Marketing Channels of Distributic

Fundamentals of Channels of Distribution

A.

What are distribution channels? When you walk a store and buy something
off of the shelf, that product represents the eral sometimes long journey that
ends with your purchase. Sometimes the journeinbeg a farmer’s field or it
may begin in a factory. But some series of tratisas between buyers and
sellers eventually gets it to your store shelthisTis a distribution channel, which
we define more formally as the set of organizatiamg transactions that make
possible the transfer of ownership of some prodadt moves from raw materials
to final producer to consumer.
What moves through marketing channels? Beybadgroducts that form the
essential purpose of distribution channels, ottmgrortant assets move through.
Below are some of what distribution channels move.
1. products. Of course.
2. information. Members of well-managed marketthgnnels share much
information with each other. Most often the infatimon relates directly to
the goods being exchanged, but information abostoooers, competitors,
suppliers, etc. are also routinely shared in distion channels.
money. The products that move through charmalst be paid for.
promotional efforts and activities. The exdmsthat move the goods to
the final consumer often result from intense praomat! activities at all
levels. Consumers may buy the product on saletbravcoupon or as a
result of seeing or reading about the product wreddsing. Manufacturers
may also provide promotional information and inoesd to retailers to
carry the product.
Why do we need distribution channels? Becaash stage of the marketing
channel must profit from exchange, it would seegidal to conclude that
consumers would be better off buying directly frproducers and bypassing as
many channel levels as possible. For some prodinitss true; so-called “direct
channels serve the consumer well. But for mosdiyets, such is not the case.
Consider what distribution channels do to save woess their resources.
1. Channels reduce the number of contacts negesstind the most
desirable products. Consider a simple example.

a. Suppose that to buy shoes, consumers had toagblylto the
manufacturer because shoe stores did not exifizelEonsumers
wanted to each inspect five brands of shoes, taeh eonsumer
would have to expend the time and resources nagdssasit the
manufacturers’ five locations to inspect the shoBEsis would
require a total of twenty-five contacts (5 x 5 9.25
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Now suppose shoe stores existed and five corrsumeh to
inspect the same five brands of shoes, all caaiedsingle shoe
store. To get the shoes from the five producethddive
consumers, we need only ten contacts. The fivdymers contact
the one shoe store, and the five consumers cah&acine shoe
store [(5 x 1) + (6 x 1) = 10]. Thus, even thotige shoe store
makes a profit on the shoes it sells, for an egelgction the
consumer saves considerable time, effort, and ressumaking the
slightly higher price worth the savings in othesaerces.

Channels overcome “economic discrepanciesrhediones called
“marketing barriers,” these represent gaps in hawhm when, and where
consumers desire products. Distribution chann@sgige the means of
closing these discrepancies, providing value tactivesumer.

a.

Discrepancies of quantity are differences betwtbe amounts
demanded by consumers and the amount availabheo. t
Channels make reaching consumers on a mass ses@e eBhus,
more goods can be purchased, lowering the cogiodfiction.
Discrepancies of assortment are differencesdset the variety of
products desired by customers and the varietyafes them. As
a practical matter, it's easier to buy many neatieds during a
shopping trip than one. When channels place asrtassnt of
items together in convenient locations, consumanssave
considerable resources.

Spatial discrepancies are simply differencéséen where
products are desired and where they're availablee degree to
which consumers can shorten the trips needed wairacagecessary
products provides them with resource savings.

Temporal discrepancies are the differencesderwhen products
are desired and when they're available. Consucarsot be
expected to store all the products they'll likeBed for some
foreseeable time period. Channels of distribusitmme products or
control the flow of products to consumers such toaisumers can
have them when needed, eliminating the need foswoer to
store large quantities of goods.

functions of distribution channels. The reseusaving properties of distribution
channels described above occur through the vasfdtynctions that distribution
channels provide.

transactional functions. The movement of gdoalm raw materials to
final consumer requires transactions between thewsfirms in the
distribution channel. Channels help facilitatesth&ransactions.

