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CHAPTER 1

CHANNEL ORGANIZATION AND ANTITRUST

Conventional marketing channels comprised of independent agencies and inditutions are on the
decline. Centrally programmed vertical marketing systems have emerged as the significant form of
channel organization in the modern marketplace. Some observers estimate that these contractual and

corporate vertical marketing systems now account for as much as 85% of total retail sales'

Implicit inthis concept of avertical market sysemisthe notion that the entire channel, rather
than each condtituent firm, isthe meaningful unit of competition. Consequently, the modern channel of
distribution must be formally managed from top to bottom if it isto be maximally competitive.
Unfortunately, this practice of centralized channel management is directly at odds with the view of

channel -member independence implicit in the antitrust laws.

Traditional Channels
The traditional marketing channel, which isenvisioned by the antitrust laws, isa"provisonal

coalition of independently owned and managed ingtitutions," each of which followsits own interests with
little concern about what goes on before or after it in the distributive sequence. It isafragmented
network in which loosely aligned manufacturers, wholesalers and retail ers bargain with each other at arms
length, negotiate aggressively over terms of sale, and otherwise behave autonomoudly.™

Moreover, the autonomy of these operating unitsin conventional marketing channels often resultsin
wagteful duplication, scheduling inefficiencies and high intra-channel selling costs. In addition, the
fragmentation of the system into coalitions of small self-sufficient firmsfrequently resultsin the sacrifice

of potential scale economiesthat could be achieved by the realignment of the activitieswithin the



network. Consequently, it isnot at al surprisng that planned vertical marketing sysems are rapidly dis-
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placing conventional marketing channelsasthe d ominant mode of digtribution.

Vertica Marketing Sysems

Vertica market ing sysems seek to overcome the inherent disadvantages of autonomy. They are
centrally programmed to achieve both operating efficiencies and maximum market impact. In addition,
the entire sysemiscarefully rationalized to achieve managerial and promotio nal economiesthrough the

integration and coordination of sysem -wide marketing activities. "

Channel membersare coordinated in detail; suboptimization is checked; and entry isrigoroudy
controlled. Inthe case of contractual sysems , member ship loyalty isassured through the use of specific
agreements, and inthe case of corporate sysems , by the authority of ownership. Asaresult, the vertica
networkstend to be relatively stable. Marketing functions and tasks are routinized. Detailed negotiations
areradically reduced and are treated as part of along range plan. Moveme nt of goodsisautometic.
Activities are sandardized, and service and sdlesquality iscarefully controlled. In short the modern

digribution channel isnow centrally managed asawhole.

Obvioudy, the comparative advantage of the modern vertical ma rketing sysemliesinitsability to
capitalize on centrally programmed operations and scale economiesin both logigtical operationsand
marketing. While the traditional channel hasthe advantage of adopting to heterogeneous market
opportunity, the cogt a dvantageswork in favor of the centrally programmed vertical marketing sysem.
And where uniformity ispreferred, or at least not undesirable, the sandardized level of performance and
heightened impact achieved within vertical marketing sysemsisrarely  achieved in conventional

channels.

Corporate Sysems
Corporate sysems are often the byproduct of a genera policy of vertical  integration followed by many



firmswho are trying to free themsel ves from the limitations and uncertainties of their environment. Here,
integrated marketing ismerely part of a broad program of vertical and horizontal integration and control.
Mog mgjor oil refiners, for example, develop and protect their retail markets by integrating and
controlling retail marketing, just asthey protect and develop their sources of supply by integrating and

controlling production.

Corporate sysemsaso emergeasa  consequence of the the special digtribution needsof new hi -tech
products. The lat fifty years have seen the introduction of many complex products which require
intensve pre-purchase sales effort, and after - purchase support. Unlessthese functionsare  fully integrated

into aproduct'sdigribution, it will be difficult for it to compete with products so distributed.

