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	What's Ahead


For more than half a century, Caterpillar has dominated the world's markets for heavy construction and mining equipment. Its familiar yellow tractors, crawlers, loaders, and trucks are a common sight at any construction area. With sales of $21 billion, Caterpillar is half again as large as its nearest competitor. It now captures over a 40 percent share of the world's heavy-construction equipment market, selling more than 300 products in nearly 200 countries. Caterpillar has posted 6 straight record years of record sales.

Many factors contribute to Caterpillar's enduring success—high-quality products, flexible and efficient manufacturing, a steady stream of innovative new products, and a lean organization that is responsive to customer needs. Although Caterpillar charges premium prices for its equipment, its high-quality and trouble-free operation provide greater long-term value. Yet these are not the most important reasons for Caterpillar's dominance. Instead, Caterpillar Chairman and CEO Glen Barton credits the company's focus on customers and its worldwide distribution system, which does a superb job of taking care of every customer need. Former CEO Donald Fites agrees: "The biggest reason for Caterpillar's success has been our system of distribution and product support and the close customer relationships its fosters. . . . The backbone of that system is our 195 dealers around the world who sell and service our [equipment]."
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Caterpillar's dealers provide a wide range of important services to customers. Fites summarizes:

After the product leaves our door, the dealers take over. They are the ones on the frontline. They're the ones who live with the product for its lifetime. They're the ones customers see. Although we offer financing and insurance, they arrange those deals for customers. They're out there making sure that when a machine is delivered, it's in the condition it's supposed to be in. They're out there training a customer's operators. They service a product frequently throughout its life, carefully monitoring a machine's health and scheduling repairs to prevent costly downtime. The customer . . . knows that there is a $20-billion-plus company called Caterpillar. But the dealers create the image of a company that doesn't just stand behind its products but with its products, anywhere in the world. Our dealers are the reason that our motto—Buy the Iron, Get the Company—is not an empty slogan.

Caterpillar's dealers build strong customer relationships in their communities. "Our independent dealer in Novi, Michigan, or in Bangkok, Thailand, knows so much more about the requirements of customers in those locations than a huge corporation like Caterpillar could," says Fites. Competitors often bypass their dealers and sell directly to big customers to cut costs or make more profits for themselves. However, Caterpillar wouldn't think of going around its dealers. "The knowledge of the local market and the close relations with customers that our dealers provide are worth every penny," he asserts with passion. "We'd rather cut off our right arm than sell directly to customers and bypass our dealers."

Caterpillar and its dealers work in close harmony to find better ways to bring value to customers. Says Fites, "We genuinely treat our system and theirs as one." The entire system is linked by a single worldwide computer network. For example, working at their desktop computers, Caterpillar managers can check to see how many Cat machines in the world are waiting for parts. Closely linked dealers play a vital role in almost every aspect of Caterpillar's operations, from product design and delivery, to product service and support, to market intelligence and customer feedback.

In the heavy-equipment industry, in which equipment downtime can mean big losses, Caterpillar's exceptional service gives it a huge advantage in winning and keeping customers. For example, consider Freeport-McMoRan, a Cat customer that operates one of the world's largest copper and gold mines, 24 hours a day, 365 days a year. High in the mountains of Indonesia, the mine is accessible only by aerial cableway or helicopter. Freeport-McMoRan relies on more than 500 pieces of Caterpillar mining and construction equipment—worth several hundred million dollars—including loaders, tractors, and mammoth 240-ton, 2,000-plus-horsepower trucks. Many of these machines cost well over $1 million apiece. When equipment breaks down, Freeport-McMoRan loses money fast. Thus, Freeport-McMoRan gladly pays a premium price for machines and service on which it can count. It knows that it can count on Caterpillar and its outstanding distribution network for superb support.

The close working relationship between Caterpillar and its dealers comes down to more than just formal contracts and business agreements. According to Fites, the powerful partnership rests on a handful of basic principles and practices:

· Dealer profitability: Caterpillar's rule: "Share the gain as well as the pain." When times are good, Caterpillar shares the bounty with its dealers rather than trying to grab all the riches for itself. When times are bad, Caterpillar protects its dealers. For example, in the mid-1980s, facing a depressed global construction-equipment market and cutthroat competition, Caterpillar sheltered its dealers by absorbing much of the economic damage. It lost almost $1 billion in just three years but didn't lose a single dealer. In contrast, competitors' dealers struggled and many failed. As a result, Caterpillar emerged with its distribution system intact and its competitive position stronger than ever.

· Extraordinary dealer support: Nowhere is this support more apparent than in the company's parts delivery system, the fastest and most reliable in the industry. Caterpillar maintains 22 parts facilities around the world, which stock 320,000 different parts and ship 84,000 items per day, about one per second every day of the year. In turn, dealers have made huge investments in inventory, warehouses, fleets of trucks, service bays, diagnostic and service equipment, and information technology. Together, Caterpillar and its dealers guarantee parts delivery within 48 hours anywhere in the world. The company ships 80 percent of parts orders immediately and 99 percent on the same day the order is received. In contrast, it's not unusual for competitors' customers to wait four or five days for a part.

· Communications: Caterpillar communicates with its dealers—fully, frequently, and honestly. According to Fites, "There are no secrets between us and our dealers. We have the financial statements and key operating data of every dealer in the world. . . . In addition, virtually all Caterpillar and dealer employees have real-time access to continually updated databases of service information, sales trends and forecasts, customer satisfaction surveys, and other critical data. . . . [Moreover,] virtually everyone from the youngest design engineer to the CEO now has direct contact with somebody in our dealer organizations."

· Dealer performance: Caterpillar does all it can to ensure that its dealerships are run well. It closely monitors each dealership's sales, market position, service capability, financial situation, and other performance measures. It genuinely wants each dealer to succeed, and when it sees a problem, it jumps in to help. As a result, Caterpillar dealerships, many of which are family businesses, tend to be stable and profitable. The average Caterpillar dealership has remained in the hands of the same family for more than 50 years. Some actually predate the 1925 merger that created Caterpillar.

· Personal relationships: In addition to more formal business ties, Cat forms close personal ties with its dealers in a kind of family relationship. Fites relates the following example: "When I see Chappy Chapman, a retired executive vice-president . . ., out on the golf course, he always asks about particular dealers or about their children, who may be running the business now. And every time I see those dealers, they inquire, 'How's Chappy?' That's the sort of relationship we have. . . . I consider the majority of dealers personal friends."

Thus, Caterpillar's superb distribution system serves as a major source of competitive advantage. The system is built on a firm base of mutual trust and shared dreams. Caterpillar and its dealers feel a deep pride in what they are accomplishing together. As Fites puts it, "There's a camaraderie among our dealers around the world that really makes it more than just a financial arrangement. They feel that what they're doing is good for the world because they are part of an organization that makes, sells, and tends to the machines that make the world work."1
Marketing channel decisions are among the most important decisions that management faces. A company's channel decisions are linked with every other marketing decision. The company's pricing depends on whether it uses mass merchandisers or high-quality specialty stores. The firm's sales force and advertising decisions depend on how much persuasion, training, motivation, and support the dealers need. Whether a company develops or acquires certain new products may depend on how well those products fit the capabilities of its channel members.

Companies often pay too little attention to their distribution channels, however, sometimes with damaging results. In contrast, many companies have used imaginative distribution systems to gain a competitive advantage. Federal Express's creative and imposing distribution system made it the leader in the small-package delivery industry. General Electric gained a strong advantage in selling its major appliances by supporting its dealers with a sophisticated computerized order-processing and delivery system. Dell Computer revolutionized its industry by selling personal computers directly to consumers rather than through retail stores. Charles Schwab & Company pioneered the delivery of financial services via the Internet.

