- SUPPLY CHAIN

ks @ Describe the flow of information and merchandise in the marketing channel.

~ AND CHANNEL
MANAGEMEN

$ LEARNING OBJECTIVES

' I | /

@ Understand the importance of marketing channels and supply chain management.
L @ Understand the difference between direct and indirect marketing channels.

@ Describe how marketing channels are managed.

Iready well established as an efficient ship-  for confirmation that this third-party logié
per of orders, Amazon continues to seek to  has delivered the product directly to the

do even better. Currently, Amazon receives  door. In this traditional process, the onll

an order, labels and packages it, loads it onto  seeks to improve by adding more wa
a dehvery truck (run by UPS or the US. Postal Service,  can provide more customers with over
depending on the day and delivery details). and waits  day delivery.
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centers within P&G's own warehouses. The cost sav-
ings accrue because the new system eliminates the
costs of transporting P&G's products to Amazon's fulfill-

ment centers.

Not everyone is excited about this innovative new
partnership. though. Companies such as Target, which
have enjoyed long-term relationships with P&G, are taking

notice and taking action. After learning of the Vender 5
program between Amazon and P&G, Target reactsg ‘f’
moving all P&G products from prominent end-cay N

tions in its stores to less prestigious and less ity
tions Target also stopped using P&G as its Dr!ﬁ:
source of advice for planning merchandis;ng Stfategv-,;

within each category.

o

Understand the
importance of marketing
channels and supply
chain management.

492

In this chapter, we discuss the third P, place, which includes all activities re.
quired to get the right product to the right customer when that customer wanis
it.2 Specifically, as we noted in Chapter 1, marketing channel managemen;
which also has been called supply chain management, refers to a set of ap.
proaches and techniques firms employ to efficiently and effectively integrate
their suppliers, manufacturers, warehouses, stores, and transportation inter.
mediaries into a seamless operation in which merchandise is produced and
distributed in the right quantities, to the right locations, and at the right time,
as well as to minimize systemwide costs while satisfying the service levels
their customers require.® Students of marketing often overlook or underesti-
mate the importance of place in the marketing mix, simply because it happens
behind the scenes. Yet marketing channel management adds value, say for
Amazon'’s customers, because it gets the products to them efficiently, quickly,

and at low cost.

THE IMPORTANCE OF
MARKETING CHANNEL/SUPPLY
CHAIN MANAGEMENT

So far in this book we have reviewed the methods companies use to conduct in-
depth market research, gain insights into consumer and business behaviors, seg-
ment markets, select the best target markets, develop new products and services,
and set prices that provide good value. But even if firms execute these activities
flawlessly, unless they can secure the placement of products in appropriate outlets
in sufficient quantities exactly when customers want them, they are likely to fail
Adding Value 16.1 examines how Goya Foods recognized it needed to do a better
job at getting products into stores to satisfy customers’ demands and what it did
about it.

Convincing wholesalers and retailers to carry new products can be more
difficult than you might think. Wholesalers are firms that buy products from
manufacturers and resell them to retailers; retailers sell products directly to
consumers. For example, PenAgain, a small California-based manufacturer of
ergonomic pens and other writing instruments, wanted to put its offerings it
Walmart stores, but first it had to get Walmart to buy what it was selling.* After
a tough selling session, Walmart agreed to give PenAgain a one-month trial in
500 stores, but only if it lowered its costs. PenAgain thus moved productioﬂ
overseas. Walmart provided no marketing support though, and PenAgain w&
too small to afford traditional print or television advertising, so it developeda
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| ‘.!. Add ing Value 16.1 The Beans May Be Slow Cooked, but the Delivery Is Quick
\

As Goya Foods celelbrate-d its 75th year in business, its top
nanagers were dealing with some very serious growing pains.
selling @ wide variety of Hispanic and Latin foods, the com-
pany had achieved a dominant market share, was the largest
H,Spanicowned company in the United States, and had annual
sales of around $1 billion. In specific local and regional mar-
kets, demand for its products was substantial—a great suc-
cess that also came with a notable challenge.

That is, many of the markets that loved Goya products

SOFRITO

Tomato ——

had slightly different preferences, reflecting the diversity of Cooking Base g
Hispanic consumers in the United States. People of Cuban iy i
heritage wanted items made somewhat differently than con- 4

[

sumers whose families originated in Mexico, and so on. Thus,
the number of unique inventory items or stock keeping units
(SKUs) that Goya provided reached over 1600. The supply
chain network grew more complex. And in all the confusion,
service levels, as measured by its in-stock availability,
dropped. Quite simply, with all the complexity, buyers were
spending too much time manually calculating and determin-
ing shipments and inventory levels, leaving them insufficient
time or energy to think strategically. Making decisions with-
out sophisticated analytics was not something that Goya
could sustain anymore.

For Goya. the solution was to automate the transporta- example, making sure delivery trucks were more efficiently
tion and inventory planning processes, using software used resulted in millions of dollars in transportation
that enabled it to keep track of demand, order fulfillment, savings. The new system also improved its in-stock availabil-
and replenishment with minimal effort. By automating its ity to 98 percent, which resulted in a proportional increase
ordering processes, Goya's buyers could work smarter. For in sales.

To satisfy its diverse market of Hispanic consumers, Goya
expanded the number of unique inventory items it carried to
1600. To keep service levels high, Goya implemented an
automated transportation and inventory planning system.

viral marketing program and produced displays to use in the stores. A viral
marketing program is one that encourages people to pass along a marketing
message to other potential consumers. To keep track of sales, it relied on
Walmart’s Internet-based Retail Link system, though it also hired a firm that
sends representatives into stores to check out display placement and customer
traffic. Finally, PenAgain agreed to adhere to strict packaging, labeling, and
shipping requirements. And remember, for all this effort, its entry in stores was
only a test, and a very expensive gamble! But if it could succeed in Walmart
stores, PenAgain would be well on its way to prosperity.

In the simplified supply chain in Exhibit 16.1, manufacturers make products
and sell them to retailers or wholesalers. The exhibit would be much more com-
plicated if we had included the suppliers of materials to manufacturers and all the
manufacturers, wholesalers, and stores in a typical marketing channel.

Exhibit 16.1 represents a typical flow of manufactured goods: Manufacturers
ship to a wholesaler or to a retailer’s distribution center (e.g., Manufacturer 1 and
Manufacturer 3) or directly to stores (Manufacturer 2). In addition, many varia-
Hons on this supply chain exist. Some retail chains, such as Home Depot or Costco,
unction as both retailers and wholesalers. They act as retailers when they sell to
-onsumers directly and as wholesalers when they sell to other businesses such as
uilding contractors or restaurant owners. When manufacturers such as Avon sell
Hirectly to consumers, they perform both production and retailing activities. When
Dell sells computers to a university or business, it engages ina business-to-business
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Manufacturer Manufacturer Man;f;e
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Retail d|str|but|on
center

(B2B) transaction, but when it sells to students or employees individually,itsa
B2C (business-to-consumer) operation. !

