Part V—MANAGING AND DELIVERING MARKETING PROGRAMS

Chapter 17—Designing and Managing Value Networks and Marketing Channels

Overview

Value network and marketing channel decisions are among the most complex and challenging decisions facing the firm. Each channel system creates a different level of sales and costs. Once a particular marketing channel is chosen, the firm usually must adhere to it for a substantial period. The chosen value network or channel will significantly affect and be affected by the other elements in the marketing mix.

Middlemen typically are able to perform channel functions more efficiently than the
manufacturers. The most important channel functions and flows are information, promotion,
negotiation, ordering, financing, risk taking, physical possession, payment and title. These marketing functions are more basic than the particular retail and wholesale institutions that may exist at any time, and when a channel member no longer provides value-added service it can and often is replaced by another channel member or a new means of distribution.

Manufacturers face many channel alternatives for reaching a market. They can choose selling
direct or using one, two, three or more intermediary channel levels. Channel design calls for
determining the service outputs (lot size, waiting time, spatial convenience, and product variety),
establishing the channel objectives and constraints, identifying the major channel alternatives (types and number of intermediaries, specifically intensive, exclusive, or selective distribution), and the channel terms and responsibilities. Each channel alternative has to be evaluated according to economic, control, and adaptive criteria.

Channel management calls for selecting particular middlemen and motivating them with a
cost-effective trade relations mix. The aim is to build a “partnership” feeling and joint distribution programming. Individual channel members must be periodically evaluated against their own past sales and other channel members’ sales. Channel modification must be performed periodically because of the continuously changing marketing environment. The company has to evaluate adding or dropping individual middlemen or individual channels and possibly modifying the whole channel system. 

Marketing channels are characterized by continuous and sometimes dramatic change, especially with the changes brought by the growth of the Internet as a major marketing tool and channel of distribution. For example, the new competition in retailing no longer involves competition between individual firms but rather between retail systems. Three of the most significant trends are the growth of vertical, horizontal, and multichannel marketing systems. All channel systems have a potential for vertical, horizontal, and multichannel conflict stemming from such sources as goal incompatibility, unclear roles and rights, differences in perception, and high dependence. Managing these conflicts can be sought through superordinate goals, exchange of persons, co-optation, joint membership in trade associations, diplomacy, mediation, and arbitration.  Marketers should continue to explore and respond to the legal and moral issues involved in channel development decisions. 

Learning Objectives

After reading the chapter the student should understand:
· The role and function of intermediaries

· The issue of channel levels

· How service outputs determine channel design

· How to evaluate channel alternatives

· What are the major channel management decisions

· Channel dynamics

Chapter Outline

I. Introduction—notes the emergence of the value network view of the individual businesses. Deals with all the upstream (suppliers) and downstream (customers) variables

II. What is a value network and marketing-channel system

A. Value network—a system of partnerships and alliances that a firm creates to source, augment and deliver its offerings

1. Firm decision regarding emphasis upstream versus downstream

2. Makes firm more aware of where problems can occur 

3. Encourages more online development with business partners

B. Marketing channels

1.  XE "Channels" Interdependent organizations 

2. Making product or service available for use or consumption

3. More use today of “hybrid” channels (direct, online, indirect)

4. Customers expect more channel integration (buy from any of the hybrid channels and obtain from any of the others)

III. What work is performed by marketing channels? 

1. Smooth the flows of goods and services 

2. Save manufacturer money, time and specialized effort

B. Channel functions and flows 

1. Information

2. Promotion

3. Negotiation 

4. Ordering 

5. Financing 

6. Risk taking 

7. Physical possession 

8. Payment

9. Title

C. Channel levels—zero to three levels, can be longer

D.  XE "Channels" Service sector channels—focus on location and minimizing levels

E. Information highway channels (information industry) 

1. Expansion of bandwidth, internet, extranets, intranets

2. Companies to provide this: content (Disney); consumer devices (Palm, etc.), components (Lucent); conduit (AT&T)

IV. Channel-design decisions

A. Analyze customers’ desired service output levels (lot size, waiting time, spatial convenience, product variety, and service backup)