Distribution channel decisions often involve long-term commitments to other firms. For example, companies such as Ford, IBM, or McDonald's can easily change their advertising, pricing, or promotion programs. They can scrap old products and introduce new ones as market tastes demand. But when they set up distribution channels through contracts with franchisees, independent dealers, or large retailers, they cannot readily replace these channels with company-owned stores if conditions change. Therefore, management must design its channels carefully, with an eye on tomorrow's likely selling environment as well as today's.

This chapter examines four major questions concerning distribution channels: What is the nature of distribution channels? How do channel firms interact and organize to do the work of the channel? What problems do companies face in designing and managing their channels? What role does physical distribution play in attracting and satisfying customers? In chapter 13, we will look at distribution channel issues from the viewpoint of retailers and wholesalers.
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	The Nature of Distribution Channels


Most producers use intermediaries to bring their products to market. They try to forge a distribution channel—a set of interdependent organizations involved in the process of making a product or service available for use or consumption by the consumer or business user.2
Why Are Marketing Intermediaries Used?

Why do producers give some of the selling job to intermediaries? After all, doing so means giving up some control over how and to whom the products are sold. The use of intermediaries results from their greater efficiency in making goods available to target markets. Through their contacts, experience, specialization, and scale of operation, intermediaries usually offer the firm more than it can achieve on its own.

Figure 12.1 shows how using intermediaries can provide economies. Figure 12.1a shows three manufacturers, each using direct marketing to reach three customers. This system requires nine different contacts. Figure 12.1b shows the three manufacturers working through one distributor, who contacts the three customers. This system requires only six contacts. In this way, intermediaries reduce the amount of work that must be done by both producers and consumers.
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	Figure 12.1
	How a Marketing Intermediary Reduces the Number of Channel Transactions


From the economic system's point of view, the role of marketing intermediaries is to transform the assortments of products made by producers into the assortments wanted by consumers. Producers make narrow assortments of products in large quantities, but consumers want broad assortments of products in small quantities. In the distribution channels, intermediaries buy large quantities from many producers and break them down into the smaller quantities and broader assortments wanted by consumers. Thus, intermediaries play an important role in matching supply and demand.

The concept of distribution channels is not limited to the distribution of tangible products. Producers of services and ideas also face the problem of making their output available to target populations. In the private sector, retail stores, hotels, banks, and other service providers take great care to make their services conveniently available to target customers. In the public sector, service organizations and agencies develop "educational distribution systems" and "health care delivery systems" for reaching sometimes widely dispersed populations. Hospitals must be located to serve various patient populations, and schools must be located close to the children who need to be taught. Communities must locate their fire stations to provide rapid response to fires and polling stations must be placed where people can vote conveniently.

Distribution Channel Functions

The distribution channel moves goods and services from producers to consumers. It overcomes the major time, place, and possession gaps that separate goods and services from those who would use them. Members of the marketing channel perform many key functions. Some help to complete transactions:

· Information: gathering and distributing marketing research and intelligence information about actors and forces in the marketing environment needed for planning and aiding exchange.

· Promotion: developing and spreading persuasive communications about an offer.

· Contact: finding and communicating with prospective buyers.

· Matching: shaping and fitting the offer to the buyer's needs, including activities such as manufacturing, grading, assembling, and packaging.

· Negotiation: reaching an agreement on price and other terms of the offer so that ownership or possession can be transferred.

Others help to fulfill the completed transactions:

· Physical distribution: transporting and storing goods.

· Financing: acquiring and using funds to cover the costs of the channel work.

· Risk taking: assuming the risks of carrying out the channel work.

The question is not whether these functions need to be performed—they must be—but rather who will perform them. To the extent that the manufacturer performs these functions, its costs go up and its prices have to be higher. At the same time, when some of these functions are shifted to intermediaries, the producer's costs and prices may be lower, but the intermediaries must charge more to cover the costs of their work. In dividing the work of the channel, the various functions should be assigned to the channel members who can perform them most efficiently and effectively to provide satisfactory assortments of goods to target consumers.
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	Consider a fictional case of distribution management.
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Number of Channel Levels

Distribution channels can be described by the number of channel levels involved. Each layer of marketing intermediaries that performs 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 both perform some work, they are part of every channel. We use the number of intermediary levels to indicate the length of a channel. Figure 12.2a shows several consumer distribution channels of different lengths.
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	Figure 12.2
	Consumer and Business Marketing Channels


Channel 1, called a direct marketing channel, has no intermediary levels. It consists of a company selling directly to consumers. For example, Avon, Amway, and Tupperware sell their products door to door or through home and office sales parties; Lands' End and Fingerhut sell products direct through mail order, telephone, or at their Web sites; and Singer sells its sewing machines through its own stores. The remaining channels in Figure 12.2a are indirect marketing channels. Channel 2 contains one intermediary level. In consumer markets, this level is typically a retailer. For example, the makers of televisions, cameras, tires, furniture, major appliances, and many other products sell their goods directly to large retailers such as Wal-Mart and Sears, which then sell the goods to final consumers. Channel 3 contains two intermediary levels, a wholesaler and a retailer. This channel is often used by small manufacturers of food, drugs, hardware, and other products. Channel 4 contains three intermediary levels. In the meatpacking industry, for example, jobbers buy from wholesalers and sell to smaller retailers who generally are not served by larger wholesalers. Distribution channels with even more levels are sometimes found, but less often. From the producer's point of view, a greater number of levels means less control and greater channel complexity.

Figure 12.2b shows some common business distribution channels. The business marketer can use its own sales force to sell directly to business customers. It can also sell to industrial distributors, who in turn sell to business customers. It can sell through manufacturer's representatives or its own sales branches to business customers, or it can use these representatives and branches to sell through industrial distributors. Thus, business markets commonly include multilevel distribution channels.

All of the institutions in the channel are connected by several types of flows. These include the physical flow of products, the flow of ownership, the payment flow, the information flow, and the promotion flow. These flows can make even channels with only one or a few levels very complex.

	Channel Behavior and Organization


Distribution channels are more than simple collections of firms tied together by various flows. 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 interactions among loosely organized firms; others consist of formal interactions guided by strong organizational structures. Moreover, channel systems do not stand still—new types of intermediaries 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.

Channel Behavior

A distribution channel consists of firms that have banded together for their common good. Each channel member is dependent on the others. For example, a Ford dealer depends on the Ford Motor Company to design cars that meet consumer needs. In turn, Ford depends on the dealer to attract consumers, persuade them to buy Ford cars, and service cars after the sale. The Ford dealer also depends on other dealers to provide good sales and service that will uphold the reputation of Ford and its dealer body. In fact, the success of individual Ford dealers depends on how well the entire Ford distribution channel competes with the channels of other auto manufacturers.

Each channel member plays a role in the channel and specializes in performing one or more functions. For example, Compaq's role is to produce personal computers that consumers will like and to create demand through national advertising. Best Buy's role is to display these Compaq computers in convenient locations, to answer buyers' questions, and to close sales. The channel will be most effective when each member is assigned the tasks it can do best.

Ideally, because the success of individual channel members depends on overall channel success, all channel firms should work together smoothly. They should understand and accept their roles, coordinate their goals and activities, and cooperate to attain overall channel goals. By cooperating, they can more effectively sense, serve, and satisfy the target market.

