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Abstract

We investigate the effect of sequential commitment in the decentralized newsvendor model
with price-dependent demand. Sequential commitment allows the self-profit maximizing parties
to commit to contract parameters (e.g., wholesale price, retail price, buyback price and order
quantity) sequentially and alternately, and we investigate its effect on the equilibrium profits of
the channel and its members. Sequential commitment introduces more flexibility to contracting
in the supply chain and our analysis can provide some insight to channel members who follow a
bargaining process to determine the values of contract parameters. We show that the introduc-
tion of sequential commitment to the price-dependent (PD) newsvendor model with buybacks
can significantly improve the manufacturer’s and the channel expected profits, but it can also
decrease the retailer’s expected profit. Finally, we demonstrate that with sequential commit-
ment, under some conditions, the choice of the first mover is endogenized and we identify the

unique sequence of commitments by channel members that would arise in equilibrium.

Keywords: Supply chain management, Price-dependent newsvendor model, Buybacks, Equi-

librium sequence

1 Introduction

It is essentially exclusively assumed in the vast literature on the decentralized newsvendor model
that the decision makers commit to the values of the decision variables under their control si-
multaneously. For example, in the price-dependent (PD) newsvendor model with buybacks (e.g.,
Kandel (1996), Emmons and Gilbert (1998)), the manufacturer (M), assumed to be the Stackel-

berg leader, initiates the process by offering a take-it-or-leave-it contract, in which M decides (after



taking the retailer’s reaction into account), simultaneously, upon the values of a per unit wholesale
price w and a per unit buyback rate b, at which she will buy excess items back at the end of the
selling season. The retailer (R) then decides upon a per unit retail price p and an order quantity
Q. Similarly, when one uses a sales-rebate scheme (Taylor (2002)) to coordinate the channel in a
PD-newsvendor model, M simultaneously decides upon w, a per unit rebate r (r > 0), which will
be given above a fixed threshold T', and then R decides upon p and Q.

Our objective in this paper is to introduce a sequential commitment approach for determining
the contract parameters and to analyze its effect on the efficiency of the supply chain and the
fortunes of its members. By sequential commitment approach we mean that the parties can decide
upon the values of the decision variables sequentially and alternately, and they can also decide
upon the order at which they commit to the values of the decision variables under their control.
For example, consider the PD-newsvendor model with buybacks, in which M controls w and b and
R controls p and Q. Then, we would like to study the effect of an approach wherein, for example,
M, after setting up the value of w, expects R to either commit to a retail price p or to an order
quantity @, or both, before she commits to a buyback rate b. After R sets the value of either p or
Q, or both, M commits to a buyback rate b, and then, R sets the value of the remaining decision
variable under his control. We assume that all commitments by M and R to values of contract
parameters under their control are credible and verifiable.

As compared to the traditional approach, in which contracting follows the take-it-or-leave-it
paradigm, the sequential commitment approach introduces more flexibility to contracting. Indeed,
while the traditional approach does not incorporate any element of bargaining or negotiation be-
tween M and R, the sequential approach captures some aspects of a bargaining process by which
the values of contract parameters (e.g., wholesale price, buyback rate or order quantity) are de-
termined. As such, our sequential commitment approach is in the spirit of contributions by, e.g.,
Nagarajan and Bassok (2002), and Iyer and Vilas-Boas (2003), wherein the interaction between M
and R, for the purpose of determining the values of contract parameters, is modelled as the Nash
bargaining problem (1950). Such an approach to model contracting between the parties should
be viewed more realistic than the traditional approach. Indeed, to quote from Nagarajan and
Bassok (2002): “Anecdotal evidence and articles in the academic literature have overwhelmingly
indicated that relationships between agents in a supply chain are characterized by bargaining over
terms of the trade. Sellers and buyers often negotiate price, quantity, delivery schedules, etc.”

To gain an insight into the effect of such a sequential commitment approach, we study in this



paper its effect on the PD-newsvendor model under linear buyback contracts when M controls w
and b and R controls p and @). Linear buyback contracts, wherein the wholesale and buyback prices
are constant and independent of the values of other decision variables, e.g., retail price, are very
popular. Indeed, they are prevalent in several industries, and are considered to be one of the most
popular contracts after wholesale price-only contracts, see, e.g., Marvel and Peck (1995).

We investigate two different power structures regarding the first mover in the channel. More
specifically, we study not only the case where M is the Stackelberg leader but also the case in which
R plays the Stackelberg leader role. We note, however, that being the Stackelberg leader does not
necessarily imply being more powerful. Indeed, a more powerful firm could, in principle, force the
other firm to move first if it is advantageous for it to do so.

The literature on supply chains with buybacks and coordination is quite extensive. In general, a
supply chain composed of independent agents trying to maximize their own profits does not achieve
channel coordination, see, e.g., Spengler (1950). Pasternack (1985) was the first to show that
buybacks can coordinate the basic price-independent newsvendor model, wherein the retail price p
is fixed exogenously, and Padmanabhan and Png (1995) have discussed and analyzed the benefits
and costs of accepting returns from retailers. Subsequently, other contracts, such as, e.g., quantity-
flexibility (Tsay (1999)), sales-rebate (Taylor (2002)), and revenue-sharing (Pasternack (1999),
Cachon and Lariviere (2005)), have also been shown to be able to coordinate the basic newsvendor
model. See also Lariviere (1999), Tsay et al. (1999) and Cachon (2004) for some excellent reviews
of coordination mechanisms for the basic newsvendor model and related models.

As noted by Kandel (1996), the price-dependent (PD) newsvendor model, in which the re-
tail price is determined endogenously by R, is considerably more complicated. Emmons and
Gilbert (1998) have studied the PD-newsvendor model wherein the expected demand function is
linear and the random component of demand follows a uniform distribution, and they have shown
that if the wholesale price is large enough, both M and R would benefit from the introduction
of buybacks. Granot and Yin (2004a) have shown that in the PD-newsvendor model studied by
Emmons and Gilbert (1998), wherein, e.g., expected demand is a linear function of the retail price,
the efficiency of the supply chain with buybacks is precisely 75%, and channel efficiency improve-
ment due to the introduction of buybacks is quite insignificant and is upper bounded by 3.16%. It
has been conjectured by Kandel (1996) and Lariviere (1999) that constant wholesale and buyback
prices (i.e., independent of other decision variables) alone cannot, in general, lead to coordination

in the PD-newsvendor model. By contrast, contracts which do not employ constant wholesale and



buyback prices can induce coordination. For example, revenue-sharing contracts and the “linear
price discount sharing” scheme, have been shown by Cachon and Lariviere (2005) and by Bernstein
and Federgruen (2005), respectively, that they could induce coordination in the PD-newsvendor
model.

Our objective in this paper is not to investigate channel coordination. Rather, our aim is to
investigate the effect of sequential commitment in the PD-newsvendor model, bearing in mind that
such an approach introduces more flexibility to the possible interaction between M and R, and
that it can provide useful information to the parties who use bargaining to determine the values of
contract parameters.

Our main results are:

(I) For a uniformly distributed random component of demand, and linear, exponential and neg-

ative polynomial expected demand functions:

(i) The decision as to who will be the first mover has been endogenized. That is, R would

rather have M move first, and M would be pleased to do so.

(ii) Sequence 2: M:b; R:p; M:w; R:Q), wherein M first offers a buyback rate b, R then

determines the retail price p, M subsequently decides upon the wholesale price w, and
finally, R sets @, is the unique equilibrium sequence. That is, R does not want to be
the first mover, and neither party would like to resequence the order at which it has

committed to the contract parameters under its control.

(IT) Sequential commitment in the PD-newsvendor model can significantly increase (respectively,
decrease) M’s (respectively, R’s) expected profit. For example, when the random component
in the demand model follows a uniform distribution and for a linear expected demand function,
Sequence 2 can increase (respectively, decrease) M’s (respectively, R’s) equilibrium expected

profit by 79.25% (respectively, 73.51%) when the marginal manufacturing cost is 0.9.

(ITII) By contrast with the negligible effect of buybacks in the traditional PD-newsvendor model,
buybacks, coupled with sequential commitment, can have a significant impact on channel
efficiency. For example, for a uniformly distributed random part of demand and for a linear
expected demand function, Sequence 2 can increase channel efficiency from 10.90%, for a zero

manufacturing cost, to 21.25% when the manufacturing cost is 0.9.

Finally, we note that our sequential commitment approach can be viewed as decision postpone-

ment. That is, M and R delay their decisions about the values of decision variables under their



control until the counterpart commits to a decision variable under their control. However, in the var-
ious postponement strategies, which were extensively studied in the operations research/operations
management literature (e.g., Lee and Tang (1997), Aviv and Federgruen (2001), van Mieghem and
Dada (1999), and Granot and Yin (2004b)), the decision makers delay some operational decisions
(e.g., production or pricing) until additional information, usually about demand, is obtained. In
our sequential commitment approach, all decisions are made before demand uncertainty is resolved.

The remainder of the paper is organized as follows. In §2 we recall the traditional PD-
newsvendor model with buybacks. In §3 we study the effect of sequential commitment in this
model, assuming that the expected demand function is linear in the retail price. For some of the
results derived in §3, the random portion of demand can have a general distribution, while for
other results, as will be noted, we have to assume that the random part of demand is uniformly
distributed. We extend the analysis to other expected demand functions, namely, exponential
and negative polynomial, and to a power distribution of the random component of demand in §4.

Conclusions and further research are discussed in §5. All proofs are presented in the appendix.

2 The PD-newsvendor Model with Buybacks

Consider the single-period price-dependent (PD) newsvendor model with buyback options, wherein
a manufacturer (M) sells a single product to an independent retailer (R) facing stochastic demand
from the end-customer market. R must commit to a per unit retail price for the entire selling
season and an order quantity in advance of the selling season. The decision sequence is as follows.
M, who has unlimited production capacity and can produce the items at a fixed marginal cost ¢, is
a Stackelberg leader. M initiates the process by offering a per unit constant (or linear) wholesale
price w, at which items will be sold to R prior to the selling season, and a per unit constant (or
linear) buyback rate b, at which she will buy back the unsold items at the end of the selling season.
In response to the proposed w and b, R commits to an order quantity ) prior to the selling season,
and a per unit selling price p, at which to sell the items during the season. Thereafter, demand
uncertainty is resolved. At the end of the season, R returns all unsold inventory to M, receiving a
refund of b for each unit returned. It is assumed in this paper that unsatisfied demand is lost, there
is no penalty cost for lost sales, and that the salvage value of unsold inventory is zero for both M
and R. For feasibility, we always assume: (i) ¢ < w < p and (ii) 0 < b < w.

In this paper, we consider a multiplicative demand model, X = D(p){, where D(p) is the

deterministic part of X, which decreases in the retail price p, and £ € [0, K| captures the random



factor of the demand model, and is retail price independent. Let F'(-) and f(-) be the distribution
and density functions of &, respectively.! For the multiplicative demand model, M’s and R’s

expected profit functions can be expressed as follows:

Elly(w,b) = (w - ¢)Q — bE[Q — X" and Ellz(p,Q) = (p—w)Q — (p—EQ - X]", (1)

where F[Q— Xt = QF(%) - OD((Q”) D(p)ef(e|p)de is the expected unsold inventory. Since { < K,
we always assume that Q < KD(p).

If the random component, ¢, follows a power distribution on the interval [0, K], then the density
function of £ is f(e) = v-€* for t € [0,00). To ensure F(K) =1,y = (t+ 1)K~ (¢t Under a power
distribution of &, we can simplify M’s and R’s expected profit functions, given by (1), to:

v - bQ*? 7 (p— bR

Bl (w,b) = (w=)@= 5o 1+ 9) D(p)t1(t + 1)(t + 2)

and Ellp = (p—w)Q—

- (2)

In the next section we study the effect of sequential commitment in the PD-newsvendor model
with buybacks, assuming that the expected demand function is linear in the retail price?, i.e.,
D(p) =1—p. For D(p) =1 — p, we assume that ¢ < 1, since for ¢ = 1, both M and R get a zero

profit due to the fact that demand is zero in this case.

3 Sequential Commitment in the PD-newsvendor Model

In this section, we introduce the sequential commitment approach and study its effect in the PD-
newsvendor model with buybacks, wherein M controls (w, b) and R controls (p, Q). By contrast with

the traditional approach, wherein M simultaneously offers w and b, and R, subsequently, commits

Tt would be interesting and challenging to extend our analysis to the additive demand model wherein X = D(p)+E€.
The additive model, which is also commonly used in the literature, would be an appropriate model wherein the variance
of demand is unaffected by the expected demand level. By contrast, the multiplicative model is appropriate where the
variance of demand increases with expected demand in a manner which leaves the coefficient of variation unaffected.
We note, however, that the additive model may lead to qualitatively different results than the multiplicative model
(see, e.g., Mills (1959), Emmons and Gilbert (1998), Granot and Yin (2004b), Song et al. (2004), and, in particular,
the excellent survey by Petruzzi and Dada (1999)). Moreover, it appears that it is less tractable than the multiplicative
model (see, e.g., Padmanabhan and Png (1997), and Wang et al. (2004)). Indeed, even when & has a binary distribution
and D(p) is linear in p, it is difficult to derive a closed-form expression for, e.g., the equilibrium value of p in the
PD-newsvendor problem with an additive demand model (see, e.g., Granot and Yin (2004b)).