B. Establish objectives and constraints—based on:

1. Product characteristics

2. Strengths and weaknesses of intermediaries

3. Competition’s channels

4. Environmental changes

C. Identify major channel alternatives

1. Types of intermediaries

2. Number of intermediaries

a) Exclusive distribution—one or a select few

b) Selective distribution—more than a few, less than all

c) Intensive distribution—as many outlets as possible

3. Terms and responsibilities of channel members

D. Evaluate the major alternatives

1. Economic criteria—sales versus costs

2. Control and adaptive criteria—degree of intermediary commitment

V. Channel-management decisions 

A. Selecting channel members—evaluate experience, number of lines carried, growth and profit record, solvency, cooperativeness, and reputation

B. Training channel members—prepare the channel member employees to perform more effectively and efficiently

C. Motivating channel members—coercive, reward, legitimate, expert, or referent power

1. More sophisticated companies try to form partnerships

2. Can evolve into long-term distribution programming

D. Evaluating channel members—sales quota attainment, average inventory levels, customer delivery time, treatment of damaged and lost goods, and cooperation in promotional and training programs

E. Modifying channel arrangements—system will require periodic modification to meet new conditions in the marketplace

VI. Channel dynamics 

A. Vertical marketing systems 

1. Corporate and administered VMS—corporate (under single ownership), administered (one member emerges as dominant in channel)

2. Contractual VMS—program integration

a) Wholesale XE "Wholesale" r-sponsored voluntary chains

b) Retail XE "Retail" er cooperatives

c) Franchise organizations

d) Manufacturer-sponsored retailer franchise (Ford dealers) or manufacturer-sponsored wholesaler franchise (Coca Cola bottlers)

3. The new competition in retail XE "Retail" ing—between systems, not individuals

B. Horizontal marketing systems 

1. Two or more unrelated firms put together resources or programs. 

2. Each firm lacks the capital, technology, marketing resources or other variables to take on the venture alone

3. Can be permanent or temporary

C. Multichannel marketing systems 

1. Multichannel marketing—single firm uses two or more marketing channels XE "marketing channels"  to reach one or more customer segments—advantages: increased coverage, lower cost, customized selling

2. Planning channel architecture (companies thinking through their channel architecture—which are efficient and not, and developing new means)

3. Roles of individual firms in a multichannel system: (insiders, strivers, complementers, transients, outside innovators)

D.  Conflict, cooperation, and competition

1. Types of conflict and competition 

a) Vertical channel conflict 

b) Horizontal channel conflict

c) Multichannel conflict

2. Causes of channel conflict 

a) Goal incompatibility 

b) Unclear roles and rights 

c) Differences in perception 

d) “Over” dependence 

3. Managing channel conflict (responses) 

a) Adoption of superordinate goals 

b) Exchange of people between channel levels

c) Co-optation—winning support at different levels

d) Joint membership in and between trade associations

e) Diplomacy, mediation, arbitration

E. Legal and ethical issues in channel relations

1. Exclusive dealing

2. Exclusive territories

3. Tying agreements

4. Dealers’ rights

VII. Summary

Lecture—Measuring Channel Performance

This lecture provides a discussion of distribution/channel strategy in the contemporary marketing setting and the role and value of effective channel strategy in the overall marketing process and strategy. It is useful to update the examples utilized so that students will be able to identify readily with this concept, based on their general knowledge of the companies and products involved in the lecture/discussion. 

Teaching Objectives

· To stimulate students to think about the critical issues, pro and con, for a firm when it develops or modifies its channel strategy 

· Points to consider in proceeding with a modification of the distribution strategy 

· Role of various channel and distribution strategies and policies in helping the firm achieve a balanced position vis á vis the customer and the competition

Discussion

Background

One of the more important functions in today’s complicated marketing environment is how to measure the performance of channel members. Whether the analysis involves an independent or vertical marketing environment, the problem is similar. There are means for following and measuring the results of this activity, and this discussion will focus on one such method.

Before beginning the formal evaluation of the channel, there are several considerations. 

· Degree of manufacturer control over the channel members. If there is a strong contractual relationship there will be a much greater expectation for information on performance.