Marketing Channels Add Value

Why do manufacturers use wholesalers or retailers? Don’t these added channel

members just cut into their profits? Wouldn't it be cheaper for consumers to by

directly from manufacturers? In a simple agrarian economy, the best supply chain

likely does follow a direct route from manufacturer to consumer: The consume

goes to the farm and buys food directly from the farmer. Modern eat-local env-

ronmental campaigns suggest just such a process. But before the consumer canez

a fresh steak procured from a local farm, she needs to cook it. Assuming the co-
sumer doesn’t know how to make a stove and lacks the materials to do so, s
must rely on a stove maker. The stove maker, which has the necessary knowledge

must buy raw materials and components from various suppliers, make the stove
and then make it available to the consumer. If the stove maker isn't located nex
the consumer, the stove must be transported to where the consumer has access &
it. To make matters even more complicated, the consumer may want to view
choice of stoves, hear about all their features, and have the stove delivered ané
installed.

Each participant in the channel adds value.> The components manufacturer
helps the stove manufacturer by supplying parts and materials. The stove mak
turns the components into the stove. The transportation company gets the stove®®
How many companies are the retailer. The retailer stores the stove until the customer wants it, educates
involved in making and getting  customer about product features, and delivers and installs the stove. At ead\sﬂ
a stove to your kitchen? the stove becomes more costly but also more valuable to the consumer.




SUPPLY CHAIN AND CHANNEL MANAGEMENT CHAPTER SIXTEEN 495

Marketing Channel Management Affects Other
Aspects of Marketing

Every marketing decision is affected by and has an effect on marketing channels.
When products are designed and manufactured, how and when the critical com-

onents reach the factory must be coordinated with production. The sales depart-
ment must coordinate its delivery promises with the factory or distribution or
fulfillment centers. A distribution center, a facility for the receipt, storage, and
redistribution of goods to company stores, may be operated by retailers, manufac-
wrers, or distribution specialists.® Similar to a distribution center, instead of ship-
ping to stores, fulfillment centers are used to ship directly to customers.
Furthermore, advertising and promotion must be coordinated with those depart-
ments that control inventory and transportation. There is no faster way to lose
credibility with customers than to promise deliveries or run a promotion and then
not have the merchandise when the customer expects it.

DESIGNING MARKETING CHANNELS Understand the

difference between
direct and indirect

When a firm is just starting out or entering a new market, it doesn’t typically have
J 8 & typ Y marketing channels.

the option of designing the best marketing channel structure—that is, choosing
from whom it buys or to whom it sells. A new sporting goods retailer may not
have the option of carrying all the manufacturer lines it wants because other com-
peting retailers in its market area might carry the

same products. On the other side, a small specialty .
sporting goods apparel manufacturer may not be Channel Strategies

able to place its products in major stores like Sports

Authority because its line is unproven, and the Direct Channel Direct Channel Direct Channel

products might duplicate lines that the retailer al- e Intennedialy Teo tavinedianes

ready carries. Chapter 17 discusses how manufac-

turers choose their retailer partners in more depth. _
Although there are thus various constraints on Manufacturer Manutacturer Benutacturet

marketing channel partners with regard to the de-
sign of the best channel structure, all marketing
channels take the form of a direct channel, an indi-
rect channel, or some combination thereof.

Direct Marketing Channel

Asshown in Exhibit 16.2, there are no intermediaries
between the buyer and seller in a direct marketing
channel. Typically, the seller is a manufacturer, such
as when a carpentry business sells bookcases
through its own store and online to individual con- Y
sumers. The seller also can be an individual, such as
when a knitter sells blankets and scarves at craft
fairs, on Etsy, and through eBay. (Recall our discus-
sion of consumer-to-consumer [C2C] transactions in
Chapter 1.) When the buyer is another business, such A ! %
3 when Boeing sells planes to JetBlue, the marketing ‘

Retailer Retailer

fhannel still is direct, but in this case, the transaction
Sabusiness-to-business one (see Chapter 7).

Indirect Marketing Channel :
Customer  § Customer

Inindirect marketing channels, one or more inter- Custon,
Mediaries work with manufacturers to provide 4
800ds and services to customers. In some cases,
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Describe how marketing
channels are managed.

v might P jnvolved Autqmo‘pile manufactyy,
diary n use ind1.1-e.ct dlztr}llonutl(.m, Su’Ch that d@arls st
Ge?eﬁ inothe niddle of Exhibit 1-11gn e sofrlfht side of EXhibirS gy >
. 101 alers ar€ more common Wf - p;my does not byy - r?f“
holes .+ cost effective or the manu acturer tq q in,
ine merchants, or indepe eg] il‘ecuf‘
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, NG THE MARKETING
MANAGEI) D guPPLY CHAIN

d supply chains comprise various buying entitje
h as manufacturers or wholesalers; / Such

as transportation companies. Similar to int:;'ind fagj),
< can range from close working parmershirpersona]
though, interactions occur be Caus};sﬂt]o One.
€ par.

Home Depot wants hammers frop, St r
anle ?

Marketing channels an

retailers and wholesalers; se
itators of the exchange, suct!
interactions, their relatlonshlp

time arrangements. In

ties want something from each other: ' '
nley wants an opportunity o sell its tools to the genera] 1.
Pubc.

Tool Company; Sta _
both companies want UPS to deliver the merchandise.
Each member of the marketing channel also performs a specialized ro
member believes that another has failed to do its job correctly or effiCienﬂe- I.fone
replace that member. So, if Stanley isn’t getting good service from UPSy’ 1eap
switch to FedEX. If Home Depot believes its customers do not perceive élt can
m another tool company. Home Depottasley
ven

tools as a good value, it may buy fro
e its own trucks to pick up tools f
I'om

could decide to make its own tools or us
Stanley. However, anytime a marketing channel member is replaced, the fun
. ction

it has performed remains, SO someone needs to complete it4
If a marketing channel is to run efficiently, the participating memb

cooperate. Often, however, supply chain members have conflicting goal ers must
may result in channel conflict (Exhibit 16.3). For instance, Stanle waS' and this
De_pot_to carry all its tools but not those of its competitors so that Stznl fto Hoe
1rmze'1ts'sales. But Home Depot carries a mix of tool brands so it can mzy S
saleshm its tool ‘category. When supply chain members that buy and ;:ﬁ‘ltze the
another are not in agreement about their goals, roles, or rewards, vertical ch?n‘ﬁ

conflict or discord results.
Horizontal channel conflict
1 channel conflict can also occur when there is disagreement or discord

among members at the same level in a marketing ch

il ) g channel, such as two :

Targest Zi{g?eizgiezmgﬂ{nangfacmrers. As we mentioned in the opegcjfglpjgge’:t:

B & Camble (P&?}r; letn with Amazgn because of its Vendor Flex program witl;

portation costs, but T - AMazon bene_ﬁts from the program, which lowers its trans-
, but Target believes that it gives its competitor an unfair advantage.

EXHIBIT 1 i
§¥55  Vertical versus Horizontal Channel Conflict

\!_ __________ 1

il gl Manufacturer |

S 4 LB

: |k

-

5l | .

et : |
>i, i I
1 Retailer 1 ' RO

felalorz o 1 i

Oizdntal conflict &8 e




v
AIN AND CHANNEL MANAGEMENT CHAPTER SIXTEEN 197

GOING BACK TO REGULAR TUULS  WOULD BE LIKE

GOING BACK TO BLACK AND WHITE TV.

=< :
- Foe' .. XTRENS
= )

~— A T

The Home Depot and Stanley Tool Company have a mutually beneficial partnership. The Home Depot buys tools from Stanley

pecause their customers find value in Stanley products Stanley sells tools to Home Depot because they have established an
excellent market for 1ts products.

