Chart Your Channels

(Channel Management)

(CM LAP 2, CM:001, Career-Sustaining Level)

Objective A Explain key functions of channels of distribution.

Objective B Discuss decisions involved in channel management.

STUDENT SECTION
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Objective A

Competency: Explain the nature and scope of channel management. (CM:001).

Isabella’s government
o . class team has been
]. | assigned a group pre-
“ b sentation. She and the
@ three other group mem-
bers have divided up the
responsibilities according to their strengths—
Isabella will do the reading and create an
outline, Ben will take the outline and create a
PowerPoint presentation, Alicia will proof the
presentation for spelling and grammar, and
Erik will make the presentation and lead the
class discussion. Isabella, Ben, Alicia, and
Erik have created something similar to chan-
nels used in businesses to get their products
to their customers. In this case, their “product”
is their knowledge on a certain topic, and their
“customers” are their teacher and the rest of
their class. They’'ve worked together to deliver
that knowledge in the most efficient, effective
way possible.

In business, channels work well when
they’re properly managed and when channel

For discussion only

members strive together to achieve a common
goal. When channels are managed success-
fully, each member adds value to the product
as it makes its way to the final consumer.
Channel management—the strategies and
process by which marketers ensure that prod-
ucts are distributed to customers efficiently
and effectively—makes it all happen.

Getting the Job Done:
It’s a Group Effort

Channels of distribution

Businesses have many different options for moving their prod-
ucts to the consumers and businesses who want to buy them.
These routes are known as channels of distribution. We all
benefit from channels of distribution. As consumers, we benefit
when we are able to purchase certain products, in certain quanti-
ties, when and where we want to. For example, you may live in
Cincinnati, but at the grocery store down the street, you can buy
a single bar of chocolate produced in Switzerland. Businesses
also benefit from channels of distribution, both when they buy
products and when they sell them. As buyers, they can get the
products they need when they need them. A school, for instance,
can order 100 new desks. As sellers, businesses can use chan-
nels of distribution to get their products to final consumers more
effectively and efficiently.

LAP-CM-002-CS © 2009, MBA Research and Curriculum Center

CHART YOUR CHANNELS 2




For discussion only Objective A

Channel tasks

How do channels of distribution allow businesses to get products to final consum-
ers as effectively and efficiently as possible? It's important to know that, as products
move through these channels, many activities must occur. These tasks must be com-
pleted no matter how many intermediaries are involved. Let's take a look at several

channel tasks:

Providing marketing information. Every producer is trying to reach and sell to a
specific target market for each of its products. Companies rely on market research
to determine their target markets’ needs and wants. Intermediaries are often closer
to final consumers than producers themselves. Let’s say you have a small business
producing handmade greeting cards that you sell through a few small local retail
stores. One of the store owners informs you that several customers have commented
on your birthday cards and have asked if you create anniversary cards as well. This
is marketing information that is valuable to you, information you wouldn’t have

learned if not for your fellow channel member. Many companies benefit in this same

manner, only on a much larger scale.

Promoting products. Promoting a product, especially a new one, can be ex-
pensive. When a producer sells its products through intermediaries, the costsand |
responsibilities associated with product promotion can be shared. Retailers often as-
sume a large portion of promotion responsibilities. Think about your local supermar-
kets and discount stores—most likely, they produce weekly flyers featuring a variety
of products available or on sale. These retailers may pay the full costs to produce the
flyers, or they may share expenses with some of the products’ manufacturers. Shared
promotion activities within the channel can lower channel members’ individual costs

while producing the same results.

Negotiating with customers. Producers often don't have the time or the ability to
negotiate with final consumers on issues such as price, delivery, installation, etc. In
a channel of distribution, a producer can sell 100,000 big-screen television sets to a
wholesaler at one price, the wholesaler can sell 1,000 of them to a retailer at another
price, and the retailer can sell them individually to consumers at yet another price,

a price that retailers determine consumers are willing to pay. And, if many consum-
ers have difficulty getting their new big-screen TVs home, the retailer may offer to
deliver and set up each big-screen it sells. When the channel works smoothly, all the
channel members are profitable, and the final consumer receives the product in an

efficient, effective manner.