· Importance of channel members. If the manufacturer uses many intermediaries, the evaluation will be more comprehensive versus those using fewer intermediaries. For example, major appliance dealers receive much more comprehensive analysis from manufacturers largely due to the number and degree of service and support involved, versus a tire dealer. Major tire dealers in the past tended to be company stores, so the companies did less analysis on the independents.

· Nature of the product. Obviously, the more complex the product, the more the evaluation. Because complexity can usually mean more after sale services, the criteria tend to be focused more on issues of target market satisfaction.

· The number of channel members. Intensive distribution normally involves cursory examination, but for selective distribution the analysis tends to be much more comprehensive.

Performance Evaluation

Performance evaluation clearly will be more comprehensive than day-to-day monitoring efforts. Accordingly, there are typically three levels in developing a performance audit vehicle: 

· Develop measurement criteria

· Evaluate channel members against the criteria

· Take corrective actions, as needed 

The measurement criteria for the channel member should include the following:

· Sales performance: This critical measurement includes both sales to the channel member and member sales to its customers. This may or may not be a reliable measure, depending on the perishability of the product. For example, convenience stores tend to get a great deal of information from its franchisees. The key variables here are current versus historical sales, comparisons to quotas, and cross comparisons to other channel members. The 80/20 rule is important in the last measure. 

· Inventory maintained: This major indicator provides information on the degree to which the member maintains stock or meets stocking requirements as specified in any agreements between the manufacturer and the channel member. It is important to understand whether this agreement is formal or informal. Also, although this is an area which often is difficult to perform, there are six key questions that can help with the measurement:

1. Total inventory level

2. Breakdown by units/types/prices 

3. Comparisons between the member estimates and purchases of related and competitive lines

4. Condition of the inventory holding facilities

5. Quality of inventory control and record-keeping

6. Selling capabilities—it is worthwhile to evaluate the abilities of the channel member by appraising their salespeople. One way to do this is to cross-check this information with other members of the channel. You should check the number of salespeople working with the manufacturer’s line, the technical knowledge and competence of the sales people and the level of interest the salespeople have in the manufacturer’s products.

· Attitudes of the channel member: Usually this is not done until there is a drop in performance. The best way to handle it is to survey the attitudes through face-to-face contact and also solicit feedback from the member’s clients, salespeople, the competition and related sources.
· Competition faced by the member: This refers to competition from other intermediaries and from other product lines carried by the manufacturer’s direct channel members. The questions might include how does the member do against the competition. Then, the issue is of more support required from the manufacturer. To probe this issue further, it would be appropriate to ask for names of the competitors and how they rank them. This will help you determine the degree to which the member understands the competitive arena.

· General growth prospects for the channel member: This measurement provides you with an awareness of how knowledgeable and sophisticated the member is regarding the general and area economies and the potential growth in each of them.

· Other criteria : Includes financial status, character, reputation and quality of services.

Applying these performance criteria involves three different approaches:

1. First, there is a separate performance evaluation, utilized primarily when there is intensive distribution and a limited sales, inventory and selling capability. The goal here is easy and fast, but it offers little insight into the operations of the business. 

2. Second, the multiple criteria are combined informally. The goal here is to combine the criteria into an overall judgment. There are, however, some pros and cons: 

a. One advantage of this approach is that it is not only still fairly informal but also flexible in use and application

b. This measure adds in the element of experience, but it can be arbitrary when the member does well in one area but not so well in other areas

c. In addition, it is tough to use the same comparisons between channel members, and there is no one quantitative index to show overall performance

3. The third measure is the multiple criteria combined informally. The steps here are:

a. Complete all criteria operational measures

b. Assign weights in terms of importance

c. Evaluate on the basis of a scale of 1 to 10

d. Multiply the score times the weight to achieve a product for each factor

e. Sum the factors to obtain an overall status

The advantage of the third method is that it provides weights and measures to provide an explicit and overall quantitative index. Although this may be viewed as a bit artificial in some ways, it also is easier to rely on a number to start with and then develop ameliorating qualitative data to make a final conclusion.

Marketing and Advertising

1. 
Ford has introduced a certification program to identify dealerships that are among the best in customer satisfaction. This ad alerts car and truck buyers to look for the blue thumbprint symbol at their local Ford dealerships.

a. 
What type of vertical marketing system does the Blue Oval Certified Ford Dealership program represent?

b. 
How might the Blue Oval certification program affect Ford’s channel dynamics?

c. 
Over time, how might Ford establish and apply criteria to evaluate its channel members? 