Avoiding vertical channel conflicts demands open, honest communication.
Buyers and vendors all must understand what drives the other party’s busi-
ness, their roles in the relationship, each firm’s strategies, and any problems
that might arise over the course of the relationship. Amazon and P&G recog-
nize that it is in their common interest to remain profitable business partners.
Amazon’s customers demand and expect to find P&G products on its website;
P&G needs the sales generated through Amazon. Amazon cannot demand
prices so low that P&G cannot make money, and P&G must be flexible enough
to accommodate the needs of this important customer. With a common goal,
both firms then have the incentive to cooperate because they know that by doing
so, each will boost its sales.

Common goals also help sustain the relationship when expected benefits fail
to arise. If one P&G shipment fails to reach the Amazon section of one of its fulfil-
ment centers, due to an uncontrollable event such as a demand forecasting miscal-
culation, Amazon does not suddenly call off the whole arrangement. Instead, it
recognizes the incident as a simple, isolated mistake and maintains the good
working relationship, because Amazon knows that both it and P&G are commit-
ted to the same goals in the long run.

In this sense, their partnership exhibits both of the non-mutually exclusive
ways that exist to manage a marketing channel or supply chain: Coordinate the
channel using a vertical marketing system and develop B
strong relationships with marketing channel partners— ! o f =
topics we now examine. ey '

Managing the Marketing Channel
and Supply Chain through Vertical
Marketing Systems

Although conflict is likely in any marketing channel, it
is generally more pronounced when the channel mem-
bers are independent entities. Marketing channels that
are more closely aligned, whether by contract or owner-
ship, share common goals and therefore are less prone
to conflict.

In an independent or conventional marketing chan- :
nel, several independent members—a manufacturer, a  Amazon and Procter & Gamble recognize th

iat it is in thesy
Wholesaler, and a retailer—attempt to satisfy their own — common interest to remam profitable business |

S partners

o

o Saeed. v




EXHIBIT 8 IndepellUvI™ =

Independent marketing Vertical marketing
channel channel

Manufacturer ~ § _

Wholesaler Wholesaler

C Retailr  §

Retailer

Consumer Consumer

objectives and maximize their profits, often at the expense of the other members,a
we portray in Exhibit 16.4 (left). None of the participants have any control over e
others. Using our previous example, the first time Walmart purchases pens fron
PenAgain, both parties likely try to extract as much profit from the deal as possible
After the deal is consummated, neither party feels any responsibility to the other

Over time, though, Walmart and PenAgain might develop a relationship
marked by routinized, automatic transactions, such that Walmart’s customers
come to expect PenAgain products in stores, and PenAgain depends on Walmart
to buy a good portion of its output. This scenario represents the first phase ofa
vertical marketing system, a marketing channel in which the members act asa
unified system, as in Exhibit 16.4 (right). Three types of vertical marketing
systems—administered, contractual, and corporate—reflect increasing phases f
formalization and control. The more formal the vertical marketing system, the ess
likely conflict is to ensue.

Administered Vertical Marketing System The Walmart-PenAgain marketing
channel relationship offers an example of an administered vertical markeling
system: There is no common ownership or contractual relationships, but the dom-
inant channel member controls or holds the balance of power. Because of its siz¢
and relative power, Walmart imposes controls on PenAgain. Power in a marketing
channel exists when one firm has the means or ability to dictate the actions o
another member at a different level of distribution (Exhibit 16.5). A retailer like
Walmart exercises its power over suppliers in several ways. With its rewar!
power, Walmart offers rewards, often a monetary incentive, if PenAgain will do
what Walmart wants it to do. Coercive power arises when Walmart threatens 0
punish or punishes the other channel member for not undertaking certain tasks
such as if it were to delay payment to PenAgain for a late delivery. Walmart my
also have referent power over PenAgain if the supplier desperately wants ok
associated with Walmart, because being known as an important Walmart suppli"
enables PenAgain to attract other retailers’ business. If Walmart exerts expertist
power over PenAgain, it relies on its expertise with marketing pens. Becaut
Walmart has vast information about the office supply and back-to-school markets
it can exert information power over PenAgain by providing or withholding such
important market information. Finally, legitimate power is based on getting
channel member, such as PenAgain, to behave in a certain way because of ac0"
tractual agreement between the two firms. As Walmart deals with PenAgaif
and its other suppliers, it likely exerts multiple types of power to influence thelt
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M Bases of Power

m

behaviors. If either party dislikes the way the relationship is going though, it can
simply walk away.

Contractual Vertical Marketing System Over time, Walmart and PenAgain may
formalize their relationship by entering into contracts that dictate various terms,
such as how much Walmart will buy each month and at what price, as well as the
penalties for late deliveries. In contractual vertical marketing systems like this,
independent firms at different levels of the marketing channel join through con-
tracts to obtain economies of scale and coordination and to reduce conflict.®
Franchising is the most common type of contractual vertical marketing
system. Franchising is a contractual agreement between a franchisor and a fran-
chisee that allows the franchisee to operate a retail outlet using a name and format
developed and supported by the franchisor. Exhibit 16.6 lists the United States’

DENEHE SR  Top 10 Franchises for 2014

i

1 Anytime Fitness $56.3K-353 9K -1,
Fitness Center ol
2 Hampton Hotels 1942 $3.7M-13 52M
Midprice Hotels
3 Subway a121 $85.69K-262 85K |
Subs, salads |
—
4 Supercuts 2324 $108.75K-203 6K
Hair Salon
5 Jimmy John's Gourmet Sandwiches 1872 $300 5K-489 5K *
Gourmet Sandwiches 2 !
6 7-Eleven Inc 50844 $30.79K-163M
Convenience Stores
7 Servpro 1614 $134BK-18344K &
Insurance/disaster restoration |
and cleaning 7 ;'
8 Denny's Inc 1697 $117M-2.4M
Family Restaurant
9 Pizza Hut Inc 14357 $297K-21M
Pizza, pasta, wings .
10 Dunkin Donuts 10862 $294K-1.51M
Coffee shop

Soures T
vource Entrepreneur’s 2014 Franchise 500, www entrepreneurcom

Legitimate
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American Apparel represents

3 ~tical marketing
a corporate vertical marxketing
system because it manulac-
system because
tures its own products and

s retarl etorec

operates its own retail stores
perates

SECTION six VALUE DELIVERY: DESIUIVIHU

top franchise opportunities. These rankings, determj,,
by Entrepreneur magazine, are created using 5 “Umb;.
of objective measures such as financial strength, Sty
ity, growth rate, and size of the franchise system®

In a franchise contract, the franchisee pays I
sum plus a royalty on all sales in return for the right{;
operate a business in a specific location. The franchi,
also agrees to operate the outlet in accordance wity the
procedures prescribed by the franchisor. The franchjg,,
typically provides assistance in locating and builgj,
the business, developing the products or services s
management training, and advertising. To maintain fhe,
franchisee’s reputation, the franchisor also makes sy,
that all outlets provide the same quality of services zng
products.

A franchise system combines the entrepreneurial advantages of OWning ;
business with the efficiencies of vertical marketing systems that function unde
single ownership (i.e., a corporate system, as we discuss next). Franchisees
motivated to make their stores successful because they receive the profits afty
they pay the royalty to the franchisor. The franchisor is motivated to develop ney
products, services, and systems and to promote the franchise because it receives
royalties on all sales. Advertising, product development, and system developmen
are all done efficiently by the franchisor, with costs shared by all franchisees.

