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PRICE DECISIONS WITH ASYMMETRIC REFERENCE EFFECT AND
INFORMATION SHARING IN DUAL-CHANNEL SUPPLY CHAINS

NENGGUI ZHAOM?, QIANG WANG®* AND JIE WU?

Abstract. This paper considers a retailer-manufacturer dual-channel supply chain (DCSC) consisting
of a retail channel and a direct sale channel. Previous literature has shown that either asymmetric
reference effect (ARE) or information sharing (IS) significantly impacts customers’ demand, then the
channel members’ pricing decisions. As yet, no literature has examined the joint effect of both on the
channel members’ pricing decisions, especially in a DCSC. To fill up the deficiency, we first explore and
compare the pricing decisions in a centralized and a decentralized DCSC with ARE, respectively, with
and without IS, using the Stackelberg game and two-stage optimization technique. Then we evaluate
the values of ARE and IS by introducing model misspecification and numerical experiments. We find
that substantial revenue will be lost if the retailer ignores ARE when information is shared than not
shared, especially when the channel members are pessimistic about the market. A higher reference
price or a weaker ARE induces the channel members to increase prices, and make IS more valuable
to them. Besides, whether the information is shared or not, channel members generally underestimate
revenues under a relatively high reference price, while overestimating the revenues under a relatively
small reference price. Furthermore, the manufacturer conditionally accepts the IS while the retailer
always accepts it.
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1. INTRODUCTION

As the Internet information technology develops rapidly, modern customers are increasingly accustomed
to shopping online, which induces many manufacturers to add a direct sale channel as a strategy to attract
customers and improve profits. For example, in many clothing enterprises, like Zara and Uniqglo, customers could
purchase their products from entity shops or online. Chiang et al. [6] reported that about 42% of manufacturers
sell their products directly online to customers. It is not only manufacturers that are increasingly selling products
through two different channels (traditional retail and direct sale), but also retailers are gradually conscious of
the advantages of the dual-channel sales model [11].
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Reference effect, an important marketing phenomenon that significantly influences customers purchasing
behavior, has gained increasing attention over the last couple of decades. (e.g., [10,33]). Reference effect generally
refers to reference price effect or reference quality effect according to the previous literature, and it refers to
reference price effect in this paper. Reference price is generally regarded as an internal anchor and formed in
customers’ minds through the historical prices or the competitor’s prices. Kalwani et al. [16] stated that reference
prices are evolved in the customers’ minds before they making purchasing decisions. When the current sale price
is smaller than the reference price, they will feel a gain, which will clearly stimulate demand; Conversely, they will
feel a loss, which will reduce the demand. With the rapid development of the economy and network, customers
are becoming more and more “shrewd”, and they will inevitably refer to the historical prices before making
purchasing decisions, that is reference price exists in the customers’ mind factually. Previous literature (e.g.,
[35]) stated that the reference price greatly influences the decision-makers’ pricing decisions.

On the other hand, information sharing (IS), as a hot topic in supply chain management, has attracted wide
attention from business comments in practice, it could help the decision-makers understand the market clearly,
and further help them improve the accuracy of demand forecasting and then make more precise operational
decisions. The existing literature has stated that IS could bring significant revenue for the retailer, for example,
Raju and Roy [24] stated that accurate market information could help the decision-makers significantly improve
the profits. Hosoda et al. [12] investigated the advantages of sharing the market information by real-life data sets,
and they stated that sharing information can cut inventory costs by 8%-19%. Whereas, there exists literature
stating that IS is not always supported by channel members, for example, Zhang et al. [35] explored a problem
of demand forecast sharing in a supply chain, both the retailer and the manufacturer could conduct demand-
enhancing service. The authors stated that when the former conducts service, no IS is the best; When the latter
conducts service, if the service efficiency is high (low), the former would share (not share) demand information.
From the above mentioned literature, we obtain that whether IS enables the channel members to achieve a
win-win depends on the research background.

