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_ major channe[ mtermedmnes—retallers

: and wholesaters

We IL start with'a look at Caterpﬂ[ar
You might think that Eaterplllar s sUCCess,

“and its ahility to charge premium prices,

rests on the guality of the heavy con-

- struction-and ‘mining equipment that it

" produces, But Caterpillar sees “things dif-
“ferently, The company's dominance, it

- chaims,results from its unparalleted dis--

- tribution and customer support system—

'~ 'from the strong. znd caring partnerships

Caterpillar-dealers: Read on and see why,

building profitable customer- relatw_n—.?
~* ships. Instead, most are only a single lirik
- in a targer supply chain and. marketing.

©that it has built -with independent

Marketing Channels
and Supply Chain
Management

ﬁor more than seven decades, Caterpillar has dominaiad the world's markets
;—;ﬂ “far heavy construction, mining, and logging equipment. Its familiar yellow
wErs  tractors, crawlers, loaders, bulldozers, and frucks are & common sight at
any conslruction arga, Caterpillar seits more than 300 producis in nearly 200 coun-
tries, with sales appreaching $40 bitlion annuaily. Over the past two years, saies
have grown G0 percent; orofits have shot up 250 parcent. The big Car captures
some 37 percenl of the worldwide construction and farm equipment business,
more than double that of number-twa Komatsu. The waiting line for some of
Caterpillar's biggest equipment is years fang,
aany tactors contribute to Caterpillar's enduring success—high-guality prod-
ucts, flexible and efficient manufacturing, and a steady stream of innovative new
products.. Yet these are not the most important reasons for Caterpillar's deminance.
Instead, Catergillar credits its facus on custemers and s corps of 200 outstanding
independent dealers worldwide, who do a superb job of taking care of every cus-
tomer need. According to former Caterpillar CEQ Denald Fites:

After the product leaves cur door, the dealers take over. They are the ones an
the front line. They're the ones whao five with the product for its lifetime,
They're the gnes customers see. . .. They're out there making sure that when
a machine is deliverzsd, it’s in the condition it's suppased to be in. They're out
there training a customer’'s pperators, They service a product frequently
threughaut its fife, carefully monitoring a machine’s health and scheduling
repairs to prevent costly downtime. The customer . .. knows that there is a
[540-hillion-plus] company calted Caterpillar. But th=- dealers creatz the
image of a tompany that doesn't just stand behind its preducts but with its
products, anywhere in the world. Our dealers are the reason that our moite—
Buy ihe Iren, Get the Company—is nat ann ematy slogan.

“Buy the Iron, Get the Company”™—hat’s a powerful value sroposition. It means
that when yau huy Cat equipment, you become a member of the Caterpillar family.
Caterpillar and its dealers work :n close harmany to find better ways to bring value to
customers. Dealers play a vital roe in almost every aspect of Caterpiilar's operations,
frem product design and defivery, fo prodact service and suppart, to market intedlj-
gence and customer feedback,

I the heawy-equipment industry, in which equipment downtime can mean big
losses, Caterpitlar's exceptional service gives it a huge advantage in winning and
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keeping customers. Cansider Fragpert-MeMoRan, a Cat customer that cperates one
of the world's largest copper and gold mines, 24 hours a day, 365 days a year. High
in the mountains of Indenesiz, tha mine is accessible cnly by aerial cabseway or heii-
copler, Freeport-MchaRan reles on imore than 500 gieces of Caterpillar mining anc
construction equipment—warth several nundrad million doliars—incliding Inzders,
tractors, and mammoth 240-tor, 2 000-plus-horsepower trucks. Many of these
machines cost well over $1 million apiecs. Wnen equipment breaks down, Freeport-
McMoRan foses marey fast, Freepoit-MoMaoRan giadly pays a premium 2rice for
machines and service it can count on, 18 knows that it cen court on Caterpdllar and
its puistanding distribution network for supart suppori.

The close working relaticnship between Caterpiilas and its desiers cames down Lo
mare than just forrmat contracts and business agraements, The powerful partnership
rests on e handful of basic princioles and praciices:

Dealer profitabiiity: Caterpiilars male: "Share the gain as well as tha pain.” When
times are good, Caterpiliar shares the bounty with s dealers rather than trying fo
grab all the riches for itself, When times zre bad, Caterpillar protecis its cealers,
In the mid-1980s, facirg a depressed global construction-equipmant market znd
cutthroat competition, Caterpillar shetterad its dealers by absorbing much of the
economic damage. ft ost almast $1 billior dollars in just three years but didn't
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inse a single dealer. In caontrast, competitors” dealers struggled and many failed. As a result,
Caierpillar emerged with its distribution system intact and its competitive position stronger than ever.

& Exfraordinary deater suppart: Mowhere is this suppart more apparent than in the company's parts
delivery systemn, the fastest and most refizble in the industry. Caterpillar maintains 36 distribution cen-
tersand 1,500 service faciities around the world, which stock 320,000 different parts and ship 84,000
ftemns per day, every day of the year In turn, dealers have made huge investments in inventory, ware-
houses, fleets of frucks, service bays, diagnostic and service equipment, and information technology.
Together, Caterpillar and its dealers guarantes parts delivery within 48 hours arywhere in the world.
The camparty ships 80 parcent of parts orders immediately and 99 percent an the same day the order
is receivad. In contrast, it's not unusual for competitars’ customers to wait four or five days for a part.

' Communfcations: Caterpillar communicates with its deaiers—ully, frequently, and honestly.
According to Fites, “There are no secrets between us and our dealers. We have the financial state-
ments and key operating data of every dealer in the world. . . . In addition, virtually all Caterpiliar
and dealer employees have real-time access to confinually updated daiabases of service informa-
tion, sales trends and foreeasts, custorner satisfaction surveys, and ather critical data.”

a Deafer pertarmance: Caterpillar does all it can te ensure that its dealerships are run weil. {t closely
manitors each dealership’s sales, market position, service capabitity, financizl situation, and other
performance measures. It genuinely wanis each dealer to succeed, and when it sees 2 problem, it
jumps in to help. As a result, Caterpillar dealerships, many of which are family businesses, tend to
he stable and profitable.

R Parsonal refafionships: |n addition to more formal business ties, Cat formis close personal tics with
its dealers in a kind of family retationship. One Caterpillar executive reiates the folowing example:
“When [ se2 Chappy Chapman, a retired axecutive vice-president .. ., out on the golf course, he
always asks about particular dealers or about their children, who may be runining the business now,
And every time | see thase dealers, they inguire, ‘How's Chappy? That's the sort of relationship we
have. ... | consider the majority of dealers parsenai friends.”

Thus, Calergiliar's superb distribulfion system serves as a major source of competitive advaniage.
The systern is built an a firm base of mutual trust and shared dreams. Caterpiliar and its dealers feel a
deep pride in what they are accomplishing together. As Fites puts it, “There’s a camaraderie among
ourc[galers around the world that really rnakes it more than just 4 financial arrangement. They feel that
what they're doing is gaod for the world because they are part of an arganization that makes, sells, and
tends to tha machines that make the waorld work. "L

Most frms cannot bring value to customers by themsslves. Instead, they must work clasely
with ather firms in a larger value delivery network.

Supply Chains and the Value
Delivery Network
Producing a product ot service and making it avatlable to buyers requires buildinE relation-

ships not just with customers, but also with key sugpliers a.nd rosellers in the company’s
supply chairt This Supply chain con¥iTs af “upstream” and” “domstream__partners

Upstream from the company is the set of firnis 15 that supply the raw matenials, compouents,

arts, information, finances, and expertise needed toTreate & product or service. Marketers,
owever, have traditionally focusén ¢ 'th dgwmst;g@ “side of the supply ¢hain—on the
markefmg_._{;h gnng_{g ar dg&_fubuﬂon _C_h_qnﬂefs that look forward toward the customer.
"Downstream marketing channel partuers, such as wholesalers and retailers, forem a vital con-
nection between the ﬁrm and its customers.
Both upstream and downstream partners may also be part of other firms’ supply chains.

But it is the unigue design of ¢ach company’s supply chain that enables it to deliver superior
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Ualue delwery network value to customers. An individual firm’s snecess depends not only on how well if performs,
i but also on how well its entire supplv cham L and marketing channe], compote ith compati-
_company, _\}F“"J ers, Lors’ _L.harme]s -
~ distribuicrs, ’aﬁ'ultlmate!y The térm supply chain may be too limited—il takes a make-and-sell view of the busi-
] uﬁcmerc WO | parmer W|th ness. It suggests that raw materials, productive inputs, and factary capacity should serve as
Ak other 10 | improve the the starting point for market planning. A better term would be demand chain because it sug-
rerformance of he enfire’ gests a segge—afld—l'esp_c_!{_z__ci view of the market. Under this view, planning starts with the
-.Systam, needs of target customers, to which the company responds by organizing a chain of

resources and activities with the goal of creating customer value.

Even a demand chain view of a business may be
too limited, becauss it takes cqﬁ,l@_p__—jgm, linear
view of purchase-productivo-consumption activities.
With the=advent of the [nternet and other technolo-
gies, however, companies are forming more numer-
ous and complex relationships with other firms. For
example, Ford manages numerons supply chains. It
also sponsors or transacls on many B2B Wely sites
and online purchasing exchanges as nceds arise. Like
Ford, most large companies today are engaged in
huilding and managing o continncusly evolvin

valug delivery metwork, T

As defifed T GRapter 2, a, valie delivery npi-
wark is made up of the company. suppliers, distribu-
“tors, and ultimately customers who “partner” with
cach other to improve the performance of the entire
system. For example, Palm, the leading manufacturer
of handheld devices, manages & whole conmunity of
suppliers and assemblers of semiconductor compo-
pents, plastic cases, LCD displays, and accessories. lis
network alsa includes offline and online resellers, and
45,000 complementors who have created more than
5,000 applications for the Palm operating systewns, All
of these diverse pariners must work effectively
tugethrer to bring superior value to Falm's customers,

This chapter focuses on marksting channels—on
the downstream side of U er_} _11_£,~tw“_k"=’
However, it is important ‘te remember that this is
wnly part of the Rull value network. 1o bring value to
customers, companies need upstieam supplier part-
ners just as they need downstream channel partners.
Increasingly, markeoters are participating in and influ-
encing their company’s upstream activities as well as
its downstrean activitics. More than marketing chan-
nel managers, they are becoming full valug-nerwork
Tanagers.

The chapier examines four major questions con-
cerning macketing channels: What is the nature of
marketlng channels a.nd why are they lmEortant?

Sanly Kulick £3: €3 gad WaF L
108 iege f FL Thed

B Value delivery network: Palm, Inc., manages a whole community of
suppliers, assemblers, resellers, and complementors wha must wark
effectively together to make life easier for Falm's customers.

_compames ; Y deswnmg and managmg theu" charinels? Wh,at;g_lg,d.ﬂ_phg‘.smai_distrﬁmtmn .
and c:upply chain management play in attra(,tmg and bdthﬁﬁlﬂg customers? In Chapter 13, we

will ook ‘af marketing channél issues from the viswpoint of tetailers and wholesalers,

. i The Nature and Importance
Marketing shannel .
{distribiition channel) of Marketing Channels

-f\ set of mterg epandent,
meke | Few producers sell their goods directly to the final users. Instead, most use intermediaries to
rwf:e avallabie bring lheir products to market, They try 1o forge a_marketing channe| (or distribution

o use o cnsumptlon bvine ~channel)l—a set of interdependent organizalions that help make a product or service sice available

T

r or business user, .~ for use of consumption by the consumer or business user,

b p N SR

=




336 Part 3 Designing a Customer-Briven Marketing Strategy and Integrated Marketing Mix

B Tnnovative marketing
channels: Catyx & Corolla sells
fresh flowérs and plants
directly to consumers by phone
and from its Webh site, cutting
a week ar more off the time it
takes flowers 1o reach
consurmers through
conventional retail channels.

A company’s channel decisions directly affect every other marketing decision. Pricing
depends on whether the company works with national discount chains, uses high-quality
spectalty stores, or sells directly to censumers via the Web. The firm’s sales force and com-
munications decisions depend on how much persuasion, training, motivation, and support
its channel partners need. Whether a company develops or acquires cerfain new products
may depend on how well those products fit the capabilities of its channel members,

Companies often pay too litile attention to their distribution channels, sometimes with
damaging results. In contrast, many companies have used ipaginative distribuiion systems ta

gain a competitive advantage. FedEx’s creative and imposing distribution system made it a
leader in express delivery, Dell revolutionized its industry by selling personal computers
directly to consumers rather than through retail stores. Amazon.com pioneered the sales of
books and a wide range of ather goods via the Internet. And Calyx & Corolla led the way in
selling fresh flowers and plants direct to consumers by phone and from its Web site, cutting a
week or more off the ilme it takes flowers to reach consumears through conventional retail
channels.

Distribution channel docigsions often invelve long-term cammitments to gther firms. For
example, companies such as Ford, I-iewlett-Packﬂm’s can easily change their
advertising. pricing, or promotion programs. They can scrap old products and introduce new
ones as market tastes demand. But whan they set up distribution channels through contracts
with franchisees, independsnt dealers, or large rotailers, they cannot readily replace these
channels with company-owned stores or Web sites if conditions change, Therefore, manage-
ment mast design its channels carefully, with an eye un tomorrow’s likely selling environ-
ment as well as taday's.