Corporate Vertical Marketing System In a corporate vertical marketing systen,
the parent company has complete control and can dictate the priorities and objec-
tives of the marketing channel because it owns multiple segments of the channe|,
such as manufacturing plants, warehouse facilities, and retail outlets. By virtue of
its ownership and resulting control, potential conflict among segments of the
channel is lessened.

American Apparel, a clothing manufacturer based in Los Angeles, California,
represents a corporate vertical marketing system because it manufactures its own
products rather than having contractual relationships with other firms, and i
operates its own retail stores selling T-shirts and other men’s and women's sports-
wear. With this corporate ownership structure, it is able to bring fashion-sensitive
items from the idea stage to market in a very short time.

Managing Marketing Channels and Supply Chains through

Strategic Relationships

There is more to managing marketing channels and supply chains than simply

exercising power over other members in an administered system or establishinga
. — contractual or corporate vertical marketing system

—*Hl H“ {k There is also a human side.

In a conventional marketing channel, relatior
ships between members reflect their arguments over
the split of the profit pie: If one party gets ahead, the
other party falls behind. Sometimes this type of trans
action is acceptable if the parties have no interestin
long-term relationship. If Walmart believes that
PenAgain’s ergonomic pens are just a short-term fad.
it may only be interested in purchasing once. In tha!
case, it might seek to get the best one-time price it c%
even if doing so means that PenAgain will make vert
little money and therefore might not want to sell o ¢
Walmart again.
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More frequently, firms seek a strategic relationship, also called a partner-
ing relationship, in which the marketing channel members are committed to
maintaining the relationship over the long term and investing in opportunities
that are mutually beneficial. In a conventional or administered marketing chan-
nel, there are significant incentives to establish a strategic relationship, even
without contracts or ownership relationships. Both parties benefit because the
size of the profit pie has increased, so both the buyer and the seller increase
their sales and profits. These strategic relationships are created explicitly to un-
cover and exploit joint opportunities, so members depend on and trust each
other heavily; share goals and agree on how to accomplish those goals; and are
willing to take risks, share confidential information, and make significant
investments for the sake of the relationship. Successful strategic relationships

require mutual trust, open communication, common goals, interdependence,
and credible commitments.

Mutual Trust Mutual trust holds a strategic relationship together. Trust is the
belief that a partner is honest (i.e., reliable, stands by its word, sincere, fulfills obli-
gations) and benevolent (i.e., concerned about the other party’s welfare). When
vendors and buyers trust each other, they are more willing to share relevant ideas,
clarify goals and problems, and communicate efficiently. Information shared be-
tween the parties, such as inventory positions in stores, thus becomes increasingly
comprehensive, accurate, and timely.

With trust, there’s also less need for the supply chain members to constantly
monitor and check up on each other’s actions, because each believes the other
won't take advantage, even if given the opportunity. Although it is important in
all relationships, monitoring supply chain members becomes particularly perti-
nent when suppliers are located in less developed countries, where issues such as
the use of child labor, poor working conditions, and below-subsistence wages
have become a shared responsibility. Ethical and Societal Dilemma 16.1 highlights
how Apple has both stumbled in this responsibility and changed its practices to
improve its dedication to ethical choices.

Open Communication To share information, develop sales forecasts together, and
coordinate deliveries, Walmart and its suppliers maintain open and honest com-
munication. This maintenance may sound easy in principle, but some businesses
don’t tend to share information with their business partners. But open, honest
communication is a key to developing successful relationships because supply
chain members need to understand what is driving each other’s business, their
roles in the relationship, each firm'’s strategies, and any problems that arise over
the course of the relationship.

Common Goals Supply chain members must have common goals for a success-
ful relationship to develop. Shared goals give both members of the relationship
an incentive to pool their strengths and abilities and exploit potential opportu-
nities together. Such commonality also offers an assurance that the other part-
ner won’t do anything to hinder the achievement of those goals within the
relationship.

Walmart and its suppliers recognize that it is in their common interest to be
strategic partners. Walmart needs its suppliers to satisfy its customers, and those
manufacturers recognize that if they can keep Walmart happy, they will have more
than enough business for years to come. With common goals, both firms have an
incentive to cooperate, because they know that by doing so,-both can boost sales.
If Walmart needs a special production run of pens to meet demand for back-to-
school buyers, PenAgain will work to meet the challenge. If PenAgain has diffi-
culty financing its inventory, it is in Walmart’s best interest to help it, because they
are committed to the same goals in the long run.

Ul



O Ethical & Societal Dilemma 16.1

Do Customers Care More about the Newest ipy,
or about Working Conditions in China?i One

An iPad user reading a recent issue of The New York Times
on his or her tablet might have suffered a strange sense of
guilt. The newspaper published reports of labor abuses that
seemingly run rampant in the Chinese factories responsible
for producing Apple’s most popular products. These in-depth
reports cataloged a long list of failures: the presence of child
workers, more than 12-hour shifts, regular workweeks of
longer than 60 hours, workers housed in tiny dormitories
with approximately 20 people limited to three rooms, allega-
tions of suicides, and lax safety standards that have led to
fatal explosions.

The reports focus mostly on a Foxconn factory in Chengdu,
in southwestern China, that manufactures iPhones and iPads.
An explosion caused by insufficient ventilation of aluminum
dust (created when the cases for the gadgets are polished) in
May 2011 killed four workers. A similar explosion followed six
months later at another factory. The ensuing investigations by
The New York Times revealed multiple other violations of the
code of conduct that Apple has established for its suppliers.

With this code of conduct, as well as the frequent audits it
performs, Apple asserts that it is doing the best that it can to
ensure its suppliers live up to reasonable standards and fair
labor practices. An anonymous former Apple executive as-
serts, “There is a genuine, companywide commitment to the

hough Apple attempts to monitor its channel partners' behavior with
ard to labor issues, sometimes abuses fall through the cracks.

code of conduct.” Yet abuses continue, as Apple’s own -

rate responsibility reports reveal. Audits show that S::;”
supply companies continue to engage in labor practices ;-
violate the code, with few punishments or changes to the c.fr
ply chain. e

Part of the reason stems from Apple’s need for Secregy~
once it finds a supply partner that can manufacturer it high.
tech gadgets, it wants to maintain that relationship to ayy4
any leakage of innovation information. So even if a supyj;
violates the code again and again, Apple is unlikely to switch

Furthermore, Apple’'s focus on innovation means tha
must work constantly to come up with new ideas and prog.
ucts, which it needs to produce quickly and in sufficient quan,
tities to keep customers happy. This demanding supply chan
leaves little room for flexibility. When Apple says it neegs 1
million products, then its supplier is going to do whatever ¢
takes to get those products ready in time. The code of condy
might ask that factory workers be limited to 60-hour work
weeks, but in truth, Apple is asking the factories to keep rn
ning all day, every day, to make the order In fact an
investigation by the Fair Labor Association in late 2013 foung
that while working conditions are improving, Foxconn facilties
continue to require their workers to exceed the legal limits for
overtime hours.

