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Channel Management: Structure,
Governance, and Relationship
Management

ERIN ANDERSON and ANNE T. COUGHLAN

INTRODUCTION

To go to market, producers of services and products
create at least one channel of distribution, or path,
through which théy access a potential buyer, con-
vert the prospect into a customer, and fulfill the
orders the customer places. The importance of dis-
tribution channels can be seen in many industries in
the US, where channel members collectively eam
margins that account for 30 to 50% of the ulimate
selling price. In contrast, advertising fypically
accounts for less than 5 to 7% of the final price
(Stern & Weitz, 1997). The importance of the dis-
tribution function is not due solely to the account-
ing costs of the channel’s activities. Marketing
channels represent a substantial opportunity cost as
well. Finding the potential buyer and converting
mere potential into profitable orders from paying
custorners is a major part of the channel’s role. The
marketing channel does a great deal not only to
serve the market, but also to make the market.

In short, the management of channel activities
has great potential for developing competitive
advantage, either by lowering costs or by differen-
tiating the final product to a market developed by
channel members. And the advantage accrued from
good channel management is strategic, because it is
often durable, difficult to put into place, and
difficult to imitate {Stern & Weitz, 1997).

Much of the early work in chanmels, circa
the 1950s and 1960s, focuses on identifying the
somewhat mysterious functions of channels, and
explaining when and why these functions have
utility (e.g., Alderson, 1965; Bucklin, 1969, 1972).
Pioneering institutional work in channels estab-
lished in fact that marketing channels exist without
anyone’s knowledge (Cox & Goodman (1956) noted
that int the 1950s, even General Electric did not know
how a humble lightbulb got fom the factory fo a
kitchen socket). In general, we now recognize that
channels perform eight major functions as they
interface between suppliers and markets: tak-
ing title (ownership); taking physical possession
(stewardship); promotion; negotiation; financing;
risk taking; ordering; and payment. Along the way,
channels achieve competitive advantage by provi-
ding support services after the sale and by compos-
ing appealing assortments (assortments of products
and services to offer to buyers, assortments of
potential buyers to offer to suppliers). In short,
channels make markets and execute transactions by
bringing together potential suppliers and demanders.

Considering the range of functions involved in
accessing a market, it is not surprising that the man-
agement of marketing channels is no small matter.
Going to market at all is not easy. Going to the right
market, and doing so quickly, in the manner the
customer desires, with few errors, and at low cost
is ... a fairly rare achievement,
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This chapter focuses on a subset of managerial
decisions that are crucial to the functioning of a
marketing channel, These decisions concern struc-
ture (essendially, strategic choices that can be repre-
sented graphically, such as how many separate
firms constitute a channel), governance (the frame-
works that are meant to insure orderly pursuit of
goals and resolution of conflict), and relationship
management (the. myfiad actions that frame the
daily environment of a marketing channel). There
are many other issues in channel management, such
as the physical movement of goods, logistics and
number of levels in the channel, the number of
intermediaries at each level, transfer prices, and so
on, See Frazier (1999) for an excellent discussion of
these and other issues, and Coughlan et al. (2001)
for a discussion of institutional arrangements and
types of intermediaries.

Channels are typically composed of multiple orga-
nizations (either separate firms or separate divisions
of one firm), all of them interdependent in that their
results derive from the channel’s ability to
create transactions. But multiple organizations per-
forming a myriad of functions often work at cross
purposes. The mediocrity of the resulting channel
performance will hurt at least some of its members,
leading to recrimination and conflict. To avoid this
scenario, channel members attempt to influence
each other to operate in a coordinated fashion,
one that Tecognizes that their interdependence creates
commen interests. Siructure, governance, and relation-
ship management shape how firms actuaiiy garner
and then exert influence over each other, in order to
be successful against competing systems (other sets
of channet members promoting different solutions to
a market’s needs).

Roughly, seven governance structure issues con-
cemed with achieving coordination are prominent
in the channels literature (Jap & Weitz, 1995). This
classification is somewhat arbitrary, as a given
research ‘work oﬁcn covers several categories. This
review is orgamzed arcund these 1 issues, as follows:

1. Vertical mtegratiorz or not {whether to own the
channel) -
2. Managing conventional channel relatxonshlps

a) Selection of channel members
b) Design. of contracts (both explicit and
implicit} governing the relationship

+ ‘Ferms of the contract
+ The use of incentives
* The use 'of monitoring

c) Use of relational norms
d} Accumulation and use of power.

The ordering of this list is carefully chosen. The first
decision for the organization is whether or not to verti-
cally integrate, that is, whether to own the channel (as

opposed to outsourcing, or distributing through._

independent parties). The decision making organizg:
tion can be any player in the channel. While it may
be the manufacturer {considering integrating for-

ward), it may also be 2 downstream channel member

(e.g., a retailer, a logistics services provider, a
distributor, or an agent) considering integrating back"

ward into production and/or forward toward the final

point of sale. If the organization chooses to vertically
integrate from production down to the level of the final
buyer (e.g., through direct seiling), exerting influence
to coordinate channel activities is relatively easy, and
hence not the most interesting research problem. But

. this ‘typically is not the most cost-effective or

demand-enhancing solution.
When complete channel integration is unatirac-
tive, the organization must then engage in the recruit-

ment of channel members. Channel members are -

generally selected and courted both for their

superior abilities to perform specific channel func-

tHons, and for their potential interest in cooperative,

coordinative behavior. The greater is this interest, the -

more amenable the member is to working
together with the organization to achieve coordi-

nation as a channel system. Several other governance

issues then come to the forefront.! The channel
mermbers must establish their contract defining at
least minimal rights and responsibilities, even if they
do not express their agreerent as a document. Apart
from the ferms of the contract, a key understanding
concerns how incentives can be used to directly
influence action. To the. extent that incentives are
not effective, the organization can directly moniior
channel members to verify their performance levels.

The contract does not fully define the parties’
expectations. Norms of behavior can be cultivated,
as the relational governance approach wauld
suggest. Further, channel power can be brought to
bear to affect behavior. Together, contracts, norms,
and power drive the behavior of the channel as a
system. This influences the channel’s success in
competing against other channel systems for deliv-
¢ring value to buyers. Figure 9.1 depicts these
major issues involvéd in governing a channel sys-
tem. We use this schematic as a device to organize
the literature surveyed in this chapter.

As a research area, marketing channels is in a
pre-paradigmatic state (Kuhn, 1969) there is little
agreement about how to frame issues and what is
the appropriate mode of inquiry. In pursuit of gen-
eralizability, causality, and managerial implica-
tions, channels researchers have been eclectic in
theory and in method. In addition to carrying out
purely descriptive field research (to find patterns of
practice and performance outcomes), channels
scholars have barrowed from & number of frame-
works to generate new patterns and explain existing
ones. A partial list of frameworks used in the field
includes:
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From economics: transaction cost analysis,
agency theory, game theory, analytical models
of competition and market response, evolution-
ary cConomics
‘42.. From sociology: theories of dependence and
~... group processes, institutional theories of legiti-
;- - Inacy

.- From psychology: theories of social influence,
interpersonal relationships, and conflict

From marketing theory and. strategic manage-
1ment: frust, competitive advantage, path depen-
-dence
From eclectic approaches: political economy,
ife-cycle theories

1

As.if channels research needed more variety, there
are-many peints of difference about the appropriate
methodology to develop and test proposed general-
onis. Must there be a field test? If so, should the
be correlational {versus quasi-experimental),
dyadic -(versus one side — or versus the whole

Governance Issues in Channels of Distribution

network), longitudinal (versus cross-sectional),
archival (versus perceptual), primary (versus
secondary), single informant (versus muitiple), and
so forth? Given the data, how should it be modeled?
Do experiments have a role? Are gualitative
approaches appropriate? What is the value of induc-
tive or exploratory {(versus hypothesis testing)
approaches?

The good news is that channels researchers have
considerable. freedom in how to proceed. The bad
news is that it is difficult to achieve consensus, and
thus to accumulate findings into robust generaliza-
tions. Further, many approaches compete, and their
competition focuses on their differences {parti-
cularly. in the causal mechanism employed, as well
as inthe research approach taken).

‘The position of this review is that results from
these multiple approaches are converging, almeost
surprisingly so; Beneath semantic and methodolog-
ical differences, there is considerable agreement in
findings and in- explanations for them. Further,
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there is an emerging consensus about what are the
issues that merit further inquiry.

This review gives center stage to the substantive
conclusions that are emerging from this large and
vital area of inquiry. The issues of how research gets
done (i.c., differences in framework and method)
will be treated, but given a low priority here.

Tue CHaNNEL OwnERSHIP CHOICE

Perhaps the first question in channel design and
management is how many organizations should be
involved in a channel: should one entity perform
not only, productlon but ‘afl channel activities
(Lilien, 1979)? A vertically integrated channel is
the shortest, simplest structure. But is it the most
efficient, or the most effective?

Transaction Cost Analysis and
Game Theory in the Channel Ownership
Decision

Two useful theoretical approaches have been
particularly influential in the literature on channel
ownership: transaction cost economics {TCE;
see, fof example, Rindfleisch & Heide, 1997;
Williamson, 1996) and game theory (Moorthy,
1993). Both approaches originated in the economics
literature and have been adapted to the channels
context by researchers in marketing. TCE’s main-
tained hypothesis is the fundamental superiority of
the market mechanism, leading to what economists
call ‘decentralization’ (that is, composing a channel
of third parties) as the default channel choice,
except’ in ‘cases of “market failure.” "TCE therefore
mforms the channel owriership choice by identify-
inig facters leading to market failure and hence to
vertical integration ‘of the charinel. The gamié theo-
retic approach, by contrast, views interaction within
a channel as the choice of strategic actions by each
chaninel ‘player” that:jointly affect channel profit-
ability, and hence ultimate channel-ownership
choice. Some of the key strategic factors on which
the game theoretic approach focuses are wholesale
and retail pricing; service decisions, the intensity of
distribution, -and" nonprice actions - such as returns
policics and warranty policies. In some sense, the
game theoretic approach takes as given the devia-
tion of decentralized channel relationships from the
perfectly competitive: benchmark, and seeks to

identify- the conditions: (or proactive actions of the

channe] captain) that nevertheless make outsourc-

ing an optimal chanfiel decision. Thus, TCE starts

from the premise that outsourcing (the *market’)

should be the default unléss certain conditions hold;

game theory starts from the premise that outsourcing
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has inherent deficiencies relative to vertical inte
tion. As we will see, the two approaches are
more complementary than contradictory.

Transaction Cost Economics (TCE) :

and Channel Ownership

In the TCE approach, the issue is whether to petz
form a given function (e.g., selling) or set of funcs
tions (e.g., taking title, then reselling) via the buy
aption {outsource, or ‘decentralize’) or via its
apposite, make (vertically integrate). Outsourcing
is, a priori, considered preferable to vertical inte-
gration on grounds of long-term efficiency. This'is:
because the outsider, a specialist (such as a distrib=

utor or a sales agent), pools the demands of many
producers for given distribution services. Thus, the
outsider can achieve economies of scope and scale,
which: are all-important advantages in the compen-
tive world of distribution channels.