Quick Definitions:

¢ Ultimate consumers—people who person-
ally use products to satisfy their own wants

¢ |ndustrial users—businesses that buy
materials, services, or goods that will be used
to make other goods or used in the operation
of the company

¢ Intermediaries—channel members
operating between producer and consumer to
help in the movement of products; also called
middlemen
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¢ Producers—people who make or provide
goods and services

e Wholesalers—channel members who help to
move goods between producers and retailers by
buying goods from producers and selling them
to retailers

¢ Retailers—businesses that buy consumer
goods or services and sell them to ultimate
consumers
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Reducing discrepancies. There are several barriers that keep producers and
final consumers from dealing with each other effectively. These “discrepancies”
of quantity and assortment are issues that middlemen can solve. Consider a
producer of diapers. It certainly produces more diapers than any consumer needs
at one time. By selling large quantities of diapers to wholesalers and retailers,
the producer can continue producing on a large scale without having to worry
about storing the diapers or breaking them down into smaller quantities for
individual sale. Wholesalers and retailers can break down these large quantities
into reasonable amounts for final consumers, and they can also offer an appropri-
ate assortment of related products in one place. Since there is no single producer
that provides every single baby product a consumer might want or need, a retailer
such as a baby superstore collects a variety of baby products from a number of
different producers and makes them available for one-stop shopping.

Financing and risk-taking. Moving products through a channel costs money.
It takes money to manufacture products, to transport and store them, to promote
them, to gather information about target market needs, to extend credit to con-
sumers, etc. When channel members work together to finance these activities and
to assume the inherent financial risks, channels will be more effective.

True value

Every channel member should add value to the product as it moves through the
channel. Adding value to the product benefits all channel members. If a member
does not add value, channel managers need to reevaluate whether or not that
member belongs in the channel. There are several ways that channel members
add value.

As we've learned, it is often impractical for a producer to perform all of the
activities needed to get its product into the hands of final consumers. Any channel
member that can perform one or more of these tasks expertly adds value. Retail-
ers, for example, are point-of-sale advertising specialists and may create exciting
visual displays in their stores to promote a manufacturer's product. By performing
this task, which should lead to higher sales volume, retailers can add value to the
product and benefit every member in the channel.

Summary

Channels of distribution are the paths, or routes, that goods or services take from
the producer to the ultimate consumer or industrial user. These channels benefit
both consumers and businesses. Channel members perform many important
tasks, such as providing marketing information, promoting products, negotiating
with customers, reducing discrepancies, and financing and risk-taking. Every
channel member should add value to the product by performing specialized
activities to lower costs and move products efficiently through the channel.

Total Recall
1. How do consumers benefit from channels of distribution?
How do businesses benefit from channels of distribution?

Describe the activities that occur in a channel of distribution.

> L™

How do channel members add value to a product?
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Objective B

Design Time:
Making Channel-Management Decisions

Prime performance

Sometimes, waterways are referred to as channels. Picture water
flowing through a channel. What happens if something clogs the
channel, such as trash or debris, or if something blocks the chan-
nel completely, such as a dam? The water doesn’t move through
efficiently. The same principle applies to channels of distribution.
A few conditions must exist for channels to be effective.

First, the channel must be properly managed. That is,
marketers designing channels and overseeing channel strate-
gies must first recognize the importance of their task and then
make informed decisions regarding distribution patterns as well
as the selection of channel members and assignment of their
responsibilities.

Second, channels are effective only if channel members
share a common goal or goals. Channel members should share
a commitment to the quality of the product and to satisfying the
target market's needs and wants. After all, no business in the
channel will be successful if the products don't sell.

