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CHANNELS

STRUCTURE, FUNCTIONS,
AND RELATIONSHIPS

I ndividual consumers and corporate/organizational buyers are aware that liter-
ally thousands of goods and services are available through a very large number of
diverse channel outlets. What they might not be as well aware of is the fact that the
channel structure, or the set of institutions, agencies, and establishments through
which the product must move to get to them, can be amazingly complex. Usually,
combinations of institutions specializing in manufacturing, wholesaling, retailing,
and many other areas join forces in marketing channel arrangements to make pos-
sible the delivery of goods to industrial users or customers and to final consumers.
For example:

® Eastman Kodak Co.’s Business Imaging Systems Division has created three avenues
for marketing microfilm, supplies, and imaging systems and software. These channels
are: (1) direct sales representatives, (2) brokers and distributors, and (3) a components
marketing organization that markets system components to systems integrators and
value-added resellers. More complex systems, such as Kodak Mainframe Software,
character recognition systems, and optical disk records management systems, demand
long sell cycles. Each customer’s specific document handling requirements has to be
carefully evaluated to determine what type of system is suitable.!

®  Benetton Group, Italy’s integrated fashion retailer and manufacturer, ships 80 million
items each year directly to 7,000 stores in 100 countries with an order cycle time of as
little as 7 days. Most items are shipped from a single $50-million automated warehouse

employing bar-code technology. Making use of technology and excellent manage-

ment talent, the company’s logistics, manufacturing, and information systems tie to-
gether 7,000 stores, 80 company agents, 200 suppliers, 850 subcontractors, major car-
riers, and’ an in-house forwarder. The system has helped the company achieve
near-perfect customer service levels and no excess stock in-process or in the distribu-
tion pipeline.?

All these examples show that institutions must depend on each other to cater
effectively to end-user demand. Therefore,

marketing channels can be viewed as sets of interdependent organizations involved
in the process of making a product or service available for consumption or use.



PART 1 An Overview

From the outset, it should be recognized that not only do marketing channels
satisfy demand by supplying goods and services at the right place, quantity, qual-
ity, and price; but they also stimulate demand through the promotional activities of
the units (e.g., retailers, manufacturers’ representatives, sales offices, and whole-
salers) constituting them. Therefore, the channel should be viewed as an orches-
trated network that creates value for end-users by generating form, possession, time,
and place utilities.

Channels of distribution evolve to serve customer needs. For example:

®  For companies, the key to making the most of office purchases is finding the supply
channel that is best suited to the company’s buying habits, order size, delivery needs,
and service demands. Office products superstores claim approximately 6% of the
$100-billion office supplies industry. Their primary target is small- to medium-size
businesses within a 5-mile radius of the store. Superstores buy directly from manu-
facturers in large quantities and pass on savings to their customers in terms of lower
prices. The popularity of direct mail and catalog marketing channels is based primar-
ily on their convenience. Like superstores, these channels have narrow profit margins
and avoid intermediaries by dealing directly with the manufacturer. The customer can
save money and delivery is quick. Issues business buyers must consider when decid-
ing which channel to use include: (1) shipping time, (2) ordering, (3) technical support,
(4) repair service, (5) variety, (6) branded product, and (7) return policy.?

Furthermore, channel members’ roles and the extent of their cooperation may
vary from one context to another.

® Japanese doctors not only prescribe drugs, they also dispense them! The doctors buy
their drugs from wholesalers, who typically sell them at a discount from the official
prices set by the Japanese government. Doctors are reimbursed by the government for
the drugs they prescribe at the official price. This system encourages doctors to pre-
scribe lots of expensive drugs allowing them to pocket the difference between the dis-
count price and the official price. The average Japanese general practitioner earns
$327,000 a year, most of which is made by selling drugs, compared w1th the $213,000
a year earned by the average American doctor.*

A major focus of marketing channel management is delivery. It is only through
distribution that public and private goods and services can be made available for
use or consumption. Producers of such goods and services (including manufac-
turers of industrial and consumer goods, legislators framing laws, educational ad-
ministrators conceiving new means for achieving quality education, and insurance
companies developing unique health insurance coverage, among many others) are
individually capable of generating only form or structural utility for their products
and services. They can organize their production capabilities in such a way that the
products they have developed can, in fact, be seen, analyzed, debated, and, by a
few perhaps, digested. But the actual large-scale delivery of the products to the con-
suming public demands different types of efforts that create time, place, and pos-
session utilities. For example, consumers cannot obtain a finished product unless
the product is transported to where they can gain access to it, stored until they are
ready for it, and eventually exchanged for money or other goods or services so that
they can acquire it. In fact, the four types of utility (form, time, place, and posses-
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sion) are inseparable; there can be no “complete” product without incorporating
all four into any given object, idea, or service.