The advantage of economies of scope, in parti-'
cufar, is often featured in the channels lhterature,
where it is known-as- the benefit of assortment, ‘or -
one-stop shopping (Coughlan et al., 2001). Chanriel *
metnbers create economies of scope by judiciously
creating a bundle of brands and products/services -
that appeal to.a market they .know well. The
economies of scale phenomenon has been demon-
strated in the channels literature in Coughlan (1985) .
and Anderson and Coughlan (1987), who show that
channel choice for an incremental product in a
firm’s line tends to follow the pre- existing channel
{whether vertically integrated or decentralized); in
order to spread fixed costs of distribution across a
broader volume base. -

The cost advantage created by pooling the prod-
ucts and services of many suppliers is important; so
is the discipline of the market itself. Under the
assumption that a true market for the services per-
formed by the channel member exists:(that is, that
other competitors offer similar:services and that
other buyers value these services), the independent
channel intermediary with whom a manufacturer
partners has every incentive to perform well. First,
the manufacturer can credibly threaten termination,
since -alternative partners exist. Second, the exis-
tence of other potential buyers for the intermedi-
ary’s services means that poor performance with
this manufacturer could threaten the intermediary’s
future earning opportunities; ‘other manufucturers
will stay away from a channel member without a
proven success record, 3

This assumption of the supenonty of outsourt:mg
is consistent with the broad usage of outsourcing in
channels of distribution. It suggests, for example,
that manufacturers’ ability to sell direct over the
Internet will not result in mass disintermediation,
because the Internet merely narrows, but does
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nol climinate, the upstream-downsiream gap in
distribution efficiency. Indeed, to the extent that
using Internet technologies for channel manage-
ment (order taking and fulfillment, warchouse
management, compiaint management, and many
others) requires specialized skills, the spread of
online commerce could be expected to perpetuate,
rather than lessen, the attractiveness of decentral-
ization in channels (Alba et al., 1997).

In TCE logic, a vertically integrated firm cannot
generally match the scope or scale of an outsider’s
specialized skills (Anderson, 1988). An important
linchpin of the arguments above about the superiotity
of outsourcing is the assumption of a true market
for the channel member’s skills. The violation of
this assumption is one example of what TCE calls a
‘market failure.” For example, for some transac-
tions, the organization cannot credibly threaten to
terminate the channel member because there are no
other viable organizations to replace this one {the
so-called ‘small-numbers bargaining’ probiem).
This could be true from the start (for example, in a
small economy or market, there may be few play-
ers). But even when there are meany potential
channel members to choose from at the time of
inception of the channel, investment by either or
both parties in assets specific to this channel can
turn what was a Jarge-numbers situation into a
small-numbers one after the channel is established.
This arises when the channel builds what are known
as transaction-specific assets — assets that are diffi-
cult to redeploy to another relationship without loss
of substantial productive value. In either case {small
numbers before or after a channel begins to operate),
a barrier to exit from this channel relationship is cre-
ated, thereby destroying the market mechanism and
precipitating a market failure.

How does this happen? Opportunism is self-
interest seeking in a deceitful manner, as opposed to
the normal economic motive of self-interest seek-
ing, but without misrepresenting one’s intentions,
distorting information, or reneging on one’s obliga-
ftons. Transaction cost economics maintains that,
given the chance, some players will practice oppor-
tunism: since it is difficult to know which players
will do so, it is prudent to structure transactions so
as to discourage opportunism. In normal circum-
stances, third parties can be discouraged by the
threat of retaliation or termination. But small-
numbers bargsining reduces the credibility of the
threat. The ‘unique’ channel member can practice
‘opportunistic behavior’ against other channel
members, with little fear of negative consequences.
‘Thus, the motivation to contribute 1o the good of the
whole channel diminishes or disappears. When the
likelthood of opportunistic behaviors is predicted to
be high, the firm is well advised to bypass the mar-
ket mechanism and, instead, vertically integrate the
channel. Vertical integration (e.g, by using an
vmployee sales force instead of an independent

sales representative firm as a channel member)
increases the agent’s (here, salesperson’s) depen-
dence on the manufacturer (by removing all its
other business), permits the exercise of an
employer’s legitimate authority to investigate and
discipline employees, and creates an atmosphere
that motivates employees to perform out of loyalty
{Williamson, 1996).

In general (Rindfleisch & Heide, 1997), the
transaction-cost predictions about integrating the
channel under asset specificity hold up well In
the field. The principal tansaction-specific assets
identified as having a high impact on channels are
intangible, human assets that revolve around the
type of product/service and the manner in which i
is sold. Most of the physical assets employed in dis-
tribution can be put to another good use fairly read-
ily: they are general purpose, tather than transaction
specific. But the intangibles are considerable.
Brand- and partner-specific learning, and personal
relationships head the list. Where they are likely to
arise and to play a major role in distribution, the
firm s more likely to perform a function itself. This
is particularly the case for products that are new to
the world and/or technically complex. These prod-
ucts tend to be idiosyncratic to their producers. This
requires people performing the distribution function
to invest in idiosyncratic leaming and to interface
heavily between prospective customers and the
factory. The nature of the job demands investing in
personal  relations and idiosyncratic (brand-
specific) leamning {Anderson, 1985). Both transac-
tion cost theory and empirical evidence {Anderson &
Coughlan, 1987; Rindficisch & Heide, 1997) sug-
gest that firms tend to *take distribution in house’
(assume ownership of the channel} for products and
services of this nature,

TCE posits that another motive to vertically inte-
grate is to gain information when it is very difficult
to judge how well the agent is doing its job using
only the information available when contracting
with the agent. For example, the selling function is
taken in house when observable measures {such as
recorded sales) are not good indicators of sales per-
formance (Anderson, 1985): this is a condition of
performance ambiguity, or internal uncertainty. By
imtegrating, the firm gains access to more and better
information. This information advantage may alse
explain why some firms use bo#h their own and
an outside sales force: in situations where perfor-
mance is hard to judge, each side provides informa-
tion against which to benchmark the other (Dutta
et al., 1993).

Taken together, extant research in the TCE tradi-
fton suggests that if cost differences between verti-
cally imtegrated and decentralized channels are not
00 great, vertical integration in channels will ccour
when performance ambiguity is rife and when what
is being seld derands investment in brand-specific
products and relationships (Rindfleisch & Heide,




1997). These are not the most common scenarios
{nor is vertical  integration always a lower cost
channel. alternative: than decentralization!); thus,
TCE suggests that outsourcing in channels shouid
be common ~ which indeed it is.

The Game Theoretic Approach
to Channel Ownership

The game theoretic approach to channel ownership
decisions, similarty-to TCE, recognizes the inherent
tendency of-an independent agent (a third party,
agreeing contractually to .provide services) to
behave in- #s-own selfiinterest, rather than in the
interest of the firm hiring it. the principal. The

game theoretic - approach assumes that this is |

the default-behavior of independent members with
whom the firm might partner. Although any party
could be viewed as the prircipal, in a channels con-
text, the-agent is generally viewed as an intermedi-
ary, and the manufacturer is.the principal; we will
follow this convention in what follows here. Under
the game-theoretic view of channel member behav-
ior, the use of an intermediary (or, in the language
of game theory, ‘decentralization’) may or may not
bestow cost efficiencies on the channel (that is, the
intermediary’s ability to perform channel functions
and flows at lower cost than could the manufacturer
may or may not be strong). However, the indepen-
dent -intermediary induces a different sort of
inefficiency. in -the channel that diminishes the
attractiveness of outsourcing: an inefficiency in set-
ting downstréam prices to the market. This key
transfer pricing problem in the channel is the
double marginalization problem, written about in
the- economics- literature by Spengler (1950) and
Machiip and Taber (1960), and a key focus of
Jeuland and Shugan’s (1983} paper on channet
coordination.: When title-to the product being sold
changes: hands as it passes through the channel,
each-channel member sets a new transfer price to
the next downstream channel member (for example,

a manufacturer sets a wholesale price to its distrib-

utor, who sets a. transfer price to -the retailers to

whom it sells; the retailer sets the finai retail price

paid by the consumer). Since these transfer prices

are not set-at the perfectly competitive, no-rents

level, but rather are set to generate an economic

profit to each :channel member (remember the

small-numbers bargaining problem raised in TCE!),

the result is a retail price that is demonstrably

higher than the retail price that would prevail were

the channel vertically integrated. In'the absence of
any other compensating factor (such as significantly

lower costs to perform -channel functions in the

deceniralized channel), the double marginalization

problem suggests that vertical'integration is prefer-

able to a decentralized channel.?
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Starting from this insight, analytic research in th
channels area has focused on identifying conditio

where, despite the double marginalization problen;

and even under no cost advantage for the decen
ized channel, decentralization can nevertheles

the profit-maximizing channel structure. Clearly;
this is a strict test: if there are additional significant.

cost declines available from using specialized inter:

mediaries, the benefit of decentralization would: 6f

course increase. The profit level achievable ini a.ver:

tically integrated channel (holding the efficiency:
with which channel flows are performed: constant)

is termed the coordinated level of profits. The liter-

ature we review here.assumes that no efficiency:

changes acerue to changes in the channel structur,
it instead focuses on the strategic role played: by
vertically interacting channel members and by
horizontally competing channel members and entire
channels. .

- Jeuland an.d Shugan (1983) model a simﬁl‘ci_

dyadic channel to highlight the double marginaliza-
tion problem in channel transfer pricing. They show
that double marginalization causes channel profits.
to be lower under decentralization (the use of the
intermediary) than under vertical integration when a
simple single-part transfer price is charged, holding
efficiency. of performance of channel flows con-
stant. They provide an-elegant solution to the
problem: a jointly negotiated quantity . discount
schedule that causes. the retailer to price so-as to
maximize. channel profits, not. just its own retail
profits. Moorthy {1987) applies the economic liter-
ature on two-part tariffy’ (see, e.g., 0i,-1971) to
show that a wide variety of multi-part- pricing
options can also coordinate the dyadic channel.
These articles together have insights for the con-
fracting issue (to be discussed in a later section), but
alse suggest that ownership of the channel is not
necessary for achievement of a vertical-integration
pricing and profit benchmark and a reduction of the
inefficiencies of double marginalization,

McGuire and Staelin (1983) and Coughlan (1985)
examine the channel ownership problem from 2 difs
ferent point of view. They restrict their attention to
single-part transfer pricing (i.e., a constant wholesale
price}, but investigate the effect of competition on the
channe! structure, profitability, and coordination
problem. Coughlan’s model generalizes the linear
demand system of McGuire and Staelin to allow for
nonlinearities in demand. They model a channel con-
sisting of two competing manufaceurers, each of
whom can choose to sell through a vertically inte-
grated retail channel or through an exclusive decen-
tralized retailer. The.overall market can therefore be
completely vertically integrated; completely decen-
tralized {with exclusive retailers); or mixed, with
one manufacturer vertically. integrating and one
decentralizing. They show .that the degree of sub-
stitutability between the products being sold is 2
determining factor in optimal ownership choices of

the manufacturers. A market
substitutability is optimally s
cally integrated: .chanfnels, wh
product substitutability genes

omplete decentralization, ar
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the manufacturers. A market with little product
substitutability is optimally served through verti-
cally integrated channels, while sufficiently high
product substitutability generates two equilibria:
complete decentralization, and complete vertical
integration. The result is attributed to the fact that
in very competfitive markets, decentralizing per-
mits the manufacturers to commit to less intense
price competition. In effect, the double marginal-
ization ‘problem’ becomes a benefit in very com-
petitive markets. Coughlan (1985) adds an
empirical test to show support for the model’s find-
ings in the context of the international semiconduc-
tor industry.

Coughlan and Wernerfelt (1989) tie together the
threads of the double-marginalization approach of
Jeuland and Shugan (1983) with those in the
competition-between-channeis approach of McGuire
and Staelin (1983) and Coughian {1985), to examine
the implications for optimal channel structure in a
competitive channel whose manufacturers are not
restricted to one-part pricing. When two-part pricing
is possible, manufacturers can replicate the vertically
integrated level of channel coordination, despite
the actual decentralization of the channel. Thus,
decentralization becomes optimal because of the
benefits of being able to commit {in the sense of
Stackelberg leadership) to a coordinated price.?
However, if these contracts within the channel are
not observable and credible to members of the com-
peting channel, and cannot be truly committed to,
there is an incentive to ‘cheat’ on the coordinated
pricing level for individual gain. When this is pos-
sible, the rational expectation of cheating causes the
system to devolve back to more competitive, less
profitable levels. This approach thus highlights the
imporiance of contract observability and the ability
to commit to contracts as a mechanism for preserv-
ing the profitability of the decentralized channel.