2Note that the analysis can be easily extended to a general linear expected demand function D(p) = a(k — p),
where a(> 0) and k(> 0) are constant, as was assumed in Emmons and Gilbert (1998). Indeed, for D(p) = a(k — p),
letp=k-p,w=k-w,b=k-V,Q =ak-Q and c = k-c’. Then, it is not difficult to verify that the expected
profit functions of M and R, given by (1), can be transformed to: El(w,b,p,Q,c) = ak?® - EIl), (v, b, p’,Q’, )
and Ellg(w,b,p,Q,c) = ak® - EXlx(w',V,p’,Q’,c), where Ell}; and EIl}; are the expected profit functions of M
and R, respectively, with respect to the expected demand function D(p’) = 1 — p’ and the marginal manufacturing
cost ¢’. Thus, the analysis in a model with decisions (w, b, p, @), cost ¢ and D(p) = a(k — p) coincides with that in a
model with decisions (w’,b’,p’,Q’), cost ¢’ and D(p’) = 1 —p’. Note that due to this normalization, the performance
of the models with and without buybacks and the integrated system is independent of individual values of ¢ and k,
but is dependent on £, which can be viewed as the normalized marginal manufacturing cost.



to p and @, in our sequential commitment approach, M and R can “sequence” their decision
variables. Thus, M and R can commit to the decision variables under their control sequentially
and alternately, as specified in the sequel.

First, we introduce some new definitions. We will refer to the PD-newsvendor model with buy-
backs, wherein M controls (w,b) and R controls (p, @), as the traditional PD-newsvendor model,
and to the usual ordering of decisions in the traditional PD-newsvendor model, wherein M first
determines w and b, and R, subsequently, decides upon p and , as the traditional sequence,
to be denoted as M:w,b; R:p, Q. We will refer further to each possible ordering of decisions in
the traditional PD-newsvendor model, resulting from sequential commitment, as a sequence, or,
a sequencing instance. In general, the notation of a sequence corresponds to the order at which

decisions are being made. Thus, for example, the sequence denoted as M:b; R:p; M:w; R:Q cor-

responds to a sequential commitment where M, in Stage 1, offers b, then R, in Stage 2, decides
on p, M then, in Stage 3, requests w, and finally, in Stage 4, R determines the order quantity Q.
Similarly, the sequence M:w; R:p, Q; M:b corresponds to the case where M, in Stage 1, decides on

w, R then, in Stage 2, decides simultaneously on p and @), and finally, in Stage 3, M determines b.

Backward induction is used to solve these multi-stage Stackelberg games. In §3.1 we consider
the case when M is the Stackelberg leader, and the effect of sequential commitment when M is
the leader is discussed in §3.2. The case when R is the leader is analyzed in §3.3, and in §3.4 we

investigate the equilibrium sequence(s).
3.1 The manufacturer is the leader

Recall that in the PD-newsvendor model, M controls the wholesale price w and the buyback rate b.
There are, in total, 7 sequencing instances resulting from the sequential commitment approach

when M is the leader. We next consider each one of them separately.

The traditional sequence: M:w,b; R:p,Q. Emmons and Gilbert (1998) have studied the

traditional sequence with a linear expected demand function and a uniform distribution of £&. For a
uniform &, Granot and Yin (2004a) have derived closed-form expressions for the equilibrium values
of decision variables and expected profits, for linear, exponential and negative polynomial expected
demand functions. Song et al. (2004) have extended these results to a & whose distribution has the
increasing failure rate (IFR) property (i.e., g f ;fze) is non-decreasing in €). Let us recall their results
for D(p) =1 — p:

= %(1 o), b= ; P = 1[1 - z* — Afz*)ﬁ(fi*)ef(e)de ’

0

w
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*

1—
Bl = 2BI0, = — [ = A(z") — '], (4)

where 2* is the unique solution to (1— F(z)) —e(1+ foz%((z))dg) =0, and, A(z) = 2F(2) — [ ef(€)de.

For example, when ¢ has a uniform distribution on [0, K] (i.e., ¢ = 0 in the power distribution),
which has been analyzed in Granot and Yin (2004a), the equilibrium values of decision variables

and expected profits of M and R can be simplified to:

., l+c . 1 . 5+/1+8 ., K(@B—-V1+8c)?
w = 9 b = ) p == - 5 Q = 9 a‘nd (5)
2 2 8 16
K(3 -1 3(1+1
B, — 2E1T, — LB VLY 8;;6( VIt 8 (6)

where, as we recall, ¢ < 1. The equilibrium values of the decision variables and expected profits,
as a function of ¢, under a uniformly distributed £ are presented in the top block in Table A.1
in the appendix. Note that in all tables in the appendix, including Tables A.2, A.3 and A.4, the
equilibrium values of @Q*, EII};, EII}; and the channel expected profit are in units of K, and

numbers are presented in scientific format.

Sequence 1: M:w; R:p; M:b; R:QQ. According to the notation previously introduced, in Se-

quence 1, M initiates the process by proposing a wholesale price w in Stage 1. R then commits to
a retail price p in Stage 2, M offers a buyback rate b in Stage 3, and, finally, R commits to ordering

Q@ from M in Stage 4. Figure 1 below represents the timeline in this sequence.

R determines p R chooses @
(Stage 2) (Stage 4)
T T T Timeline
M offers w M determines b Demand uncertainty
(Stage 1) (Stage 3) € is realized

Figure 1: The timeline in Sequence 1: M:w; R:p; M:b; R:Q

Assumption 3.1 Agents in the supply chain are willing to select an action which improves the
performance of the supply chain (i.e., benefit their partners) as long as they are not adversely

affected by such an action.

Note that in Sequence 1, the decision on () is made after the retail price p is set. Thus, choosing

Q@ is equivalent to choosing z, where z = % is “stocking factor” introduced by Petruzzi and



Dada (1999). See their paper for more details about the advantages of this transformation. For
a uniformly distributed &, we are able to derive implicit expressions of the equilibrium values in

Sequence 1.

Proposition 3.2 In Sequence 1: M:w; R:p; M:b; R:Q, with a uniformly distributed § € [0, K| and

D(p) =1 — p, the equilibrium value of the retail price p* € [V 1E8¢ V41+80, 1) is the unique solution to:

(1—M@—@d%£ﬁ+ﬂ+c—%wﬂ@%:& ()

where Hy (p) = (et /o0

. Accordingly, the equilibrium values of the other decision variables

are.

w* = c+/(2(p")2 —p* — ) (p* —¢), b* = R YA and Q* =

and the equilibrium values of expected profits are:

% * * 2 ¥ Kk ak * *
KA =—p)w'+p" = 20" pr, = KO =)0 —w) (" +p" = 2¢)

EIT}, =
M 8p* 4p*

The equilibrium values of the decision variables and expected profits in Sequence 1 for a uni-

formly distributed &, as a function of ¢, are presented in the top block in Table A.2 in the appendix.

Sequence 2: M:b; R:p; M:w; R:Q). For a uniformly distributed &, we have derived implicit

expressions of the equilibrium decision variables and expected profits in this sequence.

Proposition 3.3 In Sequence 2: M :b; R:p; M :w; R:Q, with a uniformly distributed £ € [0, K| and

D(p) = 1 — p, the equilibrium value of the retail price p* € [Hi V41+8C, 1) is the unique solution to:
dHs(p
- 28 4 () ~o, (®)

where Ha(p) = 76p2+5p+42673c+32(p) and Ba(p) = \/(2p2 — p — ¢)(—6p2 + Tp + 8pc — 9¢). Accord-

ingly, the equilibrium values of the other decision variables are:

BRE - p =)+ Bpt) o K@ 0P e e @700 o)

2(2 + ¢ — 3p*) 2p* — b* 2p* — b '

b* =

and the equilibrium values of the expected profits are:

e = K@ —oH@Y) o K =p)p" =) (" —o)*

16 2(2p* — b%)2




The equilibrium values of the decision variables and expected profits in Sequence 2 for a uni-
formly distributed £, as a function of ¢, are displayed in the top block in Table A.3 in the appendix.

Note that contracting which follows the sequence M:w; R:p, Q) would result with the traditional
wholesale price-only contract. Thus, we will refer to this sequence as the wholesale price-only con-
tract sequence. Further, we will say that two sequences coincide if their corresponding equilibrium
values of decision variables and expected profits are equal.

Next, we consider the following two sequences: Sequence 3: M:w; R:p, Q; M:b and Sequence 4:

M:w; R:Q; M:b; R:p.

Sequence 3: M:w; R:p,Q; M:b. This sequence is a three-stage problem. In Stage 3, given

(w,p,Q), M chooses b to maximize her expected profit in (1). Clearly, for any distribution of £
and any form of D(p), M would offer a zero buyback rate, i.e., b* = 0. Thus, Sequence 3 reduces

to the wholesale price-only contract sequence: M:w; R:p, Q). We immediately have:

Proposition 3.4 For an arbitrary distribution of & and for an arbitrary expected demand function

D(p), Sequence 3: M:w; R:p,Q; M:b coincides with the wholesale price-only contract sequence.

Sequence 4: M:w; R:Q; M:b; R:p. As shown by Proposition 3.5 below, Sequences 4 coincides,

under some conditions, with Sequence 3 and the wholesale price-only contract sequence.

Proposition 3.5 For a power distribution of & € [0,K] with f(e) = ~(e)t (where t > 0 and

v = (t+ 1)K~ Y) and when D(p) is a decreasing function of p and satisfies D(p) dzl;gp) —(t+

2)(%&’))2 < 0, Sequence 4: M:w; R:Q; M:b; R:p coincides both with Sequence 8 and with the

wholesale price-only contract sequence.

Note that the condition D(p)% — (t+ 2)(%}@)2 < 0 in Proposition 3.5 is satisfied by
three commonly used expected demand functions in the operations management and economics
literature: linear, D(p) = 1 — p, exponential, D(p) = e P, and negative polynomial, D(p) = p~ ¢,
where ¢ > 1.

Let us next study the remaining two sequences when M is the leader, which are shown in

Propositions 3.6 and 3.7 below to result with R getting a zero profit.

Sequence 5: M:b; R:p, Q; M:w. In this three-stage sequence, in Stage 3, for any given (b, p, Q),

M would choose w as large as possible, since her expected profit function, given by (1), is strictly

increasing in w as long as ) > 0. Thus, w* = p, which implies that R’s expected profit function,

10



given by (1), is not positive. R, therefore, should select p* = b if b > ¢ or @* = 0, as in both cases
his expected profit is zero. By Assumption 3.1, R would select p* = b if b > ¢, which results with a
consignment contract, in which M attains the total expected profit of the integrated channel and
R gets a zero profit. M, in Stage 1, will definitely set b > ¢ to realize the expected profit of the

integrated channel since, otherwise, she will get a zero profit. Thus, we have the following result.

Proposition 3.6 For an arbitrary distribution of & and for an arbitrary expected demand function

D(p), in Sequence 5: M:b; R:p,Q; M:w, M gets the expected profit of the integrated channel and

R gets a zero profit.
A similar result is derived for Sequence 6 in the following proposition.

Proposition 3.7 For an arbitrary distribution of & and for an arbitrary expected demand function

D(p), in Sequence 6: M:b; R:Q; M:w; R:p, M gels the entire expected channel profit, which is

strictly less than the expected profit of the integrated channel, and R gets a zero profit.

3.2 The effect of sequential commitment when M is the leader

Having analyzed all possible sequencing instances when M is the Stackelberg leader, we are able to
compare the equilibrium profits of M, R and the channel for the different sequencing instances re-
sulting from the sequential commitment approach, and to investigate the effect of such an approach

on the equilibrium values of the decision variables and expected profits.
Proposition 3.8 For a uniformly distributed & and D(p) =1 — p,
ElI3,(S2) > E1;,(S1) > ETN,(TS),

where “S17, “S27 and “T'S” stand for “Sequence 17, “Sequence 2”7 and “the traditional sequence”,

respectively.

Tables A.1, A.2 and A.3 in the appendix, respectively, present the equilibrium values of the
decision variables and expected profits of M, R and the channel in the traditional sequence:

M:w, b; R:p, @, Sequence 1: M:w; R:p; M:b; R:QQ and Sequence 2: M:b; R:p; M:w; R:QQ under

a uniform distribution of £ and D(p) = 1 — p. By comparing these values, we can immediately

make the following observations:

Observation 3.9 For a uniformly distributed & and D(p) = 1 — p:
(i) EIT;,(S2) > EIT%,(S1) > EIT(TS).