Answer

a. 
The Blue Oval Certified Ford Dealership program is a form of manufacturer-sponsored retailer franchise. Each dealer is independent but must meet Ford’s specifications.

b. 
This certification program might divide Ford’s dealer base into two distinct groups: those with certification and those without. Consumers might then perceive that dealers without the certification are not as good as those with the certification, which could change the sales volume at both dealer groups. Students may offer other reactions, as well.

c. 
Ford could develop a certain set of criteria to evaluate channel members according to sales, customer satisfaction levels, cooperation, and so on. Then it would evaluate all dealers at least once per year based on these criteria, communicate the results to the dealers, and plan to either upgrade the activities of low-scoring dealers or drop the low-scorers. Ask students to discuss the implications of warning and dropping dealers. 
Online Marketing Today—Peoples Bank

As mentioned earlier, Peoples Bank, based in Connecticut, uses its Web site as a key channel for reaching individuals, business customers, and prospects. Not only can customers e-mail the bank with questions, they can click on a link to have a bank representative call them with further information or choose another link if they want to chat online. In addition, prospects can open new accounts online, print out and fax account applications, and even order printed checks with a few keystrokes. Now the company has expanded its financial services offerings by adding insurance products for consumers and businesses.

Visit the Peoples Web site (www.peoples.com). After looking at the home page, follow the link to read about Online Services and click for a demonstration of People’s Online. Next, follow the Insurance link and dig deeper by clicking on Auto, Home, and Other Personal Insurance. What role is Peoples.com playing in the distribution of these insurance products? What is the length of the channel the bank uses to distribute its own checking account products? How would you describe the channel positioning of People’s Bank?

Answer
Peoples.com is not the provider of the insurance products featured on its Web site, merely a distributor in the channel. On the other hand, it is the provider of the checking account products it offers directly to consumers and businesses, which means a zero-level channel. The channel positioning of People’s Bank can be described using words such as convenient and value-added. Ask students to discuss a possible People’s Bank positioning statement based on their perceptions of what the bank is trying to accomplish with its Web site.

You’re the Marketer: Sonic PDA Marketing Plan

Manufacturers need to pay close attention to their value networks and marketing channels. By planning the design, management, evaluation, and modification of their marketing channels, manufacturers can ensure that their products are available when and where customers want to buy.

At Sonic, you have been asked to develop a channel strategy for the company’s new personal digital assistant (PDA). Based on the information you previously gathered and the decisions you have already made about the target market, the product, and the pricing, answer the following questions about your marketing channels:

· What forward and backward channel flows should Sonic plan for?

· How many levels would be appropriate for the consumer and business markets you are targeting?

· In determining the number of channel members, should you use exclusive, selective, or intensive distribution? Why?

· What levels of service output do Sonic customers desire? How do these levels affect Sonic’s channel strategy? 

· How should Sonic support its channel members?

After you have answered the questions, document your recommendations about marketing channels and strategy in a written marketing plan. Alternatively, type them into the Marketing Mix and the Channels sections of the Marketing Plan Pro software.

Answer

Sonic must plan forward channels to allow consumers and business customers to buy its PDAs from suitable dealers and retailers. It must also plan backward channels to allow for the return flow of defective or broken PDAs and unsold merchandise being returned by dealers. Sonic may have to use two levels (wholesalers and retailers) to reach the consumer and business markets; it may also have to sell directly to business markets that buy in volume, such as large corporations. Sonic should plan for selective distribution, because—as a new company entering an established product category—it may not be able to sign up all the distributors it would like. Also, Sonic will want to use only channel members who are knowledgeable about PDAs, can offer the right levels of service, and who reach the targeted customer segments.

In terms of service output levels, consumers would like to buy in lots of one (or two), although business customers may require larger lot sizes. Customers will generally want to avoid delays in receiving their purchased items, and they will want easily accessible locations for buying the PDA (spatial convenience). Service backup, particularly availability of service and credit, will also be important. These are all considerations that Sonic must bear in mind when selecting and evaluating channel members. Finally, students will have various suggestions for ways that Sonic can support its channel members. Some sample ideas: motivating channel members through allowances and sales contests; driving traffic to channel members through advertising. 