On the other hand, corporate sysems are not alwaysthe best answer to the problem of coordination
and control. When the assortment o f productsrequired at the retail level isradicaly different fromthe
assortment that make sense at the manufacturing level, vertical integration may be imposs ble without
completely changing the nature of the business. For example, oil companiesand tir e companies have
integrated forward into retailing because the "discrepancy of assortments' isnot great. However, it would
not be easy for afirmlike Gates Rubber Company to integrate forward. Even though Gates makes a full
line of beltsand hoses, they would have to completely change their business were they to do so. Their
customers expect to buy hoses and beltsin an auto parts store, not a" Gates Hose and Belt Store." And of
course the typical auto partsstore carriesaradicaly different assort  ment from the line Gates now makes

and slIs--say 20,000 stock -keeping units (ku's) versus 1,000 sku'sin Gates assortment.

There are other reasonswhy corporate sysems are not alwaysthe best answer to the problem of
coordination and control. Becau se certain intermediaries specialize in one or more of the marketing flows
such assdling, physical possession, negotiation etc., their use often boils down to an economic decison
to exploit their superior efficiency or scale economiesin the perform ance of these basic marketing tasks

and functions. Variousindependent marketing intermediaries, through their experience, their



specidization, their contacts, and their scale, can often offer other channel members more than they can
achieve on their own. In such cases, the channel decisonisa"make -or-buy" decison. Should the firmdo
itsown digtribution or should it sacrifice some control in order to realize these efficiencies? Thisisthe

trade-off: cost versus control.

This"make or buy" decison isnever completely resolved. The fact isthat there seemsto bea
continuous process of divesting and reintegrating marketing functions by manufacturers or other channel
leaders. For example, in recent years, there has been atendency for certain of the  oil companiesto
eliminate independent jobbers and dealers, and to do their own wholesaling and retailing in certain key
urban markets. At the same time, B.F.Goodrich has announced that it is spinning off its 500 company
owned and operated service centers , and soon will discontinue operating retail storesentirely. ' The
reason given for both decisonsis profitability. The oil companies say that they can deal directly with the
motoris through self -serve, expressoutletsat less cost than the combined functional dis count they were
giving dedlersand jobbers. Goodrich said that they felt that smaller companiesand individual operators

could operate these "local" businesses more profitably than alarge comp  any such as Goodrich.

Contractual Sysems

Because integration through common ownershipisnot al - waysthe best way to achieve coordination
and control, independent firms at different levels often see k to integrate their programs on a contractual
bassin order to realize the systemic economies and increased market impact enjoyed by corporate
sysdems. Contractual integration occurs where the various stages of distribution are independently owned,

but where the rel ati onships between vertical ly adjacent firmsare covered by a contractual arrangement. "

Contractual integration isby far the most important form of integration. In many lines of busnessit is
the dominant form of channel organization. It isaso the form of channel organization that ismost likely

to be subjected to antitrust attack.



Contractual integration takes a variety of forms: voluntary groups, cooperative groups, franchise
sysems, etc. To asgnificant extent, channel membersin such sysemsarewillingto trade  -off some
degree of autonomy in order to gain scale economies and other efficiencies, and to increase market
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While the overhead control that can be exercised over channel membersis reduced, there are many
offsetting advantages to the contractual sysem. The financing advantage is of course obvious. In many
lines of busness, the investment at the digtributi ve level equals or exceedsthat at the manufacturing level.
In addition, the initiative that individual ownersat different levelsare likely to exercise can be epecially
important where the sale is complex asin the case of life insurance, or wherethes aeinvolvesatrade-in
asin the case of an automohile. In other cases, the escape from union labor or chain store taxes can be an
incentive to utilize locally owned channel members. In gill other cases, channel membersare willing to
work much longer ho ursand for lessreturn when they are in business for themselves, than when they are

merely employees.

Contractual Systems as Complex Organi zations

It isnow widely accepted by sudents of complex organizations that a manufacturer and his associated
wholesalers and dealers make up aloose -knit organization which isin need some degree of
interorganizational adminigration, much asisasingle corporate sysem. Moreover, asinal
organizations, some activities can best be performed centrally, while o thersare best carried out ona

decentralized, though carefully coordinated bass

Few would dispute that any given channel of distribution can improve its competitive viability if the
activitiesand flowswithinit are coordinated in an effective m anner. Although it isconceivable in certain
stuationsthat free market forces could approximete the same reault, it is more often the case that the free
functioning of marketswould entail consderable wasted effort, needless duplication, and reduced

marketing impact. Therefore, most manufacturers understand that they can often improve their market



performance by recognizing their vertical interdependence with their retailers and wholesalers, and by

coordinating the sysem's activities accordingly.