To keep its costs low. Apple also offers very
slim profit margins to suppliers. In turn, these
factories aim to reduce their own costs A
other Apple supplier thus began using a toxic
chemical, instead of rubbing alcohol, to polish
the screens of iPhones, because the chemica
dries faster But it exposes workers to the
threat of paralysis and nerve damage

The primary reason for these labor abuses
may come only at the end of the supply chain-
the consumer. A survey of Apple consumers
showed that only 2 percent of them recog
nized labor issues as a concern. In a remark
ably succinct summary of the challenge
another anonymous Apple executive asserted
“You can either manufacture in comfortable
worker-friendly factories, or you can reinvent
the product every year, and make it better a0
faster and cheaper, which requires factories
that seem harsh by American standards An¢
right now, customers care more about a new
iPhone than working conditions in China’

Interdependence When supply chain members view their goals and ultima
success as intricately linked, they develop deeper long-term relationships. Intet®
pendence between supply chain members that is based on mutual benefitsislfe?' H
to developing and sustaining the relationship.'® Walmart’s suppliers recog!}'z" :
that without Walmart, their sales would be significantly less. Although certd i“‘l .
the more powerful member of the supply chain, Walmart also recognizes " &
can depend on these suppliers to be a dependable source of supply, thus end? &
it to have a very efficient marketing channel.
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credible Commitments Successful relationships develop because both parties
make credible commitments to, or tangible investments in, the relationship. These
commitments go beyond just making the hollow statement, “I want to be your
partner”,- they involve spending money to improve the products or services pro-
vided to the customer and on information technology to improve supply chain ef-
ficiency." As our chapter opener described, Amazon and P&G have worked closely
to set up their Vendor Flex program, enabling Amazon to operate fulfillment cen-
ters within P&G’s own warehouses and thereby lower transportation expenses.
Similar to many other elements of marketing, managing the marketing chan-
nel can seem like an easy task at first glance: Put the right merchandise in the right
place at the right time. But the various elements and actors involved in a market-
ing channel create its unique and compelling complexities and require firms to
work carefully to ensure they are achieving the most efficient and effective chain
ossible. We now turn our attention to how information and merchandise flow
through marketing channels.

CHECK YOURSELF

1. What is the difference between an indirect and a direct marketing channel?

2. What are the differences among the three types of vertical marketing |
systems?

3. How do firms develop strong strategic partnerships with their marketing
channel partners?

MAKING INFORMATION FLOW Describe the flow of in-

formation and merchan-

TH ROUGH MARKETING CHANNELS dise in the marketing

channel.

Information flows from the customer to stores, to and from distribution centers,
possibly to and from wholesalers, to and from product manufacturers, and then
on to the producers of any components and the suppliers of raw materials. To
simplify our discussion—and because information flows are similar in other mar-
keting channel links and B2B channels—we shorten the supply chain in this sec-
tion to exclude wholesalers as well as the link from suppliers to manufacturers.
Exhibit 16.7 illustrates the flow of information that starts when a customer buys a
Sony HDTV at Best Buy. The flow follows these steps:

Flow 1 (Customer to Store): The sales associate at Best Buy scans the Universal
Product Code (UPC) tag on the HDTV packaging, and the customer receives
a receipt. The UPC tag is the black-and-white bar code found on most
merchandise. It contains a 13-digit code that indicates the manufacturer of
the item, a description of the item, information about special packaging,

and special promotions.'? In the future, RFID tags, discussed later in this
chapter, may replace UPC tags.

Flow 2 (Store to Buyer): The point-of-sale (POS) terminal records the purchase
information and electronically sends it to the buyer at Best Buy's corporate
office. The sales information is incorporated into an inventory management
system and used to monitor and analyze sales and decide to reorder more
HDTVs, change a price, or plan a promotion. Buyers also send information
to stores about overall sales for the chain, ways to display the merchandise,
upcoming promotions, and so on.

Flow 3 (Buyer to Manufacturer): The purchase information from each Best
Buy store is typically aggregated by the retailer as a whole, which creates an
order for new merchandise and sends it to Sony. The buyer at Best Buy may
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Customer

~ Distribution
center

also communicate directly with Sony to get information and negotiate prices,
shipping dates, promotional events, or other merchandise-related issues.

Flow 4 (Store to Manufacturer): In some situations, the sales transaction data
are sent directly from the store to the manufacturer, and the manufacturer
decides when to ship more merchandise to the distribution centers and the

The flow of information starts when the UPC tag is
scanned at the point-of-purchase

stores. In other situations, especially when merchandise is reor-
dered frequently, the ordering process is done automatically,
bypassing the buyers. By working together, the retailer and
manufacturer can better satisfy customer needs.

Flow 5 (Store to Distribution Center): Stores also communicate
with the Best Buy distribution center to coordinate deliveries
and check inventory status. When the store inventory dropsto
a specified level, more HDTVs are shipped to the store, and the
shipment information is sent to the Best Buy computer system.

Flow 6 (Manufacturer to Distribution Center and Buyer):
When the manufacturer ships the HDTVs to the Best Buy dis-
tribution center, it sends an advanced shipping notice to the
distribution centers. An advanced shipping notice (ASN)isan
electronic document that the supplier sends the retailer inad:
vance of a shipment to tell the retailer exactly what to expedit
the shipment. The center then makes appointments for trucks
to make the delivery at a specific time, date, and loading dock
When the shipment is received at the distribution center, the
buyer is notified and authorizes payment to the vendor

=

o

Data Warehouse

Purchase data collected at the point of sale (information
2 in Exhibit 16.7) goes into a huge database known asa¢
warehouse, similar to those described in Chapter 10-©
the data warehouse, the CEO can learn not only
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corporation is generally doing but also look at the data aggregated by quarter
for a merchandise division, a region of the country, or the total corporation. A
buyer may be more interested in a particular manufacturer in a certain store on
a particular day. Analysts from various levels of the retail operation extract in-
formation from the data warehouse to make a plethora of marketing decisions
about developing and replenishing merchandise assortments.

In some cases, manufacturers also have access to this data warehouse. They
communicate with retailers by using electronic data interchange (EDI) and supply
chain systems known as vendor-managed inventory.

In information flows 3, 4, and 6 in Exhibit 16.7, the retailer and manufacturer
exchange business documents through EDI. Electronic data interchange (EDD) is
the computer-to-computer exchange of business documents from a retailer to a
vendor and back. In addition to sales data, purchase orders, invoices, and data
about returned merchandise can be transmitted back and forth. With EDI, vendors
can transmit information about on-hand inventory status, vendor promotions,
and cost changes to the retailer, as well as information about purchase order
changes, order status, retail prices, and transportation routings. Thus EDI enables
channel members to communicate more quickly and with fewer errors than in the
past, ensuring that merchandise moves from vendors to retailers more quickly.

Vendor-managed inventory (VMI) is an approach for improving marketing
channel efficiency in which the manufacturer is responsible for maintaining the
retailer’s inventory levels in each of its stores.!” By sharing the data in the retailer’s
data warehouse and communicating that information via EDI, the manufacturer
automatically sends merchandise to the retailer’s store or distribution or fulfill-
ment center when the inventory at the store reaches a prespecified level.1

In ideal conditions, the manufacturer replenishes inventories in quantities
that meet the retailer’s immediate demand, reducing stockouts with minimal
inventory. In addition to providing a better match between retail demand and
supply, VMI can reduce the vendor’s and the retailer’s costs. Manufacturer
salespeople no longer need to spend time generating orders on items that are
already in the stores, and their role shifts to selling new items and maintaining
relationships. Retail buyers and planners no longer need to monitor inventory
levels and place orders.