However, individual channel members rarely take such a broad view. They are usually more concerned with their own short-run goals and their dealings with those firms closest to them in the channel. Cooperating to achieve overall channel goals sometimes means giving up individual company goals. Although channel members are dependent on one another, they often act alone in their own short-run best interests. They often disagree on the roles each should play—on who should do what and for what rewards. Such disagreements over goals and roles generate channel conflict.

Horizontal conflict occurs among firms at the same level of the channel. For instance, some Ford dealers in Chicago might complain about other dealers in the city who steal sales from them by being too aggressive in their pricing and advertising or by selling outside their assigned territories. Or Holiday Inn franchisees might complain about other Holiday Inn franchisees overcharging guests or giving poor service, hurting the overall Holiday Inn image.

Vertical conflict, conflicts between different levels of the same channel, is even more common. For example, McDonald's came into conflict with some of its California dealers when its aggressive expansion plans called for placing new stores in areas that took business from existing locations. Similarly, office furniture maker Herman Miller created conflict with its dealers when it opened an online store and began selling its products directly to customers. Although Herman Miller believed that the Web site was reaching only smaller customers who weren't being served by current channels, dealers complained loudly. To help resolve the conflict, Herman Miller embarked on a communication campaign to educate dealers on how the online efforts would help them rather than hurt them.3
Some conflict in the channel takes the form of healthy competition. Such competition can be good for the channel—without it, the channel could become passive and noninnovative. But sometimes conflict can damage the channel, as it did in the case of Motorola's StarTAC phone. For the channel as a whole to perform well, each channel member's role must be specified and channel conflict must be managed. Cooperation, role assignment, and conflict management in the channel are attained through strong channel leadership. The channel will perform better if it includes a firm, agency, or mechanism that has the power to assign roles and manage conflict.
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	Look at how some big retailers are managing channel conflict.
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Vertical Marketing Systems

Historically, distribution channels have been loose collections of independent companies, each showing little concern for overall channel performance. These conventional distribution channels have lacked strong leadership and have been troubled by damaging conflict and poor performance. One of the biggest recent channel developments has been the vertical marketing systems that have emerged to challenge conventional marketing channels. Figure 12.3 contrasts the two types of channel arrangements.

	[image: image15.jpg]‘marketing
“channol

Uil

Verticel
marketing
“systom

Manutacurer





	[image: image16.png]



	Figure 12.3
	A Conventional Marketing Channel Versus a Vertical Marketing System


A conventional distribution channel consists of one or more independent producers, wholesalers, and retailers. Each is a separate business seeking to maximize its own profits, even at the expense of profits for the system as a whole. No channel member has much control over the other members, and no formal means exists for assigning roles and resolving channel conflict. In contrast, a vertical marketing system (VMS) consists of producers, wholesalers, and retailers acting as a unified system. One channel member owns the others, has contracts with them, or wields so much power that they must all cooperate. The VMS can be dominated by the producer, wholesaler, or retailer. Vertical marketing systems came into being to control channel behavior and manage channel conflict.

We look now at three major types of VMSs: corporate, contractual, and administered. Each uses a different means for setting up leadership and power in the channel. We now take a closer look at each type of VMS.

Corporate VMS

A corporate VMS combines successive stages of production and distribution under single ownership. Coordination and conflict management are attained through regular organizational channels. For example, Sears obtains over 50 percent of its goods from companies that it partly or wholly owns. Giant Food Stores operates an ice-making facility, a soft drink bottling operation, an ice cream plant, and a bakery that supplies Giant stores with everything from bagels to birthday cakes.

E. J. Gallo, the world's largest wine maker, grows its own grapes to produce wine, which it pours into Gallo-made bottles topped with caps produced in Gallo's wholly owned Midcal Aluminum Company plant. Gallo's Fairbanks Trucking Company hauls wine out of Gallo wineries and raw materials back in. The raw materials include lime from Gallo's quarry near Sacramento. Thus, Gallo participates in every aspect of producing and selling "short of whispering in the ear of each imbiber."

Contractual VMS

A contractual VMS consists of independent firms at different levels of production and distribution who join together through contracts to obtain more economies or sales impact than each could achieve alone. Coordination and conflict management are attained through contractual agreements among channel members. There are three types of contractual VMSs: wholesaler-sponsored voluntary chains, retailer cooperatives, and franchise organizations.

In wholesaler-sponsored voluntary chains, wholesalers organize voluntary chains of independent retailers to help them compete with large chain organizations. The wholesaler develops a program in which independent retailers standardize their selling practices and achieve buying economies that let the group compete effectively with chain organizations. Examples include the Independent Grocers Alliance (IGA), Western Auto, and Do it Best hardwares.
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	Contractual VMS: Hardware wholesaler Do it Best Corp. has organized a voluntary chain of 4,400 independently owned hardware stores, helping them to compete with large chain organizations.


In retailer cooperatives, retailers organize a new, jointly owned business to carry on wholesaling and possibly production. Members buy most of their goods through the retailer co-op and plan their advertising jointly. Profits are passed back to members in proportion to their purchases. Examples include Certified Grocers, Associated Grocers, and Ace Hardware.

In franchise organizations, a channel member called a franchiser links several stages in the production-distribution process. The more than 500,000 franchise operations in the United States now account for nearly $760 billion in sales, about 40 percent of all U.S. retail sales.4 Almost every kind of business has been franchised—from motels and fast-food restaurants to dental centers and dating services, from wedding consultants and maid services to funeral homes and fitness centers.

There are three forms of franchises. The first form is the manufacturer-sponsored retailer franchise system, as found in the automobile industry. Ford, for example, licenses dealers to sell its cars; the dealers are independent businesspeople who agree to meet various conditions of sales and service. The second type of franchise is the manufacturer-sponsored wholesaler franchise system, as found in the soft drink industry. Coca-Cola, for example, licenses bottlers (wholesalers) in various markets who buy Coca-Cola syrup concentrate and then carbonate, bottle, and sell the finished product to retailers in local markets. The third franchise form is the service-firm-sponsored retailer franchise system, in which a service firm licenses a system of retailers to bring its service to consumers. Examples are found in the auto-rental business (Hertz, Avis); the fast-food service business (McDonald's, Burger King); and the motel business (Holiday Inn, Ramada Inn).

The fact that most consumers cannot tell the difference between contractual and corporate VMSs shows how successfully the contractual organizations compete with corporate chains. Chapter 13 presents a fuller discussion of the various contractual VMSs.

Administered VMS

An administered VMS coordinates successive stages of production and distribution, not through common ownership or contractual ties but through the size and power of one of the parties. In an administered VMS, leadership is assumed by one or a few dominant channel members. Manufacturers of a top brand can obtain strong trade cooperation and support from resellers. For example, General Electric, Procter & Gamble, and Kraft can command unusual cooperation from resellers regarding displays, shelf space, promotions, and price policies. Large retailers like Wal-Mart and Barnes & Noble can exert strong influence on the manufacturers that supply the products they sell.

Horizontal 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 opportunity. By working together, companies can combine their capital, production capabilities, or marketing resources to accomplish more than any one company could alone. Companies might join forces with competitors or noncompetitors. They might work with each other on a temporary or permanent basis, or they may create a separate company. For example, the Lamar Savings Bank of Texas arranged to locate its savings offices and automated teller machines in Safeway stores. Lamar gained quicker market entry at a low cost, and Safeway was able to offer in-store banking convenience to its customers.

