTUSJCVUJPO�
centers.

t� &YUSBOFUT�BDSPTT�GBDUPSJFT�PS�JOUSBOFUT�BDSPTT�
stores.

t� &OUFSQSJTF� SFTPVSDF� QSPDFTT� TPGUXBSF� UP�
define the whole infrastructure.

t� "�MBSHF�*5�EFQBSUNFOU�
t� "�GPSNBM�UFDIOPMPHZ�CVEHFU�

It doesn’t even maintain personal computers in 
its stores! Dedicated terminals collect basic sales 
and inventory information, transmitted manu-
ally to headquarters daily by the store managers 
(not an intranet). This is not to imply that Zara 
shuns IT. It adopted computerization early, at 
the insistence by Armancio Ortega (who remains 
heavily involved in Zara’s design and has no inter-
est in retirement). The current CEO is a former 
IT manager, a testament to Zara’s comfort with 
computerization.

But the difference is that Zara adopts IT only 
when internal managers call for it. For example, it 
was an early adopter of PDAs to replace faxes; it 
relies on them heavily, obliging managers to use 
them to place orders, rather than phoning them 
in. Yet Zara prefers not to automate its decision 
making, which remains the responsibility of field 
personnel, particularly store managers. These man-
agers have much greater roles than they would in 
competing retailers and considerable latitude in 
some areas (e.g., ordering merchandise), but zero 
latitude in other areas (e.g., pricing).

This minimalist approach to IT works in 
part because the products have few components 
and do not need to be tracked or maintained 
after purchase. Zara works because of this as-
needed attitude, not in spite of it. Technology 
aids judgments, rather than making them. 
Computerization is standardized and focused on 
areas where managers see a business case for 
it. Because the technology initiatives come from 
within Zara, they complement existing processes, 
rather than usurping them, as often occurs when 
IT instead is imposed by specialists on reluctant 
managers.17
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SUPPLY CHAIN STRATEGIES

5P�UIJT�QPJOU�XF�IBWF�EFTDSJCFE�IPX�UIF�CVJMEJOH�CMPDLT�PG�4$.�DBO�CF�TUBDLFE�JO�EJG-
GFSFOU�XBZT�UP�TFSWF�EJGGFSFOU�FOWJSPONFOUT��#VU�B�CSPBEFS�RVFTUJPO�NJHIU�BTL�XIJDI�
TUSBUFHZ� JT� CFUUFS� UIBU� JT� UIF� 23� QIJMPTPQIZ� 	LFFQ� NBOVGBDUVSJOH� EFTJHO� GMFYJCMF�
EPO�U� GPDVT�PO�NJOJNJ[JOH� USBOTQPSUBUJPO�DPTUT
�PS� UIF�&$3�QIJMPTPQIZ�	GJY�EFTJHO�
DPOUSPM�DPTUT�UJHIUMZ
��#PUI�BSF�QVMM�TZTUFNT�CVU�UIFZ�EJGGFS�JO�IPX�BOE�XIFSF�JO�UIF�
DIBOOFM�UIFZ�SFBDU�

Physical Efficiency Versus Market Responsiveness

"�HPPE�TUBSUJOH�QPJOU�GPS�UIJT�DPNQBSJTPO�JT�UP�DPOTJEFS�UIF�nature of demand�GPS�
B�CSBOE�18�"�functional brand�BQQMJFT�UP�B�TUBQMF�QSPEVDU�XIJDI�QFPQMF�DBO�CVZ�
JO�NBOZ�PVUMFUT�UP�NFFU�UIFJS�CBTJD�OFFET��5IVT�UIFTF�CSBOET�IBWF�TUBCMF�QSFEJDU-
BCMF�EFNBOE�BOE� MPOH� MJGF� DZDMFT�CVU� UIFJS�NBSHJOT�BSF� SFMBUJWFMZ� MPX�BOE� UIFZ�
DPOGSPOU� TVCTUBOUJBM� DPNQFUJUJPO�� *O� DPOUSBTU� BO� innovative brand� EFTJHOBUFT� B�
QSPEVDU�UIBU�JT�CPUI�OFX�BOE�EJGGFSFOU�XIJDI�FOBCMFT�JU�UP�FBSO�IJHIFS�NBSHJOT��
#VU� UIF�TBMFT�DZDMF�PG� UIF�QSPEVDU�BOE�CSBOE� JT�TIPSU�BOE�VOQSFEJDUBCMF� MBSHFMZ�
CFDBVTF�UIFZ� JOWPLF�RVJDL� JNJUBUJPOT�XIJDI�FMJNJOBUFT� UIFJS�NBSLFU�BEWBOUBHFT��
'VOEBNFOUBMMZ�BO�JOOPWBUJWF�QSPEVDU�GBDFT�VOQSFEJDUBCMF�EFNBOE�UIBU�JT�IBSE�UP�
GPSFDBTU�BOE� MBTUT� GPS�POMZ�B�TIPSU� MJGF�DZDMF��"MUIPVHI�JUT�NBSHJOT�BSF�IJHIFS�TP�
BSF�JUT�NBSLEPXOT�BOE�TUPDLPVU�SBUFT�	EVF�UP�DIBOHJOH�UBTUFT�BOE�GPSFDBTU�FSSPST
��
'JOBMMZ� CFDBVTF� UIFTF� QSPEVDUT� BSF� TP� EJGGFSFOUJBUFE� UIFZ� UBLF� PO� NBOZ� WBSJB-
UJPOT��'JHVSF������TVNNBSJ[FT�UIF�DPOUSBTUT�CFUXFFO�UIFTF�UXP�FOE�QPJOUT�PO�UIF�
TQFDUSVN�

5IF� LFZ� UP� TVQQMZJOH� GVODUJPOBM� HPPET� UIFSFGPSF� JT� UP�NJOJNJ[F� UISFF� UZQFT�
PG� DPTUT�� 	�
� NBOVGBDUVSJOH� 	�
� JOWFOUPSZ� BOE� 	�
� USBOTQPSUBUJPO��"MM� UIFTF� DPTUT�
SFMBUF�UP�IBOEMJOH�UIF�HPPE�BOE�BSF�SFBEJMZ�PCTFSWBCMF�UP�BDDPVOUBOUT��"DDPSEJOHMZ�

Demand

Forecast error

Product variety
(variants of basic models)

Contribution margin

Markdowns due to obsolescence

Frequency of stockout

Predictable

Low

Low

Low

None or low

Low

Unpredictable

High

High

High

High

High

Highly Functional
Products

Highly Innovative
Products

FIGURE 14-1 Types of goods subject to supply chain management
Source: Adapted from Fisher, Marshall L. (1997), “What is the Right Supply Chain 
for Your Product?” Harvard Business Review 78 (March–April), pp. 105–116.
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�FGGJDJFOU�NBOVGBDUVSJOH�BOE�MPHJTUJDT�BSF�DSVDJBM�CFDBVTF�UIF�MPX�NBSHJOT�BWBJMBCMF�
NBLF�DPTU�DPOTDJPVTOFTT�JNQPSUBOU�BOE�CFDBVTF�QSFEJDUBCMF�EFNBOE�TJNQMJGJFT�EF-
DJTJPO� NBLJOH��5IVT� &$3� GJUT� BT� EP� PUIFS� NBOVGBDUVSJOH� NFUIPET� UIBU� QSJPSJUJ[F�
UJHIU�QMBOOJOH�BOE�SFTPVSDF�NBOBHFNFOU��5IF�NPTU� JNQPSUBOU� JOGPSNBUJPO�GMPX�JT�
UIBU�XJUIJO�UIF�DIBJO�GSPN�SFUBJMFST�UP�NBOVGBDUVSFST�BOE�UIFJS�TVQQMJFST��5IF�TVQ-
QMZ�DIBJOT�GPS�UIFTF�QSPEVDUT�NVTU�CF�physically efficient��'BDUPSJFT�TIPVME�SVO�BU�
IJHI� DBQBDJUZ��XBSFIPVTFT�NVTU� UVSO� JOWFOUPSZ�RVJDLMZ�� 1SPEVDU� EFTJHOFST� TFFL� B�
TJOHMF�PS�TUBCMF�EFTJHO�UIBU�EPFT�OPU�SFRVJSF�NBOZ�VQEBUFT�JT�FBTZ�UP�NBOVGBDUVSF�
BOE�NBYJNJ[FT� UIFJS�QFSGPSNBODF��$PTU�BOE�RVBMJUZ�BSF� UIF�DSJUFSJB�VTFE� UP� TFMFDU�
TVQQMJFST�

*OOPWBUJWF�HPPET�IBWF�PQQPTJUF�EFNBOET��5IF�HSFBUFTU�SJTL�JT�missing the mar-
ket�CZ�IBWJOH�UIF�XSPOH�JUFN�BWBJMBCMF�BU�UIF�XSPOH�UJNF�BU�UIF�XSPOH�QSJDF��5IF�LFZ�
UP�UIFJS�TVDDFTT� JT�TQFFE�CFDBVTF�EFNBOE�DBOOPU�CF�SFMJBCMZ�FTUJNBUFE�CVU� JOTUFBE�
NVTU� CF� BEESFTTFE� PODF� JU� CFHJOT� UP� TVSHF��5IF� QPJOU� PG� TBMF� SFQSFTFOUT� UIF�NPTU�
DSJUJDBM�JOGPSNBUJPO�OPEF��'VSUIFSNPSF�GPS�JOOPWBUJWF�HPPET�UIF�PQQPSUVOJUZ�DPTU�PG�
B�TUPDLPVU�JT�WFSZ�IJHI�DPOTJEFSJOH�UIFJS�IJHI�NBSHJOT��#Z�UIF�UJNF�UIF�TUPDLPVU�JT�
SFDUJGJFE�UIF�JUFN�NBZ�IBWF�MPTU�BQQFBM� MFBWJOH�UIF�TVQQMJFS�XJUI�ESBTUJDBMMZ�EFWBM-
VFE�TUPDLT��5IFSFGPSF�UIF�TVQQMZ�DIBJOT�GPS�JOOPWBUJWF�QSPEVDUT�OFFE�UP�CF�market 
responsive��5IF�NPEVMBS�QSPEVDU�EFTJHO�QSPDFTT�TIPVME�QPTUQPOF�GJOBM�BTTFNCMZ�BT�
MPOH�BT�QPTTJCMF��1FSGPSNBODF�BOE�DPTU�DBO�CF�TBDSJGJDFE�TPNFXIBU�UP�BDIJFWF�TVDI�
NPEVMBSJUZ��4VQQMJFST�OFFE�UP�PGGFS�RVBMJUZ�BOE�GMFYJCJMJUZ�OPU�OFDFTTBSJMZ�UIF�MPXFTU�
DPTU�BOE�UIF�NBOVGBDUVSJOH�TZTUFN�NBJOUBJOT�B�CVGGFS�TUPDL�PG�TVQQMJFT�KVTU�JO�DBTF��
5IF�PCTFTTJPO�XJUI� SFEVDJOH� MFBE� UJNFT�OFFEFE� UP� GJMM� BO�PSEFS� SFNBJOT� FWFO� JG� JU�
SBJTFT�USBOTQPSUBUJPO�BOE�GVMGJMMNFOU�DPTUT�

8F�TVNNBSJ[F�UIFTF�EJGGFSFODFT�JO�'JHVSF�������.BSLFU�SFTQPOTJWFOFTT�BOE�QIZT-
JDBM�FGGJDJFODZ�SFQSFTFOU�UXP�FOE�QPJOUT�PO�B�DPOUJOVVN�JO�XIJDI�FBDI�DIBOOFM�DBO�GJU�
JUT�PXO�JEFBM�TVQQMZ�DIBJO�QIJMPTPQIZ�

5IF� MPDBUJPO�PG� UIF�CSBOE�PO�UIF�TQFDUSVN�GSPN�IJHIMZ� GVODUJPOBM� UP�IJHIMZ�
SFTQPOTJWF�EFQFOET�PO�JUT�NBSLFUJOH�TUSBUFHZ��5IF�TBNF�QSPEVDU�DBUFHPSZ�DBO�GFB-
UVSF�NPSF� JOOPWBUJWF�BOE�NPSF�GVODUJPOBM�CSBOET�XIJDI�SFRVJSF�EJGGFSFOU�TVQQMZ�
DIBJOT�� 'PS� FYBNQMF� TPNF� BVUPNPUJWF� CSBOET� BSF� WFSZ� DPOTFSWBUJWF� BOE� TUBCMF�
BQQFBMJOH� UP� CVZFST�XIP� SFTJTU� DIBOHF��0UIFST� SFMZ� PO� UIFJS� FQIFNFSBM� GBEEJTI�
BQQFBM��5IF�NPSF�GVODUJPOBM�CSBOET�SFRVJSF�B�QIZTJDBMMZ�FGGJDJFOU�TVQQMZ�DIBJO�BOE�
XPSSZ� MJUUMF�BCPVU�CFJOH�RVJUF�TP�NBSLFU� SFTQPOTJWF��5IF�NPSF� JOOPWBUJWF�CSBOET�
QBZ�GBS�NPSF�BUUFOUJPO�UP�UIF�NBSLFU�CVU�DBO�BGGPSE�B�MJUUMF�MFTT�QIZTJDBM�FGGJDJFODZ�
JO�UIFJS�TVQQMZ�DIBJOT�

Effective Supply Chain Management

0O�QBQFS�TVQQMZ�DIBJO�NBOBHFNFOU�JT�FNJOFOUMZ�TFOTJCMF��:FU�GPS�NBOZ�DPNQBOJFT�
4$.�JT�NPSF�B�TMPHBO�UIBO�B�SFBMJUZ�CFDBVTF�UIF�NFUIPET�OFFEFE�UP�JNQMFNFOU�QVMM�
TZTUFNT�BSF�TP�DIBMMFOHJOH��1VMM�TZTUFNT�JO�DIBOOFMT�BSF�TP�EJGGFSFOU�GSPN�QVTI�TZT-
UFNT�UIBU�TPNF�GJSNT�OFWFS�RVJUF�NBLF�UIF�DIBOHF�IJOEFSFE�CZ�VCJRVJUPVT�CBSSJFST�
UP�JNQMFNFOUBUJPO�CPUI�JOUFSOBM�BOE�FYUFSOBM��5P�CVJME�BO�4$.�NFOUBMJUZ�JOUP�NBS-
LFUJOH�DIBOOFMT�QSJPS�SFTFBSDI�BOE�SFBM�XPSME�FYQFSJFODF�TVHHFTU�UXP�FMFNFOUT�BSF�
DSJUJDBM�
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 1. "O�JOUFSOBM�DVMUVSF�PG�DSPTT�GVODUJPOBM�JOUFHSBUJPO�	DG��GVODUJPOBM�TJMPT
�
 2. &GGFDUJWF� DIBOOFM�NBOBHFNFOU� UP� FOTVSF� USVTU� HPPE�XPSLJOH� SFMBUJPOT� HPPE�

EFTJHO�BOE�UIF� KVEJDJPVT�FYFSDJTF�PG�QPXFS�19� *O�TIPSU� UIF�JNQMFNFOUBUJPO�PG�
UIF�QSJODJQMFT�EFTDSJCFE�UISPVHIPVU�UIJT�CPPL�

5IF�WFSZ�CFTU�TVQQMZ�DIBJOT�BSF�iUSJQMF�"w�TZTUFNT��BHJMF�BEBQUBCMF�BOE�BMJHOFE�20�
Agile� TZTUFNT� SFTQPOE� RVJDLMZ� UP� DIBOHFT� JO� WPMVNF� WBSJFUZ� PS� TQFDJGJDBUJPOT��
5IFZ� DBO� DPQF�FTQFDJBMMZ�XFMM�XJUI�FNFSHFODJFT� TVDI�BT� GJSFT�PS�OBUVSBM�EJTBTUFST��
Adaptable�TZTUFNT�DIBOHF�UP�GPMMPX�NBKPS�TIJGUT�JO�UIF�FOWJSPONFOU�TVDI�BT�BMUFSFE�
DVTUPNFS�FYQFDUBUJPOT�PS�OFXMZ�BWBJMBCMF�UFDIOPMPHJFT��Aligned�TZTUFNT�HJWF�BMM�QBS-
UJFT�DPNQBUJCMF�JODFOUJWFT�TP�UIBU�FNQMPZFFT�XJUIJO�EJWJTJPOT�BOE�DPNQBOJFT�BDSPTT�
TVQQMZ�DIBJOT�BMM�IBWF�SFBTPOT�UP�DPPSEJOBUF��4JEFCBS������TVHHFTUT�TPNF�NFUIPET�UP�
BDIJFWF�UIFTF�UISFF�WJUBM�QSPQFSUJFT��NBOZ�PG�UIFTF�TVHHFTUJPOT�BSF�TJNQMZ�NBUUFST�PG�
HPPE�DIBOOFM�NBOBHFNFOU�

Cut costs of   Respond quickly as
manufacturing,    demand materializes.
holding inventory, 
transportation