CHECK YOURSELF

| 1. What are the marketing channel links associated with each information
| flow?

2. How do marketing channel members use data warehouses to make |

decisions? \
3. What is EDI and how is it used?

j 4. Why do some marketing channels use VMI, while others do not?

| -

MAKING MERCHANDISE FLOW
THROUGH MARKETING CHANNELS

Exhibit 16.8 illustrates different types of merchandise flows:

L. Sony to Best Buy’s distribution centers, or
2. Sony directly to stores.
3. If the merchandise goes through distribution centers, it is then shipped to stores,

4 and then to the customer.
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Making merchandise flow involves first deciding whether the merchandis,
will go from the manufacturer to a retailer’s distribution center or directly on
stores. Once in a distribution center, multiple activities take place before it i

shipped on to a store.

Distribution Centers versus Direct Store Delivery

As indicated in Exhibit 16.8, manufacturers can ship merchandise directly toare-
tailer’s stores—direct store delivery (flow 2)—or to their distribution centers (flow 1)
Although manufacturers and retailers may collaborate, the ultimate decision is
usually up to the retailer and depends on the characteristics of the merchandise
and the nature of demand. To determine which distribution system—distribution
centers or direct store delivery—is better, retailers consider the total cost associ
ated with each alternative and the customer service criterion of having the right
merchandise at the store when the customer wants to buy it.
There are several advantages to using a distribution center:

¢ More accurate sales forecasts are possible when retailers combine forecasts
for many stores serviced by one distribution center rather than doing a
forecast for each store. Consider a set of 50 Target stores, serviced by a single
distribution center that each carries Michael Graves toasters. Each store
normally stocks 5 units for a total of 250 units in the system. By carrying
the item at each store, the retailer must develop individual forecasts, each
with the possibility of errors that could result in either too much or too
little merchandise. Alternatively, by delivering most of the inventory toa
distribution center and feeding the stores merchandise as they need it, the
effects of forecast errors for the individual stores are minimized, and less
backup inventory is needed to prevent stockouts.

¢ Distribution centers enable the retailer to carry less merchandise in the
individual stores, which results in lower inventory investments systemwide.
If the stores get frequent deliveries from the distribution center, they need to
carry relatively less extra merchandise as backup stock.

* Itis easier to avoid running out of stock or having too much stock in any
particular store because merchandise is ordered from the distribution center
as needed.
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. Retail store space is typically much more expensive than space at a distribution
center, and distribution centers are better equipped than stores to prepare
merchandise for sale. As a result, many retailers find it cost effective to store
merchandise and get it ready for sale at a distribution center rather than in
individual stores.

But distribution centers aren’t appropriate for all retailers. If a retailer has only
a few outlets, the expense of a distribution center is probably unwarranted. Also,
if many outlets are concentrated in metropolitan areas, merchandise can be consol-
idated and delivered by the vendor directly to all the stores in one area economi-
cally. Direct store delivery gets merchandise to the stores faster and thus is used
for perishable goods (meat and produce), items that help create the retailer’s im-
age of being the first to sell the latest product (e.g., video games), or fads. Finally,
some manufacturers provide direct store delivery for retailers to ensure that their
roducts are on the store’s shelves, properly displayed, and fresh. For example,
employees delivering Frito-Lay snacks directly to supermarkets replace products
that have been on the shelf too long and are stale, replenish products that have
been sold, and arrange products so they are neatly displayed.
Superior Service 16.1 explores how the two retail giants Amazon and Walmart
are vying to win the same-day grocery delivery battle.

The Distribution (or Fulfillment) Center

The distribution center performs the following activities: management of inbound
transportation; receiving and checking; storing, and cross-docking; getting mer-
chandise floor ready; ticketing and marking; preparing to ship merchandise to
store; and shipping merchandise to stores. Fulfillment centers perform the same
functions, but because they deliver directly to customers, rather than to stores,
they do not have to get merchandise floor ready. To illustrate these activities being
undertaken in a distribution center, we’ll continue our example of Sony HDTVs
being shipped to a Best Buy distribution center.

Management of Inbound Transportation Traditionally, buyers focused their ef-
forts, when working with vendors, on developing merchandise assortments, ne-
gotiating prices, and arranging joint promotions. Now, buyers and planners are
much more involved in coordinating the physical flow of merchandise to stores.
Planners are employees responsible for the financial planning and analysis of
merchandise and its allocation to stores. The TV buyer has arranged for a truck-
load of HDTVs to be delivered to its Houston, Texas, distribution center on Mon-
day between 1:00 and 3:00 p.m. The buyer also specifies how the merchandise
should be placed on pallets for easy unloading.

The truck must arrive within the specified time because the distribution center
has all of its 100 receiving docks allocated throughout the day, and much of the
merchandise on this particular truck is going to be shipped to stores that evening.
Unfortunately, the truck was delayed in a snowstorm. The dispatcher—the person
who coordinates deliveries to the distribution center—reassigns the truck deliver-
ing the HDTV's to a Wednesday morning delivery slot and charges the firm several
hundred dollars for missing its delivery time. Although many manufacturers pay
transportation expenses, some retailers negotiate with their vendors to absorb this
expense. These retailers believe they can lower their net merchandise cost and
better control merchandise flow if they negotiate directly with trucking companies
and consolidate shipments from many vendors.

Receiving and Checking Using UPC or RFID Receiving is the process of record-
ing the receipt of merchandise as it arrives at a distribution center. Checking is the
process of going through the goods upon receipt to make sure they arrived un-
damaged and that the merchandise ordered was the merchandise received.
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Superior Service 16.1

Amazon has more than 89 fulfillment cen-
ters, with more to come. The complex ma-
chinery and supply chain mechanisms
allow Amazon to ship out products in less
than 2.5 hours from the time a customer
clicks "Place Your Order” Yet, fulfillment
center teams are always working to de-
velop innovative ways to cut the tme down
even further In addition to warehouse
speed. these centers excel in proximity
Amazon has spent billions building centers
closer and closer to customers.

Now Amazon is expanding its grocery
delivery business, AmazonFresh. Previously
available only in Seattle, Amazon sees
AmazonFresh as the future of shopping
Customers can get whatever they want,
whenever they want, wherever they want,
and as fast as they demand it. During a
recent launch in Los Angeles, customers
enjoyed free trials of PrimeFresh, the up-
graded version of Amazon Prime, including
free shipping of products and free delivery of groceries for
orders over $35. In both Los Angeles and Seattle, Amazon
maintains a fleet of Fresh trucks that deliver everything from
full-course meals to chocolate from local merchants. As Ama-
zon evolves into a same-day delivery service, its fleet could
become yet another competitive advantage.

Yet AmazonFresh remains a challenge, mainly because of
the differences associated with grocery products: It cannot
ship milk the same way it ships diapers. Despite the tremen-
dous logistical and economic hurdles to creating a same-day
delivery service, Amazon hopes to expand its grocery custom-
ers and turn monthly customers to weekly or even twice
weekly buyers.

In Mexico, Walmart has achieved the goal of same-day
grocery delivery, where Superama, its high-end grocery
chain, delivers groceries in as little as three hours. When
Superama first began home delivery in 1993, managers
would take orders by telephone or fax. As volume increased,
it created a web page and then a mobile application that to-
day accounts for approximately 20 percent of Superama’s
online orders. Such e-commerce has been a success, though

Walmart also uses portable credit card terminals to limit cus-
tomers’ perceptions of the risk of typing in their card infor-
mation online

Who Wil Win the Same-Day Grocery Delivery ;.
Amazon or Walmart?"