Such channel arrangements also work well globally. For example, because of its excellent coverage of international markets, Nestlé jointly sells General Mills cereal brands in markets outside North America. Coca-Cola and Nestlé formed a joint venture to market ready-to-drink coffee and tea worldwide. Coke provides worldwide experience in marketing and distributing beverages, and Nestlé contributes two established brand names—Nescafé and Nestea. Similarly, Coca-Cola and Procter & Gamble have created distribution systems linking Coca-Cola soft drinks and Pringles potato crisps in global markets. Seiko Watch's distribution partner in Japan, K. Hattori, markets Schick's razors there, giving Schick the leading market share in Japan, despite Gillette's overall strength in many other markets.5
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	Horizontal marketing systems: Nestlé jointly sells General Mills cereal brands in markets outside North America.


Hybrid Marketing Systems

In the past, many companies used a single channel to sell to a single market or market segment. Today, with the proliferation of customer segments and channel possibilities, more and more companies have adopted multichannel distribution systems—often called hybrid marketing channels. Such multichannel marketing occurs when a single firm sets up two or more marketing channels to reach one or more customer segments. The use of hybrid channel systems has increased greatly in recent years.

Figure 12.4 shows a hybrid channel. In the figure, the producer sells directly to consumer segment 1 using direct-mail catalogs and telemarketing and reaches consumer segment 2 through retailers. It sells indirectly to business segment 1 through distributors and dealers and to business segment 2 through its own sales force.
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	Figure 12.4
	Hybrid Marketing Channel


IBM uses such a hybrid channel effectively. For years, IBM sold computers only through its own sales force, which sold its large systems to business customers. However, the market for computers and information technology has now exploded into a profusion of products and services for dozens of segments and niches, ranging from large corporate buyers to small businesses to home and home office buyers. As a result, IBM has had to dramatically rethink the way it goes to market. To serve the diverse needs of these many segments, IBM added 18 new channels in less than 10 years. For example, in addition to selling through the vaunted IBM sales force, IBM also sells through a comprehensive network of distributors and value-added resellers, which sell IBM computers, systems, and services to a variety of special business segments. Final customers can buy IBM personal computers from specialty computer stores or any of several large retailers, including Wal-Mart, Circuit City, and Office Depot. IBM uses telemarketing to service the needs of small and medium-size business. Both business and final consumers can buy online from the company's ShopIBM Web site.6
Hybrid channels offer many advantages to companies facing large and complex markets. With each new channel, the company expands its sales and market coverage and gains opportunities to tailor its products and services to the specific needs of diverse customer segments. But such hybrid channel systems are harder to control, and they generate conflict as more channels compete for customers and sales. For example, when IBM began selling directly to customers through catalogs, telemarketing, and its own Web site, many of its retail dealers cried "unfair competition" and threatened to drop the IBM line or to give it less emphasis. Many outside salespeople felt that they were being undercut by the new "inside channels."
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	Consider how the Internet is promoting the use of hybrid channels in several industries.
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Changing Channel Organization

Changes in technology and the explosive growth of direct and online marketing are having a profound impact on the nature and design of marketing channels. One major trend is toward disintermediation—a big term with a clear message and important consequences. Disintermediation means that more and more, product and service producers are bypassing intermediaries and going directly to final buyers, or that radically new types of channel intermediaries are emerging to displace traditional ones.

Thus, in many industries, traditional intermediaries are dropping by the wayside. For example, companies like Dell Computer are selling directly to final buyers, eliminating retailers from their marketing channels. E-commerce merchants are growing rapidly in number and size, displacing traditional brick-and-mortar retailers. Consumers can buy flowers from 1-800-Flowers.com; books, videos, CDs, toys, and other goods from Amazon.com; household products from Wal-Mart; groceries from Peapod.com or webvan.com; clothes from Gap or Eddie Bauer; and consumer electronics from buy.com, all without ever visiting a store.

Disintermediation presents problems and opportunities for both producers and intermediaries. 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 opportunities, such as Internet and other direct channels. However, developing these new channels often brings them into direct competition with their established channels, resulting in conflict. To ease this problem, companies often look for ways to make going direct a plus for both the company and its channel partners:

Going direct is rarely an all-or-nothing proposition. For example, to trim costs and add business, Hewlett-Packard opened three direct-sales Web sites—Shopping Village (for consumers), HP Commerce Center (for businesses buying from authorized resellers), and Electronic Solutions Now (for existing contract customers). However, to avoid conflicts with its established reseller channels, HP forwards all its Web orders to resellers, who complete the orders, ship the products, and get the commissions. In this way, HP gains the advantages of direct selling but also boosts business for resellers.

However, although this compromise system reduces conflicts, it also creates inefficiencies. "That all sounds great and everyone's happy," says a distribution consultant, "but kicking the customer over to the reseller . . . is a lot more expensive than letting customers order directly from the manufacturer. HP is spending a fair chunk of change to set this up, plus the business partner still wants eight percent margins for getting the product to the customer."7 To be truly efficient in the long run, HP eventually will have to find ways for its resellers to add value or drop them from the direct channel.

	Channel Design Decisions


We now look at several channel decisions manufacturers face. In designing marketing channels, 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 channels might not be a problem: The problem might simply be how to convince one or a few good intermediaries to handle the line.

If successful, the new firm might branch out to new markets through the existing intermediaries. In smaller markets, the firm might sell directly to retailers; in larger markets, it might sell through distributors. In one part of the country, it might grant exclusive franchises; in another, it might sell through all available outlets. In this way, channel systems often evolve to meet market opportunities and conditions. However, for maximum effectiveness, channel analysis and decision making should be more purposeful. Designing a channel system calls for analyzing consumer service needs, setting channel objectives and constraints, identifying major channel alternatives, and evaluating them.

Analyzing Consumer Service Needs

As noted previously, marketing channels can be thought of as customer value delivery systems in which each channel member adds value for the customer. Thus, designing the distribution channel starts with finding out what targeted consumers want from the channel. Do consumers want to 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 via the Internet? Do they value breadth of assortment or do 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 greater the channel's service level.

But providing the fastest delivery, greatest assortment, and most services may not be possible or practical. The company and its channel members may not have the resources or skills needed to provide all the desired services. Also, providing higher levels of service results in higher costs for the channel and higher prices for consumers. The company must balance consumer service needs not only against the feasibility and costs of meeting these needs but also against customer price preferences. The success of off-price and discount retailing shows that consumers are often willing to accept lower service levels if this means lower prices.

Setting Channel Objectives and Constraints

Channel objectives should be stated in terms of the desired service level of target consumers. Usually, a company can identify several segments wanting different levels of channel service. The company should decide which segments to serve and the best channels to use in each case. In each segment, the company wants to minimize the total channel cost of meeting customer service requirements.

The company's channel objectives are also influenced by the nature of the company, its products, marketing intermediaries, competitors, and the environment. For example, the company's size and financial situation determine which marketing functions it can handle itself and which it must give to intermediaries. Companies selling perishable products may require more direct marketing to avoid delays and too much handling. In some cases, a company may want to compete in or near the same outlets that carry competitors' products. In other cases, producers may avoid the channels used by competitors. Avon, for example, set up a profitable door-to-door selling operation rather than going head to head with other cosmetics makers for scarce positions in retail stores. Finally, environmental factors such as economic conditions and legal constraints may affect channel objectives and design. For example, in a depressed economy, producers want to distribute their goods in the most economical way, using shorter channels and dropping unneeded services that add to the final price of the goods.

Identifying Major Alternatives

When the company has defined its channel objectives, it should next identify its major channel alternatives in terms of types of intermediaries, the number of intermediaries, and the responsibilities of each channel member.