1.

a.

contacting and promoting. Firms in distribaot@hannels send
salespeople out to contact other firms in the ceband promote
the items they are selling. For example, the shaeufacturers
leather, rubber, thread, etc. in the productiothefshoes they sell.
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Suppliers of the materials send salespeople to stameifacturers
in hopes of persuading them of buying their makeria
negotiation. In channels, rarely are the grimegoods set prior to
the sale; more often than not terms are negotia@dnnel
members perform this function during virtually evéansaction.
Amounts, prices and discounts, shipping and delitesms are all
decided upon through bargaining.

risk taking. Channel members generally owninkientory they
attempt to sell. Indeed, they frequently borrownepin order to
pay for that inventory. If for some reason theyevenable to sell
the inventory, they would eat the cost. By owrtimg inventory
they sell, channel members assume risks.

logistical functions. Movement of goods to somers, of course, requires
that they be physically transported and mixed witier goods into the
varieties consumers find in stores. This impliesfollowing:

a.

b.

physical distribution. Channels of distribuatiare responsible for
actually moving and storing goods as they movééocbnsumer.
bulk breaking and assorting goods. Factoneduyce large
guantities of identical or similar goods and slhert out in
quantity. In distribution channels, these largs kre broken up
into smaller lots (an activity called bulk breakinthen creating
varieties desired by consumers (an activity cadlesbrting).

Il. Channel Structure and Management

Channel structure. As goods move toward cormesajrirms in the channel must
engage in a series of transactions to make thailges For example, a factory
buys the raw materials and component parts, fisishe products then sells the
goods to a wholesaler, who then sells the goodarious retailers, who then
make them available for consumers to buy. Thetfettthese companies interact
with one another means that the participating fifons relationships with each
other. And these relationships must be managedawerned. The management
and governance of these relationships produceietyaf channel structures, the
more common of which are described below.

conventional channels. As the name impliesyentional channels are
the ordinary and standard form of marketing chanRaople with a

limited understanding of marketing would probabé&sdribe a
conventional channel if asked to explain how gandse from producers
to consumers.

A.

1.

a.

b.

Firms in these channels are owned independkeottyone another

and generally do not form long term contracts \egéch other.

Firms in these channels often engage in whaffésred to as

“transactional exchange,” which is characterizedhgyfollowing:

(2) Members are concerned only with their own imiatd
performance, not the overall performance of thenoka
They do not see how the success of the channé&tseia
their own success.
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(2) They conduct business with other channel mesntiee
transaction at a time with no expectations of faitur
transactions with any particular customer or sugpliThis
is not to say that they don’t desire future bussneghey
just don’t conduct business in a way to build ia th
expectation of future business.

3) Businesses in conventional channels oftentdetran’s
length” with other channel members. That is, theyot
provide other channel members with any information
beyond that which is necessary to complete a piatic
transaction.

(4) Businesses in conventional channels may vidrot
channel members adversarially. That is to say vy
other businesses as willing to take advantageewh(if the
proper precautions are not taken.

2. vertical marketing systems (VMS)

a.

characteristic of VMS. In contrast to convendl channels, the

VMS sees the channel as a system of firms andritire €hannel

as a means of delivering value to each other atitetconsumer.

They realize that their success depends in patt@success of

other channel members. As such, they tend to leeimaxch more

cooperatively (though not always voluntarily s®uccessful VMS
engage in some form of relational exchange, whsatharacterized
by the following:

(2) Firms create exchange relationships on thecaapen of
future exchanges.

(2) Channel members share information with eabkragnd
establish structural and permanent linkages betiraan,
which increase switching costs for all parties.

3) Exchanges occur in a climate of trust.

types of VMS

(1) corporate VMS. Some marketing channels oparater
ownership and control of a single company. Froodpcer
to retailer, the same company owns multiple ost@ges in
the distribution channel. Corporate VMS can occur
through either forward or backward integration.

(@) Forward integration occurs when a manufacturer
purchases its own wholesaling and/or retailing
facilities. For example, Sherwin Williams Paints
manufacturers its own paints, which they sell
through their own chain of retail stores.

(b) Backward integration occurs when a wholesaler o
retailer purchases its own manufacturing
capabilities. For example, MFI, a large furniture
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retailer, owns the Hygena Company, which

manufacturers much of the furniture MFI sells.