Walmart's Superama can profitably deliver grocerre
the cost of doing so is much lower than in the United States

Ny . L

Much of this delivery success in Mexico is a result of the
nation's densely populated urban areas. Demand is highest in
Mexico City, which also accounts for much of Mexica's wealth
Due to traffic congestion and more dual-income famiies, de-
mand for grocery deliveries is high. most of the deliveries are
made by freelance drivers who get $1.50 per delivery using
their own transportation, rather than relying on a fleet of
Wialmart-owned trucks.

Walmart is betting big on the Mexican market as a "detona-
tor for growth” and seeks to triple the number of stores offer-
ing grocery delivery in Mexico within a year. Superamas
target market is households with income of $3000 a month
or 35 percent of the nation’s population. As one of Walmarts
largest foreign markets, Mexico contributes $27 billion (or 6 per-
cent) to the retailer's annual sales. Superama also has helped
Walmart dominate the market (92 percent share) for online
grocery shopping in Mexico.

Thus two retail giants have staked their claims, relying on
their distinct capabilities. Considering the delivery cost advar |
tages in Mexico and Amazon's head start in the United States,
can Walmart catch its Internet-only rival in the US. same-day
grocery delivery market? And just as important, how much
does it need to do so?

In the past, checking merchandise was a very labor-intensive and timée
consuming process. Today, however, many distribution systems using EDI
signed to minimize, if not eliminate, these processes. The advance shippin
(ASN) tells the distribution center what should be in each carton. A UPC

radio frequency identification (RFID) tag on the shipping carton that identifié
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carton’s contents is scanned and automatically counted
25 it is being received and checked. Radio frequency
identification (RFID) tags are tiny computer chips that
automatically transmit to a special scanner all the infor-
mation about a container’s contents or individual prod-
ucts. Approximately as large as a pinhead, these RFID
tags consist of an antenna and a chip that contains an
electronic product code that stores far more information
about a product than bar (UPC) codes can. The tags also
act as passive tracking devices, signaling their presence
over a radio frequency when they pass within a few yards
of a special scanner. The tags have long been used in
high-cost applications, such as automated highway toll
systems and security identification badges. As the cost of
the tags and implementation technology has decreased, their uses have become
more prevalent in retail supply chain applications.

Storing and Cross-Docking After the merchandise is received and checked, it is ei-
ther stored or cross-docked. When merchandise is stored, the cartons are transported
by a conveyor system and forklift trucks to racks that go from the distribution cen-
ter’s floor to its ceiling. Then, when the merchandise is needed in the stores, a forklift
driver or a robot goes to the rack, picks up the carton, and places it on a conveyor
system that routes the carton to the loading dock of a truck going to the store.

Using a cross-docking distribution center, merchandise cartons are prepack-
aged by the vendor for a specific store. The UPC or RFID labels on the carton indi-
cate the store to which it is to be sent. The vendor also may affix price tags to each
item in the carton. Because the merchandise is ready for sale, it is placed on a
conveyor system that routes it from the unloading dock at which it was received
to the loading dock for the truck going to the specific store—hence the name cross-
docked. The cartons are routed on the conveyor system automatically by sensors
that read the UPC or RFID label on the cartons. Cross-docked merchandise is in
the distribution center only for a few hours before it is shipped to the stores.

Merchandise sales rate and degree of perishability or fashionability typically
determine whether cartons are cross-docked or stored. For instance, because
Sony’s HDTVs sell so quickly, it is in Best Buy’s interest not to store them in a
distribution center. Similarly, cross-docking is preferable for fashion apparel or
perishable meat or produce.

Getting Merchandise Floor-Ready For some merchandise, additional tasks are
undertaken in the distribution center to make the merchandise floor-ready. Floor-
ready merchandise is merchandise that is ready to be placed on the selling floor.
Getting merchandise floor-ready entails ticketing, marking, and, in the case of
some apparel, placing garments on hangers (or maybe attaching RFID chips). For
the U.K.-based grocery chain Tesco, it is essential that products ship in ready-to-
sell units so that it has little manipulation or sorting to do at the distribution center
or in the stores. To move the store-ready merchandise it receives from suppliers
quickly into the store, Tesco demands that products sit on roll cages rather than
pallets. Then, store employees can easily wheel them onto the retail floor. The
stores” backrooms only have two or three days’ worth of backup inventory, and it
isimportant to keep inventory levels low and receive lots of small, accurate deliv-
eries from its suppliers—which also helps cut costs."®

licketing and marking refers to affixing price and identification labels to the
merchandise. It is more efficient for a retailer to perform these activities at a distri-
bution center than in its stores. In a distribution center, an area can be set aside and
a process implemented to efficiently add labels and put apparel on hangers. Con-
versely, getting merchandise floor-ready in stores can block aisles and divert sales
people’s attention from their customers. An even better approach from the retailer’s
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Walmart speeds merchandise
from its distribution centers to
stores
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the manufacture of another product or for sale when the customer wants it. The
penefits of a JIT system include reduced lead time (the amount of time between
the recognition that an order needs to be placed and the arrival of the needed mer-
chandise at the seller’s store and is available for sale), increased product availabil-
ity, and lower inventory investment.!®

Reduced Lead Time By eliminating the need for paper transactions, the EDI in
the JIT systems reduces lead time. Even better, the shorter lead times further re-
duce the need for inventory, because the shorter the lead time, the easier it is for
the retailer to forecast its demand.

Increased Product Availability and Lower Inventory Investment In general, as a
firm’s ability to satisfy customer demand by having stock on hand increases, so
does its inventory investment; that is, it needs to keep more backup inventory in
stock. But with JIT, the ability to satisfy demand can actually increase while inven-
tory decreases. Because a firm like American Apparel can make purchase commit-
ments or produce merchandise closer to the time of sale, its own inventory
investment is reduced. American Apparel needs less inventory because it’s getting
less merchandise in each order but receiving those shipments more often. Because
firms using JIT order merchandise to cover shorter-term demand, their inventory
is reduced even further.

The ability to satisfy customer demand by keeping merchandise in stock also
increases in JIT systems as a result of the more frequent shipments. For instance, if
an American Apparel store runs low on a medium-sized, red T-shirt, its JIT system
ensures a shorter lead time than those of more traditional retailers. As a result, it is
less likely that the American Apparel store will be out of stock for its customers

before the next T-shirt shipment arrives.

Costs of a JIT System Although firms achieve great benefits from a JIT system, it
is not without its costs. The distribution function becomes much more compli-
cated with more frequent deliveries. With greater order frequency also come
smaller orders, which are more expensive to transport and more difficult to coor-
dinate. Therefore, JIT systems require a strong commitment by the firm and its
vendors to cooperate, share data, and develop systems.

For more on JIT inventory systems, see the end-of-chapter case, “Zara Delivers
Fast Fashion.”
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it with special labeling, garrnents
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1. Which of the following is NOT one of the activities Cynthia’s Boutique receives ey,
. carried on in a distribution center? chandise.
‘! a. Coordinating inbound transportation a. floor-ready
] b. Receiving, checking, storing, and cross- b. repurposed
. docking c. just-in-time
‘{ c. Distributing paychecks and paystubs for d. quick response
retail employees e. horizontal channel

i d. Getting merchandise floor ready

b . Answers to these two questions can be fo
e. Coordinating outbound transportation (o 4 .

page 652.)