Types of Intermediaries

A firm should identify the types of channel members available to carry out its channel work. For example, suppose a manufacturer of test equipment has developed an audio device that detects poor mechanical connections in machines with moving parts. Company executives think 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 small, and the problem is how best to reach these different industries. The following channel alternatives might emerge from management discussion:

Company sales force: Expand the company's direct sales force. Assign outside salespeople to territories and have them contact all prospects in the area or develop separate company sales forces for different industries. Or, add an inside telesales operation in which telephone salespeople handle small or midsize companies.

Manufacturer's agency: Hire manufacturer's agents—independent firms whose sales forces handle related products from many companies—in different regions or industries to sell the new test equipment.

Industrial distributors: Find distributors in the different regions or industries who will buy and carry the new line. Give them exclusive distribution, good margins, product training, and promotional support.

Number of Marketing Intermediaries
Companies must also determine the number of channel members to use at each level. Three strategies are available: intensive distribution, exclusive distribution, and selective distribution.

Producers of convenience products and common raw materials typically seek intensive distribution—a strategy in which they stock their products in as many outlets as possible. These goods must be available where and when consumers want them. For example, toothpaste, candy, and other similar items are sold in millions of outlets to provide maximum brand exposure and consumer convenience. Procter & Gamble, Coca-Cola, and other consumer goods companies distribute their products in this way.

By contrast, some producers purposely limit the number of intermediaries handling their products. The extreme form of this practice is exclusive distribution, in which the producer gives only a limited number of dealers the exclusive right to distribute its products in their territories. Exclusive distribution is often found in the distribution of new automobiles and prestige women's clothing. For example, Bentley dealers are few and far between—even large cities may have only one or two dealers. By granting exclusive distribution, Bentley gains stronger distributor selling support and more control over dealer prices, promotion, credit, and services. Exclusive distribution also enhances the car's image and allows for higher markups.

Between intensive and exclusive distribution lies selective distribution—the use of more than one, but fewer than all, of the intermediaries who are willing to carry a company's products. Most television, furniture, and small-appliance brands are distributed in this manner. For example, Maytag, Whirlpool, and General Electric sell their major appliances through dealer networks and selected large retailers. By using selective distribution, they do not have to spread their efforts over many outlets, including many marginal ones. They can develop good working relationships with selected channel members and expect a better-than-average selling effort. Selective distribution gives producers good market coverage with more control and less cost than does intensive distribution.
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	Apply the concepts you've learned so far to the work of some prominent companies.
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Responsibilities 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 rights, and specific services to be performed by each party. The producer should establish a list price and a fair set of discounts for intermediaries. It must define each channel member's territory, and it should be careful about where it places new resellers. Mutual services and duties need to be spelled out carefully, especially in franchise and exclusive distribution channels. For example, McDonald's provides franchisees with promotional support, a record-keeping system, training, and general management assistance. In turn, franchisees must meet company standards for physical facilities, cooperate with new promotion programs, provide requested information, and buy specified food products.

Evaluating the Major Alternatives

Suppose a company 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 economic, control, and adaptive criteria.

Using economic criteria, a company compares the likely profitability of different channel alternatives. It estimates the sales that each channel would produce and the costs of selling different volumes through each channel. The company must also consider control issues. Using intermediaries usually means giving them some control over the marketing of the product, and some intermediaries take more control than others. Other things being equal, the company prefers to keep as much control as possible. Finally, the company must apply adaptive criteria. Channels often involve long-term commitments to other firms, making it hard to adapt the channel to the changing marketing environment. The company wants to keep the channel as flexible as possible. Thus, to be considered, a channel involving long-term commitment should be greatly superior on economic and control grounds.
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	Take a moment to see how some prominent companies approached the evaluation of alternatives.
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Designing International Distribution Channels

International marketers face many additional complexities in designing their channels. Each country has its own unique distribution system that has evolved over time and changes very slowly. These channel systems can vary widely from country to country. Thus, global marketers must usually adapt their channel strategies to the existing structures within each country. In some markets, the distribution system is complex and hard to penetrate, consisting of many layers and large numbers of intermediaries. Consider Japan:

The Japanese distribution system stems from the early seventeenth century when cottage industries and a [quickly growing] urban population spawned a merchant class. . . . Despite Japan's economic achievements, the distribution system has remained remarkably faithful to its antique pattern. . . . [It] encompasses a wide range of wholesalers and other agents, brokers, and retailers, differing more in number than in function from their American counterparts. There are myriad tiny retail shops. An even greater number of wholesalers supplies goods to them, layered tier upon tier, many more than most U.S. executives would think necessary. For example, soap may move through three wholesalers plus a sales company after it leaves the manufacturer before it ever reaches the retail outlet. A steak goes from rancher to consumers in a process that often involves a dozen middle agents. . . . The distribution network . . . reflects the traditionally close ties among many Japanese companies . . . [and places] much greater emphasis on personal relationships with users. . . . Although [these channels appear] inefficient and cumbersome, they seem to serve the Japanese customer well. . . . Lacking much storage space in their small homes, most Japanese homemakers shop several times a week and prefer convenient [and more personal] neighborhood shops.8
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	The Japanese distribution system has remained remarkably traditional. A profusion of tiny retail shops are supplied by an even greater number of small wholesalers.


Many Western firms have had great difficulty breaking into the closely knit, tradition-bound Japanese distribution network.

At the other extreme, distribution systems in developing countries may be scattered and inefficient, or altogether lacking. For example, China and India would appear to be huge markets, each with populations in the hundreds of millions. In reality, however, these markets are much smaller than the population numbers suggest. Because of inadequate distribution systems in both countries, most companies can profitably access only a small portion of the population located in each country's most affluent cities.9
Thus, international marketers face a wide range of channel alternatives. Designing efficient and effective channel systems between and within various country markets poses a difficult challenge. We discuss international distribution decisions further in chapter 19.

	Channel Management Decisions


Once the company has reviewed its channel alternatives and decided on the best channel design, it must implement and manage the chosen channel. Channel management calls for selecting and motivating individual channel members and evaluating their performance over time.

Selecting Channel Members

Producers vary in their ability to attract qualified marketing intermediaries. Some producers have no trouble signing up channel members. For example, when Toyota first introduced its Lexus line in the United States, it had no trouble attracting new dealers. In fact, it had to turn down many would-be resellers. In some cases, the promise of exclusive or selective distribution for a desirable product will draw plenty of applicants.

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 carry its new cameras, and it had to go to mass-merchandising outlets. Similarly, when the U.S. Time Company first tried to sell its inexpensive Timex watches through regular jewelry stores, most jewelry stores refused to carry them. The company then managed to get its watches into mass-merchandise outlets. This turned out to be a wise decision because of the rapid growth of mass merchandising.

When selecting intermediaries, the company should determine what characteristics distinguish the better ones. It will want to evaluate each channel member's years in business, other lines carried, growth and profit record, cooperativeness, and reputation. If the intermediaries are sales agents, the company will want to evaluate the number and character of other 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 to evaluate the store's customers, location, and future growth potential.

Motivating Channel Members

Once selected, channel members must be motivated continuously to do their best. The company must sell not only through the intermediaries but to them. Most companies see their intermediaries as first-line customers. Some use the carrot-and-stick approach: At times they offer positive motivators such as higher margins, special deals, premiums, cooperative advertising allowances, display allowances, and sales contests. At other times they use negative motivators, such as threatening to reduce margins, to slow down delivery, or to end the relationship altogether. A producer using this approach usually has not done a good job of studying the needs, problems, strengths, and weaknesses of its distributors.