Low prices and   Stockouts of high-margin 
higher costs    goods
create margin   Heavy markdowns of 
squeeze     unwanted goods

Run at high   Be ready to alter production 
capacity utilization  (quantity and type) swiftly
rate   Keep excess production capacity

Minimize   Keep buffer stocks of parts 
everywhere  and finished goods

Can be long,   Must be short
as demand is 
predictable

Low cost   Fast, flexible
Adequate quality  Adequate quality

Design for ease of   Design in modules 
manufacture and to to delay final production
meet performance  
standards

Objective

Consequences of failure 

Manufacturing goods  

Inventory 

Lead times 

Supplies should be

Product design 

Physically Efficient
Supply Chain
(F unctional Goods)

Mark et-Responsiv e 
Supply Chain 
(Innovativ e Goods)

FIGURE 14-2 Two kinds of supply chains
Source: Adapted from Fisher, Marshall L. (1997), “What is the Right Supply Chain for Your 
Product?” Harvard Business Review 78 (March–April), pp. 105–116.
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SUMMARY: MANAGING CHANNEL LOGISTICS

-PHJTUJDT�FOUBJMT�QSPDFTTJOH�BOE�USBDLJOH�GBDUPSZ�HPPET�BDSPTT�UIF�WBSJPVT�QSPEVDUJPO�
TUBHFT��XBSFIPVTJOH�JOWFOUPSZ�DPOUSPM�USBOTQPSU�DVTUPNT�EPDVNFOUBUJPO�EFMJWFSZ�UP�
DVTUPNFST�BOE�TP�GPSUI��$IBOHFT�JO�MPHJTUJDT�DBO�DSFBUF�BTUPOJTIJOH�JODSFBTFT�JO�FGGFD-
UJWFOFTT�BOE�FGGJDJFODZ�JG�JNQMFNFOUFE�BQQSPQSJBUFMZ��.BOZ�DPNQBOJFT�UIBU�ESBNBUJ-
DBMMZ�BMUFSFE�UIFJS�NBOVGBDUVSJOH�QSPDFTTFT�SFBQFE�HSFBU�SFXBSET�GSPN�TP�EPJOH��/PX�
UIFZ�BSF�UVSOJOH�UP�UIFJS�NBSLFUJOH�DIBOOFMT�BOE�BQQMZJOH�TJNJMBS�QSJODJQMFT�	QVMM�TZT-
UFNT�FMFDUSPOJD�JOGPSNBUJPO�TIBSJOH
�UP�BDIJFWF�BOPUIFS�XBWF�PG�HBJOT��5IVT�TUFMMBS�
FYBNQMFT�PG�FGGFDUJWF�MPHJTUJDT�BSF�CFDPNJOH�NPSF�BCVOEBOU�BOE�DIBOHFT�JO�MPHJTUJDT�
BSF�CFDPNJOH�NPSF�GFBTJCMF�

5IF� DIBOHFT� QSPNQU� OPUJPOT� PG� TVQQMZ� DIBJO� NBOBHFNFOU� B� QBSBEJHN� UIBU�
BEESFTTFT�DVTUPNFS�TFSWJDF�BT�B�SFTVMU�PG�UIF�DVNVMBUJWF�FGGPSUT�PG�UIF�FOUJSF�DIBOOFM��
5IBU�JT�UIF�DIBOOFM�OFFET�UP�BEPQU�B�NBSLFU�PSJFOUBUJPO�FGGFDUJWF�NBOBHFNFOU�BOE�

Sidebar 14-3
How to build triple-A supply chains

8IBU�JT�UIF�PCKFDUJWF�PG�B�TVQQMZ�DIBJO �)BV�-��-FF�
a prominent SCM researcher, argues that focusing 
on a single objective (e.g., efficiency, cost cutting, 
speed) is dangerous, because then people sacrifice 
higher objectives (product quality) to achieve these 
lower-level goals. Thus, a great supply chain can 
become an expensive, unprofitable project, unless 
it pursues the triple-A properties.21

Agility
To ensure a quick response to any change in vol-
VNF�WBSJFUZ�TQFDJGJDBUJPO�PS�TJUVBUJPO�-FF�SFDPN-
mends the following:

t� 'PSHJOH� DPMMBCPSBUJWF� SFMBUJPOTIJQT� XJUI�
suppliers.