I nterorgani zation Management

Among al of the members of the channel, the manufacturer ismogt often, though not always, in the
best position to perform this adminigrative function for the contractual sysem. Thisistrue not only
because of the man ufacturer's proprietary position and technical knowledge with respect to the product,
but a0 because of the scope of hisknowledge of the larger market, and because he isthe only actor in
the sysem legally permitted to coordinate al of the others Thu s despite the separation of the ownership
of the intermediate facilities, the manufacturer will often feel compelled to devel op a series of sanctions
and controlswhich will alow the loose -knit sysemto rival the efficiencies of the vertically integrat ed
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corporate sysem, and to gain an advantage over competing sysemsthat lack this coordination.

Also, just asa high degree of interorganizational coordination isrequired within a marketing channdl if
it isgoing to have any long -run impact on the marketsit serves, o too, functional speciaizationisa
prerequisite for achieving efficient channel performance. It isthe way that scale economies and expertise
are brought to bear on the distri bution process The other sde of the coin, however, isthat thisfunctional
specialization resultsin even greater operational interdependence. And of course, thisfunctiona |
interdependence increases ill further the need for centralized coordination and adminigtration. Itisa

chain reaction.

Moreover, in order to inditute effective interorgani zation management, and to expl it the
advantages of functional specializatio n, the exercise of power isanecessary predicate. Without power,
few of the advantages of the corporate sysem could by captured by the contractual sysem. And yet,there
are 9gnificant congraintsin place which limit the manner in which power may beemp loyed inthe
contractual marketing syssem. Some of the condraintsare legal while othersderive from the fact that a

heavy handed exercise of power can cause channel membersto withdraw from the sysem or to withhold



their full and enthusagtic participat ionin the joint enterprise. Long ago, McVey noted that independent
middlemen are in businessfor themselves, not for manufacturers. They do not function solely as member
components of adigtribution system, but rather they act intheir owninteres _-- each one choosng those
products and suppliersthat best help him serve the target groups for whom he actsasa " purchasing

agent."”

Interdependency and Conflict

Anytime there isan interdependency relationship, the seeds of conflict are ever present. And of course,
conflicts can and do take place within distribution channels over how much inventory should be carried
by various mem bers who hasthe right to represent a particular product within a given territory, whether
pricesare being maintained at reasonable levels, why distributors and deal ers are sometimes bypassed via
direct salling, etc.™ In fact, most of the antitrust activity directed at contractual channels arises from these
internal channel conflicts Thisistrue of public aswell asprivate cases. Thusa central task in
interorganization management isto seek waysto manage conflict... to keep conflict from becoming

dysfunctional, to keep it from going public or destroying the sysem.

Inherent in all channels comprised of independently owned members  isthe problem of
suboptimization. Asthe McVey article quoted above notes, thereisatendency for intermediariesto
pursue their own interests, even at the expense of sysem interests. The resulting subopti mizing behavior
servesto undermine the competi tive viability of the total interorganization network. Thusthe problem for
the actorswithin any distribution network isto develop a set of arrangementsthat will minimize
suboptimization by individual channel members. Only then will it behave asaverti cal sysem. Thisisthe
function of the various vertical marketing restrictionsimposed on channel members by the sysem

"adminigrator.” It isalso a source of much antitrugt litigation.

Inal sysemsin which the partiesmust cooperate in order to  achieve an common end, it isimperative

for the effective functioning of the sysem that the role which each party isto play within the sysem be



well understood and clearly defined. In fact, within any distribution sysem, channel members must come
to some agreement on the "domain" of each. This"domain agreement" includesall of those mutual
understandings regarding the cusomersto be served, the territoriesto be covered, and the functions or

xiii

activitiesto be performed by each component of the system.

Channels as Organi zations

Although ¢ hannels are not often as "formalized" as other complex organizations, they approach such
formalizati on through the adoption of rulesand the specification of duties. In fact, within any formal
contractual channel sysem, postionsand dutiesmust befairly well ordered and defined, and
relationships must be ingitutiona lized. These explicit rulesand policiesregarding delivery, billing, order
sze, gandardization, customer care, and the like are the critical vehiclesthat permit  routinization and lead

to the formation of what Alderson hastermed "organized behavior sysems”

To summarize, if these contractual marketing sysemsfollow theusu @ dictates of organization theory,
onewould expect themto develop systems of authority which will allow themto assign rolesand
domains, and to resolve conflicts. Thusin order to organize and manage the resources of adigtribution
channel, it may be necessary to develop power centerswithin the syssem. But, at the ssme time, this

essential power remains anathema to the antitrust laws. Thisisthe core of the policy dilemma.