Marketing Spotlight: Disney Licensed Products 

The Walt Disney Company is routinely recognized as having one of the strongest brands in the world. Much of its success lies in its flourishing television, movie, theme park, and other entertainment ventures. These different vehicles have created a host of well-loved characters and a reputation for quality entertainment. Disney promotes in name and its characters with Disney Consumer Products, a division comprising seven business areas that sell Disney-themed products through a variety of channels.

The Disney Store: Bringing the Disney magic to premium shopping centers in the United States and overseas

Merchandising licensing: Selectively authoring the use of Disney characters on high- quality merchandise 

Publishing. Telling the Disney story in books, magazines, comics, and art 

Music and audio: Playing favorite Disney songs and stories on tape and compact disc  

Computer software. Programming Disney “fun” into home computers and computer game systems

Educational production: Casting the characters in award-winning films for schools and libraries

Catalog marketing: Offering Disney products via top catalogs

Disney licensed products are available at retail locations such as booksellers, music stores, newsstands, and grocery and convenience stores. Disney offers a vast range of items on its online shopping site, DisneyStore.com, and on many other e-commerce Web sites. Products can also be found at Disney Store locations and at gift shops in Disney theme parks. Numerous catalogs, for both home and education buyers, also sell Disney licensed products. The pervasiveness of the product offerings is staggering—all in all, there are over 3 billion entertainment-based impressions of Mickey Mouse received by children in total every year, equivalent to 10 million impressions a day. 

Disney started licensing its characters for toys made by Mattel in the 1950s. Disney Licensing is now responsible for more than 3,000 contracts and for 16,000 products with top manufacturers worldwide. Disney licenses its standard characters (i.e., Mickey, Minnie, Donald, Goofy, and Pluto) and filmed entertainment (i.e., theatrical releases such as “Aladdin,” “Lion King,” and “Toy Story,” and TV properties such as “Duck Tales” and “Madeline”). To capitalize on the popularity of these characters, Disney developed a family of brands for Disney licensed products. Each brand was created for a specific age group and distribution channel. Baby Mickey & Co., targeting infants, and Mickey & Co., targeting kids and adults, are sold at department and specialty gift stores. Disney Babies, targeting infants, Mickey’s Stuff for Kids, targeting boys and girls, and Mickey Unlimited, targeting teens and adults, are sold through mass-market channels. Disney combined the names and characters into a specially designed logo. Each could be used in a wide range of product categories, including apparel and accessories, toys, home furnishings, social expressions and novelties, sporting goods, and gifts.  

One of Disney’s most successful licensed characters is Winnie the Pooh. Pooh products, which existed since Disney’s 1966 animated short “Winnie the Pooh and the Honey Tree,” have recently become a virtual goldmine. Between 1995 and 1998, the total licensing market for Winnie the Pooh grew from $390 million to $3.3 billion. By 2000, Pooh products generated an estimated $6 billion in sales for Disney. By comparison, Disney’s other core characters—Mickey, Minnie, Goofy, Donald Duck, and Pluto—grew only 20 percent over the same period. 

In 2000, retail sales for Disney licensed products totaled $13 billion, which amounted to 70 percent of revenue for Disney Consumer Products. Andrew P. Mooney, president of Disney Consumer Products, thinks this figure can eventually reach $75 billion, or 1 percent of the global retail market. A first step toward this goal was to partner with AmeriKid Foods to develop co-branded packaged goods products based on core Disney properties, rather than short-term promotions based around current movie releases. This partnership was designed to change the fact that as of 2001, Disney had no larger than a 3 percent share in any of the food and beverage categories in which it had licensed products. The addition of the AmeriKid Foods partnership gave Disney more products in the grocery and convenience channel. 

Sources: Bruce Orwall. “Disney’s Magic Transformation?” Wall Street Journal, October 4, 2000, p. B1; Stephanie Thompson. “The Mouse in the Food Aisle.” Advertising Age, September 10, 2001, p. 71.

Questions 

1. Are there any downside associations with the AmeriKids program? Is product licensing an unlimited situation? Can it be overdone?