More advanced companies try to forge long-term partnerships with their distributors to create a marketing system that meets the needs of both the manufacturer and the distributors. 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 promotion plans. Similarly, GE Appliances works closely with its independent dealers to help them be successful in selling the company's products. In managing its channels, a company must convince distributors that they can make their money by being part of an advanced marketing system.10
Evaluating Channel Members

The producer must regularly check the channel member's performance against standards such as sales quotas, average inventory levels, customer delivery time, treatment of damaged and lost goods, cooperation in company promotion and training programs, and services to the customer. The company should recognize and reward intermediaries who are performing well. Those who are performing poorly should be assisted or, as a last resort, replaced. A company may periodically "requalify" its intermediaries and prune the weaker ones.

Finally, manufacturers need to be sensitive to their dealers. Those who treat their dealers lightly risk not only losing their support but also causing some legal problems. The next section describes various rights and duties pertaining to manufacturers 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 prevent the exclusionary tactics of some companies that might keep another company from using a desired channel. Most channel law deals with the mutual rights and duties of the channel members once they have formed a relationship.

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 competitors' products, its strategy is called exclusive dealing. Both parties can benefit from exclusive arrangements: The seller obtains more loyal and dependable outlets, 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 contracts under the scope of the Clayton Act of 1914. They are legal as long as they do not substantially lessen competition or tend to create a monopoly and as long as both parties enter into the agreement voluntarily.

Exclusive dealing often includes exclusive territorial agreements. The producer may agree not to sell to other dealers in a given area or the buyer may agree to sell only in its own territory. The first practice is normal under franchise systems as a way to increase dealer enthusiasm and commitment. It is also perfectly legal—a seller has no legal obligation to sell through more outlets than it wishes. The second practice, whereby the producer tries to keep a dealer from selling outside its territory, has become a major legal issue.

Producers of a strong brand sometimes 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 tying agreements are not necessarily illegal, but they do violate the Clayton Act if they tend to lessen competition substantially. The practice may prevent consumers from freely choosing among competing suppliers of these other brands.

Finally, producers are free to select their dealers, but their right to 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 legal arrangement, such as exclusive dealing or tying agreements.11
	Physical Distribution and Logistics Management


In today's global marketplace, selling a product is sometimes easier than getting it to customers. Companies must decide on the best way to store, handle, and move their products and services so that they are available to customers in the right assortments, at the right time, and in the right place. Logistics effectiveness has a major impact on both customer satisfaction and company costs. Here we consider the nature and importance of marketing logistics, goals of the logistics system, major logistics functions, and the need for integrated logistics management.
Nature and Importance of Physical Distribution and Marketing Logistics

To some managers, physical distribution means only trucks and warehouses. But modern logistics is much more than this. Physical distribution—or marketing logistics—involves planning, implementing, and controlling the physical flow of materials, final goods, and related information from points of origin to points of consumption to meet customer requirements at a profit. In short, it involves getting the right product to the right customer in the right place at the right time.

Traditional physical distribution typically started with products at the plant and then tried to find low-cost solutions to get them to customers. However, today's marketers prefer market logistics thinking, which starts with the marketplace and works backward to the factory. Logistics addresses not only the problem of outbound distribution (moving products from the factory to customers) but also the problem of inbound distribution (moving products and materials from suppliers to the factory). It involves the management of entire supply chains, value-added flows from suppliers to final users, as shown in Figure 12.5. Thus, the logistics manager's task is to coordinate activities of suppliers, purchasing agents, marketers, channel members, and customers. These activities include forecasting, information systems, purchasing, production planning, order processing, inventory, warehousing, and transportation planning.
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	Figure 12.5
	Marketing Logistics: Managing Supply Chains


Companies today are placing greater emphasis on logistics for several reasons. First, customer service and satisfaction have become the cornerstones of marketing strategy, and distribution is an important customer service element. More and more, companies are finding that they can attract and keep customers by giving better service or lower prices through better physical distribution.

Second, logistics is a major cost element for most companies. According to one study, in a recent year American companies "spent $670 billion—a gaping 10.5 percent of gross domestic product—to wrap, bundle, load, unload, sort, reload, and transport goods."12 About 15 percent of an average product's price is accounted for by shipping and transport alone. Poor physical distribution decisions result in high costs. Improvements in physical distribution efficiency can yield tremendous cost savings for both the company and its customers.

Third, the explosion in product variety has created a need for improved logistics management. 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 notebook paper stuffed in a shirt pocket. Today, the average A&P carries a bewildering stock of more than 16,700 items.13 Ordering, shipping, stocking, and controlling such a variety of products presents a sizable logistics challenge.

Finally, improvements in information technology have created opportunities for major gains in distribution efficiency. The increased use of computers, point-of-sale scanners, uniform product codes, satellite tracking, electronic data interchange (EDI), and electronic funds transfer (EFT) has allowed companies to create advanced systems for order processing, inventory control and handling, and transportation routing and scheduling.

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 both maximize customer service and minimize distribution costs. Maximum customer service implies rapid delivery, large inventories, flexible assortments, liberal returns policies, and other services—all of which raise distribution costs. In contrast, minimum distribution costs imply slower delivery, smaller inventories, and larger shipping lots—which represent a lower level of overall customer service.

The goal of the marketing logistics system should be to provide a targeted level of customer service at the least cost. A company must first research the importance of various distribution services to its customers and then set desired service levels for each segment. The company normally will want to offer at least the same level of service as its competitors do. But the objective is to maximize 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 competitors and charge a lower price. Other companies offer more service and charge higher prices to cover higher costs.

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 order processing, warehousing, inventory management, and transportation.
Order Processing

Orders can be submitted in many ways—by mail or telephone, through salespeople, or via computer and EDI. In some cases, the suppliers might actually generate orders for their customers:

One Kmart quick response program calls for selected suppliers to manage the retailer's inventory replenishment for their products. Kmart transmits daily records of product sales to the vendor, who analyzes the sales information, comes up with an order, and sends it back to Kmart through EDI. Once in Kmart's system, the order is treated as though Kmart itself created it. Says a Kmart executive, "We don't modify the order, and we don't question it. . . . Our relationship with those vendors is such that we trust them to create the type of order that will best meet our inventory needs."14
Once received, orders must be processed quickly and accurately. Both the company and its customers benefit when order processing is carried out efficiently. Most companies now use computerized order-processing systems that speed up the order–shipping–billing cycle. For example, General Electric operates a computer-based system that, on receipt of a customer's order, checks the customer's credit standing as well as whether and where the items are in stock. The computer then issues an order to ship, bills the customer, updates the inventory records, sends a production order for new stock, and relays the message back to the salesperson that the customer's order is on its way—all in less than 15 seconds.

Warehousing

Every company must store its goods while they wait to be sold. A storage function is needed because production and consumption cycles rarely match. For example, Snapper, Toro, and other lawn mower manufacturers must produce all year long and store up their product for the heavy spring and summer buying seasons. The storage function overcomes differences in needed quantities and timing.

A company must decide on how many and what types of warehouses it needs and where they will be located. The company might use either storage warehouses or distribution centers. 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 customers as quickly as possible. For example, Wal-Mart operates huge distribution centers. One center, which serves the daily needs of 165 Wal-Mart stores, contains some 28 acres of space under a single roof. Laser scanners route as many as 190,000 cases of goods per day along 11 miles of conveyer belts, and the center's 1,000 workers load or unload 310 trucks daily.15
Warehousing facilities and equipment technology have improved greatly in recent years. Older, multistoried warehouses with outdated materials-handling methods are facing competition from newer, single-storied automated warehouses with advanced materials-handling systems under the control of a central computer. In these warehouses, only a few employees are necessary. Computers read orders and direct lift trucks, electric hoists, or robots to gather goods, move them to loading docks, and issue invoices. These warehouses have reduced worker injuries, labor costs, theft, and breakage and have improved inventory control.