Later papers in this vein of the literature expand on
these concepts. Coughlan (1987) models the channel-
choice problem in & market with complementary
goods; Coughlan and Lal {1992) consider how long
the channel can and should be as a function of product
substitutability in the market; Choi (1991) considers a
different channel structure where two manufacturers
sell through a common retailer; and Ingene and Parry
{19952, 1995b) model a manufacturer selling through
two non-identical retailers. All of these compare the
uon-integrated channel structure’s profitability to a
vertically integrated benchmark, under the assumption
that the channel intermediary is equally efficient
at performing channel functions as would be the
vertically integrated manufacturer. The underlying
theme is that, in general, 2 decentralized charmel] structire
can be less atiractive than a vertically integrated
channel, both because of the double marginalization
problem and because of the imtermediary’s divergent

goals from those of the manufacturer. For example,
in Choi's channel structure, the retailer seeks to

maximize profit across the two competing product
Lines, which is not the incentive of the individual
manufacturer. Further inefficiencies within the
channel system are induced when intermediaries
are not identical (as in Ingene and Parry); then the
antitrust requirement of equal treatment of interme-
diaries prevents the manufacturer from using effec-
tive price discrimination with each of them to
coordinate the channel. The underlying thread in
this literature is that despite these inefficiencies,
there are certainly situations where the manufac-
turer does not have the choice to vertically inte-
grate, or the fixed cost of doing so is simply
prohibitive; thus, the manufactarer needs to appro-
priately structure the decentralized channel to
maximize its profitability.

The game-theoretic approach to the channel
ownership problem thus focuses on factors such as
transfer pricing mefficiencies; sophisticated trans-
fer pricing mechanisms to get rid of inefiiciencies;
the impact of competition at various levels of the
channel; channel length; and the nature and observ-
ability of channel contracts, to see their effects on
the value of ownership versus decentralization. The
common theme in these results is that decentraliza-
tion induces strategic inefficiencies in the channel,
and that the channei manager’s {typically, the man-
ufacturer’s) problem is therefore to structure con-
tracts and incentives to do the best job of restoring
a coordinated outcome to the channel.

Future Research Directions

This discussion suggests some interesting and
provocative avenues for future research in the
channel-ownership area. Currently, research on verti-
cal integration inr the TCE vein is turning to exami-
ning the causal effect of opportunism on channel
choice. This mechanism is controversial, and dis-
tinguishes TCE from competing approaches.
Wathne and Heide (2000} offers an excellent
review that traces the second-order effects (such as
providing a signal to customers) that can accompany
efforts to forestall opportunism. On these lines,
Ghosh and John (1999) offer an interesting marriage
of TCE and marketing strategy.

Two research issues are particularly promising,
First, TCE makes no allowance for the logic of
simultaneously making and buying the same func-
tion (dual distribution), nor for the poessibility of
making some channel functions and buying others
(hybrid channels). (TCE concems making or buy-
ing a given set of functions, but is stlent about how
to bundle the functions in the first place.) Both of
these non-pure options are increasingly common in
channels {some analytic approaches to the dual dis-
tribution problem are discussed below in the section
on selection of channel members). In particular, the
Internet opens new routes to market, both vertically
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integrated and decentralized; as well as offering the
possibility of allocating some (but not necessarily
ally specific functions to the online channel pres-
ence. This is obviously an issue deserving of con-
siderable research attention. - -

A second issue concerns the: role.of extermnal
uncertainty, or the inability to forecast frequent
environmental changes: (volatility) on the choice to
vertically integrate or decentralize. TCE theorists
differ in their interpretation of what impact volatility
should have; and the empirical findings are contra-
dictory and- inconclusive  (Rindfleisch & Heide,
1997). A new conceptualization is needed, perhaps
from another framework such as real-options theory
(Kogut & Kulatilaka, 1994). -

Tre RECRUITMENT OF CHANNEL MEMBERS

If the decision has been made to abandon vertical
integration iy favor of a decentralized channel, it is
necessary to choose what type of channel interme-
diaries to recruit, and which particular ones to
(attempt to) partner with.’ The marketing literature
has looked at the first issue through investigations
of the choice of one versus another form of channel
intermediary. The second question — which specific
retailer to recruit, for example, given the choice to
sell via retailers at all — has been attacked through
signaling and screening models, which were first
used in the economics literature.

Choice of the Fgrm'of Intermediary

The question of which type of intermediary to
recruit has been:-approached in several different
substantive channels contexts. One is the automo-
bile market channel.:A set of three articles looks at
different aspects: of this problem. Purohit and
Staelin - (1994} and - Purchit (1997) examine the
tradeoffs among rentals, sales, and buybacks in the
automotive channel, finding that the manufacturer’s
sales increase with the use of a rental channel that
sells off old cars originally sold to rental fleets.
However, dealer profitability varies under the dif-
ferent regimes, as these rental agency sales compete
" with the dealer’s used car lots. This is consistent
with recent moves by automobile manufacturers to
switch from an overlapping system to a buyback
system, in - which the automakers buy back their
used cars from the rental agencies and reset! them to
dealers. The use of rentals and buybacks changes
the dynamics of working -with the standard dealer
channel, Desai and Purchit (1999): extend this
analysis - to consider the more general choice
between leasing and selling as modes of revenue
generation in the channel. They show that the

optimal proportion of leasing in the lease/self mix
falls as nanufacturers’ products become more ¢o
petitive with each. other. This is because produgcts
teased today are retamed to the manufacturer infh
future and thern sold on the used car market, com=
peting with future new cars in the market, This extra
competition from used leased cars is more problern:

atic, the greater is- the degree of compet}tion._

between the manufacturers.

- In the retailing centext, the question of wh;ch :
type of intermediary to use has been investigated by,
Balasubramanian (1998)-in a paper examining the
nature of - competition between. direct marketers .

(such as catalog houses) and conventional retailets

While this paper does not model the whole channel
interface between manufacturer and retailer, it does:

show that the competitive incursion. of a.direct

marketer -fundamentaily. -changes :the. natureof”
competition in the retail marketplace. The direct.
marketer has the advantage of “location-less’ comi-'
petition, but the disadvantage of an. inability tolet:

consumers ‘touch and feel’ products before buying:

The tension between these factors makes some cop=
sumers prefer. bricks-and-mortar stores to. direct :
buying, while others are comfortable with the direct

channel.  Balasubramanian also considers -the
importance of information about the direct seller’s

offering: catalog retailers, for example, do-not send

catalogs to every household, and therefore competi-
tion. between the cataloguer and. the conventional

retailer is-incomplete. He shows. that the optimal
coverage level for the direct marketer, interestingly,

may not be complete. This-suggests the need for a
manufacturer seeking to sell through retail chanmels
to take  into account the coverage: choices of its
retatlers.

Another treatment of the retailing choice is given
in Coughlan and Soberman (2000). Here, the ques-
tion-is whether competing manufacturers of branded
retail goods, such as apparel, should open their own
vertically integrated outlet stores in addition to sell-
ing through their standard primary retail-.outlets. The
authors show that the answer depends on the nature
of segmentation in the market. The more different
consumers are in their price sensitivity (holding ser-
vice semsitivity differences constant), the more
likely selling through outlet stores as well as primary
retailers is: fo be profitable. Conversely, the more
differeni consumers are in their service sensitivity
(holding price sensitivity differences constant), the
more likely manufacturers are to choose nof to- sell
through outlet stores. Standard segmentation and
price discrimination- arguments suggest the former
insight, but the latter insight is counterintuitive and
explained by the usefulness of price-sensitive con-
sumers in Hmiting the amount of costly service com-
petition by the primary retail channel. Thus, here the
choice of what types of retail formats to use depends
not just on the fact of segmentation, but how con-
sumers are segmented.

Therefore, the issue. of

intermediaries to. partner w:

ariously on demand and %
ature and degree of compet

.or-differences between com
“marketplace.

An ambitious éffort in th

(1992) This work offersac
support approach-to the sele
ture for new products.

~ Which Spec:ﬁc Ct
: to Rec:

The second “question, of
members to work with, co:
tional issue of channel me
New approachcs to this' pro
of screening and signaling t
will do business with-each
The term screening refers
manufacturer (for example
to uticovér the nature or
potential candidate really
refers to an zction taken
to Teveal its quality or §
considering partnering Wit
An excelient example
which examines a double «
can a channel member cre:
that it provides high quald
is hard to verify; and 2} o
her then induce its employe
promise? This paper sho
and investing in décor se1
solve the first problem;, w.
on skills, building a serv
and tying pay to customer
the second problem.
Other uses of the signal
in the channels hterature

. 'i‘he use of szgnaimg i
vince the channel (ar
product’s high quality
of screening new pro
ting. allowances from
are shown to prefer
prefer screening; it §
slotting allowances-y
profit and social welf

» The manufacturer’s ¢
force - its reputation
quality. Manufacture
ducts choose to distrit
retailers, while mant
products distribute
reputation (e.g., di

1994).



in the lease/sell mix
1s become more com-
3 is because products
1e manufacturer in the
ised car market, com-
the market. This extra
cars is more problem-
gree of competition

he -question of which
s been investigated by
y paper examining the
wpen direct marketers
conventional retailers.
we! the whole channel
rer and retailer, it does
incursion of a direct
sanges the nature of
arketplace. The direct
of ‘location-iess’ com-
ie of an inability to let
sroducts before buying.
ictors makes some con-
jortar stores to direct
ifortable with the direct
| also considers the
tbout the direct seller’s
ir example, do not send
and therefore competi-
r-and the conventional
shows that the optimal
marketer, interestingly,
suggests the need for a
_through retail channels
overage choices of its

retailing choice is given
{2000). Here, the ques-
ranufacturers of branded
1, should open their own
stores-in addition to sell-
rimary retail outlets, The
er depends on the nature

“ket. The more different

: sensitivity (holding ser-
=5 constant), the mog

stores as well as primary

s. Conversely, the more

their service sensitivity -

lifferences constant); the
are-to choose nof (0:5¢
ndard segmentation -anil
sents suggest the formi
ht is counterintuitive and
s of price-sensitive-coie
mt of costly servicecol

il channel. Thus, here the

mentation, but-how:

Therefore, the issue of what type of channel
intermediaries to pariner with is shown to depend
variously on demand and segmentation issues; the
nature and degree of competition; and the similarity
or differences between competitive products in the
marketplace.

An ambitious effort in this area is Rangan et al.
(1992). This work offers a comprehensive decision-
support approach to the selection of a channel struc-
ture for new products.

Which Specific Channel Member
to Reeruit?

The second question, of which specific channel
members to work with, corresponds to the institu-
tional issue of channel member selection criteria.
New approaches to this problem are using the logic
of screening and signaling to examine which players
will do business with each other to form a channel.
The term screening refers to the process by which a
manufacturer (for example) takes actions designed
to wcover the pature or type of intermediary a
potential candidate really is. The term signaling
refers to an action taken by the candidate itself
to reveal its quality or type to the manufacturer
considering partnering with it.

An excellent example is Mishra et al. {1998),
which examines a double channel problem: 1) how
can a channel member credibly promise consumers
that it provides high quality in cases where guality
is hard to verify; and 2) how can that channel mem-
ber then induce its employees to live up to the quality
promise? This paper shows that premium pricing
and investing in décor serve as a signal to help to
solve the first problem, while screening employees
on skills, building a service culture, paying well,
and tying pay to customer satisfaction help to solve
the second problem.

+ Other uses of the signaling and screening concept
in the channels literature include:

+.: The use of signaling by a manufacturer 1o con-
vince the channel (and consumers) of its new
product’s high quality, versus the retailer 5 use
of screening new products via demanding slot-
ting allowances from suppliers. Manufacturers
are shown to prefer signaling, while retailers
prefer screening; in general, screening through
- slotting allowances yields higher total channel
profit and social welfare (Chu, 1992).