How Channel Members Add Valus

Why do producers give some of the selling job to channel partners? After all, doing so mgans
giving up some control over how and to wham they sell their products. Producers use inter-
mediaries because they create grealer sfficiency in making goods available to.targel markets.
Through their contacts, gxperience, _spec}ggirzgm_gg,_.., d.sc _Q_fﬂ});ergtg_g%higgrl%iayifs
usually offer the {iom more than it can achisve on its owi

CATRGRAT | QOCAZION | SLOSIICTYRE | CUSTORLR CARE | ARIWM LG 0 MV ACSCUNT | SHOFFING BERSRET




FIGURE 12.1

How using a marketing
intermediary reduces the
numhber of channel
transactions

Chapter 12 Marketing Channels and Supply Chafn Management 337

A. Mumber of contacts without a distributor B. Number of contacis with a distributor
MxxC—=3%3=0 M+C=3+3~6§

Distributor

Figure 12.1 shows how usine intermediarigs can provide economies. Figure 12,14 shows
three H’ldllLfc’lCtLllE‘I'S each using diract marketing to reach thres customers. This aystem
requires nine different contacts. Figure 12.18 shows the three manufacturers working through
one distrihutor, which contacts the three customers. This system requires ouly six contacts. In
this way, intermediarigs reduce the amount of work that must be done by.both producers and

L CDDSU.IT!PTS‘

T oint of view, the role of mgth is to

transform the'agsortments. ]:::ﬁgrc;u/}s made by producers i 111t&ﬂ;r_:_as_sgr_l_1:1_l,ents watited by
oﬁ"‘stmqers Produters ! W assortments Df";ﬁ:ductq inTarge quantities] but_con-
sumers wantrﬁ_—vaa as tments of products in small quantilies. Mmketmg L.hdnnel members'

and bmadcr assortments wanted by consumers.

For example, Unilever makes millions of bars Lever 2000 hand soap each day, but you
want to buy enly a few bars at a time. So big food, drug, and discounl relailers, such as Kroger,
Walgreens, and Wal-Mart, buy Lever 2000 by the truckload and stock it on their store’s
shelves. Tn turn, you can buy a single bar of Lever 2000, along with a shopping cart full of
small quantities of loothpasts, shampoo, and ether related products as you need them. Thus,
intermediaries play an important role in mat;hmg,snpplv and demand.

In making produgks. ermcee ay. € t0 COTLSUMeErs, Lhdil el members add value by,
bridging the majoytime) ace) a: oesessiol) paps t that qepareie goads and services from

“those whao would uget eratiembers marketmg channe! perform many key functions.

“Zome help to complete transactions:

\/ o [pformgtion; Gathering and distributing marketing research and tntelligence information

ahouk actars and forces in the marketing environment needed for planning and aiding
gxchange.

B Promotion: Developing and spreading persuasive communications about an offer.
PO
@ Confact, Finding and cesununicating with prospective buyers.

8 dfstching: Shaping and fitting the offer to the buyer's needs, including activities such as
manutacturing, prading, assembling, and packaging.

8 Megotigion: Reaching an agreement on price and other terins of the offer so that vwaership
or possassion can be transterred.

Others help to fulfill the vompleted transactions:

s Physical d;:,mbutmn Transporting and storing goods.
g Fmancd_’gbAcqmrmg and using lunds to cover the costs of the channel work.
El Hisk tukin k tuking: Assuming the risks of carrving oul the channel work.
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Channel 1

elUBIOM

Channel 2 Channet 3 Channel 1 Channel 2 Channel 3

A, Customer marketing channels B. Business marketing channels

FIGURE 12.2 consumer and business marketing chanrels

Channe! level

TE Tayer of inermediaries that
vork I

performs some

ifging the procict anc its

Jownership closer i the finel  ing channel, has no intermedtary levels; the company sells directly to consumers. For ex

ol

e

Direct marketing chan

The question is not whether these iong.nesd tobe f rmed—they must be—but
rather_who will part o the extent that the manufacturer pexforms these functions,

ils costs go up and its prices become higher. When some of these functions argshifted to infer-

) g]pdiari_@s,_ the praducer’s costs and prices may be lower, but the intermediaries must charge

more to cover the custs of their workl T dividing the work of the channel, the various func-
tions should be assigned to the ¢hannel members who can add the most value for the cost.

Number of Channel Levels

Clompanies can design their distribution channels to make products and services available to
customers in different ways. Each layer of marketing intermediaries that perfurms some work
in bringing the product and its ownership closer to the final buyer is a channel level. Because
the producer and the final consumer hoth perform some wark, they af8Bart of every channel.
The number of infermediary levels indicates the length of a channel. Figure 12.2A shows
several consumer distribution channels of diffarent lengths. Channel 1, called a direct market-
ple,

" Mary Kay and Amway sell their products doer-to-door, through home and office sales parties,

nel

“Ama r@ﬂﬁgﬁhanne That has

"_ro intgimediary levals.

more intermediary leve

lndirect marketing channel

[¥g

and on the Web; GEICO sslls direct via the telephone and the Internet. The remaining channels
in Figure 12.2A are indirect marketing chanmels, containing one or more intermediaries.
Figure 12.2B §Hows 5ome common businéss distribution channels. The business mar-
keter can use its own sales force to sell directly to business customers. Or it can sell to various
types of intermediaries, whe [n turs sell to these customers. Consumer and business market-
ing channels with even more levels can sometimes be found, but less often, From the pro-
durer’s point of view, a greater number of levels means less control and greater channel com-
plexity. Moreover, all of the instifutions in the channel are connected by several t
fo hosa jnclude u@. of products, the flow of Gwnershiz, tﬁﬁw,

.-.mﬁ_ fow, and t .‘ill 1 flow. These flows can make even chanfiels with only
ene or a few Tevels very chmfless="

i Channel Behavior and Organization

Distribution channels are more than simple collections of firms tied together by various lows.
They are complex behavioral systems in which people and companies interact to accomplish
individual, company, and channel goals. Some channel systems consist only of informal

T —p= Gy
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interaiions among loossly organized firms. Others consist.af formal inter ctions guided by
strong organizational structures. Moreover, channe] systems do not stand still—pew types of
intermediarics emerge and whole new channel systems evolve. Here we look at channel
behavior and at how members organize to do the work of the channel.

A marketing channel consists of firms that have partnered for their common good. Fach chan-
nel member depends on the others. For example, a Ford desler depends on Ford to design
cars that meet consumer needs. In tura, Ford depends on the dealer o attract consurners, per-
suade them to buy Ford cars, and service cars after the sale. Each Ford dealer also depends on
other dealsrs to provide good sales and service that will uphold the brand’s reputation. In
fact, the success of individual Ford dealers depends on how well the entire Ford marketing
channel competes with the chanaels of olher auto manufacterers.

Each channel member plays a specialized role in the channcl. For exampls, Samsung’s
role is to produce conswmer electronics products that consunters will like and to create
demand throuph national advertising. Best Buy’s role is to display these Samsung products in
convenient locaiions, to answer buyers’ questions, and to complete sales. The channel will be
most effective when each member assumes the tasks it can do best.

Ideally, becauss the success of individual channel members depends on overall channel
suwecess, all channel firms should work together smoothly. They should understand and
accopt their roles, coordinate thair activities, and cooperate to attain overall charme! goals,
However, individual channel memhers rarely take such a hraad view. Cooperating to achieve
overall channel goals sometimes means giviog up individual company goals. Although chan-
nel members depend on one another, they aften ast alone in their own short-run best inter-
ests. They often disagree on who should do what and for what rewards. Such disagreements

Channel conilict gver goals, roles, and rewards generatn channel condlict. ’

_Hurizontul conflict occurs among firvms at_the same level of the channel. For instance,
somc Ford dealers m Chicage might complain the other dealers in the city sleal sales from
them by pricing too law or by advertising outside their assigned territories. Or Heliday Inn
franchiseses might complain about other Holiday Inn operaiurs overcharging guests or giving
poor service, hurting the overall Holiday Inn image,

Vertical conflict, conflicts between different levals of the same channel, is.gven more com-

man, For example, Coodyear created hard feelings and conflict with its premier independent-

“~Healer charmel when it began selling through mass-merchant retailers (see Real Marketing '12.1).

Similacly, Revlen came into serious contlict with its depariment store channels when it cozied
up to mass merchants:®

A few years back, Revlon made a big commitment to mass-market retailers such as
Wal-Mart, Target, and CVS, all but snubbing better department stores. That strategy
worked well initially. However, the mass merchants are saphisticated and demand-
ing, and they quickly abandon brands that aren’t working, That happened recently
with Revlon's important new Vital Radiance line of cosmetics targeted toward
aging boomers. When Revlon failed to deliver on the promised marketing support
for Vital Radiance—it spent only $706,000 during the three-month launch versus
P&G's 39 million during the same period for its own CoverGirl Advanced Radiance
cosmetics—the mass-merchant chaunels backed away from the brand. For exam-
ple, only 647 of CVS's 5,300 stores carried the new line. Meanwhile, the snubbed
deparlment stores are now lukewarm toward Revlon's prestige lines. An alienated
Federated Department Stores, which operates Macy's and Bloomingdale’s, refused
tu carry Revlon’s new Flair prestige fragrance altogether. Says one retailing expert,
“The prestige channel doesn't trust Revlon not to run back Lo the discount channel
if sales for Flair don't fly.”

Some contlict in the channel takes the form of healthy competition. Such competition
can he good for the channel—without it, the channel could become passive and noninnova-
tive. But severe or prolonged conflict, as in the case of Guodyear and Revlon, can disrupt
channel effectiveness and cause lasting harm to channel relationships. Companies should
manage channel conilict to keep it from getting cut of hand.
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For more than 6D years,

; Goadvear sold replacement
tlres exclusively throlgh its premier network
of 5,300 independent Goodyear deaiers.
Both Gondyear and its ceaiers profited from
this partnership. Goodyear received the
undivided attention and loyalty of its single-
brand dealers, and the dealars gained the
exclusive right to seil the highly respecied
Goodyear tire line. In mid-1992, nowever,

. Goodyear shattered tradition and ;olted its
dealers by agresing ta sell its tires through
Sears auio centers, Similar pacts scon fol-
lower with Wal-Mart and Sam's Club, placing
cealars in direct competition with the
nation’s mosl potent retailers.

To add insult to injury, beyond selling its
oranded lires through large  relatlers,
Goodyear began selling orivate-branded tires
though Wal-Mart and cther discounters. It
aven npened ifs own no-frills, quick-serve
Just Tires discount stores designed to fend
off low-priced competitors, A4 of these
moves created fierce new competition for
Goodyear's independent dealers.

Goodyear claimed that the channel
changes were eszential. Tires had become
more of 2n impuise item, and value-minded e Dl T L L e e T e
tire buyers were increasingly buying from Charne| conflict: Following more than 3 decade of damaging conflict with its prized
cheaper, mutibrand discount outlets and  independent dealer network, Goodyear has actively set about repairing fractured dealer
deparment stires. The market share ofthese  relations. The result: a remarkable tumaround that has Geodyear now rolling, rolting, rofling.
outlets had grown 30 percent in the previous

Conventional distribution  Weriicsl Marketing Bysiems
chanpe}

For the channel as a2 whole to perform well, each channef member’s role must be specified
and channel conflict must be managed. The channel will porform better if it inciudes a firm,
agency, or mechanism that pI‘OVlC[E‘S leadership and has the power lo assign roles and manage
conflict.

Historically, conventional distribution channels have lacked such leadership and power,
often resulting in damiasing conflict and poor performance. One of the biggest channel devel-
opmentb over the years has been the emergence of verticd! marketing systems that provide

am_ﬂm F‘1gurP 12.3 contrasts the two types of channe! arrangements.

A channel consisting of ane

producers, whilezalers, znd
retailers, wach a separaie
business secking to maxim.ze
125 wwh pronts gven at the
expensg of orohts for fhe

SYSierm as awhee.

" A convenli tion chanuel consists of ooe ur more independent producers,
Verdical marketipg system wholesalers, and reta]lers Fach is a sepatate business seeking to maximize ils own profits,
(VaISs} perhaps even at the expense of the system as a whole. No channel memwmber has much contral
A distribution chanrnel over the other members, and no formal means exists for assigning roles and resolving channgl

,tr.Jciurn i which producers, canflict.

I cuntrast, a yertical marketing system. (VMS) consists of producers, wholesaless, and
; retailers acting as a unified sysi@m. Oue chaunel member owns the athers, has contracts with

Ferber owns e them, ur wields so much power that they must all cooperate. The VMS can be dominated by

gihers, has coniracls with the producer, wholesaler, or retailer. D{ e H
therr:, or has so mush power We look now at three major lypes of VMSs: edrporate, controctual, and administered.
izt they al.congecale- Each uses a different means for setting up leadersHTf aid power 1n 1he channel, -
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five years, while tha: of tire dealers had falien 4 percent. Marketing
research showed that one out of four Wai-Mart custorners was a paten-
tial Goodyear buver and that these buyers came from a s2gment
uniikely to be reached by independent Goodyear deaters. By selling
exclusively through its deaier network, Goodyear claimed, it simply
wasn'l pLing its tires wherg many cansumers were going 1o buy them.

The shilts in consumer buying were also causing problems for
dezlers. Unfortunatety, however, as Goodyear expanded into the
nesdged new channels, it tock tew steps to protect its prized dealer
newwork. Although it offered an ample variety of premivm lines,
Gondyear provicded it deaiers with none of the lower-priced lines that
many censumers werz demanding. Dealers complained not just
about campetiticn from megaretailers but 2lso about shoddy treat-
ment and ucfair pricing from Goodyear. For example, to sell more
tires, Gnodyear offered volume discounls o its higgest ratailers and
wholesalers. “The result was pricing insanity,” notes ane observer.
“Some smaller dealsrs were paying more for fires than whai Sears
charged at retail.”

Not surprisingsy, Gocdyear's aggressive maves into new channels
sat off a surpe of dysfunctianal channal cenflict, and dealer relations
deteriorated rapicly. Some of Goodyear's best dealers defected fo
competilers, Other angry dealers siruck back by taking on compet-
ing hrands and by aggressively promoting cheaper, privaiz-label
tires that offered higher margins to desiers and more appeal ko
valye-conscions consumaers. LS. cealers in California even took
Goodyear ta court in & class action suit, causing Gaodyear o some-
what restrict the tirz lines sola througn its new chianneis thare, Says
ona former dealer, “Afier someone punches you n the face a few
tirnes, you say, 'Enough is encugh.””