(2) contractual VMS. Independently owned business
frequently formalize their business relationship®tigh
signing long term contracts that establish legaldso
between them as well as detail the nature of tcbanges
that will occur.
€)) wholesaler sponsored chains. As will be dised

shortly, the wholesaler is a shrinking institutian

marketing. To stay viable and to prosper,
wholesalers in some industries create contractual

VMS with independent retailers. Under these

arrangements, independent retailers agree to buy

most of their inventory from the wholesaler (thgreb

standardizing the brands) and agree to assume a

common name, giving the appearance of a national

chain. Examples include Western Auto Stores,

Affiliated Foods Grocers, IGA Grocers, and Tru-

Value and Ace Hardware Stores.

(b) franchise organization. Franchising is a very
popular way to operate distribution channels.

0] rationale for franchising. Producers use
franchising to quickly and inexpensively
establish national distribution for their
products, while retailers use franchising to
operate retail stores with well-established
brands and professionally conducted
marketing programs.

(i) typical franchise arrangement. A
“franchiser” owns a brand name and the
rights to certain unique products or
processes. These are licensed to
“franchisees,” who own the retail outlets.
The franchisee agrees to abide by an
extremely detailed and tightly controlled
“franchise agreement.” Examples of
franchises abound, but they are particularly
popular in industries such as fast food,
(McDonald’s, Arby’s, Taco Bell, etc.)
automobile rental (Avis, Hertz, Enterprise),
and hotels (Holiday Inn, Comfort Inn).

3) administered VMS. Most vertical marketingteyss arise
from the growth in power of a single channel member
usually a retailer. By virtue of its economic diotine
channel member can exert large amounts of conterl o
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the actions of other channel members, obtaining fiteem
high degree of cooperation — all without a contract
Perhaps the classic contemporary example is WaJ]Mart
which is known for its “hardball” tactics with suljpgrs,
who generally acquiesce to WalMart's demands becaus
WalMart has access to so many customers. Admieiste
VMS are the most common type of vertical marketing
system.
Horizontal marketing systems. Rather thanbistacooperative
relationships among businesses from producers “dtoveconsumers,
companies at the same level of different chanrgiseato combine in
some way to create new marketing opportunitieses€harrangements
usually occur at the retail level, and frequentlydlve a single company
owning several related but separate retail outlEts. example, Kroger
Stores Inc. owns Kroger Grocery Stores, Ralph’sc@&mp Stores, Mr.
Big's Grocery Stores, and a few convenience stbhagns as well. All
these stores share distribution and warehousingabpes as well as use
their massive size to obtain good deals from prediic

B. Issues in Channel Management.

1.

number of outlets. Marketers must decide thraber of retail outlets they

wish their goods sold through. The decision masatice sales objectives

with brand image issues. In general terms, markéigve three choices.

a. exclusive distribution. As the term impliescleisive distribution
works for products that marketers want to havenzage of
exclusivity.

(1) In exclusive distribution, marketers seveliahjt the
number of outlets through which a product is salt
frequently involves exclusive dealing where ressltbon’t
carry competing brands

(2) Producers select exclusive distribution becalieg want to
tightly control image, service level, etc.

4) Exclusive distribution is typically used witpecialty
products.

b. intensive distribution. At the other end of gpectrum is intensive
distribution. With this strategy, a marketer pgpeoducts in as

many retailers in as many resellers willing to do s

Q) Because of the variety and number of retadarsying the
product, the producer gives up much control ovev ho
product is handled by retailer.

(2) This strategy is common with convenience goods.

C. selective distribution. The middle ground betw intensive and
exclusive distribution strategies is selectiverdisition, which

uses more than a few, but less than all availailets. The

strategy is typically used with shopping products
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dealing with channel conflict. Businessesistribution channels

invariably experience conflict. That's becausedygyand sellers

constantly try to get each other to do favors okeneoncessions. In even
the most placid relationships between channel mesnbecasionally
conflict arises.

a. sources of channel conflict. Conflict betwebarmel members
arises from two broad sources: distributive jusisselies, and
procedural justice issues.

(1) distributive justice issues. The idea of dmttive justice
relates to the distribution of rewards and burdaertbe
channel relationship. Some powerful channel membse
their economic clout to maximize their own shortrte
benefits, effective long term channel relationsmyasy
require foregoing short term gain for long termrama
efficiency.