The manufacturer’s choice of a retailer to rein-
: force its reputation and signal its product
.quality. Manufacturers of higher-quality pro-
- duets choose to distribute through more reputable
‘retailers, while manufacturers of lower-guality
products . distribute through retailers with no
reputation. (e.g., discounters) (Chu & Chu,
-19%94).
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Tue Desion orF CONTRACTS WITH
CHANNEL MEMBERS

The channel relationship is extremely complex, and
therefore lends iself to formal contract design
(clauses and their wording), or informal contracting
(relational govemance), over many aspects. In this
section we touch on both formal and informal
contracting applied to

(a) the form of transfer pricing used;

(b} non-price aspects of the channetl relationship;

{¢) non-formal, bureaucratic structuring of the
channel relationship;

(d) the form of strategic leadership in the channel;

{s) vertical restraints and channel exclusivity;

(f} franchising; and

{g) gray marketing.

The Form of Transfer Pricing
in the Channel

The manufacturer is typically the agent choosing
the form of transfer pricing applicable to the chan-
nel intermediary. As discussed above in the section
on channel ownership, the form of transfer price
used significantly affects the profitability of the
channel. In the simplest channel relationship, like
that modeled by Jeuland and Shugan {(1983), the
manufacturer using a single-part price — a constant
wholesale price per unit — is really trying to accom-
plish two tasks with just one decision variable, The
manufacturer seeks both to create an ‘incentive for
appropriate Tetail pricing, and to appropriately split
the total channel profit pie, through its choice of

‘wholesale price. Just as in the problem of jnsuffi-

cient degrees of freedom in statistics, here too, the
double-marginalization problem really arises
because of the manufacturer’s inability fo manage
these two tasks with just one instrument — the
wholesale price. This is why Jeuland and Shugan’s
(1983) solution, as well as the insights of Moorthy
(1987 and Coughlan and Wernerfelt (1989),
involve a multi-part transfer pricing scheme.
Ingene and Parry (1995a, 1995b, 1998) investi-
gate closely the effects of transfer pricing formon a
manufacturer’s profits in a channel. They focus on
a channel structure where the manufacturer sells
through multiple retailers, who may or may not
compete directly with one another. One of their
contributions is to point out the divergence between
wansfer pricing contracts that coordinate the channel
(that is, maximize total channel profif) and those
that maximize manufacturer profit alone. They
show that even if the manufacturer’s retailers do not
compete with each other, the channel-coordinating
two-part tariff contract generally does not maxi-
mize manufacturer profits (1993b). When the
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retailers. are heterogenecus, . they show that there
does not exist a single two-part tariff of the sort
devised by Jeuland and Shugan (1983) that repli-
cates the channel coordination outcome, but an
appropriately devised quantity discount schedule
will do so. However; under many conditions,. the
manufacturer ‘would: actually make more profit
by offering a: two-part taniff than by. offering the
channel-coordinating quantity discount scheme
(1993a). Further, although there does exist a menu
of two-part tariffs that mimics the coordinated
channel, proper separation of the retailers does not
always ‘occur (that is, each retailer does not always
choose thé ‘right” tariff for #). Thete are therefore
many situations where a second-best two-part tariff
generates manufacturer profits superior to those
available wnder a channel-profit-maximizing menu
of tariffs. Finally, they show the importance of truly
jointly choosing both the fixed fee and the per-unit
fee in the optimal two-part tariff, and that both of
these are a function of the divergence in fixed-cost
positions of the two retailers used (1998), In shor,

these articles show-that (a)-channel coordipation,

which has been held up as z goal for pricing models

in-the channels Hterature, is not likely to be chosen

by a profit-maximizing manufacturer under various

circumstances, -and (b) while a multi-part pricing

scheme-dominates the simple single-part pricing

structures - assumed .in many articles, often the

manufacturer prefers a second-best version of

such a contract to the supposed first-best, channel-

coordinating solution, -

Non-Price Aspects of the
- Channel Relationship

Manufacturers and their intermediaries must decide
not only-how the product is priced, but how i is
marketed in non-price ways as well. Several non-
price aspects of the channel relationship have been
investigated, including manufacturers’ returns
policies, and product - information or afler-sales
service. While 2 complete inventory of non-price
channel contracting mechanisms is impossible to
provide here, this subset serves to illustrate the prin-
ciples involved.:

In some product markets, product returns are
routinely accepted by mamufacturers. The book
market is-a good example. A returns policy may be
viewed by the retailer as an insurance against
unsold inventory; manufacturers may view it as
a costly inducement. to retailers to carry their
products. Padmanabhan. and Png (1997) provide
another, more strategic ratiomale for offering a
retums policy in.the channel contract. By offering
returns, competitive manufacturers: transform retail
competition from quantity-based competition, or so-
called Cournot competition, to price-based competi-
tion, or so-called Bertrand competition. In effect, by
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allowing unlimited product returns, the mapufacturery

induce: the retailers to order a Jeast as many units.

(e.g., books) as they think they will sell; p
competition ‘between the retailers then clears
market. In.contrast, without a returns policy, 1

ers will seek to order no more than the numberiof

units they think they will sell, and in this sitvation.

the. quantity ordered is often sufficiently low o

make quantities the market-clearing mechanism: Tt
has been long-known that price-based competition
results in lower retail prices and higher quantities
sold than gquantity-based competition. Thus, by
inducing price-based competition in: the channel;.
the manufacturers cause the retailers to compete
more fiercely on retail prices and drive down
retail marging — effectively reducing . the double-
marginalization problem mentioned earlier.. Of
course, the viability of using.a returns policy can b
limited by its costhiness, but if it is not too costly,
the strategic competitive benefits outweigh the
costs of running such 2 program. .. oL
A general approach to channel contracting in the -
presence of non-price sales-enhancing activities is

given by Iyer (1998). He considers how the channel -

contract should be structured when consumers are

segmented into relatively more service-sensitive -

and. less service-sensitive groups, and shows. how
the channel contract can be explicitly designed to
induce retail differentiation, even if the retailers are,
ex ante, identical to each other. Such retail differen-
tiation is optimal when retailers’ locational differ-
entiation is small enough relative to differences
among. consumers in willingness to pay, for pro-
ducts. Iyer finds that a menu of conmacts from
which the retailers can choose can be structured o
mduce the correct level of retail differentiation in
service provision and pricing. .

These examples show that, in general, the
channel-contracting mechanism should be chosen
carefully to induce channel intermediaries to do the
tasks that need to be done, as well as to effectively
mapage intra- and inter-channel competition. A
good example of the complex ways in which the
contract structure influences channel member
behavior is Dwyer and Oh (1988).

Bureaucratic Structuring of
the Channel

A ltterature on bureaucratic structuring examines
the way that suppliers deal with downstream channel
members. The means by which they do so are often
{though not always) embedded in contract clauses.
Bureaucratization (see Paswan et al,, 1998 for a
review) in channels comprises multiple constructs,
of which two dominate this literature: formalization
{decision-making via explicit rules and procedures),
and centralization (decision-making by a handfu] of
people, typically at the supplier level).’ In general,
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centralization is negatively related to relational
norms, meaning that positive norms are less likely
to arise without the broad involvement of many
people. One reason is that centralization is tied to
making threats, in accord with the idea that the
possession of power encourages its use (Geyskens
et al., 1999).

The effects of formalization are mixed. It is
widely considered a negative in inferfirm relation-
ships — a heavy-handed imposition of one-sided
bureaucracy that discourages initiative, erodes trust,
and encourages the target of influence to behave
opportunistically {John, 1984). However, recent
evidence suggests that in some situations, formal-
ization may function, as a way to achieve role clarity.
By reducing confusion over who does what, forma-
lization may actually decrease opportunism and
increase inter-firm cooperation - at least in one-
sided relationships, such as franchising, where it is
understood from the beginning that one party is
dominant (Dahlstrom & Nygaard, 1999). Further,
formalization is connected to wsing noncoercive
influence strategies, which boosts channel member
satisfaction (Geyskens et al., 1999).

A different approach comes from Celly and
Frazier {1996), which examine how suppliers
apportion their efforts to influence downstream
channel members. Suppliers have only so much
infiuence: do they focus it primarily on the channel
member’s outputs (results, without regard for how
they are obtained), primarily on their inputs (com-
petences and activities, regardless of results), or a
combination? This has implications for the way a
contract is written, some of these tradeoffs are con-
sented to in a contract.

The Form of Strategic Leadership
in the Channel

On a completely different level, some recent work
on the economics-based modeling side of the chan-
nels literature has considered the benefits and costs
of ‘channel leadership.’ In institutional parlance, a
‘channel leader’ is a channel member who plays a
key role in bringing channel members together and
has a strong voice in managing channel activitics
and behaviors. The channel leader’s will is usually
expected to prevail. This description begs how such
feadership is in fact exercised. One way it is dealt
with in the game-theoretic literature is by describing
the ‘leader’ (generally known as the Stackelberg
leader) as that member who can pre-commit to an
action in the channel, which must be taken as given
by the other channel member(s) as they take their

- actions. The classic example is the manufacturer,

acting as a Stackelberg leader, who pre-commits to
a wholesale pricing rule, which is therefore taken as
given by the retailer (who in this case is known as
he Stackelberg follower). Those who are interested

in the nuts and bolts of Stackelberg game models
are referred to sources such as Fudenberg and
Tirole (1993).

It has been generally believed that Stackelberg
leadership confers benefits, and this has in fact been
shown in many models (see, for example, Coughlan &
Wernerfelt, 1989). Choi {1991) explicitly addresses
this problem in his analysis of a channel with two
manufacturers and one retailer. He examines both a
linear demand system and a Cobb-Douglas non-
iinear demand system, and finds the standard result
for linear demand: the manufacturer makes the
most profit when manufacturers are Stackelberg
leaders in the channel, while the retailer makes the
most profit when it is the Stackelberg leader in the
channel. However, curiously, the results change
under the Cobb-Douglas demand function: here,
each manufacturer’s profit is largest when the
retailer is the Stackelberg leader, while the
retailer’s profit is largest if the manufacturers are
the Stackelberg leaders in the channel. Apparently
the form of the demand function affects whether
the manufacturer would rather be the leader or the
follower in the channel!

Lee and Staelin (1997) extensively analyze this
phenomenon and show that indeed, the nature of
demand in a competitive market — in particular, the
way consumers view the substitutability of the
products in the market - determines the optimal
form of channel leadership. They extend the con-
cept of strategic substitutes and strategic comple-
ments from economics (Bulow et al., 1985) to the
channels context by defining vertical straregic
interaction. Vertical strategic interaction is defined
by the slope of the best-response functions of chan-
nel members: that is, the optimal action of an agent
in the channel in response to the action of another
agent in the channel. Where rm denotes the
retailer’s gross profit margin, and mm denotes the
manufacturer’s gross profit margin, Lee and Staelin
define vertical strategic complementarity (VSC) as
holding when one channel member’s actions move
in the same direction as those of the other channel
member, that is,

drm*/omm > 0 and mm®*/Grm > 0.
Vertical strategic substitutability (VSS) holds when
one channel member’s actions move in the opposite
direction as those of the other channel member,
that is,

rm*/omm < § and dmm™/ drm < 0.

And vertical sirategic independence (VSI) holds
when it is optimal not to respond to a move by the
channel member, that is,

orm*igmm = gmm*idrm = 0
Given this taxonomy, Choi’s linear demand model
1s shown to be an example of VSS (but not the only

possible example of it), while his Cobb-Douglas
demand function exhibits VSC (but again, not the
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only possible example of VSC). Lee and Swtelin
show that under VSS, the manufacturer’s profit is
highest when the manufacturer is a Stackelberg
leader, but the retailer’s profit is highest when the
retailer is Stackelberg leader. Conversely, under
VSC, manufacturer profit is highest when the
retailer is the Stackelberg leader, but retail profit is
highest when the manufacturer is the Stackelberg
leader. Thus, the nature of demand, and in particu-
lar the way in which consumers’ propensity to buy
one brand depends on the price of the other brand,
strongly affects the contractual and leadership
structure each channel member would prefer.