Such deater actions weakenad the Goodyear name and the pre-
mium price lkat it could command. Goodyear's replacemens tire
szles—-which make up 72 percent of the company's revariues—went

FIGURE 12.3 A

X . i
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flat, dropping the company into a decade-lursg profit funk. By 2002,
Goodyear was fighting off rumaors of bankeptoy.

ln 2003, however, Goodyear regeined its senses and refocused
its stratzgy. After years of chasing volume by selling Iow'—rnargin
tires to raid-market buyers, the company began focusing aon
higher-parformance, highar-margin tire lines, Mare impartantiy,
Goodyear sotively set aboud repalring fracturad dealer refations. =
began supparting dealers with more farr and cansistent pricing,
on-tima order fulfillment, strong marketing suoport, and hot new
rroducts sold exclusively through the dealer netwark.

The new strategic direction had an immediate and imprassive
impact. in the two years fllowing the redireciion, Goodyear's seles
expleded 30 percent, profits went from seanng red to healthy black, end
the company's stock price guadriplad. Goodyear is now rolling, soiling,
ralling. And dealer relations kave turned around cramatically. A a recent
meating with daalers in Nashwille, Tennessee, Goodyear chief exscutive
Robert Keepan recaived a "roaring standing ovation” fram dealzrs,

DCespute its recent successes, however, the company still faces
many bumps in the road ahead. Completely patching Goodyear’s
deaier relations, damaged over many years, will take time, "We still
have a long way 10 g2 o this,” admits Gondyear's VP for replacement
tire saies. "We lost sight of tha fact thai it's in our interest thai our
dealers succesd ™ Anindustiy analyst agrees: “Goadyear. . must stay
proactive about keeping dealers satisfied. I's an everyday effor
involving all of the campany's interacticrs with dealers," '

Sources: Quates and other informaticn from "No Time to Rest for
Goadyear,” Tire Husiness, February 13, 20306, p. &; Kevin Kelleher,
“Giving Deazlers 2 Raw Dezl,” Busingss 2.0, December 2004, pp, 82-84;
Jonathan Faheay, “Rofling, Rolling, Ralling,” Fordes, Novemier 28, 20[;15,
pp. 54-56: and Goodyear annual reperls and olher information accessed
at weew.gcodyear.com, Septerncer 2006.
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Corporate VMS
£ vertical marketing system

Al RO LINSs SUCCEsSive
“=gtages of produciion and
distribution under single
_ownership—channe;
|zadership is establisied
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Corporate YMS: Zara’s success stams from its control aver almost evaery aspect of
the supply chain, from design and production to its own worldwide distribution
network.
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Corporate VBS

A corporate VMS integrates successive stages of producton and distribution nnder single
ownership. Coordination and conflict management are attained through regular organiza-
tional channels. For example, erocery giant Kroger owns and operates 42 factories that erank
out more than 8,000 private label items found un its store shelves. Gianl Food Stores operates
an ice-cube processing facility, a soft-drink battling operation, its own dairy, an tve cresm
plant, and a bakery that supplies Giant stores with everything from bagels to birthday cakes.
And little-known Italian evewear maker Luxofiica produces many famous syswear brands—
including Ray-Ban, Vogue, Anne Klein, Ferragamo, and Bvlgari. It then sells these brands
through two of the world’s largest optical chains, LensCrafters and Sunglass Hut, which it
also owns.*

Controlling the entire distribution chain has turned Spanish clothing chain Zara into the
world’s fastest-growing fashion retailer.

The secret to Zara’s stccess is its control over almost every aspect of the supply
chain, from design and production to its own worldwide distribution network. Zara
makes 40 percent of its own fabrics and produces more than half of its own clothes,
rather than relying on a hodgepodge of slow-moving suppliers. More than 11,000
new items every season take shape in Zara's own design ceaters, supported by real-
time sales data. New desipns feed into
Zara manufacturing centers, which ship
finished products directly to 918 Zara
stores in 64 counfries, saving time, elim-
inating the nsed for warehouses, and
keeping inventories low. Effective verti-
cal integration makes Zara faster, more
flexible, and more efficient than interna-
tional competilurs such as  Gap,
Bencttan, and He . Its finely tuned dis-
tribution systerns makes Zara seem
more Hke Dell or Wal-Mart than Gucci
or Louis Vaittorn. Zara can make a new
line from start to finish in less thae 15
days, su a look seen on MTV can be in
Zara stores within a manth, versus an
industry average of nine months. And
Zara's low costs let it offer midmarket
chic at downmarket prices. The com-
pany's stylish but affordeble offexings
have attracted a cult following, and Zara
stare sales grew more than 18 percent
last year to $4.4 billion.*

Comiractoal VME

A contractual VMS consists of independent firms at different levels of production und distri-
bufTi wha joil together through contracts to obtain more economies or sales impact than
each could achieve alone. Coordination and conflict management are attained through con-
fractual agreements among cha.nnel members.

Tha-franchise- n is the most common fype of contrectual relationship—a chan-
nel member called & franchisor links several stages in the produchon-discibulon process. In
the Tinited States alone, mare 760,000 franchise outlets account for more than $1.5 trillion in
anpual sales. Industry analysts estimate that a new franchise outlet opens somewhere in the
United States every eight minutes and that about one out of every 12 retail business outlets is a
franchised business.® Almost every kind of business has been franchised—from molels and
fast-food restaurants to dental centers and dating services, from wedding consultants and maid
services to fitness centers and funeral homes.

T here are three types of franchises. Tho fixsl type is the manufpcturerspongored Igetaﬂe?

nchijse Vstem—for exa_mple Ford and {is ne k of independent franchised deale
ranchise sysfemn—Coca-Cola Heenses

; 3-Cola syrup concentrate and the -
tle and sell the finished product to retailers in local markets. The third type is the ]




< Afiministered VMS
A verlical markeling syglem
that coordinates successive
's:tages of procucticn and
distribution, not through
common ownarshig or

contractual ties, bid fhroyan
e and nower of gne of
the parties.
e
Horizontal marketing
~syEtem

A Channel arrangerent in

“WHIEH o of more comsanias
at ore level join fogether jo

follow a mew marketing

e T
opportunity.

the partnership.

_Myftichannel_distribujion
system
B disinbition system in which
a singie firm sets up two gr
mare marketing channels ic
. -
redch ofle or more custor e
segments.
‘It-u_u,-,_-_-""

Horfzontal marketing systems: McDonald's recently joined forces with Sinopec,
China's largest gasoline retailer, to place restaurants at its more than 30,000 gas
skations. Here, the presidents of the two companies shake hands while announcing
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A etai e ise systgm—examples are found in the aute-rental business
. st-fooll SErvice business (McDonald's, Burger King), and the motel busi-
ness (Holiday Inn, Ramada Inn).
The fact that most consumers cannof fell the difference between contractual and corpe-
rate VMSs shows how successfully the contractual organizations compete with corporate
chains. Chapter 13 presents a fuller discussion of the various contractual YMSs.

Administored VME

In an administered VMS, leadership is assumed not through common ownership or contrac-
tual tigs bul reemg® the size and power of one or a few dominant channel members.
Manufacturers of a top brand can oblain strong trade cooperation and suppert from resallers,
For example, GE, Procter & Gamble, and Krafl can command uansual cooperaiion from
rescllers regarding displays, shelf space, promotions, and price policies. Large retailers such
as Wal-Mart, Home Depot, and Barnes & Nuble can exert strong influence on the manufactur-
ers that supply the preducts they sell.

Horimontal Marketing Systems

Another channel development is the horizontal marketing system, in which two or more
companies at one level join together to follow a new marketing opporiunity. By working
together, companies can combine their financial, production, or marketing respurces to
accomplish more than any one company could alene.

Companiss might join forces with competitors or noncompetitors. They might work with
each other o a temporary or permanent basis, or they may create a separate coilpany. For
example, Mclonald's now places “express”
wersions of its restaurants in Wal-Mart stores.

McDonald's benefits from Wal-Mart's heavy
siore tralfic, while Wal-Marl keeps hungry shop-
pers from having to go elsewhere to eat.
McDonald's also recently jcined forces with
Sinopec, China's largest gasoline refailer, to place
restaurants at ils more than 30,000 gas stations.
The move greatly speeds McDonald's expansion
into China while at the same lime puolling hungry-
moterists into Sinopsc gas stations ®

Such chanpel agrangements also work well
globally. For example, because of its excellent
coverage of international markets, Nestlé
jointly sells General Mills' vereal brands in 30
countries oulside Narth America. Similarly,
Coca-Cola and Nestié formed a joint venture,
Beverage Partners Worldwids, to market ready-
to-drink coffees, teas, and flavored milks in
more than 40 countries worldwide. Coke pro-
vides worldwide experience [n marketing and
distributing beverages, and Nestlé coutributes
two cstablished brand names—MNescafé and
Nestea.”

Multichanune! Digtribution Systems

In the past, many companies used a single channel to sell to a single market or market seg-
ment, Taday, with the proliferation of customer segrnents and channel possibilities, more and
more companies have adopted uﬁ%tfgwﬂ@mm&ms—o&en called hybrid mar-
keting channels. Such multicharinal marketing acsurs when a single firm sots up (WS of Hiote
marketing chiannels to reach one or more customer segments. The uss of multichannel sys-
tems has increased greatly in recent years.

Figure 12.4 shows a multichannel distribution system. In the figure, the producer sells
directly to conswmer segment 1 using divect-mail calalogs, telemarketing, and the Intarnet and
reaches consumer segment 2 through retatlers. [t sells indirectly to business segment 1 through
distributors and dealers and to business segpment 2 through its own sales force.



344 Part3 Designing a Customer-Driven Marketing Strategy and Integrated Marketing Mix

FIGURE 12.4
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These days, almost cvery large compeny and many small ones distribute through muli-
ple channels. Fidelity Investinents reaches customers by telephone, over the Internet, and
thraugh its branch offices. Tt invites its customer to “call, click, or visit” Fidelity. Urban
Outlitters markels itsel{ through its traditional retail cutlets, a direct-response Internet site, its
mail-order catalog, and as a retailer on Amazon.com.

Hewleit-Packard uzes multiple channals to serve dozens of segments and niches, rdngmg
from large corporate and institutional buyers lo small businesses to home office buyars, The
HP sales force sells the company's information technology equipment and services to large
and mid-size business customers. HP also sells through a nelwork of distributors and value-
added resellers, which sell HP computers, systems, and services to a variety of special busi-
ness segments. tHome office buyers can buy HP personal computers and prinlers from spe-
cialty computer stores or any of several large retailers, such as Best Buy or Circuit City. And
husiness, government, and home office huyers can buy directly from HP by phone or online
frum the company’s Web site (www.hp.com).

Multichannpel distribution systems offor many advantages to companies facing large
and complex markets. With each new chanmnel, the company expands its sales and market
coverage and gains vpportunities to tailor its products and services to the specific needs of
diverse customer segments. But such multichannel systems are harder to control, and they
generate gonflict as mors channels compete fur cuslomers and sales. For example, when HP
began selling direcily to customers through its own Web site, many of its retzil dealers cried
“unfair competition.” Many salespeople felf thay they were being undercat by the new
“inside channels.”

Changing Channel Qrganization

Changes in technology and the explosive growlh of direct und online marketing are having a
profound impact on the nature and design of marketing charnnels, One major trend is toward
disintermediation—a big term with a clear message and important CONSeYUERCes.

Disintermecdiation occurs when product ov service producers cut gul § s and go
directly to final buyers, or when radically new typas of channel intermediaries displace tradi-

product or service producers,

tional ones.

or the displacerment of
tracibionai resellers by radical

new types of iniermediaries.

™ Thus, in many industries, traditiona] inlermediaries are dropping by the wayside. For
example, companies such as Dell and Southwest Airlines sell directly to final buyers, cutting
retailers from their marketing channels altogether. In other cases, new forms of resellers are
displacing traditional intermediaries. For example, online marketing is growing rapidly, tak-
ng business from traditional brick-and-mortar retailers. Consumers can buy electronics from
sunystyle.com; clothes and accessories from hluefly.com; and books, videos, toys, jewelry,
sparts, consumer electronics, home and garden items, and almost anything else from
Amazon.com; afl without ever stepping into a traditional retail store. And online music
download services such as iTunes and Musicinatch are threatening the very existence of tra-
ditional music-store retailers (see Real Macketing 12.2).
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Buying music can bs a
.+ pretty frustrating experience.
Perhaps you can identify with the foilowing
Soenario:

You whistle a happy turne as you stroll
into Tower Records to do a little music
shopping. But when you pick up The
Essantial Bruce Springsteen, your
temperaiure starts to rise. You should
oe ecstatic at the discovery of 12 new
refeases by the Boss, hut instead
vou're furicus: You can't buy them
ualess you shell cut $25.5% for the
entire three-CD set that includes 30
“carger-spanning classica™ that you
afrezdy own from his other kit records.
You shove Bruce back into his display
case and gick up The Ragoicker's
Orearn, by Mark Knopiler.  has one
unny, tendsgr tune that you dovo,
callea “Devil Baby"—but what about
lhose other 16 songs? [ cost you
$23.92 w0 find out. Suddenly, every-
thing seems fike a crapshoot. Wiy do they keep insisting that
you buy zn enlire CD when you can jusé ge online and get only
the tunes you realiy want trom JTunas or Musicmatch for 99
cents aach? Fed ug, you walk away withaut buying anything.

Exzeriences ke these, coupled with rewolutionary changes in the
way music is being distributed and purchased, hzve thrown the
music industry into turmoi, Taday, online music download seryces,
such as Yahoo's Musicmalch, ACLs Musichiow, Buy.com's
SuyMusic, and Aople's iTunes, offer an attractive alternative to buy-
ing overpriced standard CDs from the limited assortments of frack-
tional music refaiters, Instead, you can go online, choose from hun-
dreds of thousands of individual tracks, digitafly download one or 2
dozen in any of several farmats, burm them orito a CO or dump tham
into your iPod, and lsian to them wharever and whenevar you plaase .