(2) procedural justice issues. These issues pddahe
fairness of one the policies and procedures othiamnel
members in their interactions. Issues of procdduséce
become extremely important within contractual clednn
agreements such as franchises because partiesomay n
simply walk away from the deal creating the conflic
Disagreements may arise that are incompletely eaver
not covered at all by the contractual agreemeamsuth
circumstances, more powerful channel members may be
seen as taking advantage of the weaker member.

b. Channel conflict is resolved when one membeuiasges to the
wishes of the other. If the acquiescence is caetben this sets
the stage for future conflict. But for an issuesiag immediate
conflict, resolution may be obtained by utilizingeoof several
influence strategies.

(2) threat. The source of the influence attemgtns the target
of negative consequences if the target does notiestp.

(2) punishment. The source of the influence attengwns the
target that the source will enact negative consecpeeif
the target does not acquiesce.

3) reward. The source of the influence attempygssts that
positive consequences will result if the targetuaesces.

4) promise. The source of the influence atternggests that
the source will impart positive consequences irharge
for the target’'s acquiescence.

(5) request. The source of the influence attenmmply asks
the target for acquiescence.

C. Channel conflict decreases efficiency and perémce. Conflict
costs money. Cooperation (even when coerced) lysaales
money.
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Channel Intermediaries

A.

Wholesaling. It is important to distinguishtiween wholesaling (a channel
function) and wholesalers (firms that perform wisaleng). This is because many
producers and retailers have taken on the functiavholesaling themselves,
resulting in the decline of many independent whalkss. Wholesaling activities
must still be performed, of course. The differeisci the ownership of the firms
that perform it. Wholesalers are simply the firtimgt facilitate or expedite
wholesale transactions.

1. What is wholesaling? Wholesaling is all tranigexs in which products

are exchanged for the following purposes:

a. resale. Retailers, who sell their productsottsamers, must get
their products from somewhere. The transactioasght products
on retailers’ shelves are part of the wholesalung:fion.

b. making other products. Manufacturers must aequiaterials (raw
materials or component parts) of many kinds toingkeir own
production processes. The transactions throughhwhi
manufacturers gain possession of these matermlsaat of the
wholesaling function.

C. general business operations. All firms musuaegproducts
necessary to simply run the business (e.g., offigmplies,
computer software, etc.). The transactions thramgich firms
acquire these products are part of the wholesélingtion.

2. trends in wholesaling.

a. Although wholesaling remains a critical activiythe distribution
of goods and services, the independent wholesalerdecline.
Between 1962 and 1992, sales (not adjusted fatiofl) through
independent wholesalers grew by almost 40 timesweyer, the
number of independent wholesalers grew by onlyethiraes.
During this same period, gross domestic produat/dngabout 13
times. This indicates that wholesale establishim@nverage size is
increasing faster than the economy is growing ttait the number
of independent wholesalers is declining relativéhoverall
domestic economy.

b. Separating wholesalers from retailers is becgmre difficult.
(2) Many large national retail chains sell at bibté retail and

wholesale level. For example, Sam’s Clubs (alsbgfa

WalMart Corp.) offer memberships to individual féies

as well as small businesses. Similarly, largecef§upply
retailers such as Office Depot sell to both indints and
businesses.

(2) Many large retailers actually warehouse thewds in retail
showrooms. Lowe’s and Home Depot, for exampleksta
large replacement inventories on top of high hehy
shelving units and move items down by forklift when
needed.
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wholesaling functions. Wholesalers perform sa@ombination of the

following activities.

a. risk taking. During the transfer of goods, vésallers assume
responsibility for theft, damage, and in some camesess or
unsold inventory. Many wholesalers provide finagcor extend
credit to their customers, which also assumes s@ke

b. warehousing, shipping and handling. These tiogisfunctions are
critical for physically getting products to themténded
destinations.