Inventory

Inventory levels also affect customer satisfaction. The major problem is to maintain the delicate balance between carrying too much inventory and carrying too little. Carrying too much inventory results in higher-than-necessary inventory-carrying costs and stock obsolesence. Carrying too little may result in stock outs, costly emergency shipments or production, and customer dissatisfaction. In making inventory decisions, management must balance the costs of carrying larger inventories against resulting sales and profits.

During the past decade, many companies have greatly reduced their inventories and related costs through just-in-time logistics systems. Through such systems, producers and retailers carry only small inventories of parts or merchandise, often only enough for a few days of operations. New stock arrives exactly when needed, rather than being stored in inventory until being used. Just-in-time systems require accurate forecasting along with fast, frequent, and flexible delivery so that new supplies will be available when needed. However, these systems result in substantial savings in inventory-carrying and handling costs.

Transportation

Marketers need to take an interest in their company's transportation decisions. The choice of transportation carriers affects the pricing of products, delivery performance, and condition of the goods when they arrive—all of which will affect customer satisfaction. In shipping goods to its warehouses, dealers, and customers, the company can choose among five transportation modes: rail, truck, water, pipeline, and air.

Railroads are the nation's largest carrier, accounting for 26 percent of total cargo ton-miles moved.16 They are one of the most cost-effective modes for shipping large amounts of bulk products—coal, sand, minerals, farm and forest products—over long distances. In recent years, railroads have increased their customer services by designing new equipment to handle special categories of goods, providing flatcars 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. Thus, after decades of losing out to truckers, railroads appear ready for a comeback.17
Trucks have increased their share of transportation steadily and now account for 24 percent of total cargo ton-miles (over 52 percent of actual tonnage). They account for the largest portion of transportation within cities as opposed to between cities. Each year in the United States, trucks travel more than 600 billion miles—equal to nearly 1.3 million round trips to the moon—carrying 2.5 billion tons of freight.18 Trucks are highly flexible in their routing and time schedules, and they can usually offer faster service than railroads. They are efficient for short hauls of high-value merchandise. Trucking firms have added many services in recent years. For example, Roadway Express now offers satellite tracking of shipments and sleeper tractors that move freight around the clock.
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	Roadway and other trucking firms have added many services in recent years, such as satellite tracking of shipments and sleeper tractors that keep freight moving around the clock.


Water carriers transport large amounts of goods by ships and barges on U.S. coastal and inland waterways. Mississippi River barges alone account for 15 percent of the freight shipped in the United States. Although the cost of water transportation is very low for shipping bulky, low-value, nonperishable products such as sand, coal, grain, oil, and metallic ores, water transportation is the slowest mode and may be affected by the weather. 

Pipelines are a specialized means of shipping petroleum, natural gas, and chemicals from sources to markets. Most pipelines are used by their owners to ship their own products.

Although air carriers transport less than 1 percent of the nation's goods, they are becoming more important as a transportation mode. Air freight rates are much higher than rail or truck rates, but air freight is ideal when speed is needed or distant markets have to be reached. Among the most frequently air-freighted products are perishables (fresh fish, cut flowers) and high-value, low-bulk items (technical instruments, jewelry). Companies find that air freight also reduces inventory levels, packaging costs, and the number of warehouses needed.

Shippers increasingly are using intermodal transportation—combining two or more modes of transportation. Piggyback describes the use of rail and trucks; fishyback, water and trucks; trainship, water and rail; and airtruck, air and trucks. Combining modes provides advantages that no single mode can deliver. Each combination offers advantages to the shipper. For example, not only is piggyback cheaper than trucking alone but it also provides flexibility and convenience.

In choosing a transportation mode for a product, shippers must balance many considerations: speed, dependability, availability, cost, and others. Thus, if a shipper needs speed, air and truck are the prime choices. If the goal is low cost, then water or pipeline might be best.
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	Read more about an important player in the rail transportation industry.
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Integrated Logistics Management

Today, more and more companies are adopting the concept of integrated logistics management. This concept recognizes that providing better customer service and trimming distribution costs requires teamwork, both inside the company and among all the marketing channel organizations. Inside, the company's various functional departments must work closely together to maximize the company's own logistics performance. Outside, the company must integrate its logistics system with those of its suppliers and customers to maximize the performance of the entire distribution system.

Cross-Functional Teamwork Inside the Company

In most companies, responsibility for various logistics activities is assigned to many different functional units—marketing, sales, finance, manufacturing, purchasing. Too often, each function tries to optimize its own logistics performance without regard for the activities of the other functions. However, transportation, inventory, warehousing, and order-processing activities interact, often in an inverse way. For example, lower inventory levels reduce inventory-carrying costs. But they may also reduce customer service and increase costs from stock outs, back orders, special production runs, and costly fast-freight shipments. Because distribution activities involve strong trade-offs, decisions by different functions must be coordinated to achieve superior overall logistics performance.

The goal of integrated logistics management is to harmonize all of the company's distribution decisions. Close working relationships among functions can be achieved in several ways. Some companies have created permanent logistics committees made up of managers responsible for different physical distribution activities. Companies can also create management positions that link the logistics activities of functional areas. For example, Procter & Gamble has created supply managers, who manage all of the supply chain activities for each of its product categories. Many companies have a vice president of logistics with cross-functional authority. The important thing is that the company coordinate its logistics and marketing activities to create high market satisfaction at a reasonable cost.

Building Channel Partnerships

The members of a distribution channel are linked closely in delivering customer satisfaction and value. One company's distribution system is another company's supply system. The success of each channel member depends on the performance of the entire supply chain. For example, Wal-Mart can charge the lowest prices at retail only if its entire supply chain—consisting of thousands of merchandise suppliers, transport companies, warehouses, and service providers—operates at maximum efficiency.

Companies must do more than improve their own logistics. They must also work with other channel members to improve whole-channel distribution. Today, smart companies are coordinating their logistics strategies and building strong partnerships with suppliers and customers to improve customer service and reduce channel costs.

These channel partnerships can take many forms. Many companies have created cross-functional, cross-company teams. For example, Procter & Gamble has a team of almost 100 people living in Bentonville, Arkansas, home of Wal-Mart. The P&Gers work with their counterparts at Wal-Mart to jointly find ways to squeeze costs out of their distribution system. Working together benefits not only P&G and Wal-Mart but also their final consumers. Haggar Apparel Company has a similar system called "multiple points of contact," in which a Haggar team works with JCPenney people at corporate, divisional, and store levels. As a result of this partnership, JCPenney now receives Haggar merchandise within 18 days of placing an order—10 days fewer than its next-best supplier. Haggar ships the merchandise "floor ready"—hangered and pretagged—reducing the time it takes JCPenney to move the stock from receiving docks to the sales floor from four days to just one.19
Other companies partner through shared projects. For example, many larger retailers are working closely with suppliers on in-store programs. Home Depot allows key suppliers to use its stores as a testing ground for new merchandising programs. The suppliers spend time at Home Depot stores watching how their product sells and how customers relate to it. They then create programs specially tailored to Home Depot and its customers. Western Publishing Group, publisher of "Little Golden Books" for children, formed a similar partnership with Toys "R" Us. Western and the giant toy retailer coordinated their marketing strategies to create minibookstore sections—called Books "R" Us—within each Toys "R" Us store. Toys "R" Us provides the locations, space, and customers; Western serves as distributor, consolidator, and servicer for the Books "R" Us program.20 Clearly, both the supplier and customer benefit from such partnerships.
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	Western Publishing Group partners with Toys "R" Us to create mini-bookstore sections-called Books "R" Us—within each store. Toys "R" Us provides the space and customers; Western serves as distributor and servicer for the Books "R" Us sections.