2. When Cynthia’s Boutique receives dresses, they
already have price tags and are on hangers.

. Zappos.com, an online shoe seller, has received manages its supply chain. Visit Inditex’s websife
praise for its stellar supply chain management. (http:/ /www.inditex.com) and go to “Sustainabil
Go to http://about.zappos.com/zappos-story/ ity,” then review the company’s commitment fo
fulfillment-facility, read the “In the Beginning,” sustainable management, particularly the section

“Looking Ahead,” and “Customer Testimonial” that pertains to its Suppliers and the Code of Con- ‘

‘ sections, and see how a shoe ultimately reaches the duct for its suppliers. Considering the discussion ‘
| customer. How does its fulfillment center enable in this chapter about strategic relationships, how
‘ Zappos to adhere to its marketing communications does Inditex address the factors necessary for mu-
message and provide excellent customer service? tually beneficial partnerships, according to its code

?
2. The case study for this chapter examines how Zara KR CORENSCE

International, a division of Inditex, successfully

Chapter Case Study = COfm

ZARA DELIVERS FAST FASHION"

In the fast fashion retail business strategy, supply chain management processes

L serve to introduce fashionable merchandise rapidly, such that stores can respond

| immediately to customer demand for merchandise. This was pioneered by Zara,a

. global specialty apparel chain located in La Coruna, Spain, but it also has been

| adopted by other retailers, including American Apparel, H&M (headquartered in
Sweden), TopShop (UK), and Forever 21 (United States).

| The approach is particularly effective for specialty apparel retailers that target

; fashion-conscious consumers who simply must have the latest looks—but they want

l to do so on a very limited budget. These shoppers load up on new fast fashions every

! ! few weeks, instead of purchasing a few higher-priced basics every few months.

To fit with such short cycles and meet customers’ demands, the fast fashion
process starts with the receipt of timely information from store managers. At Zara:
store managers always have their reporting devices literally in hand. These hand-
held devices, which are linked directly to the company’s corporate office in Spait
enable daily reports on what customers are buying (or not) and what they ar
asking for but not finding,.
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For example, customers might want a purple version of a pink shirt that
they see on the shop floor. Managers immediately pass the information on to
the designers in Spain. Those designers then communicate electronically with
the factory that produces fabric for shirts. This factory starts up its automated
equipment, which is run by assemblers who live in close proximity to the fac-
tory. (The undyed fabric comes from Asia, where Zara finds inexpensive
sources, and then bulk fabric ships to Spain and Portugal to be manufactured
into apparel.) The robots in the company’s 23 highly automated factories start
cutting out shirts and mixing purple dye. For final construction, a network of
300 or so small assemblers, located near the factories in Galicia, Spain, and
northern Portugal, take responsibility for making the final product. Finally, to
ensure timely delivery, the shirts get shipped by truck to stores in Europe and
by air express to stores in the rest of the world.

The Benefits of Fast Fashion for Zara

Zara’s main advantage over its competitors, such as The Gap and H&M, has re-
sulted from its highly responsive and tightly organized supply chain. Unlike these
competitors, Zara selects factory locations that are in close geographic proximity to
the company’s headquarters in Spain. Although this approach increases labor costs,
compared with outsourced production in lower-cost countries in Asia, it also im-
proves communication, reduces shipping costs and time, and reduces the time be-
fore new fashions appear in stores. It also gives Zara the flexibility to modify its
operations in one supply chain function to expedite processes in another, such as
pricing or tagging. It might hang merchandise on racks in the warehouse so that
store employees can move apparel directly from delivery to the sales floor. And it
can do all this because it maintains complete control over the entire process.
Furthermore, instead of shipping new products a few times a season, as many
of its competitors do, Zara makes deliveries to every one of its stores every few
days. The purple shirts would be in stores in two weeks—compared with the
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Zara's competitive advantage in
specialty apparel retailing is
based on its efficient supply
chain that delivers fashionable

merchandise to its stores
frequently.
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several months it would take for most department stores and other spgg
apparel stores to accomplish the same feat. Because its fast fashion syste
ensures shorter lead times, it’s less likely that any Zara store will be out of
before the next sweater shipment arrives. Limiting the stock in stores even
create a sense of scarcity among its customers. If they don’t buy now, the it
might not be available next time they visit the store. By producing and shippingjy
these small quantities, Zara can quickly recover from its (rare) fashion faux pas
Finally, the efficiency of its supply chain means Zara rarely has to discoyy
merchandise that is not selling. At Zara, the number of items that end up marke
down is about half the industry average. Even with these results, Zara still may,
ages to introduce around 10,000 new designs and 40,000 new SKUs each year,

Moving Too Fast? The Negative Effects of Fast Fashion

Despite some strong signals of success—including annual growth rates of approx.
mately 20 percent in terms of sales and number of stores—Zara started to outgroy
its own strategy. By their very nature, fashion trends change rapidly and constantl
and so must the merchandise on Zara’s shop floors. Faced with disappointed cus
tomers, some sales managers ordered extra quantities of hot items, to avoid stock-
outs. Even with this attempt to circumvent the replenishment system, some stores
still suffered from stockouts, because they received fewer units than they had or
dered when overall demand exceeded inventory levels. For some items, Zara even
confronted perhaps the most frustrating scenario in a supply chain: Inventory sat
unused, eating up storage costs, at one location, even as another store desperately
pleaded for the same inventory to meet its customers’ demand.

As noted among the benefits, the company launches as many as 10,000 new
styles annually, with a range of colors and sizes, resulting in hundreds of thou-
sands of SKUs in the system. If we add in replenishment orders, which are re
ceived twice weekly, Zara’s average shipping total reached nearly 2.5 millin
items per week, all coming from the company’s distribution center. Its legendary
supply chain efficiency thus was in danger of a clogged artery.

In response, Zara has adopted some new mathematical processes that tum
human experience and mountains of data into actionable information. These mod-
els factor in store managers’ unique requests for merchandise replenishments, to-
gether with historical trends in the sales of the same item. Merchandise display
practices have been altered, such as removing all sizes of a garment from the sales
floor if a popular size is not available. This practice helps reduce customer frustra-
tion, in that they never see an item that might not be available in their size. Italso
diminishes shipping; if the medium size is unavailable, the small and large sizes
do not get shipped either. Instead, these remaining sizes head toward the stores
that still have all sizes in stock, so they can be available to customers there.

Growth, costs, market demand, and technology advances all can push retal
executives to rethink their business processes. But truly savvy managers search for
ways to optimize operations, even when business is running smoothly. As Zara
learned, current approaches will not necessarily work tomorrow. As the founder
of Zara’s corporate owner Inditex told the company’s first deputy chair and CEC,
“Once a month, come here thinking that we are near bankruptcy. You will find2

lot of things to change.”’®

Questions
1. How does an individual firm like Zara manage a supply chain? How doesit
get new products from design to store so quickly?

2. What are some of the ways that Zara’s supply chain management system ha

helped create value for its customers? Provide specific examples.

3. What challenges did Zara’s focus on supply chain efficiency create? Areal

such systems destined to suffer such “growing pains”?