Nothing in this research speaks explicitly to the
issue of how to contractually agree on who will be
the Stackelberg leader and who the Stackelberg
follower inthe channel: The bargaining literature in
economics, which has been recently applied in a
few instances in the literature in marketing, speaks
to issues such as these, but not specifically to
bargaining over. the- identity of the Stackelberg
leader. The general insight one can draw, however,
is that when total channel profits are higher under
one outcome than another (e.g., if they were higher
when the manufacturer(s) play the role of Stackelberg
leader), the channel members have an incentive to
strike a contract that creates that channel structure.
The game theory literature in economics speaks to
issues: such as the ability to commit to such con-
tracts, but is beyond the scope of this review (the
interested reader can refer to Fudenberg & Tirole,
1993, or to Osbome & Rubinstein, 1994).

Vertical Restraints and
Channel Exclusivity

The phenomenon of exclusive representation, or
category exclusivity, is seldom examined. An
exception is Fein and Anderson (1997), which
shows that higher degrees of category selectivity {at
the limit, exclusivity) are offered by retailers in
returmn for concessions from suppliers. The principal
concession is that the supplier, in turn, restricts its
coverage of the channel member’s market. This
means selective (at the limit, exclusive) distribu-
tion. More generally, upstream channel members
appear to demand (and get) the concession of selec-
tive category representation to offset {any of} their
vuinerabilities, while downstream channel members
appear to demand (and get) the concession of selec-
tive coverage to offset (any of} their vulnerabilities.
In short, resfricting one’s options {market coverage
for the upsiream, brand representation for the
downstream) is a negotiating strategy to balance
dependence in a channel.

Restricting coverage in a market is a major deci-
sion for a supplier, and 2 significant public policy
issue. Surprisingly little empirical research on this
topic exists. An exception is Frazier and Lassar
{1996), which shows that limiting coverage is a key
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way to build effective distribution for niche brands
and for brands pursuing a high-end positioning
strategy. The reason is. that, in retumn for:their
concession of coverage, suppliers can -demand
unusual cooperation. (An intriguing way to simi:
late selective distribution is a strategy of branded
variants (Bergen et al., 1996), which merits system
atic-inquiry.)

Intensity of coverage (of 2 market, of brands’ina

product category) is part of a more general issue
vertical restraints. These are brute-force ways: of

influencing channels (e.g., restrictions on resale’’
price, and on distribution practices in general). Such =
issues deserve far more study from scholars; who
have been too inclined to cede the area to ecos.
norists and legal scholars (Dutta et al., 1999; see -
also Tirole, 1994). Some research in the economics' :
literature of interest to marketing scholars concerns
resale price maintenance (O'Brien & Shaffer, 1992;

Shaffer, 1991a, 1991b) and limited and/or exclusive

dealing (O’Brien & Shaffer, 1993; Shaffer, 1995).

One of the peints made in these articles is that slot-
ting allowances, which until recently endured ne
antitrust scrutiny at all, can achieve channel out-
comes very similar to those under resale price main-
tenance, which endures significant antitrust
scrutiny, Insights such as these suggest that 2 more
comprehensive and formal analysis of all of the
non-price contracting mechanisms available to
coordinate the channel could help policy makers
better manage their oversight of these practices.

Franchising

Perhaps the best institutional example of relational
governance {to be discussed) is franchising. Yet,
here, much of the relationalism actually comes from
explicit, detailed contracts, which is why we cover
it under contract design. Franchising should be a
prime object of inquiry for channels research, and
there has been a resurgence of interest. This is a
large area. Notable recent contributions include:

+ exploration of the purposes of contract clauses

© (Dnes, 1993; Klein, 1995)

¢ a careful examination of the subtle cost/benefit
tradeoffs to a franchisor (Kaufman & Lafontaine,
1994}

s insights into the relative importance of royalties
and monitoring in the franchisor/franchisee rela-
tionship (Lal, 1990)

¢ & review indicating that there are good eco-
nomic reasons why franchisors ofien buy out
franchisees, and that buyout is not merely cyni-
cal exploitation of these who built a franchisee’s
reputation (Dant et al., 1996)

¢ examinations of why and how franchisees relin-
quish autonomy to franchisors, whether or not
their contracts oblige it (Anand & Stern, 1985;
Dant & Schul, 1992}
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e demonstration of synergies when a franchisor
judiciously combines vertical integration and
franchising in the same operation (Bradach,
1997)

« a demonsiration of the importance to fran-
chisors of gaining legitimacy early (Shane &
Foo, 1999).

This body of work, reviewed in Coughlan et al,,
(2001), points to the conclusion that franchising is
a prototypical form of relational governance that
appears to be highly political, but that has a greater
economic rationale than meets the eye.

Gray Marketing

A focus on contractual issues in channels need not
be merely on the presence or absence of contractual
clauses, but can also focus on the degree to which
the parties aciually enforce-them. Gray marketing is
a classic example of this issue, Gray-marketed
products are authentic, branded goods, sold through
unauthorized chamnels of distribution. They are
argued to have both negative and positive effects.
On the negative side, unauthorized distributors- or
retailers disrupt a selective or exclusive channel of
distribution and take away both authorized retail-
ers’ profits and their incentive to invest in customer
service {Bucklin, 1993). On the positive side, gray
marketing can provide an informal way of segment-
ing the offerings 2 company provides {0 the market:
the authorized resellers provide higher-priced, high-
service alternatives, while the gray market provides
tower-priced, lower-service options (Cespedes et
ral, 1988; Coughlan & Soberman, 1998). The gray
“gharket may also expand total sales, by inducing
~new -consumers to buy the firm’s product who
are. unwilling to. buy it through the authorized,
higher-priced channel {(Ahmadi & Yang, 2000).
e classic concern with separation.of highly
service-sensitive (and less price-sensitive) comn-
sumers from less service-sensitive (and more price-
ensitive) ones prevails here; authorized resellers
may. lose core customers-to the gray market, and
may not be-able to easily perceive whether their
profits rise or fall as a result (they instead focus on
the immediately observable decline in sales).

Gray markets are a commeon international chan-
riel problem. In a typical situation, a multinational
mpany sets a different transfer price in one mar-
than in another; for example, it may charge a
lower price in an emerging market than in a devel-
oped: country. Alternatively; it may use all-units
quantity discounts in some or all of its markets. In
gither. case, there is an arbitrage- incentive for the
ice buyer to over-buy -and resell the extra
tits'in: the high-priced market. 1t could therefore
‘argued:that it is the manufacturer’s own-contrac-
}'decisions, in areas such as pricing, that in fact
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spur the gray market (Ahmadi & Yang, 2000).
Indeed, segmentation arguments suggest that policing
the gray market may not always be in the manu-
facturer’s best interest. Coughlan and Soberman
(1998) even show that allowing the gray market to
exist can be in the authorized retailer’s best interest,
if-it helps the authorized retailer focus more tightly
on those consumers willing to pay a high price for
high service levels.

Bergen, Heide, and Dutta (1998} show that
suppliers often overlook a downstream channel
member’s gray marketing activities, even when
prohibited by their own contracts. Suppliers take a
pragmatic perspective, weighing the costs and
benefits -of enforcement. A curious factor is the
channel .member’s willingness to offer exclusive
representation (that is, carmy no competing brands
in the product category). Such resellers are unusu-
ally valuable, as few will agree to such a contract,
Typically, they are high performers for their sole
brand. Hence, suppliers hesitate to disrupt their
relationship by enforcing anti-gray-market clauses:
to a point; they loek: the other way.

Should:gray -marketing be -banned? Some might
argue this is a reasonable response to a channel-
management problem that is very difficult for
manufacturers to control contractually. The current
legal. atmosphere is. mixed-in different countries,
but -does not uniformly prohibit. gray -markets
{Duhan & Sheffet, 1988). Bucklin’s {1993) analysis
suggests that banming gray marketing would: be
unwise. He shows that gray market. competition
does not deny profits to.the manufacturer (who holds
the international trademark for the product) in gen-
eral, and that gray marketing can be mitigated by
lessening the price spread-between different world
markets, Currency fluctuations can harm authorized
resellers, but Bucklin argues that this is insufficient
o merit a public policy action against gray mar-
keters. Further, prohibiting the gray market harms
consumers, and therefore Bucklin advocates active
management of the channel pricing sirategy, rather
than a governmental sohution to the problem.

INCENTIVES FOR PARTNER PERFORMANCE

Having chosen a decentralized channel, the manu-
facturer {or other channel captain) has given up the
right to control directly the activiies of its channel
members. Yet the need to coordinate the activities
of the chanmel remains. The use of incentives to
motivate channel member behavior thus becomes
an important tool (monitoring, an alternative to
incentives, is discussed in the next section).

The need for and-design of appropriate incentive
systems is & core focus of the agency: theory litera-
ture,” Agency theory. arose first in-economics {see,
e.g., Grossman & Hari, 1983; Harris & Raviv,
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1979; Holmstrom, 1979; Mirrlees, 1976; Ross,
1973). In the classic agency relationship, a princi-
pal (e.g., a manufacturer) contracts with or hires an
agen? (e.g., a distributor or retailer) to act on its
behalf. There are three aspects. of the relationship
that cause problems. First; the agent and the princi-
pal typically have divergent goals and objectives
{for example, the manufacturer seeks to maximize
its profit over its own product line, while the muiti-
line distributor seeks to maximize itsprofit over afl
its product lines, only one:of which belongs to the
manufacturer). Second, the principal typically can-
not perfectly observe the agent’s effort. And third,
the principal cannot infer the agent’s effort level
from market outcomes {e:g., sales} because of a
stochastic relationship between the agent’s effort
and the market outcome. This ¢concatenation of con-
ditions gives the agent both the incentive and the
opportunity to shirk on the provision. of effort on
behalf of the principal. Agency theory seeks to
uncover incentive gystems that do the best job of
inducing-effort from the agent consistent with the
principal’s goals. In essence, appropriate incentive
design causes the agent’s behavior to mimic what it
would do if it in-fact had the same objectives as the
principal.

- In.the marketing and chaxmels literature, agency
theory -has been applied to many problems (for an
excellent review, see Bergen et al., 1992), Attention
has focused on both outcome-based contrdcts and
behavior-based :.contracts. OQutcome-based - con-
tracts provide ‘incentives tied to observable out-
comes inthe market, such as sales, market share, or
profits. Behavior-based contracts reward the inputs
to- the production of sales; such as sales cails.
Discussion of hehavior-based management in chan-
nels has often been tied to the use of monitoring
(discussed in the next section), the logic being that
inputs- must-be measured and monitored to imple-
ment behavior-based management. But this does
not deny the possibility that behavior-based con-
tracts provide incentives just as do outcome-based
contracts.” One e¢xample of such an incentive,
already discussed above, is manufacturers” payment
of slotting allowances to retailers in return for
access to key shelf space in the store. This payment
rewards the provision of an input (shelf space)
rather than an output {e.g. a bonus for selling more
than a target amount}..