2. Consider other products where the co-branding concept has a similar potential.

3. What marketing strategy changes should Disney consider andor make if it intends to reach the $75 billion level, given the fact that others are now moving into the arena? Is there evidence that Disney is reaching some branding and distribution limits? 

Suggested Responses

1. Any brand that is well developed and controlled has to be careful that it does not overextend the brand franchise to the point that takes on a generic aura. To do so, especially in an era of fast paced competition and competitors, can be dangerous. Product licensing may be carried on indefinitely if the appeal is either universal or classic, and the image it presents keeps up with the times (Betty Crocker, Brawny, etc.). It can be overdone, however, if it spreads the name and image into products and/or services that seem to have no relationship.

2. There are many possible good answers here, but the best answers likely would emphasize products that present the highest potential in terms of carryover to and with children who can associate the value of one product with the other.

3. One meaningful strategy would be to seek out areas of activity that reinforce the current successes and bring in new demographic and psychographic targets. In addition, developing the international market, using the same proven strategies, adapted locally, would be useful.      

Since 1996, Disney failed to match its stellar growth of the 1980s and early 1990s. During 2000 and 2001 advertising revenues in its TV operations, in particular its national network ABC, were hit, theme park attendance fell off, the line-up of movie releases was passable (though none did especially well) and Disney stores and retail sales were mediocre at best.

Disney closed more than 100 of the 400-odd Disney stores, applied shorter hours to the theme parks, laid-off 4,000 employees and conducted cost cutting in movie production. A near full-on retreat from the Internet also is underway. Finally, it has been clear to many in the media and elsewhere that with Disney’s almost monopoly position (brand image, not absolute economics), the goal is to dominate every market they have and charge the maximum price (according to Larry Gerbrandt, chief content officer at Kagan World Media, a media research and consulting firm, Associated Press, March 10, 2002). 

Analytical Tools for Marketing Management: New Product Planning

Problems
Create a three-year payout plan based on the following information:

1. The number of cases sold in the market for year one is estimated at 8,000,000. Estimates indicate that the market will grow at a rate of 10 percent per year.

2. The average share estimated for year one is 10 percent, for year two it is estimated at 12 percent, and for year three, 20 percent.

3. The cases purchased by the pipeline are: .4 MM, .2 MM, and .1 MM for each
of the three years, in that order.

4. Factory income is $10 a case, and factory cost is $5 a case.

5. It is estimated that at least 50 percent of a three-year budget should be spent in year one. Year two should have 30 percent spent during that year.
6. Advertising XE "Advertising"  should receive 80 percent and sales promotion should receive 20 percent of the budget in each of the three years. 

Solution


	New Product Planning 
	Year 1
	2
	3
	Totals

	1. Size of total market (in cases)
	8,000,000 
	8,800,000 
	8,880,000 
	 

	2. Average market share for new brand
	10%
	12%
	20%
	 

	3. Cases bought by pipeline
	400,000 
	200,000 
	100,000 
	 

	4. Cases bought at consumer level
	1,200,000 
	1,300,000 
	1,900,000 
	 

	5. Total shipments from factory
	1,600,000 
	1,500,000 
	2,000,000 
	 

	6. Factory sales (based on input price)
	$12,000,000 
	$13,000,000 
	$19,000,000 
	 

	7. Less cost per case (input)
	$6,000,000 
	$6,500,000 
	$9,500,000 
	 

	8. Dollars available for promotion and advertising
	$6,000,000 
	$6,500,000 
	$9,500,000 
	$22,000,000 

	9. Reallocation of dollars
	11,000,000 
	6,600,000 
	4,400,000 
	$22,000,000 

	10. Percent of total dollar
	50.0%
	30.0%
	20.0%
	100.0%

	11. Allocation of dollars: To advertising (80%) 
	$8,800,000 
	$5,300,000 
	$3,500,000 
	$17,600,000 

	12. Allocation to sales promotion (15%)
	$2,200,000 
	$1,300,000 
	$900,000 
	$4,400,000 

	13. Profit (or Loss)
	($5,000,000)
	($100,000)
	$5,100,000 
	 

	14. Cumulative investment 
	($5,000,000)
	($5,100,000)
	$0 
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