L seems like everyane is getling into the music download busi-
ress these days. Coffes cham Starbucks ooensd an in-store music
service—Hear Music—letiing customers burn downloaded tracks
anta COs while stpping theis lattes. Mobile phone makers are now
unveiling music-purchase service to go with thair music-playing
phones that czn hold thousands of downloaded songs. And fearsome
competitors such a3 Wicrosoft and Sony have launzihcd their gwn
onling music stores,

These saew disiribution oplions are graat for consumsars. But ine
new channel forms threaien the very existence of traddional music
retailers. There's even a fancy word Lo describe this phenomenon---
disintermediation. Strictiy speaking, disintermediation means the
eliminztion of 2 layer of intermediaries from a merketing chanrei—
sKipping A steo between the source of a product or service and its
corsumers. For exampls, when Dell began seiling persanz| corputers
directly to consumers, it eliminated---or digintermedisted-—retailers
fram the traditionial PC distribution channel.

Mare broadly, disintesrnzdiation includes not only the elimination
oi channel levals through direct rarketing but also the displacement
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Disintermediation: Online music download services are threatening to make traditional €0
sellers obsolete. For example, once-dominant Tower Reconds recently closed its doars for good.

of traditional resellers by radically new types of intermediaries. Far
example, only a few decades age, most recorded music was sold
througit indopendent music retailars or small chains. Many of rese
smaller retailers were |ater disintermediaked by large specialty mgisg
superstores, such as Tower Recerds, Virgin Records, and Musicland.
The superstores, in turn, have faced growing compeatition fram broad-
line discount retailers such as Wal-Marl and Best Buy, In fact, Wal-
Mart is currenlly ihe warld’s numhber-one CD seligr, Witkin the past
decade, sales of COs by traditional music retailers has slipped lrom
S0 percent to less than 32 percant, white Wal-Mart and osher super-
stores nave seen their share jump from 28 percent to 54 nercent,

Bow, the surge of new onling music sellers is threatening 1o rmake
traditionial C8 sellers obsolete. "iower Records and the cther music-
store chains are in a dizzying taiispin,” comments one industry expert,
Crverall retail CD sales have cropped nearly 20 percent since 1999....
tha year Napster (the origingl music download site) was launched.
Ower the past five years, Towsr Records has been in and out of bank-
ruptcy, closing more than half of its stores to belp pay off debts.
Number-two Musiclernd declared pankruptey, shuttered morg than
twio-thirda of its stores {oniy 343 remain), anc sold aut to Trans Warkd
Entertainment. Smaller chains such as Mational Recard Wari have
disappeared altogether. Things wiill likely get worse before they get
betier. One resail consultant predicts that half of today's rmusic stores
will D2 out of business within fve vears and that, eventually, “CDs,
D¥Ds, and ather farms of physical media wili becorne ohsclete.”

Howe are the traditional retzilers resposding to the disiniermadiation
lhreat? Some are followtag the "if you can't beat them, join them” prin-
ciple oy crealing their own downloadirg services, Far exampie, Best
Buy partnered with MNapster to offer music downloads, as did Virgin
Recerds. Wal-Mart offers in-store anc online downloads a bargain rate
o only 88 cents a song. And Tower Records recently unveiled a down-
icad service to compiement its trick-ans-mortar loestions.

{cantinues]
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Music stares do still have several advantages over their onling
counterparts. The siores have a larger base of existing custorners,
and a physical store provides a shopping sxperience for customers
that's difficutt to duplicate ontine. Refailers can marph their stores
into comfortable, socianle pathering spots were people hang out,
chat with frierds, lister to music, go to album signings, and perhaps
attend a five performance. Taking advantage of this notion,
Musicland recentfy unveiled 4 new store-within-a-store concept
called Graze, a mesh-enclosed lounge complete with couches, 2
video wall, a sound system, and pumped-in smells of citrus and
choealate. “Musicland exers are hetting that the new ambiznce wili
rersuade shoppers to linger, listen-—and Buy,” says an analyst.

But the traditional store retaifers also face daunting economics.
Stare rents are rising while CD prices are falling. And running stores
generates gonsiderable inventory and storg operating costs. Mew
enling enirants face none of those traditicnal distribution costs.
Mareover, wheraas store retailers can physically stock only a limited
nurnber of in-print titkes, the mugic downlcad sites can provide mil-
linns of sefections and offer out-of-print songs.

What's more, wherezs music siores are stuck selling pre-comipiled
COs at high aiburn prices, music download sites ket customers buy ondy
the songs they want at low par-song rates. Finally, the old retziling

the livirg room and maybe one in the kids’ room. But now consumers
want music in a variety of formats that fhey can play anywhere, any-
time: on boomboxes, car stereos, computers, and digital players such
as Apple’s iPad, which can store thousands of songs in a nifty credit-
card-sized device. i

Thys, disintermediation is a hig word buf the meaning is clear,
Cisintermediation occurs cnly when a new channst form succeeds in
senving customers better than the old chaneels, Marketers who con-
tinualfy seek new ways to create value for customers have [itfle to
fear. However, those wha fall behind in adding value risk being swept
aside. Will today's music-stare retailers survive? Stay iTured.

Sources: Opening extract adapted frormt Faui Keegan, “is the Music
Store Over?™ Busingss 2.0, March 2004, pp. 114-118. Other quotes
and infpraation from Rob Levine, “Luring MP3ers Back to the Mall,”
Business 2.4, January-February 2006, p. 32; Lafin Cihollé, “Music's
on the Menu,” Froma, May T, 2004; Mike Hughlett, “lare Companies
Enter Musical Phone Field,” Hright Ridder Tribune News, June 18,
2005, p. 1; "How to Get Your Music Mabile,” Music Week, june 25,
2305, p. 511; Jon Ortiz, "As Big Chains Flail, Hle's Got the Beat,”
Sacramento Bee, March 9, 2006, p. 01; Bale Kasler, "Tower Gets
Mew Leader,” Sacramenfs Bea, luly 29, 2006, p. D1; Chris Serres,

model of selling CDs 1ke they were LP vinyi records doesn’t work so

“Buyer Surfaces for Banxrupt Musicland,” Star Tribune, February 26,
well anymare, That was fine in an era when peopie had one stereo in ) ‘

2006, p. 1D,

Disintermediation presents problems and opportunities for both producers and interine-
diaries, To avoid being swept aside, traditional intermediaries must find new ways to add
value in the supply chain. To remain competitive, product and service producers must
develop new channel gpportunities, such as Intarnet and other direct channels, However,
developing these new channels often brings them into direct compstitton with their astab-
lished channels, resulting in conflict.

To ease this problem, companies often look for ways to make going direct a plos for the
entire channsl. For example, Black & Decker knows that many customers would prefer to buy
its power tools and outdoor power equipment online. But selling directty through its Weh site
would create conflicts with important and powerful retail partners, such as Home Depot,
Lowe's, Target, Wal-Mart, and Amazon.com, 30, although Black & Decker’s Web site provides
detailed information abowt the campany’s products, you can't buy a Black & Decker cordless
drill, laser level, leaf hlower, or anything else there. Instead, the Black & Decker site refers you
to resellers’' Web sites and stores. Thus, Black & Decker's direct marketing helps both the com-
pany and its channel partnars.

Channel Design Decisions

We now look at several chauncl decisions manufaclurers face, In designing marketing chan-
nels, manufacturers struggle between what is ideal and what is practical, A new firm with
limited capital usually starts by selling in a limited market area, Deciding on the best chan-
nels might not be a problem: The problem might simply be how to convince one or a few good
intermediaries to handle the line.

If suecessful, the new firm can branch out to new markets throngh the existing interme-
diaries. In smaller markets, the firm might sell directly to retailers; in larger markels, it might
sell through distributors, In one part of the country, it might grant exclusive franchises; in
anothar, it might sell through all available outlets, Then, it might add a Web stare that sells
directly to bard-to-reach customers, In this way, channel systems often evolve to meet market
opportunities and conditions.



Avoiding disintermediation
problems: Black & Deckar's Weh
site pravides detatied
information, but you can’t buy
any of the company's products
there, Instead, Black & Decker
refers you ko resellers’ Web
sites and stores.
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For maximum effectiveness, however, chanoel analysis and decision making should be
more purposeful. Designing a channel system calls for analyzing consumer needs, setting
channel objeclives, identifying major channel altenatives, and evaluating them.

1er Meeds

As noted praviously, marketing channels are part of the overall customer vgfue delivery net-
work, Each channel member adds value for the customer. Thus, designing the markenng

channel starts with finding out what target consumers want from the channel. Do consnmers

want Lo buy from nearby locations or are they willing to travel to more distant centralized
locations? Would they rather buy in person, over the phone, through the mail, or enline? Do
they value breadth of assortment or dn they prefer specialization? Do consumers want many
add-on services [delivery, credit, repairs, installation), or will they obtain these elsewhere?
The faster the delivery, the greater the assortment provided, and the more add-on services
supplied, the preater the channel’s service level.

Providing the fastest delivery, greatest assortnent, and most services may not be possible
or practical. The company and its channel members may not have the resources or skills
necded to provide all the desired serviees, Also, providing higher levels of service results in
higher costs for the channel and higher prices for cansumers, The company must balance con-
sumer needs not only apainst the feasibility and costs of meeting these needs but also against
customer price preferences. The success of discount retailing shows that consumers will often
accept lower service levels in exchange for lower prices.

Seiting Channel Objectives

Companies should state their marketing channel objectives in terms of targeted levels of cus-

Lomer service. Usually, a company can identify several seginents wantijimmf
service. The company should decide which segments to serve and the best channels o use in
gach case. In each segment, the company wants to minimize the total channel cost of meeting
customer service requiroments.

The company’s channel objectives are also influenced by the natire of the company, its
preducts, its marketing intermediaries, its competitors, and the environment. For example,
the company’s size and financial situation determine which marketing functions it can han-
dle itself and which it must give to intermediaries, Companijes selling perishable products
may require more direct marketing to avoid delays and too much handling.

In some cases, a company may want Lo compele in or near the same outlets that carry
competitors’ products. In ather cases, producers may aveid the channels used by competitors.
Mary Kay Cosmetics, for example, sells direct to consumers through its corps of more than
ane million independent beauty consullants in 34 markets worldwide rather than gaing head-
to-head with other cosmetics makers for scarce positions in retail stores. And GEICO Direct
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markots auto and homeowner's insurance directly to consumers via the telephone and Web
rather than through agemnts.

Finally, environmental factors such as econamic conditions und legal canstraints may
affect channel objectives and design. For exanple, in a depressed economy, producers want
to distribute their goods in the most economical way, using shorter channsls and dropping
unneeded services that add to the final price of the goods.

Identifying Maior Alternatives

When the company has defingd-H#g channel objectives,

=raliyes in terms o(fy;::bf intermediaries, the,
%sponsz’bﬂfﬁes f each chanfslmEmber.

ey

] next identify its major chan-
\ of intermediaries, and the

._?ﬁ‘ypes of Infermediaries
A firm should identify the types of channel members available to carey out its channel waork.
For example, suppuse a manufacturer of test equipment has developed an audio device that
dstets poor mechanical connections in machines with moving parts. Company executives
thirdk this product would have a market in all industries in which electric, combustion, or steam
engines are made or used. The company’s current sales force is swnall, and the problem is how
best to reach ithese different industries. The following channel alternatives might emerge:

Compardy sgles force: Bxpand the company s { 3. Assign outside salespeo-
ple to territo ave them contact all prOSpacts in 1 the area. or develup separate
company sales forces for different industries. Or, add an inside telesalas operation in
which telephone salespeople handle small ar midsize companies.

unufoctuler's agency: Hire manufacturer’s agents—independent firms whose sales
foF le velated products from many rompanies—in different regions or industries
the new test equipment. :

Intensive distribuiion
Stecking the product in as
many outlets as possible.

ihutors: Find distributors in the different regions or industries who will
d carry the new line. Give them exchusive distribution, good margins, product

tr'nmng, and promaotianal support.
Exclusive distribition
Giving a limited nurmber of
_Ozalers the exclusive right to

-%?Ema’s—ar of Markeiing Infermnediaries

“OISABUTE e COmpany's Companies must also detetmine the number of channel members to use at each level. Three
products in her Emmries. strategies are available: intensive distribution, exclusive distribution, and selective distribu-

tion. Producers of convenience products and
common raw roaterials typically seek intensive

igtribution—a strategy in which they stock
their products in as many outlets as possible.
These products must be available where and
when consumers want them. For example,
toothpaste, candy, and other similar items are
sald in mifions of cutlets to provide maximum
brand exposure and consumer convenience,
Kraft, Coca-Cola, Kimberly-Clark, and other
consemer-goods companies dislribute their
products in this way.

By contrast, some producers purposely
limit the number of intermediaries handling
their products. The extreme form of this prac-
tice is exclusive distribution, in which the pro-
ducer gives only a Tiated number of dealers
the exclusive right te distribute its products in
their territories. Exclusive distribution is often
found in the distribution of luxury autemobiles
and prestige women’s clathing. For example,
& Exclusive distribution: Luxury car makers such as Bentley sell exclusively Bentley dealers are few and far between—even
through a limited number of retailers, Such Emited distribution enhances the car’s large cities may have only one dealer. By grant-
image and generates stronger retailer support. ing exclusive distribution, Bentley gains




Selective distribution

The use of more than one,
.__r-_—-u:==rl===='-“’-_—
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stronger distributor selling support and more control over dealer prices, promotion, credit,
and services. Exclusive distribution alsa eahances the car's image and allows for higher
markups.