11



(i) Ellypy g(52) > Elly g(S1) > Elly, p(T5S).
(iii) EIIL(TS) > EII;(S1) > EI5(52).

(iv) p*(T'S) > p*(51) > p*(52).

(v) w*(S2) > w*(S1).

(vi) b*(S2) > b*(S1) and

(vii) Q*(52) > Q*(S1),

where K11y, p stands for the equilibrium value of the expected channel profit.

Note that Observation 3.9 (i) is consistent with Proposition 3.8, and implies that in these three
sequences, in equilibrium, M will attain the highest expected profit in Sequence 2 and the lowest
expected profit in the traditional sequence. Observation 3.9 (ii) suggests that both Sequence 1 and
Sequence 2 increase channel efficiency, which, as we recall from Granot and Yin (2004a), is 75% for
the traditional sequence. However, it appears that they also adversely affect R’s expected profit, as
is evident from R’s equilibrium expected profits in these three sequences presented in Tables A.1,
A.2 and A.3 in the appendix. Indeed, from Tables A.1 and A.2, under a uniform £ and for ¢ = 0.9,
as compared to the traditional sequence, Sequence 2 improves M’s equilibrium expected profit
and channel efficiency by 79.25% and 21.25%, respectively, and decreases R’s equilibrium expected
profit by 73.51%.

In general, in Sequences 1 and 2, M is delaying one of her two decisions in order to affect
R’s choice of retail price and order quantity in a manner beneficial to her. Apparently, it is more
effective for M to delay her decision on the wholesale price w and offer a more generous buyback
rate b rather than delay her decision on b and offer a relatively low w.

By Propositions 3.4 and 3.5, Sequence 3: M:w; R:p,Q, M:b (for any distribution of £ and for

any form of D(p)) and Sequence 4: M:w; R:Q; M:b; R:p (for a power distribution of ¢ and for

either a linear, exponential or negative polynomial D(p)) lead to a wholesale price-only contract.
By Propositions 3.6, 3.8, 3.9 and 3.10 in Granot and Yin (2004a), we immediately have the following

conclusion:

Corollary 3.10 For a uniformly distributed & and for D(p) = 1—p, as compared to the traditional
sequence, Sequence 3: M:w; R:p,Q, M:b and Sequence 4: M:w; R:Q; M:b; R:p lead to a lower

expected profit for M, a lower expected channel profit and a higher expected profit for R.

Recall that in Sequence 5: M:b; R:p,Q; M:w, M attains the expected profit of the integrated

channel while R gets nothing. Thus, from M’s point of view, Sequence 5 dominates all other
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sequences when she is the leader. However, we note that this sequence may not be reasonable
because it forces R to commit, e.g., to an order quantity before the wholesale price is set. Similarly,

in Sequence 6: M:b; R:Q; M:w; R:p, M gets the entire expected channel profit and R gets nothing.

But, again, it may be difficult for M to enforce Sequence 6 for the same reason that Sequence 5

may not be enforceable.

3.3 The retailer is the leader

The findings in the previous subsections raise a natural question: what can R achieve using the
sequential commitment approach if he is the Stackelberg leader? Thus, we consider in this sub-
section a “power structure” in which R is the leader (see, e.g., Choi (1991), Trivedi (1998), Wang
and Gerchak (2003), Gerchak and Wang (2004), Granot and Yin (2004c), and Cachon (2005) for
other models in which R can act as the Stackelberg leader). Now, similar to the case when M is
the leader, when R moves first, sequential commitment induces a total of seven sequences in the
PD-newsvendor model wherein R controls p and @ and M controls w and b.

Let us first consider the sequence R:p; M:w; R:Q; M:b, which will be referred to as Sequence 7.

Following our general notation, in this four-stage sequence, R initiates the process by committing
to a retail price p in Stage 1. In Stage 2, M sets her wholesale price w, R then commits to a
quantity ) in Stage 3, and finally, M offers a buyback rate b. For a uniformly distributed & and
D(p) = 1 — p, we have the following result.

Proposition 3.11 In Sequence 7: R:p; M:w; R:Q; M:b, for a uniformly distributed & and for

D(p) =1 — p, the equilibrium values of the decision variables are:

1+4/1 1+4/1 2 K3 -1 2
p*: + 4"‘807 ’U)*:( + 16"’80) ’ b*IO, andQ*: (3 16+8C) , (9)

and the equilibrium expected profits of M and R are:

K(3 -1 3(1 -1
BIT, — 2511, = B0 + 8;; 6( +89) (10)

By comparing the equilibrium values in Sequence 7: R:p; M:w; R:Q; M:b with those displayed

in (5) and (6) for the traditional sequence: M:w,b; R:p,Q, we immediately have the following

conclusion.

Corollary 3.12 For a uniformly distributed £ and for D(p) =1 — p:
(i) EIT,(S7) = 2E1T5,(ST) = EIT,(TS) = 2E1T5(TS).
(it) @*(S7) = Q*(T'S).
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(1) p*(S7) < p*(T'S).
(iv) w*(S7) < w*(T'S) and
(v) b*(S7)(=0) < b*(T'S),

where “TS” and “S7” stand for “the traditional sequence” and “Sequence 77, respectively.

Thus, as compared to the traditional sequence, wherein M is the leader and buybacks are
implemented, Sequence 7, wherein R moves first, achieves the same equilibrium expected profits
for channel members with the same equilibrium quantity, but lower wholesale and retail prices and
without an implementation of a buyback policy.

The equilibrium values in the sequence R:Q); M:w,b; R:p, which will be referred to as Se-

quence 8, are presented in Proposition 3.13 below.

Proposition 3.13 For a power distribution of ¢ € [0, K| with f(e) = (€)' (where t > 0 and

v = (t+1)K~Y) and when D(p) is a decreasing function of p and satisfies D(p) d2de§p) —(t+

2)(%‘?))2 <0, Sequence 8: R:QQ; M:w,b; R:p, in equilibrium, results with both M and R realizing

a zero profit.

Similar to Proposition 3.5, the condition on D(p) in Proposition 3.13: D(p) diggp) — (t +

2)(dl;—]()p))2 < 0, is satisfied by linear, exponential and negative polynomial expected demand func-
tions.

Let us consider another sequence: R:p; M:w,b; R:Q). In this sequence, in Stage 3, for any

distribution of £ and any form of D(p), R’s expected profit function, given by (1), is concave in

@ and the optimal order quantity Q* satisfies dggR = 0, which leads to p —w = (p — b)F(Q). In
Stage 2, we work with (b, Q) instead of (w, b) for M’s problem. Thus, M’s expected profit function
in Stage 2 becomes: Elly; = (p—c— (p — b)F(Q))Q — bE[Q — X]*, which can be easily shown to
be increasing in b for any given (p, Q). Thus, b* = p, which results with w* = p = b*, Ellg = 0 for
any p, and Elly; = (p — ¢)Q — pE[Q — X|T, which coincides with the expected profit function in
the integrated channel. Since R’s profit is always zero in Stage 1 regardless of the value of p, by
Assumption 3.1, (p, @) is set to maximize M’s expected profit function, and we conclude that in
equilibrium, M realizes the expected profit of the integrated channel and R gets a zero profit.
Consider another sequence: R:Q); M:w; R:p; M:b. In this sequence, M’s choice of b is always

zero, and thus, M’s expected profit function becomes Elly; = (w — ¢)Q. Whatever R’s decision on
p in Stage 3, M prefers a wholesale price w as large as possible in Stage 2, which, in turn, results

with w* = D_l(%), due to the assumption that Q < KD(p) < KD(w). Such a choice for w* will
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lead to p* = D_l(%), and R has to choose @Q* = 0 in Stage 1, since otherwise, his expected profit
is strictly negative. Therefore, in this sequence, both M and R get a zero profit.
In general, except for Sequence 7: R:p; M:w; R:Q; M:b, when R initiates the process by offering

either a retail price p, or an order quantity (), or both, his equilibrium expected profit is always

zero. Proposition 3.14 below summarizes this result.

Proposition 3.14 With the exception of Sequence 7 and for a general distribution of & and a
general form of D(p), except for Sequence 8, wherein & is restricted to a power distribution and
D(p) is linear, exponential and negative polynomial, when R initiates the process by offering either
a retail price p, or an order quantity QQ, or both, his equilibrium expected profit is always zero.
Among these sixz sequences, three induce a complete consignment contract in which M attains the

total expected profit of the integrated channel, and in the other three sequences, M gets a zero profit.

Corollary 3.12, Propositions 3.13 and 3.14 imply that for a uniform £ and D(p) =1 — p, R can

never do strictly better than in the traditional sequence when he moves first.

3.4 The equilibrium sequence

Having considered all possible sequences, resulting from sequential commitment in the PD-newsvendor
model, it is natural to investigate which, if any, of these sequences will emerge in equilibrium. For
that purpose, let us assume that the first mover (either M or R) has been determined and M and
R are free to decide, sequentially, upon the order in which they specify the values of the decision
variables under their control. We consider the following two-stage Stackelberg game in order to
find an equilibrium sequence.

Set of players: {M, R}.

Action: Each player chooses which decision variable(s) to decide upon in their first step.

Set of strategies available for M: {(w), (b), (w,b)}.

Set of strategies available for R: {(p), (@), (p, @)}

Outcome: a sequencing instance.

Payoff: equilibrium expected profits for M and R.

For example, if M is the leader, who initiates the process, then M could choose either w only,

b only or both w and b in her first step (Stage 1), and then, R follows by deciding upon either p
only, @ only or both p and @ in his first step (Stage 2). After the first two steps, the decision
sequence is determined. We would then say that a sequential ordering of decision variables is an

equilibrium sequence if neither M nor R can improve their expected profits by resequencing their
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decision variables. Naturally, if any party elects not to conclude a deal, both parties would realize
a zero profit.

In the discussion below, it is assumed that if one of the two parties decides to specify, in any
stage, only one of the two decision variables under his/her control, the other party is expected to
commit to one or both of the decision variables under its control. Thus, e.g., R cannot insist that
M should determine, simultaneously, the values of w and b before R determines the values of p
and ), and M cannot insist that R should specify both decision variables under his control after
M has specified the value of one of the two decision variables under her control. Recall that being
the Stackelberg leader does not necessarily imply being more powerful.

Now, assume that M is the first mover who offers R, initially, only a wholesale price w. Then,
R can either choose a retail price p, or an order quantity @, or both. To find what is best for
R, we need to compare R’s expected profit (i.e., payoff) in the following sequences: Sequence 1:

M:w; R:p; M:b; R:QQ, Sequence 3: M:w; R:p,Q; M:b and Sequence 4: M:w; R:Q; M:b; R:p. Ac-

cording to Propositions 3.4 and 3.5, when & has a power distribution and D(p) is either a linear, or
exponential or negative polynomial function of p, Sequences 3 and 4 result with a wholesale price-
only contract, and it follows from Proposition 3.15 below that R prefers Sequence 1 to Sequences 3

and 4.

Proposition 3.15 For a power distribution of & and for any form of D(p), for any given w, R’s
equilibrium expected profit derived from Sequence 1: M :w; R:p; M:b; R:Q is strictly larger than his

equilibrium expected profit in a wholesale price-only contract.

By Propositions 3.4, 3.5 and 3.15, we can conclude that for a power distribution of £ and when
D(p) is either a linear, exponential or negative polynomial function of p, when M offers, at the
outset, a wholesale price w, R would then specify only the retail price p.

On the other hand, suppose M offers, initially, a buyback rate b, and consider Sequence 2:
M:b; R:p; M:w; R:Q, Sequence 5: M:b; R:p,Q; M:w and Sequence 6: M:b; R:Q; M:w; R:p. By

Propositions 3.6 and 3.7, R’s expected profit is always zero in Sequences 5 and 6, and according to
the proof of Proposition 3.3, R realizes a strictly positive expected profit in Sequence 2 for a power
distribution of ¢ and for D(p) = 1 — p. Thus, one can conclude that under a power distribution of
¢ and D(p) = 1 — p, the best response for R is, again, to commit in this stage only to a retail price
.

Thus, whatever M offers first, the best response for R is only to set his selling price p. Knowing

this, M would only have to compare her performance in the traditional sequence: M:w,b; R:p, Q,
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Sequence 1: M:w; R:p; M:b; R:QQ and Sequence 2: M:b; R:p; M:w; R:QQ, to conclude that her

preference, in case she moves first, is to set, in Stage 1, only the buyback rate, and we have:

Proposition 3.16 When M is the Stackelberg leader in the PD-newsvendor model with buybacks,
wherein & follows a uniform distribution and D(p) = 1 — p, Sequence 2: M:b; R:p; M:w; R:Q is

the unique equilibrium sequence.