Third, channel members must share tasks appropriately if
the channel is to be effective. Channel tasks should be assigned
to the members who can perform them best. For example, a
wholesaler probably isn't a specialist in advertising promotions
if it doesn't deal directly with final consumers. A retailer would
be better suited for this activity because it has contact with ulti-
mate consumers every day. When channel members divide tasks
appropriately, it makes it easier for them to cooperate and work
toward their common goal.

chargebacks

Middlemen often hit producers with

products don’t arrive in good shape. But,
what if the merchandise is damaged as a
result of the shipping company’s or postal
service’s negligence, not because of the
producer? Middlemen may have a legal
right to issue a chargeback, but is it ethi-
cal? What do you think?

Before marketers can make
decisions about channel man-
agement, they must review
the company’s overall market-

ing objectives and the role it
has assigned to distribution
in the marketing mix. Channel
design and strategy should
support these objectives.

(financial penalties) when
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Objective B

Channel-Management decisions

Setting channel objectives. Marketers can't begin designing channels and select-
ing channel members before they've determined what they're trying to achieve.

In general, marketers want channels to meet the needs and wants of their target
markets efficiently and to give their product a competitive edge in the marketplace.

Marketers often set more specific goals as well. For instance, a manufacturer may For discussion only
decide it wants to use as many channel members as possible so it can spread

out its distribution risks and expenses. Or, a manufacturer may decide to forgo
indirect distribution (the use of middlemen) and use direct distribution,
eliminating middlemen in the channel and dealing with final consumers directly.
As we've learned, though, this is often impractical.

Determining distribution patterns. Marketers want to achieve something called
ideal market exposure—that is, they want to make their product available to
each and every customer who might buy it, but they don’twant to over-distribute
the product and waste money. To achieve ideal market exposure, marketers must
determine distribution intensity. Distribution patterns are determined by con-
sidering consumer needs as well as the nature of the product itself. These patterns
may be:

¢ Intensive—Intensive distribution means selling a product through
every available wholesaler and retailer in a geographic area where
consumers might look for it. Marketers use this method when they are
attempting to reach the greatest number of consumers possible. Conve-
nience products are often distributed this way. Consider all the different
places you can pick up a pack of gum. As a consumer, you want to be
able to buy this product easily—you don’t want to have to shop around
for it. Therefore, marketers will try to make it available wherever you
might feel like buying it.

¢ Selective—Selective distribution means selling a product through
a limited number of wholesalers and retailers in a geographic area.
Marketers use this method when they want to deal with the middlemen
they feel will do the best job of promoting and selling their products.
Companies may actually be able to make higher profits using selective
distribution, by creating greater sales volume through a smaller number
of successful outlets. Consumer shopping goods are often distributed
this way. For instance, many high-end clothing manufacturers, such as
Nautica, distribute their products through selected retailers only.

¢ Exclusive—Exclusive distribution means selling a product through
just one middleman in a geographic area. Marketers use this method
when they need to maintain tight control over a product. This is why ex-
clusive distribution is often used for specialty products that are technical
in nature or require specialized services such as installation or repair.
Examples of these products are airplanes and large machinery.

Selecting channel members. Before selecting specific channel members, mar-
keters must determine the types of members that belong in the channel (wholesal-

ers, retailers, etc.) and also determine channel length (total number of channel [Producer | => [ Retailer | = [Consumer]
members). Channel member types are usually based on the nature of the product.

A consumer product, for instance, doesn’t go through an industrial distributor; Prod Industrial Industrial
conversely, an industrial product doesn't go through a retailer. Channels may be = | istributor | = User

long or short, depending on what makes the most economic sense. A long channel
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may spread financial risk and allow a product to receive more specialized
attention. On the other hand, a short channel may allow a product to reach
consumers more quickly.

There are a number of factors marketers must consider when choosing
specific channel members. Each middleman should:

e Create product value that the producer or other middlemen cannot
or are not willing to provide (shipping, promoting, etc.)

o Channel the product to its desired target market(s)

e Have a pricing and promotion strategy compatible with the
product’s needs

o QOffer customer service compatible with the product’s needs

¢ Be willing and able to work cooperatively with other members
within the product’s channel

Determining channel responsibilities. As you know, certain activities must
take place within a channel, no matter which channel member performs them.
Products must be shipped, promoted, and sold to final consumers before any
profits can be made. Determining channel responsibilities is an important
part of channel management. Channels are effective only when members
work together appropriately and perform the tasks they are best suited for.