C. market research and information. Wholesaldengbrovide
manufacturers and retailers information about custarends
based on their own sales activities or through spong market
research studies. Additionally, wholesalers marcageputer
information networks that ease customer orderirdyiaformation
sharing.

d. promotion. Wholesalers may assist in or conepfgirovide
promotional efforts on behalf of other channel mersb For
example, wholesalers may provide sales assistadeertising,
and other promotional materials.

classifying wholesalers. The most basic disitimcto make between

wholesalers is whether they actually take titléi.&@, own) the goods they

sell.

a. merchant wholesalers — take title to the pradtiaty sell. This
type of wholesaler may be classified accordindhlével of
service they provide customers.

(2) full-service wholesalers. The breadth of maratise
offered serves as a basis for classifying full-serv
merchant wholesalers. Types include general madiba
wholesalers, limited-line wholesalers, and spegiatie
wholesalers. The names are fairly self-explanatory

(2) limited-service wholesalers. These wholesadegsfairly
eclectic in nature. Below are listed a few comrhqes.

(@) Cash and carry wholesalers serve small resailer
who pay cash for merchandise and provide their
own shipping. Cash and carry wholesalers areyfairl
common in groceries and electrical supplies.

(b) Truck wholesalers (a.k.a., truck jobbers) aell
limited line of merchandise to customers direcfly o
their trucks. These may be found selling prodoce t
small grocers or tools to mechanics and service
stations.

(c) Drop shippers actually own the products thély se
but never take possession of them. Instead, they
have them forwarded from the products’ points of
production directly to their customers’ plants.opr
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shippers handle large orders of bulky goods such as
lumber, oil or chemicals.

b. agents and brokers. These are wholesalerddhadt take title to
the goods they sell. Typically, they act as asatee for one or
manufacturers either on a long-term or short teasish
(1) Manufacturers’ agents are by far the most comtype of

agent wholesalers. They sell and take orders balbef
several manufacturers — usually of noncompeting or
complimentary products. For example, a manufacuifre
chemical mixing equipment wishing to expand sales
overseas may use manufacturer’'s agents in Eurogaito
their products to European customers.
(2) Commission merchants (not a merchant wholesatkem’t
let the name confuse you) receive goods on congghm
(take possession but not title) to sell to auctiarkets.
Most often found in agricultural commodities, these
also known as “factor merchants,” or simply, “fastd
3) Brokers are a special type of agent wholeshkrattempts
to bring buyers and sellers together and help megot
sales. However, once buyers and sellers haveliveeght
together, the agent’s role typically decreasesaantyl
serves an advisory function. The broker for exanplay
not set prices but may shuttle information back fanth
between buyer and seller. Common in selling rette.
Retailing. Once again, it's useful to distinglubetween retailing and retailers.
As with wholesaling, we make this distinction besanot all retail sales occur
strictly through retailers. Retailing includes th@nsactions by which products
are acquired by individuals and households forgreakuse or consumption.
Retailers are firms that sell products to individuar households for their
personal use or consumption. Again, not all netgiis performed by retailers.
1. trends in retailing
a. increasing polarity. The growth in retailingionally has been
marked by two particularly sharp trends, which s¢éemave
occurred at opposite "poles” in the retailing speut
(2) growth in very large (by physical store sizayIprice
retailers that carry extremely large inventoryeotbw
levels of individual service, and rely on extremieigh
merchandise turnover to remain profitable (Lowestid
Depot, Office Depot, Sam's Club, etc.)

(2) growth in small (by physical store size) lintitene, tightly
focused, high service specialty retailers suclhas3ap,
Eddie Bauer, Body Shop, Foot Locker).

b. increasing power in channels. Thirty or forgags ago, marketing
channels were dominated by packaged goods mantdetu
(Procter and Gamble, Colgate, Kraft). Today, letaicontrol the
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"power position” in consumer distribution channel$ere are

several reasons for this:

(1) The growth in national chain retailers withgar and larger
stores gives them access to tremendous numbers of
customers.

(2) Better branding by retail stores means thaesto
themselves become brands. As such, customers becom
loyal to stores to the same degree they do to pitdzhands.