Let us next consider the sequencing instances wherein R is the first mover. If R initiates the
process by offering only a retail price p, then M would get the expected profit of the integrated
channel by following, e.g., the sequence R:p; M:w,b; R:Q. If R initiates the process by offering

only @, then, again, M would get the expected profit of the integrated channel by following the
sequence R:Q; M:b; R:p; M:w. When R initiates the process by offering both p and @), M and

R will both get a zero profit. Therefore, whatever R offers first when he is the first mover, his
expected profit is always zero, and thus, he is indifferent between being the Stackelberg leader and
not having any deal whatsoever with M. According to the proof of Proposition 3.3, R realizes a
strictly positive expected profit in Sequence 2 under a power distribution of £ and D(p) = 1 — p.

Thus, our conclusion is therefore:

Proposition 3.17 In the PD-newsvendor model under a power distribution of & and D(p) = 1—p,

R prefers not to be the leader and would rather have M mowve first.

It follows from Propositions 3.16 and 3.17 that Sequence 2: M:b; R:p; M:w; R:Q is the only

equilibrium sequential commitment instance in the PD-newsvendor model, and thus, in this case,
the first mover is determined endogenously. We observe that this equilibrium sequence is neither
the traditional sequence studied, e.g., by Emmons and Gilbert, nor a sequence in which w is
proposed before b. In this sequence, M fares better and R fares worse than in the traditional
sequence. However, in equilibrium, R is able to prevent M from grabbing the entire expected
channel profit, which M would have achieved if she had the power to force R to adopt, e.g.,
Sequence 5: M:b; R:p, Q; M:w.

Finally, it follows from Propositions 3.4, 3.5, and Corollary 3.10, that, under a uniform &
and D(p) = 1 — p, there are two sequences, i.e., Sequence 3: M:w; R:p,Q; M:b and Sequence 4:

M:w; R:Q; M:b; R:p, which coincide with the wholesale price-only contract, wherein R would be

strictly better off than in the traditional sequence. However, in both sequences, M is the leader
and she and the channel are strictly worse off. Thus, unless R can force M to move first, and

offer exclusively w, it may be impossible for him to implement these two sequences. Finally, it
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follows from Propositions 3.6 and 3.7, Observation 3.9 (iii), and Propositions 3.13 and 3.14, that
in all other sequences, for a uniformly distributed &, R cannot improve his performance beyond
that he can achieve in the traditional sequence, and he can even end up being worse off than in the

traditional sequence.

4 Extensions and Discussions

We have studied in the previous section the effect of sequential commitment in the PD-newsvendor
model with buybacks, in which, in some cases, it is assumed that the random component of de-
mand, &, follows a uniform distribution and D(p) = 1 — p. In this section, we extend our analysis
to more general demand distributions and other expected demand functions. More specifically,
in §4.1 we extend the results to two other expected demand functions: exponential and negative
polynomial, and in §4.2 we extend the results which have been obtained under the assumption that
£ is uniformly distributed to a power distribution. By Propositions 3.4, 3.6 and 3.7, Sequences 3,
5 and 6, respectively, were analyzed for a general { and a general D(p), and by Proposition 3.5,
Sequence 4 was studied for a power distribution of £ and linear, exponential and negative polyno-
mial expected demand functions. Similarly, by Proposition 3.14, all sequences in which R is the
leader, except for Sequence 7 and Sequence 8, were analyzed for a general £ and a general D(p),
and by Proposition 3.13, Sequence 8 was analyzed for a power distribution of £ and linear, expo-
nential and negative polynomial expected demand functions. Thus, to complete the analysis in this
section, we only need to consider three sequences: Sequence 1: M:w; R:p; M:b; R:Q), Sequence 2:

M:b; R:p; M:w; R:QQ and Sequence 7: R:p; M:w; R:Q; M:b.

4.1 Extension to other expected demand functions

In this subsection, we extend the results derived in Section 3 for D(p) = 1 — p to exponential,
D(p) = e7P, and negative polynomial, D(p) = p~9¢, expected demand functions, where ¢ > 1.
Similar to the linear expected demand function case, the analysis can be easily extended to more
general exponential, D(p) = ae™*P, and negative polynomial, D(p) = ap™9, functions, where a > 0,
s > 0 and g > 1. The restriction that ¢ > 1 is used to ensure that R’s optimal retail price will
be bounded. For space consideration, we will focus on two major issues in this subsection: (i)
M’s (respectively, R’s) equilibrium expected profit when M (respectively, R) moves first, and (ii)
equilibrium sequence analysis. Note that in the traditional sequence, the equilibrium values of the

decision variables and expected profits under a uniform £ and an exponential or negative polynomial
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demand function are available in Granot and Yin (2004a) and Song et al. (2004).

4.1.1 Exponential expected demand function

We assume in this subsection that D(p) = e™P, and £ is uniformly distributed on [0, K]. Let us first
consider the case when M is the leader. Recall from Granot and Yin (2004a) and Song et al. (2004)
that in the traditional sequence with an exponential expected demand function, the equilibrium

values of the decision variables are:

where H = v/c2 + 6¢ + 1, and the equilibrium values of the expected profits are:

KB+c—H)(1—c+H) _terl
e .

EIl;, = EIl} = 5

(12)

Similar to Proposition 3.8 in the linear expected demand function case, we have the following

result for M’s equilibrium expected profit with D(p) = e~ P:
Proposition 4.1 For a uniformly distributed & and for D(p) = e P,
EIT%,(S2) > EITY,(S1) > EIL, (TS),

where “S17, “S27 and “T'S” stand for “Sequence 17, “Sequence 2”7 and “the traditional sequence”,

respectively.

Let us next compare Sequence 3: M:w; R:p, Q; M:b, Sequence 4: M:w; R:Q); M:b; R:p and the

traditional sequence: M:w,b; R:p, @, for a power distribution of £ and D(p) = e P. Recall from
Propositions 3.4 and 3.5 that Sequences 3 and 4 coincide with the wholesale price-only contract
sequence, and that it follows from Song et al. (2004) that the equilibrium buyback rate in the
traditional sequence satisfies b* = 1 > 0, which implies that M is strictly better off by offering
a positive buyback price and her expected profit under buybacks is strictly larger than under a

wholesale price-only contract. Thus, we have:

Corollary 4.2 When £ has a power distribution and D(p) = e P, in equilibrium, Sequence 3:
M:w; R:p,Q; M:b and Sequence 4: M:w; R:QQ; M:b; R:p yield a lower expected profit for M than

the traditional sequence.

We are ready to discuss the equilibrium sequence when M moves first for a power distribution

of £ and D(p) = e P. Recall from the analysis in §3.4 that when M is the leader and initially
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offers a wholesale price w, R would specify only the retail price p. If M offers, initially, only a
buyback rate b, then R can either choose a retail price p, or an order quantity @, or both. Thus,
we compare: Sequence 2: M:b; R:p; M:w; R:Q), Sequence 5: M:b; R:p,Q; M:w and Sequence 6:

M:b; R:Q; M:w; R:p. Recall from Propositions 3.6 and 3.7 that R’s expected profit is always zero

in Sequences 5 and 6, and according to the proof of Proposition 4.1, R realizes a strictly positive
expected profit in Sequence 2. Thus, the best response for R is, again, to set his retail price p.

Thus, by Proposition 4.1:

Corollary 4.3 When M s the Stackelberg leader in the PD-newsvendor model with buybacks,
wherein & follows a uniform distribution and D(p) = e P, Sequence 2: M :b; R:p; M:w; R:Q is the

unique equilibrium sequence.

Next, we consider the case when R is the leader. Since the analysis for all sequences when R

is the leader, except for Sequence 7: R:p; M:w; R:Q; M:b, has been done for a general ¢ and® a

general D(p), we only need to study Sequence 7 under a uniform { and D(p) = e P.

Proposition 4.4 For a uniformly distributed & and for D(p) = e7P,
(i) EIT;,(S7) = 2B1T%(ST) = SEIT,(TS) = SEIT(TS).
(i#) Q*(ST) = $Q*(TS) > Q*(TS).
(iii) p*(S7) = p*(T'S) — 1 < p*(T'S).
(iv) w*(S7) = w*(TS) — Be=VI6etl « y*(TS) and
(v) b*(S7)(= 0) < b*(T'5),

where “T'S” and “S7” stand for “the traditional sequence” and “Sequence 7”, respectively.

Proposition 4.4 implies that the preference of M and R between the traditional sequence and
Sequence 7 is not expected demand function invariant. Indeed, for example, by Proposition 4.4 (i),
for a uniform £ and D(p) = e P, M (respectively, R) realizes a strictly higher (respectively, lower)
expected profit in Sequence 7 than in the traditional sequence. By contrast, for a uniform ¢ and
D(p) = 1—p, M’s and R’s expected profits in Sequence 7 coincide with their profits in the traditional
sequence. Note, however, that in Sequence 7, for a uniform &, the ratio of M’s and R’s equilibrium
expected profits coincides for both linear and exponential expected demand functions, and is equal

to 2:1.

3Except for Sequence 8, for which though, the result is valid for both exponential and negative polynomial expected
demand functions.
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Finally, we note that for both linear and exponential expected demand functions, whatever R
offers initially when he is the leader, his expected profit is always zero. Thus, he is indifferent be-
tween being the Stackelberg leader or not having any deal whatsoever with M. However, according
to the proof of Proposition 4.1, R realizes a strictly positive expected profit in Sequence 2. Thus,
R prefers not to be the leader and would rather have M move first, and the unique equilibrium

outcome is Sequence 2: M:b; R:p; M:w; R:Q.

4.1.2 Negative polynomial expected demand function

We assume in this subsection that D(p) = p~¢ with ¢ > 1, and ¢ follows a uniform distribution on
[0, K]. Recall from Granot and Yin (2004a) and Song et al. (2004) that in the traditional sequence

with D(p) = p~4, the equilibrium values of the decision variables are:

* 2K(q - 1)211
and Q"= o T (13)

* qc

W — ’ «_algt+1)c
q—1

b* = 07 p - )
(¢—1)?
and the equilibrium values of the expected profits are:

2K (¢ —1)*"!
ct=1qi(q + 1)7t!

2K (q —1)%a—2
and BT, = —28la=1) (14)

EIT%, — .
M (cq)TL(q + 1)att

As revealed by Proposition 4.5 below, M’s preference among the traditional sequence and

Sequences 1 and 2 is invariant to the type of expected demand function considered in this paper.
Proposition 4.5 For a uniformly distributed £ and for D(p) = p~4,
EII,(S2) > EI;4(S1) > ETN,(TS),

where “S17, “S27 and “T'S” stand for “Sequence 17, “Sequence 2”7 and “the traditional sequence”,

respectively.

Recall from Propositions 3.4 and 3.5 that for a power distribution of £ and for D(p) = p~9,
Sequence 3: M:w; R:p,Q; M:b and Sequence 4: M:w; R:Q; M:b; R:p coincide with the wholesale

price-only contract sequence, and that it follows from Song et al. (2004) that the traditional se-
quence: M:w,b; R:p,Q also coincides with the wholesale price-only contract sequence. Thus, M’s
expected profit in Sequences 3 and 4 and the traditional sequence is identical.

Let us next seek the equilibrium sequence, assuming a power distribution of £ and D(p) = p~ 1.
Consider the case when M is the leader. If M offers, initially, only a wholesale price w, then, recall
from the analysis in §3.4 that R would specify only the retail price p. On the other hand, if M
offers, initially, only a buyback rate b, then we need to compare: Sequence 2: M:b; R:p; M:w; R:Q,
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Sequence 5: M:b; R:p,Q; M:w, and Sequence 6: M:b; R:Q; M:w; R:p. Recall from Propositions 3.6

and 3.7 that R’s expected profit is always zero in Sequences 5 and 6, and according to the proof of
Proposition 4.5, R realizes a strictly positive expected profit in Sequence 2. Thus, R, again, would

set only his retail price p when M initially offers b. Thus, by Proposition 4.5:

Corollary 4.6 When M 1is the Stackelberg leader in the PD-newsvendor model with buybacks,
wherein & follows a uniform distribution and D(p) = p~9, Sequence 2: M :b; R:p; M :w; R:Q is the

unique equilibrium sequence.
Let us next compare Sequence 7 and the traditional sequence under a uniform § and D(p) = p~ 1.

Proposition 4.7 For a uniformly distributed §& and for D(p) = p~4,

(i) EIIL(S7) < EIIL(TS).

(ii) E11},(S7) < EILI;,(TS) for q € (1,2), EII},(S7) = EII;,(TS) for ¢ =2 and EII},(S7) >
E1I},(T'S) for q € (2,00).

(iii) BT, (S7) = 2E1T%(S7).

(i) Q*(ST) = 5(;44)'Q*(T'S) > Q

(v) p*(ST) = L2p*(T'S) < p*(T'S).

(i) w*(ST) = w*(TS) and

(vit) b*(S7) = b*(T'S) =

“(TS).