Belween intensive and exclusive distribution lleb&&}.&wjmn—thc use of rore
than one. but fewer than all, of the intermediaries who are willing to carry 2 company’s prod-
ucts. Most television, furniture, and home appliance brands are distributed in this manner,
For example, KitchenAid, Whirlpool, and GE sell their major appliances through dealer net-
works and selected large retailers. By using selective distribution, they can develop goad
working relationships with selected channel members and expect a better-than-average sell-
ing efforl. Seleclive distribution gives producers good markel coverage with more control and
less cost than does intensive distribution.

ge-: Eeeponsibilities of Channel Members

The producer and intermediaries need to agree on the terms and responsibilities of each
channel member. They should agree on price policies, conditions of sale, territorial righis,
and specific services 1o be perfurmed by each perly, The producer should establish a list
price and a fair sel of discounls for inlermediaries. IL must define each channel member's
territory. and it should be careful ahout where it places new resellers.

Mulual services and dulies need to be spelled oul carefully, sspecially in franchise aud
exchusive distribution channels. For example, McDonald's provides franchisees with promo-
tional suppost, a record-keeping system, raininy at Hamburger University, and general man-
agement assistance. In turn, franchisees must meet company standards for physical facilitiss,
cooperate with new promotion programs, provide requested information, and buy specified
[ood products.

EBvaluating the Malor Allsrnative

Suppose a comnpany has identified several channel alternatives and wants to select the one
that will best satisfy its long-run objectives. Each alternative should be evaluated against eco-
nomic, control, and adaptive criteria,
Using sconomic criterjg, a company comparss the likely sales. costs, and prof;tdb]h[v of
different rhannel.alernotives, What will be the investment required by each channel alterna-
tive, and what returns will resuli? The company must also consider centrof issugs. Using
intermediaries usually means giving them some control over the markefug oI the product,,
and sume intermediaries take more control than others. Other things being equal, the com-
pany prefors to kesp as much contrul as possible Finally, the company must apply adaptiye
crifgrig, Channels often | nts, yet the company wants to keep the
channel flexible so that it can ddﬂpt tu envirnnmenlal chanpges. Thus, tu be considered, a
chanuel involving long-term cammitments should be greatly suporior on economic and con-
trof grounds.

Designing Infernational Digtribulion Channels

Internatinnal marketers face many additional complexities in designing tﬁeir chanmels. Each
counlry has its owan wsigue distribution system that has evolved over time and chanpes very
slowly. These channel systems can vary widely from country to country. Thus, global mar-
keters must usually adapt their channel sirategies to the existing structures within sach
couniry.

111 some markets, the distribution system is complex and hard to penetrate, consisting of
many layers and large numbers of intermediaries. Al the other extreme, distribution systems
in developing countries may be scattered and inefficient, or altogether lacking. For example,
China and India are huge markets, each with populativns vver one billion. However, because
of inadequate distribution systems, most companies can profitably access only a small por-
tion of the population lecated in each country’s most afffuent cities, “China is a very decen-
tralized market,” notes a China trade expert. “[It's] made up ol two dozen distinct markets
sprawling across 2,000 cities. Each has its own culturs. . . . Tt’s like operating in an asteroid
belt.” China's distribution system is so {rugmented that luglstlcs cosis amount ta 15 percent of
the nation’s GDP, far higher than in mast other countrics. After ten years of affort, even Wal-
Marl execulives admit that they have been unable to assemble an efficient supply chain in
China.?
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Sometimes customs or government regu-
latign can greatly restrict how a company dis-
tributes products in plobal markets. For exam-
ple, it wasn’t amn inefficient distribution
structure that caused problems for Avon in
China—it was restrictive government regula-
tions. Fearing the growth of multilevel mar-
keting schemes, the Chinese government
banned door-to-door selling altogether in
1998, Forced to abandon its traditional direct
marketing approach and to try selling through
retail shops, Avon fell behind its more store-
oriented competitors. The Chinese govern-
ment has only recently given Avon permission
to sell door to door, and the company has
mauch catching up to de.®

International marketers face a wide range
of channel alternatives. Designing efficient and
effective channel systems between and within
various counniry marksts poses a difficult chal-
lenge. We discuss international distribution
decisions further in Chapter 19.

# International channel complexities: Barred from door-to-deor selling in China,
twon fell behind tnang to sell through retail stores. Here, Chinese consumers buy
Awon produets at a supermarket in Shanahai. The Chinese government only recently
gave Ayon permission to sell door to doos.

Channel Management Decisions

Umnze the company has reviewed its channel alternatives and decided on the best channel
design, it must implement and manage the chosen channel, Channel management calis for
selecting, managing, and motivating individual channel members and evaluating their perfos-
Imance over time. )

Seiscting Channel Members

Producers vary in their ability to attract qualified marketing intermediaries. Some producers
have no rouble gigning up channel members. For example, when Toyota first introduced its
Lexus Hne in the United States, it had no trouble attracting new dealers. In fact, it had to turn
down many would-be resellers.

At the other extreme are producers who have to work hard to line up enough qualified
intermediaries. When Polaroid started, for example, it could not get photography stores to
carTy its new cameras, and it had to go to mass-merchandising outlets. Similarly, when the
1.8, Time Company first tried to sell its inexpensive Timex watches through regular jewelry
stores, most jewelry stores refused to cary them. The company then managed to get its
watches into mass-merchandise gutlets. This turned oul tu be a wise decision because of the
rapid growth of rnass merchandising.

When selecting inlermediaries, the company should deterspine what charauteristics dis-
tinguish the better ones. It will want to evaluate cach channel member’s years in business,
other lines carried, growth and profit recard, cooperativeness, and reputation. If the interme-
diaries ars sales agents, the company will want to evaluate the pumber and character of ather
lines carried and the size and quality of the sales force, If the intermediary is a retail store that
wants exclusive or selective distribution, the company will want o evaluate the store's cus-
tomers, location, and future growth potential.

Managing and Motivating Channel Memhars

Ouce zelected, channel members must be continuousaly menaged and motivated to do their
test. The company must sell not only through the intermediaries but fo and, with them. Most
companies see their intermediaries as first-line customers and partmers. They practice strong
partner relationship monagement (PRM]} to forge long-term partnerships with channel mem-
bers. TLis ClEAtE ' hat meets the needs of both the company and its mac-
keting partners.
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In managing its channels, a company must convince distributors that they can succeed
better by working togsther as a part of a cohesive value delivery systemn. Thus, Procter &
Gamble and Wal-Mart work together to create superior value for final consumers, They jointly
plan merchandising goals and strategies, inventory levels, and advertising and promotio;m
plans. Similarly, GE Appliances has created an alternative distribution system called
CustomerNet to coordinate, support, and motivate its dealers.

GE CustomerNel gives dealers instant online access to GE Appliances’ distribution
and order-processing system, 24 hours a day, 7 days a week, By logging on to the GE
CustomerNet Web sile, dealess can obtain product specifications, photos, feature
lists, and side-by-side model comparisons for hundreds of GE appliance models,
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& Creating dealer satisfaction and profitability: Using GE's Customneriet system,
dealers have instart ankine access to GE Appliances’ distdbution system, 24 hours a
day, 7 days a wesk to check an product avaitabitity and prices, place orders, and
review nrder status. “Sfmply put, it's an electronic one-stop shopping breakthrough

that can help you sell”

What is GE Customertiet?

Weleame 1o GE O el ot Best O ion 'tilh GE

GR CozlomsiPiel is @ no-eoul, QRine mparketing sl
cudering syslem creatod o QAT LU
ariabe dgeny fusiness wilh us simple, sasy and profitetblea.

Yoult spand lpss lima on the phang or fav macking, ard
mra lima gettng the dnswers you nesd—24 hours 3 4ay,
7 days a week o fact, yvou can conduct all od waur
GuEiess aaline. iom ordeing greduects and gars 1o
wavigwirg your cemenl acenwal. SIMElY A, 183 an
slecirpnic One-Step-Shepping bapkthzgudh that san help
ol 5¢1F

The: ¢oit and limasaving denehils of GE Custornediel will
ntanee and ipmva yeur GE Appliances tisings &
aclivilies, nchdivy appFance, pans and extended sarvice
plan IEEnzaclicna. AnE iVs gasy 1o nawgate, with clezr

They can check on product availability
and prices, place nrders, and review
order status. They cap even ceeate cus-
tom brochures, order point-coi-purchase
materials, or download “advertising
shivks"—professionally prepared GE
appliance ads ready for insertion in local
media. GE promises nexi-day delivery
on most appliance models, so dealers
need carry only display maodels in their
stores. This preatly reduces invontory
costs, making even small dealers more
price competitive. GE Customer™et also
helps dealers to sell GE appliances more
easily and effectively. A dealer can puta
computer terminal on the showroom

premgtes Lo hetp yaw order cur groduets when you need
thecn, o gimply fund tha snbomiation hal you Jecuite

There's no saf-up chage of momhly fee. All pau will need ks youl e oiling Stoess g
the Internel and ore of the Mkawing browsers: Metscape 4.0 or bigher or ielemg
Expiorer 4.00 or highar.

WGel 2l the Irfammatlon you need 10 SEMME your cUSIOMers baller and F3sler. H'sS imweer .
Been azsler Io do butipess with GE Apprances| 4

floor, where salespeople and customers
topeihier can use the system to dig
through detailed product descriptions
and check availability for GH'z entive
linc of appliances. Perhaps the biggest
benefit to GE Appliances, however, is
that the syslem builds strong bands
between the company and its dealers '
and motivates dealers to put more push
behind the cornpany’s products.t0

Many companies are now installing integrated high-tech parmer relationship management
systems to coordinate their whole-channel marketing efforts. Just as they use customer relation-
ship managemont {CRM]} software systems to help manage relationships with jmnporlant cus-
tomers, companies can now usg FRM and supply chatn management43CM) software to help
recruit, train, organize, manage, motivate, and evaluate relationships with channel partoers.

Evaluating Chanuel Members

The praducer imust regularfy check channel member performance apainst standards such as sales
quotas, average inventory levels, customer delivery time, treatment of damaged and lost goods,
cooperation in company promoton and training programs, and services to the customer. The
company shndd recognize and reward intermediaries who are performing well and adding good
value for consurners. Those who are performing poorly should be assisted or, as a Jast resort,
replaced. A campany may periodically “requalify” its intermediaries and prune the weaker ones.
Finaily, manufacturers need ta be sensitive to their dealers. Those who treat their dealers
paotly risk not only losing dealer suppert but also causing some legal problems. The next section
describes various rights and dutiss pertaining to manufactirers and their channel members.

Public Policy and Distribution Decisions

For the most part, companies are legally free to develop whatever channel arrangements suit
them. In fact, the laws affecting channels seek to prevesnt the sxchusionary tactics of some com-
panies that might keep anather company from using a desired channel. Most chunnel law deals
with the mutual rights and duties of the channel members once they have formed a relationship.
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Many producers and wholesalers like to develop exclusive channels for their products.
When the seller allows only certain outlets to carry its products. this strategy is called

exclusive distribution, When the seller requires that these dealers not handle {:omge{itors’

praducts, its strategy is called exclusive denling. Both parties can benefit from exclusive
Tangements: The seller obtains more loyal and dependable gutiets, and the dealers obtain a
steady source of supply and stronger seller support. But exclusive arrangements also exclude
other producers from selling to these dealers. This situation brings exclusive dealing con-
tracts under the scope af the Clayton Act of 1914, They are legal as long as they do nat sub-
stantially lessen campetition ot tend to create a manopoly and as long as both parties enter
into the agreement voluntarily.
Exclusive dealing often includes exclusive farcitoniofl ogreemants The producer may
agree nul to sell to other dealers in o given area, or the buyer may wores to sell only in.i
territory. The fivst practice is normal uhder wanchise systems as a way to increase dealer

“Tgnthusiasm and commilment, It is also perfectly legal—a sellar has no legal obligation to ssll

through more outlets than it wishes. The second practice, whereby the producer tries to keep
& dealer from selling outside its territory, has become a major legal issue.

Producers of a strong brand sometimss sell it to dealers only if the dealers will take some
or all of the rest of the line. This is called full-line forcing. Such fying agreements are not ner-

essarily illegal, but they do vinlate the Clayton Act if they ten Ssg ifion substan-

Marketing [ogistics
{physicai distribution}

The tases invelved in pianning,
impiementing, ang controlling
the physicai flow of mazerials,
final geods, 2nd refated
information from points of
arigin to points of consmpaon
to meet custarmer
reguirements at 2 profit.

Supply chain management
Managing upsiream and
downstream velue-added
flows of materiais, final goods,
‘and related information
among suppliers, the
company, resellers, and final
CONSLIMErs.

fially. The practice may prevent conswirers froun freely choosing among competing suppliers
of these other brands.

I'inally, producers are free to select their dealers, but their right o terminate dealers is
somewhat restricted, In general, sellers can drop dealers “for cause.” However, they cannot
drop dealers if, for example, the dealers refuse to cooperate in a doubtful lepal arra.uge;'nent,
such as exclusive dealing or iying agreements.11

"4 Marketing Logistics and Supply
Chain Management

In today’s global marketplace, selling a product is sometimes easier than getting it to cus-
tomers. Companias must decide on the best way to stove, handle, and move their products
and services so that they are available to customers in the right assorfments, at the right time,
and in the right place. Physical distribution and logistics effectiveness has a major impact on
both custumer salisfaction and company costs. Here we consider the nature and importance
of logistics management in the supply chain, goals of the logistics system, major logistics
functions, and the need for integrated supply chain management.

Mature and Imporiance of Marketing Logistics

Ta some managers, marketing logistics means only trucks and warehouses. But modern logis-
tics is much more than this, Marketing logistics—also called physicak distribution—invalves
planning, implementing, and contrelling the physical flow of goods, services, and related
information from pdints of origin to points of consumption to meet customer requirements at
a profit. In shert, it involves getting the right product to the right customer in the right place
at the right time.