The franchising literature (see above) focuses on
the use of incentives such as royalty payments as
motivators-for franchisee behavior. The franchise
channel is a classic. agency relationship, where
the franchisor recruits franchisees to execute on the
marketing concept designed by the franchisor. The
franchisee is a residual claimant to the profits of
the franchised outlet; this makes the franchisee want
to maximize the profits of the outlet. This behavior
is consistent with franchisor profit maximization for
at least two key reagonms: first, because weli-run
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franchised outlets help in the recruitment of
franchisees; and second, becanse the typical

chise contract provides for royalty pavments from

the franchisee to the franchisor, typically quoted as
a percentage of sales in the franchisee’s outlet..Ong
of the arguments in favor of franchising over mnning
owned outlets with employee managers is precisely
that the franchisee acts in a profit-maximizing way;
while an employee, paid a salary, has no incentive
to improve the profitability of a retail outlet beyoﬂd-
the satisficing level. :

The other primary application of agenc
theoretic insights into incentive design is in the gales
compensation literature (see, for example, Basu
etal,, 1985). Although this is generally perceived to
be an area distinct from channel management, there
is no doubt that any real-world channs] manager

views part of his or her job as the motivation and
compensation of the sales people making sales.in -

the channel. Two reviews of the sales force com-
pensation literature (Coughlan, 1993; Coughlan &
Sen, 1989) summarize the agency-theoretic
approach and the insights it derives-into optimal use
of salary versus incentive pay. (e.g., commissions
and bonuses) (see, for example, Table 13.7.in
Coughlan (1993) for a summary of the factors:

affecting the optimal salary, commission rate, and-
ratio of salary in the total pay package). An empirical -

test of the agency-theoretic approach (Coughlan &
Narasimhan, 1992) shows support for the agency-
theoretic prescriptions for compensation.

The study of incentives in channel management
is so widespread that it would be impossible to
summarize every example. To give a flavor of the
ubiquity of this focus, consider the following:

¢ Jeuland and Shugan’s (1983) solution to the
double-marginalization problem, discussed
above, involves the use of a two-part pricing
scheme, The per-unit sharing arrangement is an
example of an incentive for the retailer to set
retail price so as to maximize total channel pro-
fits rather than its own retail profits alone.

¢ Chu and Desai {1995) look at the problem of
coordinating the chamel for maximum cus-
tomer satisfaction. In this context, they consider
the use of a bonus linked to customer satisfac-
tion index ratings.

o Gerstner and Hess {1995) examine the effect of
pull promotions (promeotions by manufacturers
directly to final consumers) and their effect on
channel coordination. The use of pull promo-
tions creates an.indirect incentive for the retailer
to stock the manufacturer’s product, because it
enhances demand at the consumer level,

¢ In a more general context, Anderson et al
{1987} show that the overall economic attrac-
tiveness of one option versus another is the
single largest influence on actual resource allo-
cation by downstream channel members in
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developed economies. But the impact of
elements of economic atiractivemess, one by
one, may be cancelled out by competing con-
siderations, suggesting that the effect of single
incentives on channel member behavior can be
difficult to disentangle.

These and many of the other examples we have
already cited in other sections of this review show
the prevalent use of incentives to alter channel
members’ behavior to better mimic a coordinated,
vertically integrated channel.

MonNITOrRING OF CHANNEL MEMBERS

The monitoring of channel members is not 2 highly-
researched area in the channels literature. There is
much more interest in the use of incentives and
rewards to motivate appropriate behavior. In one
areq, franchising, there is a clear interest in moni-
toring, since the explicit monitoring of franchisees
is common and there is a tradeoff between using
indirect incentives {e.g. making the franchisee a
residual risk-bearer of the business) and monitor-
ing, given the possibility for free-riding in the fran-
chise channel (see Bergen et al, 1992 for a
discussion of this tradeoff). Lal (1990} explicitly
considers the tradeoff between the use of royalties
and menitoring in controlling franchisee behavior,
and shows that both may be necessary when
demand-enhancing investments are made both by
franchisees (in service in the retail outlets) and the
franchisor (in brand-building in the franchise busi-
ness). Monitoring i also shown to be valuable in
limiting the free-riding of one franchisee on the
service efforts of other franchisees in the system,
Amnother context in which monitoring of channel
members makes sense is that of bootlegging: the
sale of product by one dealer in another dealer’s ter-
ritory, This phencomenon bears a great resemblance
to the gray marketing problem discussed earlier.
Dutta, Bergen and John (1994) use a TCE approach
to-argue that monitoring and complete prevention
of bootlegging is generally not optimal. Some boot-
legging should be tolerated because of the Jack of
full enforceability of contracts between channel
members. Bootlegging is less likely to be tolerated
rather than controled when reseller services are
very imporiant, when margins are seriously eroded
through bootlegging, and when the manufacturer is
ery committed to the channel relationship.
Monitoring and controlling negative channel member
behavior is thus not always the optimal channel

~management policy, but is valuable under particufar

market and intra-channe] conditions.
As one of the more under-researched areas of

ies for future research. Sales foree and franchising

applications are clearly appropriate for research,
but in any channel relationship where channel
members are responsible for costly and valued chan-
nel functions and where the possibility of shirking or
free-riding exists, the potential for monitoring as an
alternative to incentives can be studied. An example
of such work is Murray and Heide (1998), which
compares the effectiveness of incentives versus
monitoring as tools for manufacturers to induce
retzilers to participate in a supplier’s promotional
campaign. This work suggests that in sectors where
monitoring (by such means as mystery shoppers and
surprise inspections) is uncommon, channel members
actively resist it, which renders incentives a much
more effective means of persuasion.

RspaTIONAL (BOVERNANCE

Vertical integration and outsourcing may be viewed
as end points on a continuum: control, responsibility,
and residual profits are assigned entirely to the prin-
cipal ¢vertical integration} or entirely to the agent
(using the market, or outsourcing). Between these
polar opposites lies relational govemnance, in which
control, responsibility, and profits are shared
according to the (often unspoken) rules of an endur-
ing relationship between upstream and downstream
channel members.

The roots of relational governance lie in con-
acting law (Kantman & Stern, 1988; Macneil,
1980). The premise is that no contract can or does
spell out the myriad understandings, processes,
expectations, and norms that grow up during a
channel relationship. Yet, this ‘implicit contract’ or
‘relational contract’ is what truly drives the channel
(by implication, courts should — and do — examine
the implicit contract and sometimes even enforce
it). Channels research has focused on indexing the
degree to which a channel holds ‘norms,’ that is,
expectations of reciprocal behavior. The notins
most studied are 1) flexibility (ready adaptation); 2}
information exchange (free, open communication);
and 3) solidarity (working for mutual benefit).

Typically, positive norms are highly correlated,
leading to a research strategy of combining them
into a single higher-order factor or relationalism.
However measured, relationalism is associated with
lower conflict and opportunism, and greater trust,
satisfaction, and continued communication (Heide,
1994; Heide & John, 1992; Morgan & Hunt, 1994).
However, the causal order of these outcomes has
been imposed on correlational data, rather than
established, and the manner in which norms come
about is not well understood.

This issue — how norms arise ~ is critical, and
several theories address it. One viewpoint is that
relationships organically build norms through pro-
gressive interaction and risk taking, so that
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relationships have recognizable stages of develop-
ment (Dwyer et al.; 1987). Increasingly candid and
complete communication  among . an -expanding
number of organizational actors is a critical feature
of this process (Mohr & Nevin, 1990). Others hold
that that process is unpredictable, impossible to
chart, and based on incidents. that the players may
fail to recollect (Anderson,-1995).-Still others sug-
gest that norms are constructed, but do not specify
how. In general, channels research has focused on
demonstrating : that -norms accompany positive
affect (sentiment) and channel performance, but has
not devoted longitudinal or experimental investiga-
tion to norm creation. .

A complementary approach focuses on commit-
ment, which. is the channel member’s desire for a
relationship to continue indefinitely, combined with
willingness to sacrifice in order to grow and main-
tain the relationship. This can be interpreted as the
ultimate in relationalism, with the exception that
commitment - is. conceptually one-sided, while
norms are conceived as mutual states. In transaction
cost economics {TCE), commitment is viewed as a
hybrid governance structure, a compromise between
vertical integration and outsourcing (decentraliza-
tion}.- In this vein, commitment can be built in a
semi-calculated way by altering each party’s incen-
tive -structure. The logic is a somewhat curious
netion of a self-enforcing contract, or of a balance of
dependence (Williamson, 1996). In this view, a
relationship can be secured by binding oneself to it —
on condition that the channel counterpart take recip-
rocal action. The relationship becomes one of mutual
dependence. - This: mutuality discourages oppor-
tunism, as each side loses if the relationship ends.

Anderson and Weitz (1992) show this logic at
work in- manufacturer-distributor relations. When
one party makes idiosyncratic investments in the
other (such as dedicated personnel and the acquigi-
tion of relationship-specific knowledge), those
investments (“pledges’) serve three purposes. First,
they serve to bind. the maker to the relationship
{thereby raising. the maker’s commitment to the
counterpart}). Second, they signal to the counterpart
that the maker is committed - which generates
reciprocity. Third, they increase the maker’s value to
the counterpart — which again generates reciprocal
commitment, Reciprocity of commitment (or lack
thereof} is. common in channels. However, asym-
metric commitment does exist, for structural reasons,
and has deleterious effects on relationship outcomes
{Ross et al., 1997).

Much of the commitment research focuses on
idiosyncratic investments as a way to forestall
opportunism. However, these investments also
serve a function that may be more important: they
make channel members more effective in differen-
tiating a brand and making a market for it (Wathne &
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Heide, 2000). One of the few field research studies
that takes a:longitudinal perspective shows:that
when channel members make investments in éach

other that are difficult to redeploy, they also make
more effort to coordinate. As a result, they enjoy
higher channel performance one year later (Jap,

1999). Further, each party derives benefits from

their shared value creation. _

A key feature of work on relationship norms is
the notion that the channel has a future, and that thi
players will sub-optimize now to achieve a bett
outcome later. This ‘shadow of the future,” the key
element of the theory of repeated games, is critical
to achieving competitive advantage (Anderson &

Weitz, 1989; Heide & Miner, 1992). The underly- -

ing notion in this Hterature is that channels will not
stay together long enough to achieve exceptional
performance unless a channel member is depen-
dent. But one-sided dependence is exploitable:

dependent parties are wvulnerable, and perceive ;
themselves to be so (Jap & Ganesan, 2000). How

can the weaker party guard against this risk?

The solution is to create two-sided, or mutnal,
dependence, to oblige the. parties to respect each
other and their engagements. The dependent party
enjoys. ‘countervailing power’ when the channel
counterpart is also dependent. For example, a sales

agent becomes dependent on a supplier when it

makes supplier-specific investments, such as brand-
specific learning. To balance that dependence, some
agents work to achieve leverage over suppliers by
cultivating strong ties with. the principal’s cus-
tomers, seeking ways to bind these customersto the
agent (rather than to the. principal). Agents that
engage in such dependence balancing forestall the
principal’s opportunism — and generate better finan-
cial performance (Heide & John, 1988).

This notion -- either eschew dependence, or craft
ways to make it mutual — underlies much recent
channels research on influence. This thinking is
reflected in the design of incentives and structure,
the subjects of earlier sections.

Much of the current research on relational
governance focuses on.trust, which is generally
operationalized as a belief that a channel member
is honest (i.e., reliable, stands by its word, sincere,
fulfills obligations) and/or benevolent (concerned
about the other party’s welfare). A meta-analysis
by Geyskens, Steenkamp, and Kumar (1998} con-
cludes that trust, no matter how it is measured,
shows a variety of relationships with variables that
may be antecedent or may be consequent. On the
whole, trust is most strongly tied with positive
sentiments (e.g., perceived faimess, satisfaction),
and with action variables such as communication
and cooperation. This suggests that trust is not
difficult to infer, even though it is difficult
to observe.
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CHanNeL Power

Prior to the late 1960s, channels research comprised
four main branches of inguiry (Gattorna, 1978).
The institutional approach focused on describing
the current state of affairs by categorizing the types
of organizations comprising a channel. The func-
tional perspective sought to identify what work was
performed, by whom, wunder what circumstances,
and for what purpose. These two approaches were
primarily inductive and descriptive. In contrast, a
micro-analytic economic stream focused on deduc-
ing normative generalizations about how channels
should look and function. The fourth approach was
essentially an application of industrial organization
theory to channels, as though channels were an
industry.