Proposition 4.7 (ii) confirms that the preference of M and R between the traditional sequence
and Sequence 7 depends on the form of the expected demand function. Indeed, for a uniform &
and for D(p) = p~%, M would be strictly worse off in Sequence 7 (1 < g < 2), as compared to the
traditional sequence. However, we note again that for D(p) = p~9, as was the case for linear and
exponential expected demand functions, when M is the Stackelberg leader, Sequence 2 is the unique
equilibrium sequence, and R is indifferent between being the Stackelberg leader and not having any
deal whatsoever with M. According to the proof of Proposition 4.5, R realizes a strictly positive
expected profit in Sequence 2. Thus, R prefers not to be the leader and would rather have M move

first, and the unique equilibrium sequence is Sequence 2: M:b; R:p; M:w; R:Q.

4.2 Extension to a power demand distribution

In this subsection we maintain the assumption that D(p) = 1 — p, whenever necessary, and extend
the results derived for a uniformly distributed £ to a more general power distribution. Note that by

Song et al. (2004), the equilibrium values of the decision variables and expected profits are available
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for the traditional sequence with a power distribution of £. For comparison purposes, these values,
as a function of ¢, are presented in Table A.1 in the appendix when the exponent ¢ in the power
distribution is equal to 1, 2 and 4. Let us next consider the following three sequences: Sequence 1:

M:w; R:p; M:b; R:Q, Sequence 2: M:b; R:p; M:w; R:(Q)Q and Sequence 7: R:p; M:w; R:Q; M:b. For

the proofs of Propositions 4.8, 4.9 and 4.10 below, please refer to the proofs of Propositions 3.2,
3.3 and 3.11, respectively, in the appendix.

Proposition 4.8 In Sequence 1: M:w; R:p; M:b; R:Q, for a power distribution of § € [0, K] with

f(e) =~(e)t (wheret >0 and~y = (t+1)K D) and for D(p) = 1—p, the equilibrium value of the

retail price p* satisfies 7dEI};I‘f(p) = 0, where Ellj(p) = 7”(17525%“, z = [(Hl)[(t*?(gi(;;;%)*p*d]t%)

w(p) = %, A = —pt? + 2p%t? + pt?c + tc + 2pte + 2¢ — pt + 2p*t, and B =

V(t +2)(—ptc — c — p — pt + 2p? + 2p2t)(—pt2c — 2ptc — te — 2¢ + 2p + pt — pt2 + 2p>t + 2p2t2).

It appears unlikely that closed-form expressions for the equilibrium values in Sequence 1 can

be derived for any value of t. Thus, let us first consider the case of t = 1.

—2p+4p2+3pc+3c+\/3(—pc—c—2p+4p2)(—3pc—3c+2p+4p2)
For t = 1, w(p) = TTTp)

must have p > 2Fetve420ctd VC;“'QOCM), z = 1/%’ / W and M’s expected profit function becomes:

(and since w € [c,p), we

2 [2 2w(p) +p — 3¢
Elly = -4/ —(1 - e —
M 9 37( p)p( D

2+c+vc24+20c+4 1)
S )

).

We use Matlab to search over p € | , to find the unique equilibrium retail price p*
which maximizes M’s expected profit function, and accordingly, we can compute the equilibrium
values of the other decision variables and expected profits of M and R. We have conducted a
similar analysis for t = 2 and ¢ = 4, but for space consideration, we do not report the detailed
analysis here. The equilibrium values in Sequence 1, as a function of ¢, for ¢t = 0, 1, 2 and 4, are

presented in Table A.2 in the appendix.

Let us next consider Sequence 2 under a power distribution of &.

Proposition 4.9 In Sequence 2: M:b; R:p; M:w; R:Q, for a power distribution of § € [0, K| with

fe) = y(e)t (wheret >0 and~y = (t+1) K~ ) and for D(p) = 1—p, the equilibrium value of the
retail price p* satisfies %f(p) = 0, where ETIj;(p) = %(1—]9)(}9—0)73, z= (7((t$;rp1_)((€ﬁ))b(p))

b(p) = =V Z4US VQVUQ_4U5, U=—(t+1)(pt —tc—c—2+3p), V= —pt? + t2c + 9t + 3p*t> — 3pt’c —

)7,

Sptc + 6p® — 3p — 3¢ — 4pt, and S = —p(t + 2)(—2ptc + tc — pt + 2p*t — p + 2p® — ).

Similar to Sequence 1, it is difficult to derive closed-form expressions for the equilibrium values

in Sequence 2 for any value of t. Thus, we consider below some specific values of t.
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Fort = 1. b N 4p+c—9p2+4pc+\/—15p4+24p3—34p20+24p3c+8pc2—8p2+8pc+02—8p202
ort =1, b(p) = ITic2p)

[0, p), we must have p > %((6— V6)(1+¢)+ \/3(7 —2V6)(2¢2 + ¢+ 2v/6c + 2))), z = 77(3217(3;&)1)))

(and since b(p) €

and M’s expected profit function becomes:

2 /2 p—c
Elly = 3\/;(1 —P)(P—C)\/m-

Again, we use Matlab to search over p € [{5((6—v/6)(1+c)+ \/3(7 —2V6)(2¢2 + ¢+ 2v/6¢ + 2)),1),

to find the equilibrium retail price p* which maximizes M’s expected profit function, and accord-

ingly, we can calculate the equilibrium values of the other decision variables and expected profits
of M and R. Similarly, we have analyzed the cases for t = 2 and t = 4, but for space consideration,
we do not report the detailed analysis here. The equilibrium values in Sequence 2, as a function of
¢, for t =0, 1, 2 and 4, are presented in Table A.3 in the appendix.

Finally, we examine Sequence 7 under a power distribution of &.

Proposition 4.10 In Sequence 7: R:p; M:w; R:Q; M:b, for a power distribution of £ € [0, K]
with f(€) = v(e)! (where t > 0 and v = (t + 1)K~Y) and for D(p) = 1 — p: for ¢ = 0, the
1
2

1\ * * 1 * .
7€£2))t+1 = w = m G/nd b = 0,

equilibrium values of the decision variables are: z* = (

and for ¢ > 0, p*(z) = m and the equilibrium value of the stocking factor z* satisfies
B

dElR(2) et D) [(#F1) (1—c) —y(t+2) 2t 1] 2t 2

—z— =0, where Ellp = A2 [t D)=y (E+2) 2t 1]2 :

Similar to Sequences 1 and 2, it is difficult to derive closed-form expressions for the equilibrium
values in Sequence 7 for any value of t. So let ¢ > 0, and consider the case where ¢ = 1.

Fort =1, p(z) = (and since p € [¢, 1), we must have z < 2(17_6)), and R’s expected

1—%22 3y
) —3y22]43 -
profit function reduces to: Ellg = %%, which is unimodal in z € [0, 2% ). We

2(1—c)

have used Matlab to search over z € [0, 3

|, to find the equilibrium stocking factor z* which
maximizes R’s expected profit function in Stage 1, and accordingly, we can calculate the equilibrium
values of the other decision variables and expected profits of M and R. Similarly, we have analyzed
the cases for ¢ = 2 and t = 4, but for space consideration, we do not report the detailed analysis in
these two cases. The equilibrium values in Sequence 7, as a function of ¢, for ¢t =0, 1, 2 and 4, are
presented in Table A.4 in the appendix.

Based on the numerical results derived for the traditional sequence and Sequences 1 and 2,

which are displayed in Tables A.1, A.2 and A.3, respectively, in the appendix, we observe that:

Observation 4.11 For a power distribution of & with f(e) = (€)' and t = 1, 2 and 4, and for
D(p) =1—p:

24



(i) EIT%,(S2) > EII%,(S1) > EIT%,(TS).

(i) By, g(52) > Elly, p(S1) > ETly, p(TS).

(iii) EX5(TS) > EIT%(S2) and EITG(S1) > EIT%(S2).
(iv) p*(T'S) > p*(51) > p*(52).

(v) w*(52) > w*(S1), and

(vi) @*(52) > Q*(51) and Q*(52) > Q*(TS),

where, as we recall, E1ly;, p stands for the equilibrium expected channel profit.

Note that Observation 4.11 (i) is consistent with Proposition 3.8 and Observation 3.9 (i), ac-
cording to which, in equilibrium, M attains the highest expected profit in Sequence 2 and the lowest
expected profit in the traditional sequence. Note further that Observation 4.11 (ii) implies that
both Sequences 1 and 2 improve channel efficiency, which is consistent with Observation 3.9 (ii).
Observation 4.11 (iii) implies that R attains the lowest expected profit in Sequence 2, which is
consistent with Observation 3.9 (iii). Based on R’s equilibrium expected profit in the traditional
sequence and Sequence 1, as displayed in Tables A.1 and A.2, respectively, for t = 1, 2 and 4, we
observe that R’s expected profit in Sequence 1 is larger (respectively, smaller) than in the tradi-
tional sequence when the manufacturing cost ¢ is small (respectively, large). For example, when
t = 2, as compared to the traditional sequence, there is an increase (respectively decrease) of 1.65%
(respectively, 14.15%) in R’s expected profit for ¢ = 0 (respectively, ¢ = 0.9). This observation
implies that R’s preference between the traditional sequence and Sequence 1 is not demand distri-
bution invariant. Indeed, for example, by Observation 3.9 (iii), for a uniform £ and D(p) =1—p, R
always realizes a lower equilibrium expected profit in Sequence 1 than in the traditional sequence.

Let us now seek the equilibrium sequences when M moves first, assuming a power distribution
and D(p) =1 —p. If M is the leader who initially offers a wholesale price w in the first step, then,
as we recall from the analysis in §3.4, R’s best response is to commit only to a retail price p in his
first step. On the other hand, if M initially offers a buyback rate b, then, we recall from the analysis
in §3.4 that R, again, would prefer to set only his retail price p. Therefore, Observation 4.11 (i)
immediately implies that under a power distribution with ¢ = 1, 2 and 4 and D(p) = 1 — p,
Sequence 2: M:b; R:p; M:w; R:Q is the unique equilibrium sequence.

By examining the equilibrium values in the traditional sequence and Sequence 7 in Tables A.1

and A.4, respectively, in the appendix, we can make the following observations:

Observation 4.12 For a power distribution of & with f(e) = (€)' and t = 1, 2 and 4, and for
D(p) =1—p:
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(i) E11;,(S7) > EII;,(TS).

(it) EIy, g(S7) > E1Lyy, 5(T'S).
(iii) EX5(TS) > EIT%(ST).

(iv) w*(T'S) > w*(S7).

(v) p*(T'S) > p*(S7), and

(vi) @*(57) > Q*(TS).

Observation 4.12 (i), (ii) and (iii) imply that for a power distribution and ¢ = 1, 2 and 4, in
equilibrium, M and the channel (respectively, R) realize a higher (respectively, lower) expected
profit in Sequence 7, with a larger order quantity, than in the traditional sequence. This result
is different from that derived for the uniform distribution case, wherein M’s and R’s equilibrium
expected profits and order quantity in the traditional sequence and Sequence 7 coincide. Observa-
tion 4.12 (iv) and (v) are consistent with Corollary 3.12 (iii) and (iv), respectively, according to
which, Sequence 7 results with lower wholesale and retail prices than in the traditional sequence.

Finally, recall from §3.4 that when R is the first mover, he gets a zero profit, and that he realizes a
strictly positive expected profit in Sequence 2. Thus, R would rather not be the first mover, and, as

was the case for a uniform &, Sequence 2: M:b; R:p; M:w; R:Q is the unique equilibrium sequence

for a power distributed £ with ¢ = 1, 2 and 4, and the first mover in these cases is determined

endogenously.

5 Conclusions and Further Research

We have introduced in this paper the sequential commitment approach for determining the values
of contract parameters, and have analyzed its effect on the PD-newsvendor model with buybacks.
As argued earlier, compared to the traditional approach, the sequential commitment approach
introduces additional flexibility to contracting between members in the supply chain. Indeed,
while contracting according to the traditional approach follows the take-it-or-leave-it paradigm, the
sequential commitment approach allows members, if they so desire, not to commit simultaneously
to values of all contract parameters under their control. It also allows them to strategically sequence
the order by which they commit to these values. As such, the sequential commitment approach is
more in line with other approaches to model contracting in the supply chain (see, e.g., Nagarajan
and Bassok (2002), and Iyer and Valis-Boas (2003)), and it can provide some insight, such as who
should move first, or which contract parameter should be discussed first, or which pair of contract

parameters should be negotiated as a package (e.g., b and p), or which orders of the issues to be
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negotiated should be avoided since they may lead to an impasse, when the supply chain members
engage in a negotiation process for determining the values of contract parameters.

Our analysis has revealed that the sequential commitment approach endogenizes the first mover
decision. Indeed, while in the traditional approach it is arbitrarily assumed that one of the parties,
usually M, is the leader, in the sequential commitment approach, under certain conditions (e.g., uni-
form £ and linear, exponential and negative polynomial expected demand functions), both parties

prefer that M will move first. Additionally, it was revealed that Sequence 2: M:b; R:p; M:w; R:Q

is the unique equilibrium sequence in the sense that both parties prefer that M will move first, and
neither party can benefit by resequencing the order at which it commits to contract parameters
under its control.