In the past, physical distribution typically started with products at the plant and then
tried to find low-cost solutions tn get them to customers. However, today's marketers prefer
customer-centered logistics thinking, which starts with the marketplace and works bacloward
to the factory, or even to sources of supply. Marketing logistics involves not only outhound
distribution (moving products from the faclory tw resellers and uitimately to custorners) but
also inbound distribution (moving products and materials from suppliers to the factory) and
reverse distribution {(moving broken, unwanted, or excess products returned by conswmers or
resellers). That is, il involves entire supply chair management—managing upstream and
downstream value-added flows of materials, final goods, and related information among sup-
pliers, the company, resellers, and final consumers, as shown in Figure 12.5.

The logistics manager's task is to coerdinate activities of suppliers, purchasing agents,
marketers, chiannel members, and customers. These activites include forecasting, informa-
tion systems, purchasing, praduction planning. order processing, inventory, warehousing,
and fransportation planning.
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Inbaund Quttround
[ogistics logistics

Heverse logistics

Companies today are placing greater emphasis on logistics Jor several reasons. First,
companies can gain a powerful competitive advantage by using improved logistics to give
custamers better service or lower prices. Second, improved logistics can yield tremendous
cost savings to both the company and its customers. As much as 20 percent of an average
product’s price is accounted for by shipping and transport alone. This far excesds the cast of
advertising and many other marketing costs. Last year, American companies spenl almost
$1.2 trillion—about .6 percent of gross domestic product—ta wrap, bundle, load, unload,
sort, reload, and transport goods. By itself, Ford has more than 500 million tons of finished
vahicles, production parts, and aflermarket parts iv transit at any given time, running up an
annual logistics bill of arnund $4 hillion.'? Shaving off even a small fraction of these costs
can mean substantial savipgs.

Third. the explosion in product variety has
created a naed for improved logistics manage-
ment. For example, in 1911 the typical A%P
grocery store carried only 270 items. The store
manager could keep track of this inventory on
about 10 pages of notshook paper stuffed in a
shirt pocket. Today, the average A%P carries a
bewildering stock of more than 25,000 iterns. A
Wal-Mart Supercenter store carries more than
100,060 products, 30,000 of which are grocery
products.’ Ordering, shipping, stocking, and
controlling such a variety of products presents
a sizable lopistics challenge.

Finafly, improvements in information tach-
nolugy have created oppaortunities for ajor
gains in distribution efficiency. Today’s compa-
nies are using sophisticated supply chain man-
agement softwars, Web-based logistics systems,
point-af-sale scanners, uniform product codes,
satellile Lacking, and electronic transfer of
order and payment dala, Soch technology lety

B The importance of logistics: At any given time, Ford has more than 500 million them quickly and efficiently manage the flow of
tons of finished vehicles, production parts, and aftermarket parts in transit, - goods, information, and finances through the
running up 2n annual logisties bilt of around $4 billion, supply chain.

Goals of the Logistics System

Some companies state their logistics objective as providing maximum customer service at the
least cost. Unfortunately, no logistics system can botl maximize customer service ond mini-
mize distribution costs. Maximum customer service implies rapid delivery, large inventories,
flexible assortments, liberal returns policies, and other services—all of which raise distribu-
tion costs. In contrast, minimum distribution costs imply slower delivery, smaller invento-
ries, and larger shipping lols—whiuh represent a lower level of overall customar service.

The goal of marketing logistics should be to provide a targeted level of customer service
at the least cost. A company must first research the importance of varions distribution ser-
vices to customers and Lhen set desired service levels for each segnent. The objective is o
ruaximize profits, not sales. Therefore, the company must weigh the benefits of providing
higher levels of service against the costs. Some companies offer less service than their com-
petitors and charge a lower price, Other companies offer more service and charge higher
prices to cover higher cosis.
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Distribution center

A large, highly automated
warehouse designed to
receive goods from various
plants and sugpptiers, take
arders, #ill them =fficigntly,
and deliver goods o
customers as quickly as
possible.

Major Logistics Functions

Given a set of logistics objectives, the company is ready to design a logistics system that will
minimize the cost of attaining these objectives. The major logistics functions include
warehousing, inventory management, fransportation, and logistics information management.

Warehousing

Production and consumption cyclies rately match. So most companies must store their tangi-
ble goods while they wait to be sold. For example, Snapper, Toro, and other }awn mower man-
ufacturers run their factories all year long and stove up products for the heavy spring and
summer buying seasons. The storage function overcomes differences in needed quantities and
timing, ensuring that products are available when customers ave ready to buy them.

A company must decide on how many and what types of warehouges it needs and where
they will be located, The company might use either storage warehouses or distribution cen-
ters. Storage warehouses store goods for moderate to long periods. Distribution centers are
designed to move goods rather than just store them. They are large and highly automated
warehouses designed to receive goods from various plants and suppliers, take orders, fill
them efficiently, and deliver goods to eustomers as quickly as possible.

For examnple, Wal-Mart operates a network of mnore than 100 huge U.S. distribution centers
and ancther 57 around the globe. A single center, which might serve the daily needs of 120
Wal-Mart stores, typically contains some 1.2 million square feet of space (about 28 football
fields) under 4 single roof. One huge center near Williamshurg, Virginia, contains mare than
3 million square fest. At a typical center, laser scanners route as many as 190,000 cases of
goods per day along 11 miles of conveyer belts, and the conter’s 1,000 waorkers load or unload
some 500 trucks daily. Wal-Mart’s Monroe, Georgia, distribution cenier containg a 127,000-
square-foot freezer that can hald 10,000 pallets—room enough for 58 million Popsicles.*

Like alinost everything else these days, warchousing has seen
dramatic changes in technology in recent years. (lder, multisto-
ried warehouses with ouldated materials-handling methods are
steadily being replaced by newer, single-storied automated ware-
houses with advanced, computer-controlled materials-handling
systems requiring few employeas. Computers and scanners read
arders and direct lift trucks, electric hoists, or robots to gather
poods, move them to loading docks, and issue invoeices.

Inveniory Management

Inventory management aiso affects customer satisfaction. Here,
managers must maintain the delicate balance between carrying
too little inventory and carrying too much. With too little stock,
the firm risks not having products when customers want te buy.
To reedy this, the firm may need cosily emergency shipments or
production. Carrying too much inventory results in higher-than-
Becessary inventory-carrying costs and stock obsolescence. Thus,
in managing inventory, firms must balance the costs of carrying -
larger inventories against resulting sales and profits.

Many companies have greatly reduced their inventories and
related costs through just-in-time logistics systerns, With such sys-
tems, producers aud retailers carry only small inventories of parts
or merchandise, often only enough for a few days of operations.
For example, Dell, a master just-in-time producer, camies just 2 to
3 days of inventory, whereas compelitors might carey 40 days or
even 60,1 New stock arrives exactly when needed, rather than
being stored in inventory until being used. Just-in-time systams
require accurate forecasting along with fast, frequent, and flexible
delivery so that new supplies will be available when neesded.
Hawever, these systems rosult in subrstantial savings in inventory-
carrying and handling costs.

B lLogistics technology: In the not-to-distant future, RFID or Marketers are always looking fur new ways to make inventory
“smart tag” technology could make the entire supply chain— management more efficient. In the not-two-distant future, handling
which accounts for nearly 75 percent of a product’s cost— inventory might even become fully sutomated. For example, in

intelligent and automnated.

Chapter 3, we discussed RFID or “smart tag” technology, by which
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small transmitter chips are embedded in or placed on products and packaging on everything
from flowers and razors to tires. “Smart™ producis could make the entre supply chain—which
accounts for nearly 75 percent of a product’s cost—intelligent and automated,

Companies using RFID would know, at any time, exactly where a product is located
physically within the supply chain. “Smart shelves” would not only tell them when it's
time to reorder, but would also place the order auntomatically with their suppliers. Such
exciting new information technology applications will revolutionize disicibution as we
know it. Many large and resourceful marketing companies, such as Procter & Gamble, [BM,
Wal-Mart, Levi Slrauss, and Best Buy, are investing heavily to maks the full use of RFID
technolopy a reality.1®

Transnoriation

The cheoice of transportation carriers affects the pricing of products, delivery performance,
and condition of the goods when they arrive~—all of which will affect eustomer satisfaction. In
shipping goods to its warehouses, dealers, and customers, the ¢campany can choose among
five main transpartation modes: truck, tail, water, pipeling, and air, along with an alternative
maode for digital preducts—the Internet,

Trucks have increased their share of transportation steadily and now account for nearly
33 percent of total cargo ton-miles (more than 60 percent of actual tonmage).’” Each year in the
United Siates, tracks travel more than 216 billinon miles—a distance that has more than dou-
hled aver the past 20 years—carrying i1 hillion
tons of freight worth over $9 trillion. Tiucks are
highly flexible in their routing and time sched-
ules, and they can usually offer faster service

Everything we know about you
goes into everything we do for you.

In busirss, yo dasarve peagle deated ba gror suceess. Propls wha are preaclioe aboul custoner €20, 403 realva,
Faopls [3e the Agadwar fuseaser Lare Team. We focus un your speeilic reeds, WicTe Intensely committed ta you and ke

saetk 6 o anirass, Pled rith e emics Raadway Leam 4n your corner. you ek Lksns pot tatfon soludians tha ams
simpla, smark grd affective. dnd (hat makes everything belisr far you, Yasil coadmargaen ¢r call BRE-551-7000,

Roadway.

yOur way.

Roadway and other trensportation firms have added many services in recent
years—everything from satellite tracking to logistics planning software and
“barder ambassadors” who expedite cruss-border shipping aperations. The
Roadway Customer Care Teams focus on specific customer’s needs: “With the
entire Roadway team in your cormer, you get transportation solutiens that are
simple, smart, and effective. And that makes everything better for you.”

than railroads. They are cfficient for short hauls
of high-value merchandise. Trucking firms have
added many services in recent years. For exam-
ple, Roadway Express now oflers gverything from
satellite tracking and 24-hour shipment informa-
tion to logistics planning software and “border
ambassadors” who expedite cross-border ship-
ping operations.

Railroads account for 31 perceni of total
cargo ton-miles moved. They are one of the mogt
cost-effective modes for shipping large amounts
of bulk products—coal, sand, mincrals, and farm
and forest products—over long distances. In
recent years, railroads have increased their cus-
tomer services by designing new equipment to
handle special categories of goods, providing flat-
cars for carrying truck trailers by rail {piggyback},
and providing in-transit services such as the
diversion of shipped goods to other destinations
en route and the processing of goods en route.

Water earriers, which account for about
11 percent of carpo ton-milss, transport large
amounts of goods by ships and barges on 5.5,
coastal and inland walerways. Akthough the cost
of water transportation is very low for shipping
butky, low-value, nunperishable products such as
sand, coal, grain, oil, and metallic ores, water
transportation is the slowest mode and may be
affected by the weather.

Pipelings, which also account for aboul
16 pervent of cargo ton-miles, are a specialized
means of shipping peiroleum, naturel gas, and
chemicals from sources to markets, Most
pipelines are used by their owners to ship their
own products.

Although afr caniers transport less than 5 per-
cent of the natjon’s goods, they are an important
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intermadal transpariation
Combining two or more
modes of transportaion.

Integrated logistics
management

The wngistics concept that
emphasizes faarnwark, both
inside tha company and
grmong all the marketing
channe! organizations, to
maximize the performance of
the entire distributico system,

transportation mode. Afrfreight rates are much higher than rail or truck rates, but airfreight is
ideal when speed is needed or distant markets must be reached. Among the most irequently air-
freighted products are perishables {fresh fish, cut flowers) and high-velue, low-hulk items (tech-
nical instuments, jeweiry). Companies fied that airfreight also reduces inventory levels, packag-
ing costs, and the number of warehouses needed.

The Internet carries digital products from producer to customer via satellite, cable
modem, or telephone wire. Software firms, the media, music companies, and education all
make use of the Internst to transport digital products. Althougli these firms primarily use tra-
ditional transportation o disteibuete CDs, newspapers, and more, the Internet holds the poten-
tial for lower product distribution costs. Whereas planes, trucks, and trains maove freight and
packages, digital technology moves information bits.

Shippers alse nse intermadal tracsportation—combining twao or more modes of trans-
portation, Piggyback describes the use of rail and trucks; fishyback, water and trucks;
trainship, water and rail; and airtruck, air and trucks. Combining modes provides advan-
lages that no single mode can deliver. Each cambination offers advantages to the shipper. For
example, not only is piggyback cheaper than trucking alone but it also provides [lexibility
and convenienoe.

In choosing a transportation mode for a product, shippers must balance many considera-
tions: speed, dependability, availability, cost, and others. Thus, if a shipper needs speed, air
and truck are the prime choices. Tf the goal is lew nost, then water or pipeline might be hest.

Logistics Information Management

Campanies manage their supply chains through information. Channel partnecs often link up
to share information and to make better joint logistics decisions. From a fogistics perspactive,
information fows such as custorner orders, billing, inventory levels, and even customer data
are closely linked to chaonel performance. The company wants to design a simple, accessibis,
fast, and accurate process for capluring, processing, and sharing channe! ieformation.

Tnfarmalion can he shared and managed in wany ways—by mail ar telephone, through
salespeople, or through traditional or Internet-hased electronic dote interchange (EDI), the
computerized exchange of data batween organizaticns. Wal-Mart, for example, maintains EDI
links with almost all of its 91,000 suppiiers. And where it ance took eight weeks, using EDIL,
Krispy Kreme ¢an now turn around 1,000 supplier invoices and process the checks in only a
single week 18

Tn some cases, suppliers might actually he asked to generate orders and arrange deliveries
for their cusiomers, Many large retailers—such as Wal-Mart and Home Depol—work clossly
with major suppliers such as Procter & Gamble or Black % Decker to set up vendor-managed
inventory (VMI) systems or continuorns inventory replenishment systems. Using VMI, the cus-
tomer shares real-time data on sales and current inventory levels with the supplier. The sup-
plier then takes full responsibility for managing inventories and deliveries. Some retailers
even go su far as lo shitt inventory and delivery costs to the supplier. Such systoms require
close eogperation between the buyer and seller.