t� %FTJHOJOH� GPS� QPTUQPOFNFOU� CZ� QVTIJOH�
back the time at which the product must be 
finalized.

t� ,FFQJOH�CVGGFS�JOWFOUPSJFT�PG�JUFNT�UIBU�BSF�
not difficult to stock (and, more generally, 
keeping some slack resources in the system 
to respond to emergencies, such as natural 
disasters).

t� *OWFTUJOH�JO�EFQFOEBCMF�MPHJTUJDT�TZTUFNT�
t� &OTVSJOH� UIBU� TVCTUBOUJBM� JOGPSNBUJPO� GMPXT�

up and down the supply chain.

t� %FWFMPQJOH�B�GBMMCBDL�QMBO�BOE�B�DSJTJT�NBO-
agement team to respond to emergencies.

Adaptability
The ability to change to meet large and perma-
nent shifts in the environment can be developed 
through the following methods:

t� $POUJOVPVTMZ� BEEJOH� OFX� TVQQMJFST� BOE�
using intermediaries (e.g., consultants, trade 
associations) to find them.

t� &WBMVBUJOH�UIF�OFFET�PG�VMUJNBUF�DVTUPNFST�
not just immediate consumers.

t� *OTJTUJOH�PO�GMFYJCMF�QSPEVDU�EFTJHOT�
t� .POJUPSJOH�XPSME�FDPOPNJFT�UP�OPUJDF�USFOET�
t� .POJUPSJOH�UFDIOJDBM�BOE�QSPEVDU�MJGF�DZDMFT�

to notice changes.

Alignment
'JOBMMZ�-FF�TVHHFTUT�UIBU�JOEJWJEVBMT�BOE�PSHBOJ[B-
tions have compatible incentives when they

t� &YDIBOHF� JOGPSNBUJPO� GSFFMZ� XJUIJO� BOE�
across organizations.

t� (JWF� TVQQMJFST� BOE� DVTUPNFST� DMFBS� SPMFT�
tasks, and responsibilities.

t� 1SBDUJDF�UIF�FRVJUZ�QSJODJQMF�
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Agency theory, 326–27
Agents, in wholesaling, 211
Aggression, as conflict resolution style, 343, 343
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Alliances. See also Federations of wholesaling 
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of wholesaler-distributors, 218
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Allowances. See also Slotting allowances
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channel, 14
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Antitrust issues. See also individual laws; Policy 

constraints, legal
application, 382

customer coverage policies, 386–88
customer coverage policies, 387
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enforcement, legal rules of, 385
laws, overview of, 383
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A priori segments, 42
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activity-based costing (ABC), 67
normative profit shares, 69

Auditing, equity principle, 70–71
radio frequency identification (RFID) function, 

70–71
Augusta News Co. v. Hudson News Co. (2001), 396
Authorized franchise system, 245, 246
Automatic replenishment (automated reordering 

system), 66
Automobile Dealers Franchise Act of 1956, 408
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B2C. See Business-to-consumer (B2C)
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Individual on-site sales, 30
Indonesia, 276
Industrial marketing channels in developed 

economies, 336
Influencers/specifiers, 30
Influence strategies, power and, 311–15
Infomediary, 150
Information exchange influence strategy, 312–14
Information exchange, relational norm building 

and, 342
Information-intensive conflict resolution 

mechanism, 341

Functional brands/goods, 427, 428
Functional conflict, 323–25, 324
Functional discounts, 201, 397–99, 399, 411
Functional substitutability, 88n12
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Referent power, 301–3
Relational governance, 97
Relational norm building and conflict resolution, 342
Relationship management

asymmetric commitment, 360
commitment building, 359–64
credibility, 363
expectation of continuity, 359–60
house accounts, 362
idiosyncratic investments, 362
organizational memory, 361
pledges, 363
relationship-specific investment, 363
selctivity criteria, 362

Request influence strategy, 312
Requirements contracts, 400
Resale price maintenance (RPM), 388–92
Resellers

authorized/unauthorized, 387
conflict viewpoint of, 328
designated product policies, 406–7
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Retailer-sponsored cooperatives

consumer cooperative, 222
farm cooperative, 219–23, 221

Retailing, strategic issues in
direct selling, 186–89
failure fees, 194
forward buying on deals, 193
globalization, 195–96
hybrid shopping, 189–90
Internet as retail outlet, 185–86
multichannel shopping experience, 185–90
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