We have further demonstrated that sequential commitment can have a significant effect on
the supply chain performance and on the fortunes of its members. Indeed, sequential commit-
ment can significantly increase M’s expected profit, as compared to the traditional sequence. For
example, based on Tables A.1, A.2 and A.3, for a uniform & D(p) = 1 — p and ¢ = 0.9, Se-
quence 1: M:w; R:p; M:b; R:QQ and Sequence 2: M:b; R:p; M:w; R:Q)Q improve M’s equilibrium

expected profit by 25.19% and 79.25%, respectively, as compared to the traditional sequence. In
that respect we note that for an arbitrary distribution of £ and an arbitrary form of D(p), Se-

quence 5: M:b; R:p, Q; M:w and Sequence 6: M:b; R:Q; M:w; R:p result with M attaining the

entire expected channel profit and R getting nothing. However, Sequences 5 and 6 require, e.g.,
that R commits to an order quantity before the wholesale price is set, and thus are not very realistic.

By contrast, sequential commitment could adversely affect significantly R’s performance. For
example, for a power distribution of £ with ¢ = 0 (uniform), and ¢t = 1, 2 and 4, and D(p) = 1 — p,
R can never do better than in the traditional sequence when he moves first, and when M is the
first mover, sequential commitment can significantly decrease R’s equilibrium expected profit. For
example, based on Tables A.1 and A.3, for a uniform £ and D(p) = 1 — p, R is always worse off
in Sequence 2 than in the traditional sequence, and, e.g., Sequence 2 decreases R’s equilibrium
expected profit by 73.51% for ¢ = 0.9.

We can further conclude from Tables A.1, A.2 and A.3 in the appendix that buybacks, coupled
with sequential commitment, can increase significantly channel efficiency. For example, Sequence 2,
for a uniform ¢ and D(p) = 1 — p, increases channel efficiency from 10.90%, for ¢ = 0, to 21.25%,
for ¢ = 0.9. This result should be compared to the relatively insignificant effect of introducing

buybacks in the PD-newsvendor model. Indeed, as it was shown by Granot and Yin (2004a), for a
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uniform £ and D(p) = 1 — p, buybacks increase channel efficiency by at most 3.16%.

Finally, our results demonstrate that the sequential commitment approach could have a signif-
icant effect in the PD-newsvendor model, and it would be interesting to investigate the robustness
of our results for different distributions of &, other than the power distribution, as well as for other
expected demand functions. It would also be interesting to extend the sequential commitment
approach to other operations management models as well as to the additive demand model (i.e.,
X = D(p)+¢&) of the PD-newsvendor problem. However, as suggested in Footnote 1 in §2, (see also
Emmons and Gilbert (1998), Mills (1959), Petruzzi and Dada (1999), and Granot and Yin (2004b)),
the additive model could produce results which are qualitatively different from those derived for

the multiplicative demand model.
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Appendix

Proof of Proposition 3.2. We use backward induction to solve Sequence 1: M:w; R:p; M:b; R:Q,

which is a four-stage Stackelberg game, assuming that £ € [0, K] follows a general power distribution
f(e) = ~(e)t, where vy = (t+1)K~+D) and D(p) = 1 —p. Recall that the expected profit functions
of M and R are given in (2).

Stage 4: Given (w,p,b), R chooses an order quantity ¢ to maximize his expected profit, given
by (2). Note that choosing @ is equivalent to choosing z, where z = %. One can easily verify

dETIR(2)
Z

that FTIr(z) is concave in z. Thus, 5 = 0 gives us the unique optimal z*, which satisfies

bzttt = pattl — %(p— w), and R’s expected profit function reduces to: Ellg = ii—%(p —w)D(p)z*.
Stage 3: Given (w,p), M chooses her optimal b to maximize her expected profit, given by (2).
We work with z instead of b for M’s problem (see Lariviere (1999)). Taking into account z* from

Stage 4, M’s expected profit function becomes: ETl; = D(p)[(w —c¢)z + (pt__;;)z - (tﬁi:j?)]’ which
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1 1
is concave in z. Thus, dErflf (2) — 0 gives us the unique optimal 2* = [7@:2)]“71 . [(HI)(w;ch*c]tTl,
and M’s expected profit function reduces to: Elly = 5 D(p)p - (2 Slass

Stage 2: Given w and knowing z*, R chooses p to maximize his expected profit function, which

reduces to Fllg = %D(p)(p—w)z*, where D(p) = 1—p. The first-order condition (F.O.C.) yields
TR = A+ Sty where A= (6 +1)(1 = 2p +w)pl(t + 1)(w —¢) +p—d + (1= p)(p —
w)le — (t+ 1)(w — ¢)]. Since A(p = w) > 0 and A(p = 1) < 0, we have %5(7’)(

dETIR(p) (
dp

p =w) > 0 and
p = 1) < 0, and the optimal retail price is an inner solution (i.e., w < p*(w) < 1) which
satisfies %}’f(m =0,1ie., A(p) =0

Stage 1: We work with p instead of w for M’s problem in Stage 1. Note that A can be written
as a function of w as follows: A(w) = (t+ 1)(1 —2p+w)p[(t + 1)(w —¢c)+p—c]+ (1 —p)(p —

w)[e — (t + 1)(w — ¢)], which is quadratic in w, and there is a unique w*(p) € [¢,p), w*(p) =

—pt? +2p2t2+pt2c+tc+2ptc+2c—pt+2p2t+\/(t+2)(—ptc—c—p—pt+2p2 +2p2t) (—pt2c—2ptc—tc—2c+2p+pt—pt?+2p2t+2p3t2?)
20+1) (ptt1) ;

which satisfies A(w*(p)) = 0. M’s problem in Stage 1 is to choose p to maximize EIl); =

t—&-%(l — p)pztt2, where z = [75#2)]”% . [(t+1)(w*(§)—0)+p—6]t_~%.

To complete the proof of Proposition 3.2, we need to consider the case where £ is uniformly

distributed, i.e., t = 0. For t =0, w*(p) = ¢+ \/ (2p? — p — ¢) (and since w € [¢,p), we must
have p > 1HvI+8e V41+80), 2*(w,p) = %;20 and M’s expected profit function in Stage 1 becomes:
11—p , 1
Ellyy = ——(w*(p) —c+p—c)*=—(1—p)(p—c)H, Al
Ly P = - -p)—0) (A1)

(+/ 2p2—p—0+\/p—6)2

W <0, dHl > 0 and d Hl < 0. Thus, EII)s in (A.1) is concave in p, and the F.O.C. yields

where Hy; = One can verify that for p € |

c d[(1— —c
1+\/41+8 1), (1 Zﬁp )] <0,

the unique equlhbrlum retail price p* in Sequence 1. Accordingly, it is easy to derive the equilib-

rium values of the other decision variables: w* = c++/(2(p*)2 — p* — ¢)(p* — ¢), b* = %,

Z¥ = W and Q* = (1 — p*)z*, and the expected profits: FII}, = K(-p )(&;; +"-20% ,nd

EII}, = EQ-p)(p" _41:*)(“’ +pt—2c) , where we recall that K = % fort=0.0

Proof of Proposition 3.3. We analyze Sequence 2: M:b; R:p; M:w; R:(Q), assuming that £ €
[0, K] has a power distribution f(e) = ~(e)?, where vy = (t + 1)K~ and D(p) =1—p

Stage 4: R’s problems in Stage 4 in Sequences 2 and 1 coincide. Thus, the unique z* satisfies
w=p-— 7~(13+)le7 and R’s expected profit function becomes: ETlg = 25 D(p)(p — b)(*)"*2.

Stage 3: Knowing (b, p) and z*(b,p,w), we solve M’s problem in Stage 3 by working with
z instead of w. M'’s expected profit function as a function of w becomes: FElly; = D(p)[(p —

c)z — (tﬁlz)w[(t + 2)p — (t + 1)b]], which is concave in z. Thus, dElEli]Z”(Z) = 0 yields z*(b,p) =
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(%)Hl and M'’s expected profit function becomes: Ellj; = ii;D( )(p — c)z*.

Stage 2: Given b and taking into account z*(b, p) in Stage 3, R chooses p to maximize Ellg(p) =

H%D(p)(p _ b)(Z*<b,p)>27 where D(p) =1- p. The F.O.C. yieldS: dEl;[lg(p) - ’y[(t+2)p—(1?+1)b]2zt71’

where A = (t +1)(p —¢)(1 4+b —2p)[(t +2)p — (t + 1)b] +2(1 — p)(p — b)[(t + 2)c — (t + 1)b]. Since
A(p = max(b,c)) > 0and A(p =1) <0, %}a”m > 0 and %}a”m < 0, we conclude that the
dEHR( ) _

optimal retail price is an inner solution (i.e., max (b,c) < p*(b) < 1) satisfying
A(p) = 0. Note that ETlg = 75(1 — p)(p*(b) — b)(2* (b, p*(b)))"*2, which is strictly positive since
p*(b) > max (b, ¢) and z*(b, p*(b)) > 0.

=0, i.e.,

Stage 1: Again, we work with p instead of b for M’s problem in Stage 1. Note that A can be
written as a function of b as follows: A(b) = (t +1)(p —¢)(1 +b—2p)[(t +2)p — (t + 1)b] + 2(1 —
p)p—b)t+2)c—(t+ 1] =U-*+V-b+S =0, where U = —(t + 1)(pt —tc —c — 2 + 3p),
V = —pt?+t2c+9p?t+3p*t? —3ptic—bptet+-6p? —3p—3c—4pt and S = —p(t+2)(—2ptct+te—pt+2p>t—

p+ 2p? — ¢), which is quadratic in b, and there is a unique b*(p) = VAV "—4US V2 4US € [0, p), satisfying
A(b*(p)) = 0. M’s problem in Stage 1 is to choose p to maximize Ell); = %(1 —p)(p—c)z, where

_ (t+1)(p—c) 4
2= (s

To complete the proof of Proposition 3.3, we need to consider the case where £ is uniformly
_ 2 o 2_ oy _6n2 _
distributed, i.e., t = 0. For t = 0, b*(p) = 30 =)t/ Cp? —p—O) (62 Tp+Spe9c) € [0,p) (thus,

2(2+c—3p)
p > 1Evltse V41+86), 2*(b,p) = m and M’s expected profit function in Stage 1 becomes:

p—c 81-p)p—c) p—c

Elly = = H A2
M7 6y T 2p— b (p) 16y 2 (#-2)
—6p2 _ o) (= -
where Hy = 8(21p pgg’ )C) 6p°+5p+dpe—3ety/(2p 2p p—c)(Z6p? +Tp+8pe—9c) Using some algebra, one can

show that for p € [1+7 V41+SC, 1), ETl; in (A.2) is concave in p. Thus, the F.O.C. results with a

unique equilibrium retail price p* in Sequence 2. Accordingly, we can easily derive the equilibrium

—3(2(p*)?—p* —0)+1/(2(p*)2—p* —c) (—6(p*)2+7p*+8p*c—9c) . _
2(2+c—3p) 2=

values of the other decision variables: b* =

I;Z(ﬁ:f), Q" = (1 —p*)z* and w* = p* — %, and the equilibrium expected profits are:
Bl = K@= ynq prry, = K000 where we recall that K = for t = 0. O

Proof of Proposition 3.5. We study the four-stage problem in Sequence 4: M:w; R:Q; M:b; R:p,

assuming a power distribution of £ with f(e) = ~(e)! and that D(p) is decreasing in p and satisfying

2
D(p) T = (t+2)(“GP) < 0.

Stage 4: Given (w,@,b), R chooses p to maximize his expected profit, given by (1) Elli(p) =

_Q
(p—w)Q—(p—b) ElQ—X]*, where E[Q—X]* = QF (5%)— [u”® D(p)ef(e)de = 2% 5 D(p)~+D),
a? ()

which is the expected unsold inventory. Since D(p) is decreasing in p and satisfying D(p)=—;
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(t + 2)( d;p))2 < 0, it is not difficult to show that W > 0 and

the expected lost sales increase in the retail price p at an increasing rate), and that % =

Q- E[Q-X]*— (p_b)dE[Qd;XH and d2£,12m — 2M (p_b)dQE[fi?f;)ﬂ* < 0, which implies

that ETlp is concave in p. Thus, the F.O.C. results with a unique stationary point, p(Q, b), which
satisfies: de[Qd;X]Jr = pdE[%;X]+ +E[Q—X]T — Q. Note that p°(Q, b) is independent of w. Taking

derivative of the F.O.C. equation under p = p°(Q,b)(> b) with respect to b and simplifying yields:

% = (2% + (p%(Q,b) — b) dQE[(%QX]+)8poébQ’b). Since E[Q — X|* is increasing and

convex in p and p(Q,b) > b, we conclude that % >0, and p°(@Q, b) increases in b. Therefore,
the optimal p* for R in Stage 4 is either p¥ or it is attained at one of the extreme points?, w or
D_l(%), which are independent of b.