Beginning in the late 1960s, channels research
was galvanized by the development of the power-
and-conflict approach. The seminal idea here is
that channels can be characterized as inter-
organizational systems in which power is unevenly
distributed. How power is gained and then used in
these systems is the central question (El-Ansary &
Stern, 1972). This ‘behavioral’ approach to chan-
nels, in which institutions are actors with complex,
unarticulated motives (more than profit maximiza-
tion), is now commonplace. Initially, however, the
framework was attacked from all sides: it was too
deductive for the institutional and functional
schools, and too behavioral for the industrial
organization and micreeconomic schools,

Operationalizing and Measuring
the Concept of Power

Channel power is defined as the ability to alter
channel members’ behavior so that they take
actions they would not have taken otherwise.
(Influence is a related concept but somewhat
broader: to influence a chanmel member is to
. change anything in its fields of perception or goals,
as-wel as its field of action.) While intuitively
- appealing, the concept of power is in itself difficult
- to apply. Abilities, if unused, are unobservable, and
it is difficult to know what channel members would
have done in the normal course of events.

.- The utility of power theory is to predict out-
comes. Thus, the pitfall of power theory is that the
presence of power may be merely inferred when-
-ever an outcome is observed. This issue arises when
‘¢hannel members are asked to report how much
‘power. they have over other channel members: it is
lausible that they don’t know, but if they see the
Tesults they want, they infer they must have power.
is begs the questions of whether 1) they have an
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ability they have not exercised (thereby underesti-
mating their power}, or 2} they would have gotten
the desired results anyway (thereby overestimating
their power). We shall retum to this issue shortly.

One way to circumvent this problem is to search
for observable proxy indicators of power that are
independent of any outcomes that might be attribut-
able to the presence of power. Hence, a popular
approach to measuring power is to back up one step
in the causal chain by measuring not perceptions of
power but the sources of power. Borrowing from
psychology, a large research stream was sparked by
making an analogy between two channel members
in a commercial arrangement and two people in an
interpersonal relationship. French and Raven’s
(1959) five bases {sources) of power is a taxonomy
in which person A has more power over person B
the more

A can offer rewards {positive utility) to B

A can coerce {(inflict damage on) B

A can offer expertise that B can use

A can appeal to a legitimate authority {¢.g.,
law, contract, morality, religion, social obliga-
tion} to make B feel obliged to comply

3. B views A as a positive referent, such that B
identifies with A and wishes to be associated
with A.

da b b

The translation of reward, coercive, expertise, and
legitimate bases of power to channel members is
straightforward. Referent power is more perplexing
in & commercial setting: it is generally viewed as
B’s desire to share A’s favorable image {e.g., to
benefit by associating with a brand name or a
recognized market position).

According to French and Raven, these five bases
largely exhaust the ways power can be attained, and
are conceptually and operaiionally separable. In
particular, an important distinction is between
reward and coercion (which are fairly demonstrable
to all parties) and the other three bases. Expertise,
referent, and legitimate bases are more subiective:
B can more readily choose whether to acknowledge
or deny their presence, so that A does not directly
mediate these sources of power. For example, a
franchisee may or may not acknowledge a fran-
chisor’s legitimate power to exert direction. This is
why many franchisors screen prospective fran-
chisecs for a predisposition to accord legitimacy to
the franchisor’s intervention (some would say a
compliant attitude toward authority) (Dant &
Gundlach, 1998).

Field research in chaonels suggests it is difficult
to retain this taxonomy intact, as the data often do
not support it {Gaski, 1986; Hunt & Nevin, 1974).
Omne common pairing that emerges from data reduc-
tion methods is coercion versus all-other-combined
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(roughly, stick versus carrots) (e.g., Lusch & Brown,
1982). There is some indication - that channel
members overestimate their own autonomy when
their counterparts possess considerable non-coercive
power: earrots are less obtrusive than sticks.

Conceptually, the five bases. could be combined
into a formative indicator of the overall degree of
power sources, in the same way that diverse vari-
ables (e.g. education, occupational status) are com-
bined to index socioeconomic status. But channels
research often keeps the bases separate because
they are thought to create different outcomes (to be
addressed in a later section).-

A competitor to-the five-bases approach (which
comes from psychology) is the dependence
approach, borrowed from sociology (Emerson,
1962). The simple. premise here is that A’s power
over B increases with B’s dependence on A.
Dependence, in turn, rises with two terms: the util-
ity that A can offer B (benefits), and the scarcity of
A as a source of that utility. Party A is powerful
{i.e., B is dependent) the more A is irreplaceable to
B (ultimately, a monopolist) and the more A offers
utility to B. Conversely, when A offers little utility,
or B can find (and switch over to} many alternative
suppliers, then B’s dependence is low and A’s
power is therefore low. :

A key element of dependence theory is its focus
on the alternative channel members that B could
realistically employ. This is absent in the five-bases
approach. Dependence theory holds that benefits
per se are irrelevant: if others could supply those
benefits, party A has no leverage over B.
{Conversely, scarcity is irrefevant if A doesn’t pro-
vide much wtility to B, since a monopoly over
mediocre valuation affords little leverage.)

Dependence may be indexed directly by asking a
respondent for'an overall estimate of how much it
needs the other party. Of course, this direct
approach can be questioned: do respondents really
know their level of dependence (or their charmel
counterpart’s dependence on them), and if so, will
they report it truthfully? To get around this, much
channels research composes an overall dependence
measire by indexing, then combining, wtility and
scarcity. Operationally, this means that a measure
of dependence should multiply an index of benefits
(often, these are measured as sales, profits, or an
overall perceptual estimate of utility provided) by
an index of scarcity (often measured as the reverse
of the perceived ease of switching to a comparable
channel member, or the number of comparable
channel members in existence). But in practice,
multiplication is seldom used. Apart from its
psychometric complications, multiplication often
proves unnecessary. Data reduction techniques fre-
quently reveal that high wtility and high scarcity are
positively comrelated, and therefore may simply be
combined additively as reflective indicators of
dependence (e.g., Andersen et al., 1987).

if one eschews direct elicitation, i is cambersome
to measure either the five bases or dependence:
Some alternative conceptualizations of power are
reaily proxies: Inr particular, role performance has
been suggested as a useful approximation of depen-
dence (Frazier, 1983). The premise is that compe-
tence and motivation are in limited supply. Thus;
channel member that performs its role in the channel
well is distinctive. The better the channel member
performs its role in an existing relationship, the
more distinctive {and therefore scarce) it is. And
since performing a role is- useful,” higher role

performance makes a channe] member distinctively. .

valuable to its trading parmer. Therefore, a channel
member depends more on another party the higher

that party’s role performance in their relationship.

This reasoning would explain why separate
measures of utility and scarcity are often correlated,
making it unnecessary to multiply utility and
scarcity to create an index of dependence.

What is the best way to measure power?- Which
ways, if any, are invalid? This debate has generated
considerable, occasionally acrimonious contro-
versy. A comprehensive paper by Brown; Johnson,
and Koenig (1995) suggests the controversy is
overblown. These measurement approaches con-
verge: all the indicators point in the right direction.
Indeed, the best way to-measure power appears to
be the simplest way: directly ask the target of influ-
ence how much power the source possesses. Power
appears to be like love: you recognize it when you
seg it

The most recent branch of the power Hterature is
the influence strategies approach. This stream treats
power as manifest in the way that boundary span-
ners between two organizations communicate with
each other. Six styles of attempting to exert influ-
ence via communication are common in channels
(Frazier & Summers, 1984). Although these have
been identified inductively through field observa-
tion, they map neatly onto a variation of the five
bases of power. Research in this vein notes that the
way influence. strategies are perceived is culture-
bound. In particular, influence strategies that seem
heavy-handed and provoke channel resistance
in Western markets may be acceptable in some
cultures {e.g., Frazier et al,, 1989).

Consequences of Power: Conflict

The centerpicce of power research has been the
prediction that power generates conflict, in which
channel members view each other as opponents.
This matters because conflict is thought to damage
the performance of the channel and hasten its
dissclution, as well as reduce the satisfaction of
channel members,

At high levels, conflict is experienced as negative
emotion. Therefore, measuring conflict in a manner
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separable from dissatisfaction (also a negative
emotional state) is challenging. A comprehensive
article by Brown and Day (1981) establishes that
the level of channel conflict is best captured as:

N
Conflict = ¥ . Importance, ¥ Frequency, X Intensity,
i=1
where N is the number of issues {f) a channel dyad
confronts, By multiplying, this formulation elimi-
nates the influence of any issue that is minor, or that
rarely comes up, or that does not involve large dif
ferences in the firms’ positions on the issue. On the
otber hand, a major issue that comes up frequently,
over which the parties are far apart, will contribute
to conflict. A large number of issues also increases
conflict, which is why complex relationships with
ample role definitions are prone to conflict.

The conceptual research on conflict is somewhat
at odds with the empirical research. In principle, the
channels literature acknowledges that some conflict
can actually benefit the channel, by spuming the
parties to work actively to resolve their differences
and improve their performance. This functional
conflict spurs the channel to new heights and
improves the relationship. However, functional
conflict is somewhat difficult to find in the field.
COverwhelmingly, data suggest that higher conflict
accompanies declining satisfaction by channel
members (Geyskens et al.,, 1999),

Perhaps that by the time conflict has increased
enough to be reported by channel members, it has
passed functional levels. Or perhaps relationships
that could use the spur of conflict are so minor that
they seldom become objects of study. Alternatively,
the jostling that functional conflict creates may be
viewed as normal behavior by respondents, and is
therefore not encoded as being in opposition. In any
event, conflict and dissatisfaction are strongly
related.

Does power generate conflict? Results that
center around the five-bases approach point to the
conclusicn that coercion generates conflict, but that
all other power sources actually dampen it; results
that center around the dependence approach suggest
that dependence and couflict are not strongly
related, if at all (Geyskens et al., 1999),

Does conflict decrease the channel’s perfor-
mance? Curiously, this issue has seldom been
examined. Most of the research in the power tradi-
tion appears to assume that if satisfaction declines,
performance declines as well. Therefore, satisfac-
tion alone is the object of study. Satisfaction, in
furn, can be subdivided into economic satisfaction
{appraisal of overall financial outcomes, direct and
indirect) and non-economic satisfaction (appraisal
of the psychosocial aspects of the relationship).
Conflict is negatively associated with both, In terms
of causality, current thinking holds that economic
dissatisfaction, because it goes to the raison d 'étre
of channels, causes conflict, which then builds

non-economic dissatisfaction (Geyskens et al.,
1999). Fundamentally, the economics of the situa-
tion influence opponent-centered behavior, which
influences how smoothly the relationships operate
in interpersonal terms.

But is satisfaction a good proxy for performance?
A host of factors suggest that it is not. Performance
is what the channel (or a channel member)
achieves. Satisfaction is the channel member’s
evaiuation of that performance. And the evaluation
is made against some unspoken baseline, which is
itself difficult to assess. Bt could be the channel
member’s expectations, Or the baseline could be
the channel member’s sense of the rewards avail-
able from the next best use of resources {Anderson
& Narus, 1984). Research using equity theory as a
basis suggests that the baseline is even more com-
plicated: it is the channel member’s sense of the
distributive and procedural justice of the relation-
ship (Kumar et al., 1995},

In short, satisfaction is a complex judgment
influenced by many factors, of which the absolute
level of performance is only one. Therefore, satis-
faction may be a poor proxy for performance. Does
satisfaction, then, matter in and of itself? Yes, in
that satisfaction (in both its economic and psy-
chosocial forms) is a driver of longer-term channel
behavior, such as trust and commitment (Geyskens
et zl, 1998, 1999). These long-term behaviors
translate into extraordinary influence,

The channels literature must develop multiple
ways of conceptualizing and measuring perfor-
mance. This is a difficult task: performance has
many facets (Kumar et al., 1992}, there are complex
tradeoffs among these facets, and performance
exists at different levels, Each member of a dyad,
the entire channel, and the end buyer all have dif-
ferent (and to some extent conflicting) definitions
of performance.