Channel partnerships may also take the form of information sharing and continuous inventory replenishment systems. Companies manage their supply chains through information. Suppliers link up with customers to share information and coordinate their logistics decisions. Here are just two examples:

· The Branded Apparel division of giant Sara Lee Corporation says that retailer Dayton Hudson's willingness to share information with suppliers separates this company from its competitors. Dayton's Global Merchandising System (GMS), its supply chain management system, consists of more than 60 applications, including forecasting, ordering, and trend analysis. A Dayton company, such as Target stores, can use GMS to order a certain number of sweatshirts from Sara Lee Branded Apparel without specifying more than style. As the delivery date draws near, Target analyzes trends for colors and sizes. Based on those forecasts, Sara Lee makes trial lots and Target starts to sell them. If customers buy more navy sweatshirts than initially predicted, Target adjusts its order. The result: Both Sara Lee and Target have fewer goods in inventory while at the same time doing a better job of meeting customer preferences, which in turn results in fewer markdowns.21
· Bailey Controls, a manufacturer of control systems for big factories, from steel and paper mills to chemical and pharmaceutical plants, . . . treats some of its suppliers almost like departments of its own plants. Bailey has plugged two of its main electronics suppliers into itself. Future Electronics is hooked in through an electronic data interchange system. Every week, Bailey electronically sends Future its latest forecasts of what materials it will need for the next six months so that Future can stock up in time. Bailey itself stocks only enough inventory for a few days of operation, as opposed to the three or four months' worth it used to carry. Whenever a bin of parts falls below a designated level, a Bailey employee passes a laser scanner over the bin's bar code, instantly alerting Future to send the parts at once. Arrow Electronics . . . is plugged in even more closely: It has a warehouse in Bailey's factory, stocked according to Bailey's twice-a-month forecasts. Bailey provides the space, Arrow the warehouseman and the $500,000 of inventory.22 

Today, as a result of such partnerships, many companies have switched from anticipatory-based distribution systems to response-based distribution systems.23 In anticipatory distribution, the company produces the amount of goods called for by a sales forecast. It builds and holds stock at various supply points, such as the plant, distribution centers, and retail outlets. A response-based distribution system, in contrast, is customer triggered. The producer continuously builds and replaces stock as orders arrive. It produces what is currently selling. For example, Japanese carmakers take orders for cars, then produce and ship them within four days. Benetton, the Italian fashion house, uses a quick-response system, dyeing its sweaters in the colors that are currently selling instead of trying to guess far in advance which colors people will want. Producing for order rather than for forecast substantially cuts down inventory costs and risks.

Third-Party Logistics

Over 90 percent of U.S. businesses perform their own logistics functions. However, a growing number of firms now outsource some or all their logistics to third-party logistics providers such as Ryder Systems, UPS Worldwide Logistics, FedEx Logistics, Roadway Logistics Services, or Emory Global Logistics. Such integrated logistics companies perform any or all of the functions required to get their clients' product to market. For example, Emory's Global Logistics unit provides clients with coordinated, single-source logistics services including supply chain management, customized information technology, inventory control, warehousing, transportation management, customer service and fulfillment, and freight auditing and control. Last year, U.S. manufacturers and distributors spent more than $39 billion on third-party logistics (also called outsourced logistics or contract logistics) services, and the market is expected to grow by at least 20 percent per year through the year 2004.24
	[image: image39.jpg]t
When Friendlys needed to
mee groving customer demand
they chose the fstname.
in transportation






	Third-party logistics: Many companies are now outsourcing logistics tasks to companies like Ryder Integrated Logistics. Here, Ryder describes a system it designed to keep Friendly's refrigerated trucks on the road. "Thanks to Ryder, Friendly's doesn't have to worry about breakdowns. Or meltdowns."


Companies may 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 than clients whose strengths lie elsewhere. According to one study, outsourcing warehousing alone typically results in 10 percent to 15 percent cost savings. Another expert estimates that companies can save 15 percent to 25 percent in their total logistics costs by outsourcing.25 Second, outsourcing logistics frees a company to focus more intensely on its core business. Finally, integrated logistics companies understand increasingly complex logistics environments. This can be especially helpful to companies attempting to expand their global market coverage. For example, companies distributing their products across Europe face a bewildering array of environmental restrictions that affect logistics, including packaging standards, truck size and weight limits, and noise and emissions pollution controls. By outsourcing its logistics, a company can gain a complete pan-European distribution system without incurring the costs, delays, and risks associated with setting up its own system.26
Key Terms
distribution channel 

A set of interdependent organizations involved in the process of making a product or service available for use or consumption by the consumer or business user.

channel level 

A layer of intermediaries that performs some work in bringing the product and its ownership closer to the final buyer.

direct marketing channel 

A marketing channel that has no intermediary levels.

indirect marketing channel 

Channel containing one or more intermediary levels.

channel conflict 

Disagreement among marketing channel members on goals and roles—who should do what and for what rewards.

conventional distribution channel 

A channel consisting of one or more independent producers, wholesalers, and retailers, each a separate business seeking to maximize its own profits even at the expense of profits for the system as a whole.

vertical marketing system (VMS) 

A distribution channel structure in which producers, wholesales, and retailers act as a unified system. One channel member owns the others, has contracts with them, or has so much power that they all cooperate

corporate VMS 

A vertical marketing system that combines successive stages of production and distribution under single ownership—channel leadership is established through common ownership.

contractual VMS 

A vertical marketing system in which independent firms at different levels of production and distribution join together through contracts to obtain more economies or sales impact than they could achieve alone.

franchise organization 

A contractual vertical marketing system in which a channel member, called a franchiser, links several stages in the production-distribution process.

administered VMS 

A vertical marketing system that coordinates successive stages of production and distribution, not through common ownership or contractual ties but through the size and power of one of the parties.

horizontal marketing system 

A channel arrangement in which two or more companies at one level join together to follow a new marketing opportunity.

hybrid marketing channel 

Multichannel distribution system in which a single firm sets up two or more marketing channels to reach one or more customer segments.

disintermediation 

The elimination of a layer of intermediaries from a marketing channel or the displacement of traditional resellers by radically new types of intermediaries.

intensive distribution 

Stocking the product in as many outlets as possible.

exclusive distribution 

Giving a limited number of dealers the exclusive right to distribute the company's products in their territories.

selective distribution 

The use of more than one, but fewer than all, of the intermediaries who are willing to carry the company's products.

physical distribution (or marketing logistics) 

The tasks involved in planning, implementing, and controlling the physical flow of materials, final goods, and related information from points of origin to points of consumption to meet customer requirements at a profit.

distribution center 

A large, highly automated warehouse designed to receive goods from various plants and suppliers, take orders, fill them efficiently, and deliver goods to customers as quickly as possible.

intermodal transportation 

Combining two or more modes of transportation.

integrated logistics management 

The logistics concept that emphasizes teamwork, both inside the company and among all the marketing channel organizations, to maximize the performance of the entire distribution system.

third-party logistics provider 

An independent logistics provider that performs any or all of the functions required to get their clients' product to market. 