Stage 3: Given (w, Q) and knowing p* from Stage 4, which is either increasing or independent
of b, we conclude that M’s expected profit function, given by (1), is decreasing in b. Thus, b* = 0,

which implies that Sequence 4 coincides with the wholesale price-only contract sequence. O

Proof of Proposition 3.7. Consider Sequence 6: M:b; R:Q; M:w; R:p, assuming a general

distribution of £ and a general form of D(p).
Stage 4: Given (b,Q,w), R sets p to maximize Fllg = (p — w)Q — (p — b)E[Q — X]|T, given
by (1). Assume that p°(b, Q) satisfies the F.0.C.: Q — E[Q — X]T — (p — b)% = 0, which

is independent of w. Since EIlg is continuous in p, the optimal retail price p* is either equal to

Q

p°(b, Q) or it is one of the two extreme points, w and D™!(3), i.e.,

- :{ max (ghp (b, Q)) %fpg(bv Q) < Dj(%),
(%) if p°(b,Q) = D™ (%)

Stage 3: Given (b, Q) and knowing p*, M chooses w to maximize EIly; = (w — ¢)@Q — bE[Q —
D(p*)¢]T, given by (1). Consider two scenarios: (A) When p°(b,Q) > D~ ( ), p* is independent
of w, and thus, Fll,; is increasing in w. Therefore, w* = p* = D‘l(%). (B) When p°(b,Q) <
D_l(%), M has two options regarding w: (B1) If w > p%(b,Q), then M sets w(> p°(b,Q)))
to maximize Elly; = (w — ¢)Q — bE[Q — D(w)¢]t and w* = p*. (B2) If w < p°(b,Q), then
w* = p* = p°(b,Q). Since the optimal w* in Option (B2) is on the edge of the feasible region,
we conclude that M would choose option (B1), i.e., w € [p°(b, Q), D_l(%)] is chosen to maximize
Elly = (w — ¢)Q — bE[Q — D(w)&]™, and at optimality, w* > max (b,c). Thus, for any (b,Q),
p* = w*.

Stage 2: Given b, R determines @ to maximize Ellgp = —(w* — b)E[Q — D(w*){]™. Let us

“Note that Q < KD(p) since £ < K. Thus, p < Dil(%).
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consider two scenarios: (A) When b < ¢, we immediately have w* = p* > b and EIlp < 0 except
for @ = 0. Thus, R would choose @* = 0 to avoid a negative expected profit. (B) When b > ¢,
R has three choices: (B1) If @ = KD(b) and p°(b,Q) > D_l(%)(: b), then w* = p* = b and
Ellg = 0. (B2) If Q # KD(b) and p°(b, Q) < D_l(%)(> b), then Ellp < 0 except for Q) = 0.
Thus, Q* = 0. (B3) If p°(b, Q) < D_l(%), then w* > b and Fllg < 0 except for @ = 0. Thus,
Q* = 0. R gets a zero profit in all three options in Scenario (B). Thus, for Scenario (B), the choice
of either @* = KD(b) or Q* = 0 depends, by Assumption 3.1, on M’s expected profit, which is
ETly = D(b){K(b—c)— E[K —£]"} (strictly less than the expected profit of the integrated channel
for any value of b since Q* = KD(b) # Q') and EIl; = 0, respectively.

Stage 1: M’s decision on b in Stage 1 has two options: (A) If b < ¢, then Q* = 0 and EII}, = 0.
(B) If b > ¢, then b is determined to maximize ETl); = max (D(b){K (b —c¢) — E[K —&]7},0) and
Ellg = 0. O

Proof of Proposition 3.8. Assume a uniformly distributed £ and D(p) =1 — p.
EII},(S2) > EII;,(S1). From the analysis in the proof of Proposition 3.3, in Stage 4, in
Sequence 2: M:b; R:p; M:w; R:QQ, M decides upon p € [1+7 V41+86,1) to maximize: EIl;;(S2) =

fg,y;(—GpQ +5p +4pe — 3¢+ /(2% — p — ¢)(=6p% + Tp + 8pc — 9¢)). Similarly, from the analysis
in the proof of Proposition 3.2, in Stage 4, in Sequence 1: M:w; R:p; M:b; R:Q, M chooses p €
[Hfm,l) to maximize: ETl;/(S1) = %(W—i— VP — ¢)?. Next, we show that
ETI5(S2) > E(S1) for any p € [@7 1), which is a sufficient condition for EII},(S2) >
EII%,(S1). Note that EII)(S2) > EIlp(S1) is equivalent to S21 = —6p? + 5p + 4pc — 3¢ +
V(2p% —p —¢)(=6p2 + Tp + 8pc — 9c) —2(1—p)(\/m+ VP —¢)? > 0, and it is not difficult
to show that, indeed, for any p € [Hfm, 1) and any c € [0,1), S21 > 0.

E1I3,(S1) > EII;,(TS). Recall that the equilibrium value of the retail price and M’s ex-
pected profit in the traditional sequence: M:w,b; R:p,(Q are: p* = StV I+8e V81+80 and FII},(TS) =

K@=y 1+8§;Z(1+” 1489) Wwhere K = % Evaluating ETI,;(S1), given by (A.1), at p* = Stv1t8c ”SHSC and

. o - . % -3 14-8¢)(—5—+/14-8¢c+8 3+3v/14-8¢c—12 10+2v/1+8c—16¢)?
simplifying yields: ETLy (S1)(p") = SH/ICE IRt /bEvE iaee 102y L 16

one can easily verify that EII;(S1)(p*) > EII},(T'S) for any ¢ € [0,1), implying that EII},(S1) >
EII;,(TS). O

. Now,

Proof of Proposition 3.11. We analyze Sequence 7: R:p; M:w; R:Q; M:b, assuming that £ has

a power distribution and D(p) =1 — p.
Stage 4: M’s problem in this stage is pretty straightforward, i.e., M would always choose b* = 0.
Stage 3: Given (p,w) and b* = 0, R determines z = % (since @ is chosen after p) to

34



maximize his expected profit function, given by (2), which can be rewritten as: ETlg = D(p)[(p —

w)z — (tl’ﬁ%], and is concave in z. Thus, z* satisfies the F.O.C. p — w — Wij:rl =0, and R’s
expected profit function becomes: Ellg = H%D(p)pzt”.

Stage 2: Given p and knowing z* and b* = 0, M determines w to maximize Elly; = (w —

c)D(p)z*. Again, we work with z instead of w for M’s problem to maximize Elly; = D(p)[(p —

+2] which is, again, concave in z. Thus, the F.O.C. p—c— %pzl“r1 = 0 yields z*(p).

)z — g p?
Stage 1: We work with z instead of p for R’s problem in Stage 1. Consider two cases as follows.

(A) For ¢ = 0, from Stage 2, we have z* = (-ttL )t%l, which is independent of p. Thus, R’s

~v(t+2)
t+2
expected profit function becomes: Ellz = Hiz(vft‘f?) )#+1 D(p)p, where D(p) = 1—p. It is clear that

p* = %, and the equilibrium values of w* and the expected profits can be computed accordingly.

e+ D[+ (A —c) —y(t42) 2!+ 12" +2
(2 [(t4+1) =y (t42) 2 H1]?

(B) For ¢ > 0, R chooses z to maximize ETlp = . Similar to the

analysis of Sequences 1 and 2, it is difficult to solve R’s problem in Stage 1 for any value of t. Thus,

to complete the proof of Proposition 3.11, we next consider a uniformly distributed &, i.e., t = 0.

When t = 0, p(z) = 173'yz (and since p € [c,1), we must have z < 12;,;3), and R’s expected

o 2
profit function reduces to: Ellgp = %

Thus, the F.O.C. gives us the unique equilibrium z* = KC)’% V148c), (Recall that ¢ is distributed

, which can be easily shown to be unimodal in z.

on [0,K] and v = %) Accordingly, we can compute the equilibrium values of the other decision
1+\/41+8c’ Q* = K(3ﬂ1/61+8c)2 w* = (1+\/1+8c)27 b* = 0, and

variables and expected profits: p* = , 16

EIT%, = 2EH}} _ K(3ﬂ/1+82c%3é(1+\/1+80)_ O

Proof of Proposition 3.13. R’s problem of determining p* in Stage 3 coincides with R’s prob-
lem in Stage 4 in Sequence 4: M:w; R:Q; M:b; R:p, which has been analyzed in the proof of

Proposition 3.5. Therefrom, we conclude that p* is either increasing in b or independent of b
and E[Q — D(p*)£]T increases in p, which implies that M’s expected profit function in Stage 2,
ETly = (w — ¢)Q — bE[Q — D(p*)&]™ is decreasing in b. Thus, b* = 0, and M’s expected profit is
increasing in w. Thus, in Stage 2, w* = D‘l(%) and b* = 0, which leads to p* = w* and Ellg < 0
except when Q = 0. To avoid a strictly negative expected profit, R would choose Q* = 0 and, in

equilibrium, FII}, = ETI, = 0. O

Proof of Proposition 3.14. Recall that the sequences R:p; M:w; R:Q; M:b, R:Q; M:w,b; R:p,

R:p; M:w,b; R:QQ and R:Q; M:w; R:p; M:b have been previously analyzed. Thus, below we cover

the other three sequencing instances when R is the Stackelberg leader. For space consideration, we

do not report the details of the analysis.
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Sequence: R:p; M:b; R:QQ; M:w. The analysis in this four-stage sequence under a general

distribution of £ and a general form of D(p) is pretty straightforward. In Stage 4, after p, b and @
have been determined, M would set her wholesale price as high as possible. Thus, w* = p. Knowing
w* = p, R’s expected profit would be strictly negative if he chooses a strictly positive order quantity
and b # p. When b = p, R is actually indifferent regarding the value of @), since his expected profit
will always be zero. Thus, when b # p, R would choose () = 0, and otherwise, consistent with
Assumption 3.1, () will be chosen to maximize M’s expected profit, i.e., F(%) = %. Now, it
leaves the choice on whether b = p to M in Stage 2. If b # p, then Q* = 0 and both M and R
earn a zero profit. If b = p, then M would realize a positive profit. Since R gets a zero expected
profit for any p, p is chosen to maximize M’s expected profit function, which coincides with the
integrated channel problem. Therefore, in this sequence, M would secure the entire expected profit
of the integrated channel, while R gets nothing.

Sequence: R:p,Q; M:w,b. The analysis in this sequence under a general £ and a general D(p)
is, again, quite simple. After R’s decisions on p and ) have been set, M will definitely set a high
enough w and a low enough b. Thus, w* = p and b = 0. Taking M’s response in Stage 2 into
account, R would not order anything in order to avoid a negative profit. Therefore, there will be

no contract between M and R and both of them will realize a zero profit.

Sequence: R:Q; M:b: R:p; M:w, and a general { and a general D(p). In Stage 4, knowing

(Q,b,p), M will set w as high as possible. Thus, w* = p. Given (Q,b) and knowing w* = p,
R’s expected profit function in Stage 3 becomes: FEllgp = —(p — b)E[Q — X]T, where X is the
random demand and E[Q — X]* is the lost sales. Clearly, the lost sales increase in the retail
price p. Thus, Ellg decreases in p. Therefore, in Stage 3, R will choose a retail price as small
as possible, i.e., p* = max (b,c). In Stage 2, given @ and knowing w* = p* = max (b,c), M has
two options: (A) b < cor (B) b>c. (A)Ifb < ¢, then w* = p* = c and Fll); = —bE[Q — X|T,
which decreases in b. Thus, b* = 0, and accordingly, EIly; = 0, and Ellg = —cE[Q — D(c)é]T < 0
except for @ = 0. (B) If b > ¢, then w* = p* = b, which is a complete consignment contract, and
accordingly, Elly; = (b — ¢)Q — bE[Q — D(b)¢]T and Ellg = 0. M chooses b(> ¢) to maximize
ETly = (b—¢)Q —bE[Q — D(b)¢]". Thus, R in Stage 1 is indifferent between @ = 0 in Option (A)
and a complete consignment contract in Option (B). Therefore, by Assumption 3.1, @, together
with b, is used to maximize M’s expected profit function ETly = (b—c)Q —bE[Q — D(b)¢]™, which
coincides with the expected profit of the integrated channel. Thus, in equilibrium, M attains the

entire expected profit of the integrated channel and R gets a zero profit. O

36



Proof of Proposition 3.15. Let us first consider Sequence 1: M:w; R:p; M:b; R:Q), with a power

distribution of £ and a general form of D(p). By the proof of Proposition 3.2 in the appendix, for

any given w, in Stage 2, R’s problem is to choose p(> w) to maximize Ellp = %D(p) (p —w)z*,

where 2* = [W(tt“:f?) . (Hl)(w;CHp—C]t%. Note that p(z*)!! — %(p —w) = vétt—tkl?) [(t+1)(w—c)+

p—c—(t+2)(p—w)] =b(z*)"* > 0. The last inequality is due to the fact that b > 0, which can

be verified from the analysis in Stage 2 in the proof of Proposition 3.2, and z* > 0.
In the wholesale price-only sequence: M:w; R:p,Q with a power distribution of £ and any

D(p), for any given w, in Stage 2, R chooses p and @ to maximize R’s expected profit function,

Ellg = (p—w)Q—W%, which is concave in () for any p. Thus, Q* = D(p)(%)ﬂ%1
and R’s expected profit function reduces to ETlg = %D(p) (p—w)zk, where 2 = [w]t$1

P
R is to choose p(> w) to maximize his expected profit function in Stage 2.