Integrated Logistics Management

Today, more and more companies are adopting the concept of integrated logistics management.
This concept recognizas that providing better customer service and trimming distribution
costs require feamwork, hoth inside the company and among all the marksting channel orga-
nizations. Inside, the compeny’s varicus departments ruost wark closely together to maximize
the company’s own logistics performance. Qutside, the company must integrate its logistics
systern with those of its suppliers and customers to maximize the performance of the entire
distribution system.

Crosa-Funciionzl Tearawork Inside the Company

In most companies, respansibility for various logistics activities is assigned 10 many different
departments—marketing, sales, finance, operalions, purchasing. Too often, each function
tries to optimize its own logistics performance without regard for the activities of the other
funetions, However, transportation, inventory, warehousing, and order-processing activitics
luteract. often in an inverse way. Lower inventary levels reduce inventory-carrying costs. But
they may also reduce customer service and inceease costs from stockouts, brack orders, special
production runs, and cosily fast-freight shipments. Because distribution activitiss involve
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strong trade-offs, decisions by different functions must be cocrdinated to achieve better over-
all logistics performance.

The goal of integrated supply chain management is to harmonize all of the company's
logistics decisions. Close working relotionships among departments can be achieved in sev-
eral ways. Some companies have created permanent logistics comwmittees, made up of man-
agers respansible for different physical distribution activities. Companies can also create sup-
ply chain manager positions that link the logistics activities of functional areas. For example,
Frocter & Camble has created supply managers, who manage all of the supply chain activities
for cach of its product categories. Many companies have a vice president of logistics with
cross-functional authority. Finally, companies can employ sophislicated, systemwide supply
chain management software, now available fram wide range of software enterprises large and
small, from SAT to KiverOne and Logility.!? The important ing is that the cumpany must
cuordinate its logislics end marketing activiiies to create high market satisfaction at a reason-
able cost.

Baillding Logistiss Parinerships

Companies must do more than improve their own logistics. They must also work with other
channel partners to immprove whole-channel distribution. The members of a marketing chan-
nel are linked closely in creating custamer value and building customer relationships. One
company’s distribution system is anclher company’s supply system. The success of each
channel member depends on the performance of the entire supply chain. For example, IKEA
can create its stylish but affordable furniluve and deliver the “IKEA lifestyle” only if its
entire supply chain—consisting of thousands of merchandisc designers and suppliers, irans-
port companiss, warehouses, and service providers—operates at maximum efficiency and
customer-focused sHectiveness.

Smart companies coordinate their logistics
strategies and forge strong partnerships with sup-
pliers and customers to improve customer service
and reduce channel costs. Many companies have
created cross-functional, cross-company teams.
For example, Procter & Gamble has a team of more
than 200 people working in Benlonvitle, Atkansas,
home of Wal-Mart.?? The P&Gers work jointly with
their counterparts at Wal-Mart to find ways to
squesze costa out of their distribution system.
Warking together benefits not only P&G and Wal-
Mart hut also their shared final consemers.

Other companies partner through shared pro-
fects. For example, many larpe retailers are work-
ing closely with suppliers on in-stare programs.
Home Depot allows key suppliers to use its stares
as a testing ground for new merchandising pro-
grams. The suppliers spend time at Home Dopot
stores watching how their preduct sells and how
customers relate to it. They then create programs
specially tailored to Hume Depol and its cus-
tomers. Clearly, both the supplier and the cusiomer
benefit from such partnerships. The point is that
all supply chain members must work legether in
the cause of bringing value to final consumers.

Thivd-Party Logisiics

Most hig companies love to make and sell their
products. But many loathe the associated logistics
“grunt wark.” They detest the bundling, loading.
unloading, setting, storing, reloading, transporting,
customs clearing, and tracking required to supply
their [aclodies and Lo get products out to customers.
' They hate it so much that a growing number of
Third party logistics: UPS's Supply Chain Selutions group can help a firms now outsource sovne or all of their logistics to
company shorten its supply chains and turn it into a strategic asset. third-party legistics (3PL) providers.
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Third-party legistics (3PL)
provider

An independent logistics
pravider that perfarms any or
ali of the functions required to
get their client's producs to
market.
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These “3PLs"—companies such as TUPS Supply Chain Soluticns, Penske Laogistics, BAX
Clobal, Ryder System, FedEx Logistics, or Roadway Logistics Services—help clients to
tighten up sluggish, overstuffed supply chains, slash inventories, and get products te cus-
tomets more quickly and relishly. For example, UUPSs Supply Chain Services unit providss
clients with a wide range of logistics services, from inventory conirel, warehousing, and
transportation management to customer service and fulfiliment. According to a recent survey
of chief logistics executives at Fortune 500 companies, 82 percent of these companies use
third-party logistics (also called 3PL, outsourced logistics, ur contract logistics] services. In
just the past ten years, the 3PL market has tripled in size to more thag 3100 billion.

Companies use third-party logistics providers for several reasons. First, because getting
the product to market is their main focus, these providers can often do it more efficiently and
at lower cost. Outsourcing typically results in 15 percent to 30 percent cost savings. Second,
outsourcing logistics frees a company ta focus more intensely on ite core business. Finally,
integrated logistics companies understand increasingly complex logistics environmants. This
can be especially helpful to companies attempting to expand their global market coverage.
For example, companies distributing their products across Eutope face a bewildering array of
environmenlal restrictions that affect logistics, including packaging standards, truck size and
weight limits, and noise and emissions pollution controls, By outsourcing its logistics, a com-
pany can gain a complete pan-European distribution system without incwrring the costs,

delays, and risks associated with sctiing up its own systerm.

~ Reviewing the Concepts

Marketing channegl decisions are amoag the most important decisians
that management {aces. A company's channel decisions directly affect
avery piner marketing decision. Management rust rnake channel deci-
sians carefully, incorperating todey's needs with tomorraw’s likely salling
anvironmerd. Sarme cain panies pay too |itfe attention: to their distribution
chanaels, but others hava used imaginasive distribution systerms to gain
comnpetitive advantage.

1.

Explzir why cumpanies wse marketing channets aad discuss the func-
tians these chahnels perform.
Most producers use fntermediarias ta bring their products to market.
They try to forge 8 markeling channe! (ur distribution channell—a sef
of interdependent organizations invalved in fhe process of making a
product ar service availabile for use ar consumption by the consumer
or busingss user. Through their contacts, experience, specialtzation,
and scale of cperation, intermedizries usually offer the firm mose than
it can achigve on its awn,

ftarketing chaninels perform many key functions. Some help

complete transactions by gathering and acistributing infarmation

needed for planning and giding exchzngs; by developing and spraad-
iNg persuasive sommurtications sbaut an offer; by zerforming contact
work—finding and communicating with orospective bDuyers; by
matching—shaping and fitting the offer to she Guyer's needs; and by
entering into negotiation to reach an agreement on price and other
terms of the offer so that ownership can be transferred. Other func-
tians heip to fuffif the completed transactions by offering physical
distribution—transporting and stering goods; financing—acquiring
and using funds o cover the costs of the channei wark; and risk
faking—assuming the risks of carnying out the channel work,

Discuss haw channel members interact and how they arganize fo per-
farm the wark of the channel.

The channei wil! be most effective when gach membier is assigned the
tasks it can do best, ldeally, because the success of individual chan-
rel members depends on overall chamnel success, all chaneed firms

shouldl work tagether smoothly. They should understand and sccept
their roies, coordinate their poals and activities, and conperaie to
attain overali channel goals. By ceoperating, they can more effectively
sense, serve, and satisfy the terget market. In a large cormpany, the
formal organization structurz assigns roles end provides needed lead-
ership. But in a distrioution channel made up of independent firms,
feadership and power are not formally set. Tradiliorally, distribution
channels have lacked the feadership needad to assign ralas and man-
zre canflict In recent years, however, new types of channel organiza-
tians have appeared that provide stronger leadership and irngroved
performance,

. ldentily the major channel aiternatives open 12 a company.

Each firm identrfies alternative ways to reach its market. Available
rmeans vary from direct selling to using one, two, three, or more irter-
mediary channel levals. Marketing channels face continuous and
somelimes dramatic change, Three of the most imporiant trends are
the grawth of vertical, horizontal, and mulfichanne! marketing sys-
terns, Thiese trends affect channel cooperation, conflict, and compe-
tition. Channef design begins with assessing customer channed ser-
vice nzeds and company channel chjectives and constrainks. The
company then identifies the major channel alternatives in terms of
the #ypes of intermediaries, the number of intermediaries, and the
channe! responstbifities of each. Each channel zlternative must be
evaluated according w0 economic, control, and adaptive criteria,
Charnel management calls for selecting gualified intermediaries and
mativating them. Individuzl channel members must be evaluated
regularty.

. Explain hew cenipanies select, motivate, and evalyate chiannei members.

Producers vary in Eheir ability to sttract qualified marketing intermedi-
aries. Some producers have ne troutle signing up channed members.,
Others have 1o work hard fo ling up eraugh qualified intermediartss,
When selecting intermediaries, the campany should evaluaie each
channel membar's quslifications and select those who best fit its
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channel objectivas. Gnee selected, chanrgl members must bBe contin-
uousiy rotivated 1o 9o thair best. The campany must selt nol soly
througf the intermediarnies but for them. It should work o forge long-
term partnerships with their chennel patnoers to create a marketing
system that meefs the needs of both the manufacturer amd the part-
nars, The company must also regularly check channal member per-
formance against established perfermance standards, rewarding
inermediaries whe ase perfarming well and assisting or replacing
wiegker ones.

. Diseuss the nature and importance of marketing logistics and inte-
grated supply chain management.
Just as firms are giving the marketing concept increased recognition,
mare business firms are paying atiention to marketing fogisiics (or
phvsical distribtion). Logistics is an area of pofentially high cast sav-
ings znd improved customer satisfaction. Marketing logistics
addresses not only gufbound disiribution but glso inbound distribu-
liom and reverse distribulion, That is, it ‘nvolves entire supply chain
managerment—managing velue-edded flows betwezn suppliers, the

' Reviewing the Bey Terms

Adminisiered YMS 343
Charnne! confict 339
Channel tevel 338
Contractual WS 342
Conventionai diskricutizn
chznael 340
Corporete YMS 347
Direct marketing chanrel
Disintermediation 344

338

Distrbution center 354
Exclusive distribution 348
Franchise crganization 342
Harigontal merkeling
system: 343
Indirect markeling channel
Ini=grated logistics
management 356
intensive distibution 348

338

== Discussing the Concepts

1. What is tha difierence bebwean a supply chain and a valus-delivery
network?

2. How might a distribution channel evolve from a conventional distri-
bution channel ta a vetical marketing sysiem?

2. The chaptar cites Hewlatt-Packars and Fidelity lnvestment as cam-
penizs employing maltichannel distribution. Discuss the pros and
cans of choasing hybrid marketing channals,

4, What factors dees a cosmetics company need to consider whean
designing its marketing channel for a new low-priced line of
casmetics?

== Apvlying the Concapis

1. ExerWise, a new company marketing a high-end Ak Toner exercise
mackine, is considaring direct marketivie versus seliing through
Strongs, a national sporting-goods retader. As the buyer for Strongs,
explain the functions your retall chain can offer to Exerwise.

2. Ward's Berry Farm specializes i fresh strawberries, which it s2lis to
a variety of retailers thraugh a produce wheolesale distribusor. Form a
small group 2nd have each member assume one of the following
rofes: Derry Tarmer, whelesaler, and grocery retailer. In yaur rofe, dis-

tntermedal ransporiation 386
bdarketing channel (disinbution

Warketing iogistics (physical

Multichannel gistricution
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cemparny, resellers, and final users. No logistics system can both max-
imize customer sanvice and minimize distribution costs, Instgad, the
goal of [ogistics management is to provide 2 fargsted level of service at
the least cost. The major logistics functions inciude order processing,
Warehousing, inventory management, and transportation.

The infegrated supply chaln management concept recognizes that
improved logistics requires teamwark in the form of close working
relationships acress functional areas inside the company and across
various arganizations in the supoly chain. Campanies can achigve
logistics harmary among functions by creating crossfunctional logis-
tics teams, inteprative supply manager positicns, and senior-level
logistics executives with cross-funciianal actharity. Ghannel partnar-
ships can take the form of cross-company tearns, shared projects,
and information sharing systems. Today, same companies are out-
sourcing their logistics funciions to third-party sogistics [3PL)
providers o save costs, increase efficiency, and gain faster and mare
affective access to giobsl markets.

Salective distribution 349

Supgly chain mamegement 352

Third-pary lomstics {3PL)
provider 358

Vaiue delivery network 335

Vertical marketing system
(WMSy 340

channel] 335

distributicn) 342

system 343

tdentify the primary challenges an organization laces in managing
its channed mambers, What are some of the methods camparies
use ta metivate channel parnars?