Inall channels comprised of independent firms, the straintoward a utonomy must always be juxtaposed
to the need to cooperate. It isunnatural, and perhaps even undesirable, for the law to expect the highly
interdependent firmsin a vertical marketing sysem to act independently. Hence, the problem for public
policy isto accommodate thisinter dependence while preserving those areas of independence that keep the

marketing sysem vital and responsve to the consumer interest.



Channels of Digribution as Markets

Antitrust law isexplicitly based on an economic view of market behavior. It uses economic analys's,
as opposed to organization theory, to determine whether, and how various structures and arrangements
will affect the public interest. There are other interests present, but the overriding purpose of antitrust
enforcement isto maintain competition asthe principal regulator of busness behavior, channel's of
digribution included. The sections of the Sherman and Clayton Acts dealing with vertical channel
relationships clearly reflect thistradition. The key sections are concerned with "restraints of trade" and the
"lessening of competition." The difficulty isthat this"economic" view is dramatically at oddswith the
organizational imperatives jus discu ssed. Effective vertica marketing sysems require that competition

between individual channel members be restrained for the good of the whole system.

Economic theory views the relationshi ps between level s of distribution primarily asrelationships
between buyersand sl ers, i.e., asmarket relationships And of course in acompetitive market, these
vertical relationships should be governed by the interaction of supply and demand. Moreover, if one
assumes that these vertical markets are competitive, or should be, no single buyer or seller should be able
to influence price. No participant should stand in any significant relationship to any other. Relationships
should be arms -length. Power isto be completely absent. Each participant isto be free from  the power or
influence of any other.™ No one should be compelled to act againg hisown s €f interest, narrowly

defined.

Power and Dependency

Of course, we know thisto be an unredligtic view of the modern channel stuation. It completely
ignoresthe near universal conditions of mutual dependency and concomitant power relations, which
severely limit and possibly even disqualifies the market mechanism as the appropriate model for guiding

public policy inthisarea. The typical digributive market isclearly imperfectly competitive. Each



imperfection partially frees digtributorsand manufac turersfrom market condraints To the extent that

they are thusfreed, they will have bargaining power over those with whom they dedl. Thus a

manufacturer who has created consumer preference for his brands enjoysa bargaining advantage in his
dealingswi th digributors. A dealer who benefits from consumer habit and from location is strengthened

in hisrelations with wholesalers. And so it goes. Even, monopoligtic and oligopoligtic elementsin
horizontal competition add uncertaintiesto vertical relationsh ipsand cause their outcome to rest in part on
relative bargaining strength. ™ Furthermor e, the increase in size associated with mass distribution addsto

the importance of bargaining power.

These conditions of dependency and control, so characterigtic of modern digtribution, vitiate much of
the economic analyss of the vertical relation shipsin avertica marketing sysem. Power isessential for
vertical marketing sysemsto function effectively, but power isincompatible with traditional economic
analyss. There never was absolute equality of bargaining power on opposite sdesof verti  cal markets,
but great increase in the sze of either manufacturersor retailers, and the attraction of mass markets, have
changed much of modern distribution from a flow through a series of largely autonomous marketsto a

single move ment dominated by eit her manufacturer or massretailers.

Often, dominance by a manufacturer reflectsa calculated srategy on his part to shift the selective
function to the consumer or end user and away from intermediate markets. Many manufacturers now
compete more for the patronage of the final buyer than for that of the wholesaler . In such cases, the
bargaining postion of the independent wholesaler or digributor isweakened gill further since he sands
between the manufacturer and the retail level where the compet  itive success of the "pull” dtrategy is
determined. Such manufacturers must, and do, control both the wholesale and the retail level. Texaco or
General Motors cannot afford to let their retail dealersoperate at armslength. If the pull strategy isto
work, the retail presentation must be carefully orchestrated. The wholesdler either integratesinto the

manufacturer'ssysem or heisby -passed. There are Stuations where it may not be possible to bypassthe



independent retailer, but often, the independent r etailer can be reached directly. And if thisisthe case, the

wholesaler hasto sng from the manufacturer's hymnbook if he wantsto be part of the chorus.