For a given w, it is easy to show that z* > 2 for any value of p. Thus, for any values of w
and p, R’s expected profit in Sequence 1 is strictly larger than his expected profit in the wholesale

price-only contract sequence. O

Proof of Proposition 4.1. Let us first consider Sequence 1: M:w; R:p; M:b; R:Q). Since the

analysis of Stages 4 and 3 in Sequence 1, as carried out in the proof of Proposition 3.2, is valid for
any form of D(p), we continue with the analysis in Stage 2, assuming D(p) = e P and a uniform ¢

on [0, K] (i.e., t = 0).

p(Bw—p—2c¢)

w+p—2c and z*(w,p) =

Stage 2: From the analysis in Stages 4 and 3, we have: b*(w,p) =
K(w+p—2c¢)

2p

,and M’s and R’s expected profit functions can be simplified to: Ell; = %M

and Fllp = %e_p(p_w)[fwﬂ’_%), respectively. In Stage 2, R chooses p to maximize EIlg for any

given w. The F.O.C. yields dEgg(m = AESE = 0, where A = (—p® + 2p*c + pw? — 2pwe + p* +

w? — 2we), which is a cubic function of p. Since A(p = w) > 0 if w # ¢ and A(p — o0) < 0, the
optimal retail price p*(w) > w is an inner solution and satisfies %}’f(m =0, i.e., A(p) = 0.
Stage 1: We work with p instead of w for M’s problem in this stage. Note that A can be

written as a quadratic function of w as follows: A(w) = (1+p)w? —2¢(1+ p)w +p?(1+2c— p), and

—e— 2_ _
there is a unique w*(p) = C+pC+\/(lﬂj)(lfrpp%p 2=

we must have p > ltekve+6etl V§2+60+1. Substituting w*(p) into M’s expected profit function we have:

K (p—c)(p>—pe++/ (1+p) (—c—pe+p?—p) (p—c) —c)e P
By = 4p(1+p) )

Next, we consider Sequence 2: M:b; R:p; M:w; R:Q. Similar to Sequence 1, the analysis of

, satisfying A(w*(p)) = 0. Since w* € [¢,p),

Stages 4 and 3 in Sequence 2 in the proof of Proposition 3.3 is valid for any form of D(p), and we

can continue our analysis in Stage 2, assuming D(p) = e P and a uniform £ on [0, K] (i.e., t = 0).
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Stage 2: From the analysis in Stages 4 and 3, we have: w*(b,p) = I’Jrgicbbc and z*(b,p) = %,

and M’s and R’s expected profit functions can be simplified to: Elly; = & % and FElliz =

2p
%%. R’s problem in Stage 2 is to choose p to maximize FIlg for any given b. The F.O.C.
yields 2202(2) — A 9’5?, where A = —2p3+3p2b+2p%c—3pch—b2p+b2e+2p% —3bp+2pe—3be+2b2.

Since A(p = max (b,c)) > 0 and A(p — o0) < 0, the optimal retail price p*(b) is an inner solution,
p*(b) > max (b, ¢), satisfying dEgi;f(p) =0, i.e., A(p) = 0. Note that Ellp = %W >0
since p*(b) > max (b, ¢).

Stage 1: We work with p instead of b for M’s problem in this stage. Note that A can be written

as a quadratic function of b as follows: A(b) = (2+c—p)b?+3(p? —pc—p—c)b—2p(p? —pc—p—c),

_ 2 o 2 _me—p— 2 _ _
and there is a unique b*(p) = L C)+\/(12) +C€Cp PP petTy 96)5 satisfying A(b*(p)) = 0.
Since b* € [0,p), we must have p > HC*VCQ%CH, and M'’s expected profit function becomes:
EIly = Ke~P(p—c)(—p*+pc+5p—3ct++/ (p2—pe—p—c) (p> —pc+Tp— 96))

16p

1+c+\/02+6c+1)
2

For any value of p(>
Let S21(p) = Ellp(S2) — ETlp(S1), where ETIp(S1) and EHM(SI) are M’s expected profits in
Sequences 1 and 2, respectively, for any value of p. Thus, S21(p) = 16p 1 +p {m 1+
)P —pc+Tp—9c — 4/(1+p)(p —¢)] — p* + 2pc + p*c + 5p + c}. One can verify that for any
p > Mﬂ and any ¢ > 0, S21(p) > 0, implying that EII;/(S2)(p) > Ellj(S1)(p) and
EIT%,(S2) > EIT%,(S1).

Now, by (11) and (12), for D(p) = 7P, p* = 35t and EII;,(TS) = K(3+C_H8)(1_C+H)6_W

, let us compare M’s expected profit in Sequences 1 and 2.

in the traditional sequence. Evaluating M’s expected profit function in Stage 1 in Sequence 1 at
the equilibrium retail price p* of the traditional sequence, and simplifying yields: ETIR(S1)(p*) =
K(3—ctH) (5+Czézj+\ﬁ)5 (Jg:le(;’ —etH)(+H)) , where H = v/¢2 + 6¢ + 1. By using some simple algebra,
it is not difficult to verify that ElIl(S1)(p*) > EII},(T'S) for any value of ¢, which implies that

EIT;,(S1) > EII;,(TS).0

Proof of Proposition 4.4. Consider Sequence 7: R:p; M:w; R:Q; M:b, assuming that £ has a

uniform distribution (i.e., ¢ = 0 in the power distribution) and D(p) = e P. Since the analysis
of Stages 4, 3 and 2 in Sequence 7 in the proof of Proposition 3.11 was done for an arbitrary
D(p), we only need to analyze R’s problem in Stage 1 for D(p) = e P. Note that w* = p — ypz
and Flly; = (w — ¢)e Pz. In Stage 1, R sets p to maximize Ellg = %e*ppza where z satisfies:

- 2
p—c—2vpz = 0. R’s expected profit function can be simplified to: Ellg = W, which

can be easily verified to be unimodal in p, and the unique equilibrium retail price is p* = #,

where H = v/¢? + 6¢ + 1. Accordingly, we can compute the equilibrium values of the other decision
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* K(3+c—H) * __ 143c+H
wo ="

variables: z* = T and b* = 0, and the equilibrium expected profits are:

EII;, = 2ETIR — KBte- I{%(I_CJ“H)e*HC;H. By comparing these equilibrium values in Sequence 7

and those in the traditional sequence, as displayed by (11) and (12), we can derive: EII};(S7) =
2EITL(S7) = SEIG,(TS) = SEIL(TS), Q*(S7) = §Q*(T'S), p*(T'S) = p*(S7) + 1, w*(T'S) =
w*(S7) + L and v*(T'S) > b*(S7) = 0. O

Proof of Proposition 4.5. Consider Sequence 1: M:w; R:p; M:b; R:Q). The analysis of Stages 4

and 3 in Sequence 1 was carried out in the proof of Proposition 3.2 for a power distribution of &
and an arbitrary D(p). We continue the analysis in Stage 2, assuming D(p) = p~? and a uniform

¢e0,K].

p(Bw—p—2c¢)

wip—2c and Z(w,p) =

Stage 2: From the analysis in Stages 4 and 3, we have: b*(w,p) =

w, and M’s and R’s expected profit functions can be simplified to: ETly; = %}w
and Ellp = KP-2e=w)(wtp=2¢) 1, Gta0e 2 R sets p to maximize Ellg, which is clearly unimodal

4p

M = 0, which is equivalent to requiring

in p and has a unique optimal p* satisfying the F.O.C.
that A = —gp? + 2¢gpc + qu? — 2quwe + p? + w? — 2we = O.
Stage 1: We work with p instead of w for M’s problem in Stage 1. Note that A can be written

as a quadratic function of w as follows: A(w) = (¢ + 1)w? —2(q + 1)cw — qp® + 2¢qpc + p?, and there

is a unique w*(p) = ¢+ \/ p=c) qp e <) satisfying A(w*(p)) = 0. Since w* € [c,p), we must have
. Kp~ (@t (p—¢)(,/B=R=qc=C 4  /5—¢)2
D> (%;711)6. M’s expected profit function becomes: Elly; = 3 at .

Next, consider Sequence 2: M:b; R:p; M:w; R:Q). The analysis of Stages 4 and 3 in Sequence 2

was carried out in the proof of Proposition 3.3 for a power distribution of £ and an arbitrary D(p).
We continue the analysis in Stage 2, assuming D(p) = p~¢ and a uniform ¢ € [0, K.

Stage 2: From the analysis in Stages 4 and 3, we have: w*(b,p) = p;g;ic_—bbc and z*(b,p) =

K(p—c) Kp~%(p—c)®
2p—b 2(2p—b)
Ellp = %b%gp—c)? In Stage 2, R determines p to maximize Fllg for any given b. The F.O.C.

is 7dEg§(p) AR 2 (p=c) g;l>b()p C), where A = —2p3q + 3p2¢b + 2p?qc — 3pgcb — pgb® + qb’c + 2p> —

and

and M’s and R’s expected profit functions can be simplified to: Ellj; =

3p2b + 2p?c — 3pch + 2pb?. Since A(p = max (b,c)) > 0 and A(p — oo) < 0, the optimal retail
price p*(b) is an inner solution, p*(b) > max (b, ¢), satisfying M =0, i.e., A = 0. Note that

Ellgp = %W > 0 since p*(b) > max (b, ¢).

Stage 1: We work with p instead of b for M’s problem in this stage. Note that A can be written

as a quadratic function of b as follows: A(b) = (2p — qp+ qc)b? +3p(qp — gc — p — c)b—2p?(qp — qc —

p((=3(gp—qc—c—p)++/ (pa—p—qc—c) (pg+Tp—qc—9c)))
2(2p+qc—qp)

A(b*(p)) = 0. Since b* € [0,p), we must have p > (qH)C. M’s expected profit function becomes:

p —c) = 0, and there is a unique b*(p) = , satisfying
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Kp~ 4tV (p—c)(y/ (qp—p—qc—c) (pg+Tp—qc—9c) —pg+qc+5p—3c)
Elly = v )l .

Similar to the linear and exponential expected demand function cases, one can show, using sim-

ple algebra, that for any p > (q;%l)c, E(S2) > Ellp(S1), implying that EII;,(52) > ETI},(S1).

Finally, by (13) and (14), in the traditional sequence under D(p) = p~9, p* = % and
EII,(TS) = %. Evaluating M’s expected profit function in Stage 1 in Sequence 1 at

the equilibrium retail price p* in the traditional sequence, and simplifying yields: ETIr(S1)(p*) =

K(q_l)qg;(ll(_qf(:(l(;iqg)lqtf C+U° 1t is not difficult to show that ETI r(S1)(p*) > EIIR(TS) for any value

of ¢ and ¢, implying that ETI}(S1) > EIIL(TS). O

Proof of Proposition 4.7. Assume that ¢ has a uniform distribution and D(p) = p~%. The
analysis of Stages 4, 3 and 2 in Sequence 7 in the proof of Proposition 3.11 is valid for an arbitrary
D(p), and we only need to analyze R’s problem in Stage 1 for D(p) = p~%. Note that w* = p—ypz

and Ell) = (w* — ¢)D(p)z. In Stage 1, R sets p to maximize Ellg = Jp~ 97122, where z = L. Tt

29p”
. . . . : . . 41 .
is easy to verify that Ellg is unimodal in p and uniquely maximized at p* = (2_71)0. Accordingly,
we can compute the equilibrium values of the other decision variables: z* = qul’ w* = % and
K(g—1)*!

b* = 0, and the equilibrium expected profits are: EII;, = 2EIl; = By comparing

2¢a=T(g+1)aF 1"
these equilibrium values in Sequence 7 and those in the traditional sequence, as displayed by (13)
and (14), we can easily derive: EII},(S7) > EII},(TS) for ¢ > 2, E1I3,(S7) = EII},(T'S) for ¢ = 2,
EII3,(S7) < EIL,(TS) for ¢ < 2, EIIRL(TS) > EIL(S7), Q*(S7) = %(q%)qQ*(TS) > Q*(TS),

p*(S7) = q%qlp*(TS) < p*(TS), w*(S7) = w*(TS) and b*(S7) = b*(T'S) = 0. O.
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