3) Retailers adoption of scanner technology gimetant and
highly accurate information about what sells besthat
combinations and at what price. Manufacturers relw
on retailers for this information.

growth of direct channels. Countering the teetmvard retailer

power is the growth of direct channels. Directrofes exist when

manufacturers sell directly to consumers with n@lekalers or
retailers at all. Many computers are sold to camexns through
direct channels used by companies like Dell anct@ay. Indeed,
the Internet will likely make possible direct chafsmin many
industries. Certainly, direct channels will prolyatiot work for all
types of products and few believe that they wikm@eome close to
replacing channels with marketing intermediari8sill, direct
channels represent an important and growing foreearketing
that will permanently change how many consumerg sinal
businesses sell.

major types of retail establishments. The V¥gié retail establishments
has grown enormously in the last few decades. fi@olyy continues to
fuel this growth. Given their diversity, retailersuld be categorized in
many ways. For example, one might divide retaidéesording to
ownership -- independent or chain. Here, we caiegthem by the
breadth and depth of their product offerings. Tisisis not exhaustive,
but provides examples of most major types of retsil

a.

general merchandise retail stores. These esfablishments

stock a broad assortment of merchandise, oftenmitbh depth.

They often differentiate themselves on the basgate size,

merchandise price and quality, and service level.

(1) Department stores offer wide and deep producesn
divided into departments. They traditionally foaurs
quality and service, however, recently competingeran
price. (Lazarus, Dillards, Sears)

(2) Discount stores are large limited or self-sgg\stores
focused clearly on price. They offer very broadetses of
national and private label general merchandiseaaed
expanding into new merchandise lines and buildirey e
larger stores (WalMart, Meijer)
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Supermarkets are large self-service food stitvasmay
also carry a limited amount of nonfood merchandise.
(Albertsons, Krogers). Discount stores, howeves, a
increasingly competing with supermarkets.
Warehouse clubs are very large-scale, verydithservice,
members-only establishments that combine cash & car
wholesaling with deep discount retailing. They teatvery
broad merchandise lines, with limited depth. (Sabhd,
Price Costco).

Catalog showrooms operate somewhat like warsdou
stores, except they display merchandise in a skmwro
setting where all but display merchandise is ket o
customers' reach. Customers order merchandiseifrom
store catalogs and take possession of their meddeas
they leave. This particular business model isadlide
(Service Merchandise).

specialty retailers

(1)

(2)

3)

Traditional specialty stores, also called ledHline
retailers, typically occupy fairly small facilitiebut carry a
very deep selection of a limited assortment of imandise.
Although chain specialty stores are growing (Dasney
Store, Gap, Radio Shack), more than half remain
independently owned. Chain specialty retailersydwer,
are much better suited to compete on price with
independents.

Off-price retailers purchase manufacturersosels,
overruns, returns, and off season merchandisehamdsel!
them at deep discounts relative to departmentstore
Several off-price retailers have grown into laraios (i.e.,
Big Lots, TJ Maxx, Marshalls, Stein Mart). A nengnd in
off-price retailing is the manufacturer's outletlima
Category killers are a new and important typeetail
store. Category Killers are large specialty sttias focus
on one or occasionally two product lines and compet
the basis of tremendous selection and price. €heyed
their name by entering trading areas, quickly gatige
large market shares, and taking much business fuaray
smaller, often locally-owned, higher priced spdyiatores.
Examples include Lowes, Best Buy, and Toys R Us.

nonstore retailers. These retailers do ngtaela physical facility
to sell their products.

(1)

Direct selling is the contemporary version obdto-door
selling. However, direct selling has evolved iato
sophisticated retailing process with some well-know
brands including Mary Kay, Avon, Amway, World Book
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3)

(4)

(5)
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and Kirby. The growth in many of these organizadics
phenomenal.

Catalog marketing typically operate in combioatwith in-
store retailing. Well known examples include Sga@
Penny and Service Merchandise. Others, such &ehh
rely almost exclusively on catalog sales. Stitlestwell-
known retailer that began as catalog marketers have
expanded into in-store retailers (Victoria's Secsétarper
Image).

Television home shopping can occur either thholmome
shopping cable channels or through program length
commercials (so-called “infomercials”).

On-line retailing, also called “e-tailing,” eft functions
much the same as catalog marketing, but through a
computer. As technology advances, however, ersandl
become much more adept at making their on-line
presentations more customized and interactive. yMan
catalog retailers developed sophisticated Web shswill
eventually replace traditional printed catalogs.
Automatic vending is also becoming more sojdastd as
digital technology makes dispensing merchandiseeas
and more reliable.