As marketers continue to face hostile, unstable, and competitive environ-
ments, distribution will play an increasingly important role. Companies are al-
ready moving into new distribution channels that match up with market segments
more precisely and effectively. For example, marketing channels for personal com-
puters include personal computer superstores, office product superstores, con-
sumer electronic stores, mass merchants, mail-order, telemarketing, company sales
forces, and value-added resellers, among others.?

Executives will pay more attention in the future to the distribution channels
they select to gain a competitive advantage over companies that copy their prod-
uct designs and undercut their prices. New channels of distribution such as whole-
sale clubs, factory outlets, electronic shopping channels, franchises of all sorts, di-
rect response operations, and hybrid channels are emerging.®

’ EMERGENCE OF MARKETING CHANNEL STRUCTURES

<

3

In order to understand the marketing channel, it is important to grasp the under-
lying reasons for the emergence of channel structures. Here, emphasis is placed on
the economic rationale for the existence of channels, because economic reasons are
the foremost determinants of channel structures. Later, it will be possible to intro-
duce other determinants, including key technological, political, and social factors,
and to examine how these factors influence the makeup of channel systems.

The emergence and arrangement of the wide variety of distribution-oriented
institutions and agencies, typically called intermediaries because they stand between
production on the one hand and consumption on the other, can be explained in
terms of four logically related steps in an economic process:’

1.  Intermediaries arise in the process of exchange because they can improve the efficiency
of the process.

2.  Channel intermediaries arise to adjust the discrepancy of assortment through the per-
formance of the sorting processes.

3.  Marketing agencies hang together in channel arrangements to provide for the rou-
tinization of transactions.

4.  Channels facilitate the searching process.

Each of these steps is examined in the following pages.

Efficiency Rationale for Intermediaries

In primitive cultures, most household needs are produced within the household.
At an early stage in the development of economic activities, however, exchange re-
placed production as a means of satisfying individual needs. Exchange is facilitated
when there is a surplus in production over current household requirements, and
when this surplus cannot be held for future consumption because of the perishable
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nature of the products or the lack of storage facilities. Thus, if numerous households
are able to effect small surpluses of different products, a basis for exchange is de-
veloped.

Alderson and Martin formulated the following law of exchange, which spec-
ifies the conditions under which an exchange will take place:?

Given that x is an element of the assortment A, and y is an element of the assort-
ment A,, x is exchangeable for y if, and only if, these three conditions hold:

a. x is different from y
b.  The potency of the assortment A, is increased by dropping x and adding y.
c.  The potency of the assortment A, is increased by adding x and dropping v.

These conditions of exchange are more easily met when production becomes spe-
cialized and the assortment of goods is broadened. As households find their needs
satisfied by an increased quantity and variety of goods, the mechanism of exchange
increases in importance.

As the importance of exchange increases, however, so does the difficulty of
maintaining mutual interactions among all households. For example, a small vil-
lage of only five specialized households would require ten transactions to carry out
decentralized exchanges (i.e., exchanges at each production point). In order to re-
duce the complexity of this exchange system and thus facilitate transactions, inter-
mediaries appear in the process. Through the operation of a central market, one
dealer can considerably reduce the number of transactions. In the preceding ex-
ample, only five transactions would be required to carry out a centralized exchange.
This concept of decentralized versus centralized exchange is illustrated in Figure
1-1.

Implicit in the preceding example is the notion that a decentralized system of
exchange is less efficient than a centralized network that uses intermediaries. The
same rationale can be applied to direct selling from manufacturers to retailers rel-
ative to selling through wholesalers. For example, given four manufacturers and
ten retailers who buy goods from each manufacturer, the number of contact lines
amounts to 40. If the manufacturers sold to these retailers through one wholesaler,
the number of necessary contacts is reduced to 14.

The number of necessary contacts increases dramatically as more wholesalers
are added, however. For example, if the four manufacturers in our example use two
wholesalers, the number of contacts rises from 14 to 28, and if four wholesalers are
used, the number of contacts will be 56. Thus, employing more and more interme-
diaries is subject to diminishing returns simply from a contactual efficiency per-
spective. .

It should also be noted in this simple illustration that the cost of any two con-
tact lines of transaction—that is, manufacturer—-wholesaler, wholesaler-retailer,
manufacturer-retailer—is assumed to be the same. Also, it is assumed that when-
ever more than one wholesaler is employed by a manufacturer, each retailer will
avail itself of the services of each of these wholesalers. Obviously, one must account