Giwg three reasons why swpply chain management s an important
part of the value-delivery nerwark.

cuss three thirgs that might have recently angered you about the
other channel members. Take turns voicing your gripes and
attemphing to resolva the conflict,

Oracle offers software solutions for supply chain management. Gota
Oracle’s Web site at hitpufwww.osacle.com/applications/scm/
index.htrl and explore its supply chain producis. List five ways
these producks might help managers improve thair supply chain
managemert.
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=== Focus on Technology

RFID, radio frequency identification, is ane of the most exsiting recent
tachnical innovations relazing to a company's Ipgistics operations.
Applications invalve placing smail tags containing tiny electronic RFID
chips on cortainers, pallets, cartons, or even individual products. The
tags transmit a radia sighal to readers, which translate and stere the
product-identiticalicn data. In the past, the costs of the RFID tags have
been prohibitively expensive. However, thanks to improved sermicanduc-
tor technology, chips can now be produced at reasonable grices.
Improvements in soflware, lelecommunications, and data sharing have
zll warked to move RFID to center stage for logistics managers. |n fact,

= Fogus on Ethics

Stathing fees are & one-time fee paid by feed manufacturers to retailars for
uilatting sheli space o a new product, The ranuiacturer buys the prad-
ucks way into the marketing channel, An FTC survey shows the average
slotting fee ger chain for @ new ocoduct is about 513,000, and suppliars
report tokal slotting fees in the $1,000.00C (0 $2,600,000 ranga, The
many critics of this system cla'm that grocery retaiters have too mech
power in this situztion. They also assert that the slotling fee system is
Lrfair ta small manufaciurers who cannot afford such large fess. Siatting
fees have been calied evarything fram a biibe to & retailer's addiclion, a
zuestionabie source of income that many retailers have come to reiy on to
survive. Retailars claim that they need the additional funds to ofset the
costs associated with rew products. To stock a new product, they must
shift cther groducts on the sheli, move producis in the warenouse, and

Hasbro

i alt staried with Gl Joz back in 1964, That was wnen Hasbrg, now a 3
wibian compe ny operating in more than 100 coeuntries, launched the now-
legendary toy and pionezred the action figure calegory, Since then, the
company has developed scares of new foys that are wedl known to chil-
cren and adults argund He world, Hasbre's brands inciude games such
as Hungry Hungry Hispas, Parcheesi, Risk, Troubte, Scrabble, Outbarst,
Twister, Pictionary, Boggle, and Moropaly. The company also sells
Tinkertays, Lite-Brite, Transformers, Glowworms, My, Potam Head,
VideaMNow, and Play-Doh.

Taday, o keen up with constantly changing trends in the marketplace,
Hasbro develops almost 1,000 new praducts annualy and launches
nezrly 83 sereent of those products within a year's tima. Getting all of
those products to consumers requires a reliabie and efficient supply
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Wal-Mart, a pioneer in RFID application, has issued mandates to its sup-
phiers that force them to begin using RFID tags oo pallet shipments. &s
zdditipnal retailers adopt this technafogy and spread it through their
value netwarks, analysts expect that RFID will Become the standard far
nroduct identification.

1. What impact would RFIC apolicatisns have an each of the major

lagistical functions?
2. \What are the biggest current obstacles to ecopting this technology?

3. How couic RFID improve the cusiomer experience?

update computer systerns, in additian, refailers say they run the risk of
costs associated with the potential failere of the product. In response to
the cries of smali manufacturers that these fess creme unfair competition,
retailers sometimes waive slotting fees for the smaller conpanies.
1. Assess siotting fees from the points of view of both the retailer and
the producer. Which side do you support?
2. How might slotting fees affact a manufaeturer's decision when
selzcting channel members?
3. Goto wes fto goviope 2000301 Ysiottingaliowance, tm (o read abowt
the FTS report v slpting fees. What did vou learn from the govern-
mant's repart an slofting fees?

chain and a2 well-tuned marketing channel. Hasbro™s praducts can be
found in ioy stores, drugstores, whalesale stores, and even grocery stores,

Adter viewing tha videc featuring Hasbro, answer :he fodowing ques-
tions abaut marketing channels and supply chain managemeni.

1. What leveis of distribution cees Hasbra 1:5e? How doas the company
keep both mass merchandisars and sther channels fram competing
direcily with one another?

2. How does Hashbra use distribution channels o build stronger rela-
tienships with customers?

3. How does Hasbro partrer with ils channel members to deliver batter
walLe ta consumers? :



One global retailer is expanding at a dizzying pace. it's on
track for what appears to be world domination of its indus-
try. Having built its own state-of-the-art distribution net-
work, the cornpany is leaving lhe competilion i the dust in
terms of sales and profits, not to mention speed of inventory
management and turnover. Wal-Marl you might think? Dell
possibly? Althouph these two retail giants definitely fit the
description, we're talking here about Zara, the flagship spe-
cialty chain of Spain-based clothing conglomerate, Inditex.

This dynamic retailer is known for selling stylish designs
that resemble those of big-name fashiop houses but al mod-
aratc prices. “We sell the latest trends at low prices, but cur
clients value our design, quality, and constant innovation,”
4 company spokesman said, “That gives us the advantage
even in highly compstitive, developed markets, including
Britain.” More interesting is the way that Zara achieves its
mission.

FAST FASHIOM—THE NEWEST WAVE

A handful of European spacialty clothing retailers are tak-
ing the fashion world by storm with a business mode! that
has come to be known as “fast fashion.” In short, these com-
panies can recognize and respond to fashion trends very
quickly, create products that mirror the trends, and get
those products onto sheives much faster and more fre-
quently than the industry norm. Fasi-fashion retailers
include Swedan's Honnes & Maurtitz (H&M), Britain’s Top
Shop, Spain’s Mango, and the Netherlands’ Mex. Although
all of these companies are sucressfully employing tho fast-
fashion concept, Zara leads the pack on virtually every
level.,

For example, “fast” at Zara means that it can take a prod-
uet from concept through desipn, manufacturing, and store
shelf placement in as little as two weeks, much quicker than
any of ils fast-fashion compelitors. For more mainstream
clathing chains, such as the United States’ Gap and
Abercrumbie aud Fitch, the process takes months,

This gives Zata the advantage of virtually copying fash-
ions from the pages of Vogue and having themn on the streets
in dozens of countrics before the next issue of the magazine
even hits the newsstands! When Spain's Crown Prince
Felipe and Letizia Ortiz Rocasolano announced their
enpagement in 2003, the bride-to-be wore a stylish white
trouser suit. This raised some eyebrows, given that it vie-
lated roval protocol. But European women loved it and
within @ few weeks, hundreds of them were wearing a
nearly identical outfit they had purchased from Zara,

But Zara is more than just fast. It's also prolific. In a typi-
cal year, Zara launches about 11,000 new items, Compare
that to the 2,000 ta 4,000 items introduced by both H&M
and Gap. In the fashion world, this difference is huge. Zara
slores raceive new merchandise two 1o three times cach
weak, whereas most clathing retailers get large shipments
an 4 seasonal basis, four to six tines per year.

By introducing new products with frequency and in
higher numbers, Zara produces smaller batches of items.
Thus, it assumes less risk if an item doesn’t sell well. But
smaller batches alse means exclusivily, & unique benefit
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from a mass-markel retailer that draws young fashionistus
through Zara’s doars like a magnet. When items sell out,
they are nnt restocked with another shipment. Instead, the
next Zara shipment coniains something new, something dif-
ferent. Popular items can appear and disappear within a
week, Consumers know that if they like something, they
must huy it or miss out, Cestomers are enticed to check out
store stock rore olten, leading to very high levels of repeat
patronage. But it also means that Zara doesn't need to fol-
low the industry pattern of marking prices down as the sea-
son progresses. Thus, Zara reaps the benefit of prices that
average much closer to the list price.

THE VERTICAL SECRET TO ZARA'S SUCCESS

Just how does “ara achieve such mind-blowing responsive-
ness? The answer lies in its distribulion system. In 1975,
Amancie Ortega opened the first Zara store in Spain’s
remote northwest town of La Corufa, home o Zara’s head-
quarters. Having already worked in the textile industry for
twa derades, his exparience lad him to design a system in
which he could control every aspect of the supply chato,
from design and production to distribntion and retailing. Ha
knew, for example, thal in the textile business, lhe biggest
markips were made by wholesalers and retailers. He was
determined to maintain couirol over these activities.
Ortega's original philosophy forms the heart of Zara's
uniqus, rapid-fire supply chain roday. But it's Zara's high-
tech informalion system that has laken vertical integralion
in the company ta an nnprecedented level. According ta
CEQO Pable Isla, "Our inlormation system 1z absolutely
avanl-garde. It's what links the shop to our designers and
our distribution system.” .

Zara's vertically integraled system makes the slarting
point of a product concept hard to nail down. At Zara's
headquarlers, crealive leams of vver 300 professionals carry
out the design process. But they act on information fad to
them fom the stores. This goes kar beyond typical point-of-
sales data. Store managers act as trond spotters. Every day
they report hot fads to headqnarters, enabling popular lines
to be tweaked and slow movers to be whisked away within
hours. If customers ave asking for a rounded neck on a vest
rather than a V nneck, such an item can he in stores in seven
1o ten days. This process would take traditinnal refailers
mmonths,

Managers also consult a pevsonal digiial assistant every
evening Lo check what new designs are available and place
their orders according to what they think will sull best to
their customers. Thus, store managers help shape designs by
ensuring that the creative teams have real-time information
baged on the ohsarved tastes of actual consumers, Mr. Orlega
refers to this as the democratization of fashion.

When it comes to spurcing, Zara's supply chain is unique
as well. Current conventional wisdom calls for manufactus-
ers in all industries 1o cutsource their goods globally to the
chaapest provider. Thus, most of Zara's competitors con-
tract manufacturing out to low-wags countries, notably
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Asia. But Zara makes 40 percent of its own fabrics and pro-
duces more than half of its 0w clothes, rather than relying
on a hodgepodge of slow-moving suppiiers. Evern things
that are farmed out arg done locally in order to maximize
time efficiency. Nearly all Zara clothes for its storss world-
wide are produred in its remote Northeast corner of Spaju.

As il completes designs, Zara cuts fabric in-house. It
then sends the designs to one of several hundred local co-
nperatives for sewing, minimizing the time for raw mater-
ial distribution. When items return to Zara's facilities, they
are ironed by an assembly line of workers who specialize
in a specific task {lapels, shoulders, on go on). Clothing
items are wrapped in plastic and fransporied on conveyor
helts to a group of giant warehouses.

Zara’s warehouses are a vision of modeen automation as
swift and cfficient as any automotive or consumer eleciron-
ics plant. lfuman labor is a rare sight in these cavernous
buildings. Customized machines patterned after the equip-
ment used hy overnight parcel services process up to 80,000
items an hour. The computerized system sorts, packs,
labels, and alocates clothing items to every one of Zara's
1,000-plus stores. For stores within a 24-hour drive, Zara
delivers goods by truck, whereas it ships merchandise via
cargo jet to stores farther away.

DOMESTIC MANUFACTURING PAYS GFF

The same philosophy that has produced such good results
for Zara has led parent vompany Inditex to divorsify. Its
oiher chains now inclnde underwear retatier Oysho, teen-
oriented Bershka and Stradivaring, children's Kiddy's Class,
mengwear Massimo Duti, and casual and sportswear chain
Pull & Bear, Recently, Inditex opened its first non-clothing
chain, Zara Home. Each chain opsrates under the same style
of vertical integration honed at Zara.

Making speed the main goal of its supply chain has
really paid off for Inditex. In 2005, sales grew by a whop-
ping 21 percent over the prior year to $8.15 billion (retail
revenue growth worldwlide averages single-digit increases).
That puts Inditex ahead of H&M in the fast-fashion category
for the first time. During the same period, profits soared by
26 percent to $973 million, Most of this performance was
driven by Zara, now ranked number 73 on Interbrand’s list
of top 100 most valuable worldwide brands. -Although
Inditex has grown rapidly, it only wants more. Tn 2003, it
opened 448 new stores {H&M added only 145} and had
plans for 490 more. With more than ene ribboun-cutting cer-
emomy per day, Inditex ¢ould increase its number of stores
from the current 2,900 to as many as 5,000 storcs in 70
courntrias by the end of this decade.
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European fast-fashion retailers have thus far expanded
wery cautiously in the United States (Zara has only 19 storas
stateside). But the threat has U.8. clothing retailers rethink-
ing the models they have relied on for years. According to
one analyst, the industry may soon experience s reversal
from outsourcing to China to “Made in the U.S.A™;

“U.8. retailexs are finally lucking at lost sales as lost
revenue. They know that in order to capture maxi-
mum sales they need to turn their inventory much
quicker, The disadvantage of importing from China is
that it requires a longer lpad time of hetween three to
six months from the time an order is plaged to when
the inventory is stocked in stores. By then the frends
may have changed and you're stuck with all the
unsold inventory. If retailers wanl to refresh their
merchandise quicker, they will have to consider
sourcing at least sume of the merchandise locally.”

So being the fastest of the fast-fashion retailers has not only
paid olf for Zara, its model has reconfigured the fashion
landscape everywhere. Zara has blazed a trail for cheaper
and cheaper fashion-led masse retailers, has put the squeeze
on mid-priced fashion, and has forced luxury brands to
scramble to find ways to sat themselves apart from Zara's
lnok-a-like destgns. Leadership certainly hag its perks.

Questions for Discussion

1. As completely as possible, sketch the supply chain for
Zara from raw materiais (o conshmer purchase.

2. Discuss the concepts of horizontal and vertical conflict
as they relate to Zara. '

3. Which type of vertical marketing systen: does Zara
exhibit? List all the benefils that Zara receives by hav-
ing adopted this system.

4. Does Zara incur disadvantages from its “fagt-fashion™
distribution system? Are these disadvantages offset by
the advantages?

5, How does Zara add value for the customer through
major logistics functions?

Sources: “The Futire of Fast Fashion,” The Eeoronist, Tune 18,
2005; Rachel Tiplady, “Zara: Taking the Lead in Fast Fashion,"
BusinessWeek Online, April 4, 2006; John Tagliabue, " A Rival to
Gap that Operates Like Dell,” New ¥ork Times, May 30, 2003,

p. W1; Elizabeth Nash, “Dressed for Success,” The Independent,
March 31, 2006, p. 22; Parija Bhatnagar, “Is "Made in 11.5.A"
Back in Vogue? www, CNNMoney.com, March 1, 2005; Sarah
Mower, “The Zara Phenomenon,” The Evening Standard,
January 13, 2006, p. 30; and www.inditex com, August 2006.
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