Further, performance is difficult to assess in the
absolute. It is necessary to compare an entity’s real-
ized performance to some baseline representing a
reasonable expectation, given the circumstances.
(This is the unspoken rationale behind satisfaction
research: it is assumed that the assessor has an
appropriate baseline in mind when calibrating satis-
faction.) This performance expectation could be
established by comparing one firm’s outcomes to
the results generated by similar firms. An alter-
native research strategy is to model raw outcomes
but include covariates tapping the circumstances
that have substantial impact on outcomes {e.g.,
intensity of competition, size of potential market).

Omne approach 1o cracking the performance mea-
surement problem is to develop a very comprehen-
sive index, such as Kumar, Stern, and Achrol
(1992). While laudable for its ambition, this
approach suffers from obvious challenges to execu-
tion. Comprehensive approaches such as this should
be employed. However, in the spirit of developing
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middle range theory, channel researchers shouid
also study a single facet, or a small set of facets, at
a time. For example, Anderson (1988). models the
performance of a-sales agent as-the cost-to-siles
ratio the agent realizes for the principal.

The. power-and-conilict. research tradition has
expanded to embrace other concepts, many of them
more economic and less sociological  in . nature.
Now known as: the “political.-economy’ approach
(Stern & Reve, 1980); the behavioral stream has ieft
an enduring mark:: Power theory per se receives
relatively little attention: so many viewpoints have
proliferated that they are very difficult to separate
and test (see Kumar et al., 1998 for a review).
Similarly, conflict per se is seldom studied, although
it is often invoked in one form or another as an
unobserved explanatory mechanism, The channels
literature has moved: on to other ways to frame the
problem of achieving and exercising influence.
These are reviewed below: the reader will notice
that many .of the issues central to discussions of
power also feature in these approaches to gaining
influence. S -

A: novel approach, which merits more usage, is
historical - analysis. -Messinger and Narasimhan
(1995) provide an example by reconstituting the
history. of the supermarket in the US. They demon-
strate that power has shifted in the grocery channel,
first to manufacturers, then to retailers, and finally
to consumers (who have benefited substantiafly as a
consequence of supplier/grocer rivalry).

CONCLUSION

This review has noted robust generalizations section
by.section.. At this point, a good deal is known
about how to attempt to coordinate a distribution
channel; and the costs and benefits of various
approaches. Going forward, it is clear that channels
research needs more explenation of how to create
relationships with positive relationship norms.
Further -demonstrations that positive affects corme-
Iate at-one point in-time will not add to our knowl-
edge base. Research. needs to drive to relationship
antecedents that managers can observe, suggesting
relationship-building strategies they can adopt, and
tracing the. costs, as well as the benefits, of these
strategies. -Research should aiso. -focus on incen-
tives, without presuming an alliance (partnership)
strategy is envisioned by either side. And, ulti-
mately, channels. research needs more contingency
thinking and more precise causal reasoning to point
to what works, when; and why. .
Channels research has developed to the point that
competing causal mechanisms are observed to lead
fo the same predictions. This suggests that a contri-
bution to charmels research would be to devise tests
to tease out causality. This includes 1) pursuing

a theory’s implications to. find and test unig

predictions (implications that do not follow-fﬁ‘om
other theories); 2)- longitudinal tests, to rule out

reverse causality; and 3) experiments. o
This latter is of critical importance. For reasons
of -implementation, quasi-experimental ~field

designs are non-existent in channels. However, they:
occur in other fields, such as advertising. Why-not -
channels? In. the same vein, maturally occurring:
field experiments are common in channels {they often

occur without management’s awareness, given:the
chaotic nature of channels initiatives in many

firms). They merit more research attention..

-But the field is not the only place to test a causal -

mechanism. -Historically, channels research has

made little use of laboratory experiments, perhaps .
due to an informal consensus that the lack of exter-

nal validity outweighs the value of internal validity.

But once a phenomenon is known to occur in the -
field; this .concern becomes minimal. Channels

research: needs to. enlarge the currently very small
place given to laboratory experiments. This may be
particularly productive- when seeking to test
analytic modets, which by force must abstract away
from many factors in order to concentrate on the
one of interest. Such models are difficult to test in
the field environment, but in a laboratory context,
the relevant factors can be isolated and tested.

A point of contention in the channels literature is
the normative versus positive tradeoff. Early chan-
nels work was freely. positive, describing channel
actions - without concern for whether they made
normative sense. ‘There has been an about-face in
the literature, driven in part by the exigencies of the
review process. Later and current charnels research
now emphasizes finding a normative rationale for
prevailing practice. Some research: does this by
beginning with a normative theory (such as TCE or
agency theory), then fitting it (sometimes forcibly)
to descriptive data about actual practice. Misfits are
either ignored or explained away, sometimes by a
convoluted efficiency rationale. Other research
begins by searching for any patterns of practice, but
ends with {occasionally tortuous) efforts to Justify
the findings in normative terms. Both approaches
(force fitting or retrofitting) pose difficulties.

A third way is suggested by Roberts and
Greenwood (1997), which proposes a ‘constrained-
efficiency’ framework, in which actors try to be
rational but are limited by preconscions pressures
(inability to imagine a better channel), and post-
conscious pressures (inability to implement a better
channel, for reasons of losing legitimacy or institu-
tional support). A related approach is that of econo-
mic sociology (Smelser & Swedberg, 1994). This
sort of balanced approach is needed in channels
research, because channel actors are motivated to
make the best normative choice, but are aiso mited
in their ability to do so. Such an approach Ie-opens
the door to descriptive research by removing the
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review-process penalty for finding a channel practice
that no one can justify — yet.

While the field has moved beyond pure documen-
tation of phenomena, channels research still needs
description. This is particularly the case for an enor-
mous area in which channels research has barely
scratched the surface: channels operations outside of
North America. The logic, methods, and institutional
environments of channels in the rest of the world
merit investigation; such research has a high likeli-
hood of sparking exciting new insights and debates.

More generally, channels research (and its atten-
dant review process) should acknowledge that,
while the field has progressed considerably, it is
still in a pre-paradigmatic state, This is healthy: the
pheromenon is too large and important to be
bounded easily. Research on influence has demon-
strated that multiple competing approaches do
make headway: it is not necessary (and is probably
harmful} to force a paradigm in the name of
progress. In general, channels research should be
more eclectic, not less. Indeed, one paradigm ean
fruitfully inform another on richer ways to consider
any particular chanmnels problem.

This is not a call for an anything-goes approach.
Over the decades, channels research has greatly
increased in rigor, and this is to the good. In parti-
cular, there is a greater emphasis on good measure-
ment. This is manifested in greater attention to the
wording of questions, to the definition of con-
structs, and to the correspondence between con-
struct and measures in empirical channels research.
On the analytic side, the sophistication of channels
models has increased significantly as well. There is
also greater attention to the source of data. At one
time, channels researchers focused on finding mul-
tiple informants to craft a single observation. It is
now widely recognized that the benefits of multiple
informants are offset by costs. More informants per
observation (channel} can be had, but usually by
asking fewer questions of each informant, and by
discarding many observations where multiple infor-
mants fail to respond. Current channels research
tends to qualify one best-informed source, rather
than aggregate several inferior-but-available ones,
It is unusual to see a channels article today that does
not justify the choice of informant. This is a major
advance in the standards of channels research.

At-the same time, channels research risks falling
into the trap of trading off validity to gain higher
reliability (Kopalle & Lehmann, 1997). This is
manifested in excessive deletion of variables that

- have face validity, and in the exercise of boosting

reported reliability by failing to vary the format and
nature of the information sought. This, m wm,
feeds an historical weakness of much field research

. in channels, which is to rely solely on the very sub-
> jective perceptions and impressionistic judgments

of one person. This reliance makes it easy for the
informant to retrofit ‘reports’ of comstructs to fit

his/her personal theory of how channels work. The
result is a possibly spurious, albeit entirely sensible,
model, with artificially high fit to the data.

One antidote is to use multiple data sources (e.g.,
archives, reports of other channel members, industry
observers). This is particularly useful to separate the
dependent variable from the independent variables.
Another antidote is to oblige the informant o report
more concrete observables (which are harder to dis-
tort), and then to anchor the informant’s more sub-
jective judgments in these observables. It is one thing
to ask a manager how difficult it is for a new sales-
person to leam a job (udgment). It is quite another to
combine this estimate with the informant’s report of
how much the company invests in training sales-
people (observable) and how long a new salesperson
takes to recapture the performance of his/her prede-
cessor in the same job (somewhat observable).
Putting all this information together into one scale
reduces reported reliability, because these variables
tap different domains of a construct and are in differ-
ent formats. But combining these variables increases
validity, which is essential. In this vein, channels
research relies excessively on the reflective indica-
tors approach, built around: the idea that a narrow,
unitary phenomenon manifests itself in reflections
that, taken together, are highly reliable. The com-
plexity of channel phenomena suggests that forma-
tive indicators are also appropriate in many cases.

On the analytic side, the increased complexity of
channels models — now commonly including multiple
channel levels, horizontal competition at the manu-
facturing as well as downstream levels, and price as
well as non-price inputs to the demand function -
creates a need for numerical analysis to gain substan-
tive insights. Earlier work, building on simpler model
structures, could derive insights in a purely analytic
setting, but hese msights came at the price of com-
plexity and sophistication of the models themselves.
To move forward on the analytic side, the field needs
to not only allow, but also encourage, numencal
analysis of these increasingly realistic models.

Although the channels area has been extensively
researched, using many academic paradigms and
investigating z myriad of different channel institu-
tions, there is ample room for future contribution to
the field. In an ever-changing real-world market-
place, the challenges of efficient channel design
for effective satisfaction of end-users’ demands
remain. Businesspeople have come fo realize the
critical importance of an effective channel effort,
and this bodes well for access to fascinating prob-
lems and data, no matier what basic toolkit the
channels researcher brings to the area.

Notes

1. Of course, a contracting sysiern may be designed
concurrently with the recruitment of channel members or
even in advance of channel member selection. However, the
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literature frequently considers optimal contrace design,
taking as given the identities of members of the channel
suggesting our ordering of the process.

2. Note-that this is 2 manufacturer’s view of the issue. The
channels literature tends to-take the manufacturer’s perspec-
tive, even though any channel member’s perspective {eg,
the retatler’s) is: equally valid. Frazier (1999) and Stern and
Weitz (1997) call for research to balance this excessive
emphasis on the channel as viewed from upstream.

3. A two-part tariff involves charging a fixed fee and a
per-unit price for the purchase.of multiple units of a pro-
duct, For example, the classic franchising contract
requires the franchisee to pay a fixed franchise fee at the
beginning of the franchise contract, as well as an ongoing
percentage royalty based on sales.

4. The Stackelberg leader chooses jts action in the
knowledge of the other party’s reaction function (rule}.
For example, a manufacturer {Stackelberg leader) would
set its wholesale price in the knowledge of the way in
which the retailer (Stackelberg follower) will factor that
wiolesale price into its retail pricing decision.

5. The literature employs terms such as ‘choose,” ‘use,’
or ‘select’ channel members. This implies that the supplier
need only take a decision. We prefer the term ‘recruit’
because progpective. channel members must be persuaded
to join a given supplier’s channel — and they frequently
choose nor to be *selected.”

6, Note that *centralization’ in this literature is uarelated
to “decentralization,” the term economists use to denote
vertical integration.

»
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