For example, we know that middlemen reduce discrepancies by breaking
down large quantities and storing products until consumers are ready to buy
them. A wholesaler works with a retailer to ensure that the retailer always has
enough of a product in stock. The wholesaler and retailer must work together
to determine which firm is responsible for keeping track of product inventory,
and, if they are both partially responsible, which part of the task belongs to
which firm.

Managing, motivating, and monitoring channel members. It isn't always
easy to keep a channel flowing smoothly. That's why channel management is
so important. Marketers should constantly evaluate the channel to see what's
working, what isn't, and what can be improved. Should members be added or
deleted? Should certain responsibilities be reassigned? These questions can
only be answered if marketers keep a close eye on the channel and keep their
goals in mind.

Objective A

Since there may be several members involved
in one channel, who makes channel-manage-
ment decisions? This may be a difficult ques-
tion to answer—one that can create conflict
within channels. Traditionally, producers
controlled channels and made all the decisions.
However, in modern channels, power tends to
be distributed more evenly among members or
even tilted toward retailers (consider power-
ful retailers such as Wal-Mart). Company size
and finances have a lot to do with it, too. Small
producers may not have much choice when
marketing a new product. They may have to
work with any middlemen who are willing to
take a risk with them.

For discussion only

Channel members can be motivated in a number of ways. Motivation can be either positive or negative. On the negative side,
marketers may impose sanctions on middlemen who do not perform well. For instance, if a middleman does not meet the sales
quota in its contract, a manufacturer may reduce the wholesale discount the middleman receives. Middlemen can also hit producers
with chargebacks, financial penalties assessed for a variety of problems, such as late shipments or damaged merchandise. On the

positive side, marketers can offer incentives (usually financial) for reaching certain performance goals—a sales contest, for example.
Marketers can also motivate channel members by reinforcing the product on a regular basis—providing product training, sending out
product update letters, participating in cooperative advertising, etc. In general, positive measures are more effective for motivation than
negative measures.

A major component of channel management is handling conflict. Conflict can arise all too often when independent businesses try to
work together to form one channel. There are two basic types of channel conflict:

¢ Horizontal conflict—This type of conflict occurs between channel members at the same level. In essence, horizontal
conflict is good, old-fashioned business competition. Two middlemen on the same level (two retailers selling pet supplies,
for example) compete to sell the same manufacturer’s product to the same target market.
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Objective B

e Vertical conflict—This type of conflict occurs between channel
members at different levels within the same channel. This is the
type of conflict that channel managers must pay close attention to.
Usually, vertical conflict occurs between producers and whole-
salers or producers and retailers. Producers may not feel that
middlemen are marketing and selling their products aggressively
enough. Wholesalers and retailers may feel that producers’ de-
mands are unreasonable. Conflict can also arise when producers
bypass traditional middlemen in favor of e-commerce options
or opening their own factory-direct retail stores. Multiple or
dual distribution can cause conflict as well. This occurs when
producers use more than one channel to distribute a product, cre-
ating horizontal and vertical conflict at the same time. Managing
vertical contlict can be a challenge, and there aren't always easy
solutions for marketers. They must, however, learn to recognize
and address conflict when and where it occurs, so the channel can
continue to flow smoothly.

Summary

Channels of distribution are effective only when they are properly man-
aged, when members share common goals, and when responsibilities are
assigned appropriately. Channel-management decisions include setting
channel objectives, determining distribution patterns, selecting channel
members, determining channel responsibilities, and managing, motivating,
and monitoring channel members.

Total Recall

1. When are channels most effective?

For discussion only

2. Describe the decisions involved in channel
management.

Make It Pay!

Choose one good or service you've
consumed today. Consider the
channel activities that occurred
before this product reached you.
How do you think channel members
added value to this product? What
pattern of distribution do you think
was used?
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