The net reault of all of these developmentsin contemporary digribution isthat power hascom etoriva
economic factors asthe governing element in the vertical relationshipsin a channel of digtribution. And
yet, our mode for analyzing antitrust issuesin the channel area either assume power doesnot exig, or that
whenit does that itisan"i mperfection" and must be corrected.

Channels as Competitors

Asaready noted, competition isno longer sSmply defined by horizontal relationships Economic
battlesinvolving digributors or dealers versus other digtributors or deaers marketingthes  ame brand, will
not in the long run determine the ultimate victorsin the contemporary marketplace. Rather, the relevant
unit of competition isnow the entire network of interrelated ingtitutions and agencies versus other
networks of inditutions and agenc ies Thisturnsout to be true even when network membersin any
geographic territory handle the product lines of more than one manufacturer. Today, it isthe effectiveness
of the means by which variousindividual manufacturers coordinate their activitiesw ith their digributors,

and vice versg, that determinesthe viability of one type of channel alignment versus others.

I'n the meantime, antitrust policy isgill trying to maintain the autonomy of  independent
decison-makersat al levelsof thedig ribution channel. Asa consequence, manufacturers and franchisers
arefinding it increasingly difficult, short of integration by common ownership, to exert the needed
influence on the independent businessmen who deal in their products, and on the marketsi  nwhich their
products are sold. At the same time, public policy ismaking it easer for digributorsto choose aternative
suppliersand to establish their own geographic markets, to do bus ness with whom they choose, and to
egtablish their own prices. An d the more the supplier or franchiser attemptsto ress these trends by
making it difficult for franchiseesto exert their independence in legally permissble ways, the harder it

becomes to terminate the franchise relationship without inviting alaw -suit.™"



Didributor Interest and the Public Interest

The key question to ask iswhere the public interest lies --in more freedom for channel membersor
less? One group, basing their conclusion on economic efficiency, holdsthat marketers should be able to
achieve through contract, what can be achieved th rough ownership. They view it asillogical to alow
close-knit corporate sysems under common ownership to act in concert while loose  -knit contractual
sysems engaging in the same behavior, and seeking the same ends are, prosecuted under the Sherman and

Clayton Acts. Didinctions of title are seen asirrelevant in thisinstance.

On the other hand, othersargue that there isreal socia value in the decentralization of economic and
marketing decision making, evenif it must be gained at the expens e to economic efficiency. They note
that large vertical sysems often become rigid and resistant to change. In addition, these integrated
sysdemsare hard to challenge since new competitorswith new ideas or marketing methods must enter as
full-blown systems, or else they are foreclosed. Consequently, barriersto entry are increased and
responses are blunted and tempered by bureaucracic inertia. The end result could easily be groups of
relatively inefficient competing systems, offering largely homogeneouso  ffers, while protecting the atus
quo. To some extent, the history of innovation in marketing supportsthisview, snceit istypicaly a
history of outsiders challenging existing arrangements which have outlived their time, "

There are d 30 troublesome i ssues of equity and power that must be faced. When optionsare limited
and dependence is great, the tendency isto convert economic and marketing disputesinto political issues
and to seek to resolve them through politica means. And of course, the politicization of marketing may
completely undermine the judtification for allowing the marketing structure to emerge in the firs place.
Joseph Palamountain's classic study of the New Deal marketing reforms bearswitnessto this ~ process. ™
It isthe old issue of hierarchies versus marketsthat haslong troubled usin economic and political affairs
Edward Mason once phrased the issue asa search for "that degree of market power which is necessary to
an efficient conduct of business, but beyond which there isan inevitabl e divergence between the

particular and the general interest. ™ The search for that "optimal degree of market power" in vertical



marketing sysemsiswhat thisthisstudy isabout. Moreover, thissearch will differ from sudiessuch as

Robert Bork's The Antitrust Paradox ™ in that we will use a compass pointing to the consumer interest, as

opposed to economic efficiency.
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