Subsequently, an interesting research topic emerges, whether IS enables the channel members in a DCSC
with ARE to achieve win-win? Or, does ARE has a consistent impact on the system, regardless of IS? Based on
these issues, in this paper we jointly consider ARE and IS in a DCSC, the topic is motivated by the fact that
both of these two factors significantly influence customers’ demand, then the channel members’ pricing decisions
and revenues. Besides, both the theoretical and numerical results show that just considering one factor in this
paper will result in the channel members making inaccurate decisions and suffering substantial losses. As yet,
no literature has explored the joint effect of them on the pricing decisions, and this work tries to bridge the gap.
It is widely cognized that two key elements impact consumers’ purchasing behaviors profoundly in a supply
chain, one is the consumers’ individual behaviors, e.g., reference behaviors, social learning, strategic behaviors,
etc; the other is the retailers’ policies, e.g., demand learning, price guarantee, revenue-sharing contract, etc.
Simultaneously considering these two elements are more in line with the actual situation, and it has been widely
studied in the existing literature (e.g., [2,37]).

In this paper, we first separately derive the optimal pricing decisions in a centralized and a decentralized
DCSC with and without IS. Then we examine the values of ARE and IS to the centralized and decentralized
scenarios, respectively. In the centralized scenario, the channel members have a common goal, i.e., maximizing
the revenues of the entire scenario; whereas, in the decentralized scenario, the channel members are committed
to maximizing their individual revenues. We formulate the problem in the decentralized scenario as a Stackelberg
game and solve it utilizing the game theory and optimization method. In such a game, the manufacturer makes
pricing decisions firstly, then the retailer makes pricing decisions according to the manufacturer’s decisions.

The contributions of this work are mainly embodied in the following two points: First, our work is the first to
jointly consider ARE and IS in a DCSC that consists of a retail and a direct sale channel, the topic is motivated
by the fact that both of them significantly influence customers’ demand, especially the demand that comes
from the retail channel, then influence the channel members’ pricing decision. We believe this paper will be a

11t is worth noting that here “retailers” refers to the supply chain members except consumers, for example, manufacturers,
retailers, sellers, and distributors, etc.
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complement to the literature on DCSCs. Second, we introduce a new method, i.e., model misspecification, to
further investigate the values of ARE to the centralized and decentralized DCSCs with and without IS. The
method is based on the fact that ARE exists in the consumers’ minds, while the channel members generally
ignore it, which in turn affects their pricing behaviors significantly.

The rest of our work is arranged as follows. In Section 2, we review the related literature to our study. In
Section 3, we present model description and notation. In Section 4, we respectively derive the optimal pricing
decisions in a centralized and a decentralized DCSC with ARE. In Section 5, we extend the model of Section 4
by considering IS. In Section 6, we investigate the values of ARE to the supply chain. In Section 7, we evaluate
the performance of sharing information. In Section 8, we conclude the paper.

2. RELATED LITERATURE

This paper focuses on exploring the optimal pricing decisions with asymmetric reference effect (ARE) and
information sharing (IS) in a dual-channel supply chain. The most representative and relevant literature about
(asymmetric) reference price, information sharing, and dual-channel supply chain (DCSC) to our study are
reviewed. We summarize three main streams

The first stream focuses on pricing decisions in a DCSC. In the past few decades, pricing decisions in DCSCs
have gained ascending attention from business and supply chain researchers. Huang and Swaminathan [14]
presented a pricing model in a supply chain with a retail channel and an online sale channel, the authors
assumed the demand is deterministic. Hua et al. [13] simultaneously explored the optimal pricing and delivery
lead time decisions in a DCSC, the authors took lead time into account because they believe it significantly
affects customers’ demands. One distinct feature of our paper is that we consider ARE into a DCSC system
because we believe it also significantly affects customers’ demands. Li et al. [20] explored the optimal pricing
decisions in a DCSC with a risk-averse retailer and a risk-neutral manufacturer, in which demand is stochastic
and price-dependent. Chen et al. [4] proposed a pricing and quality decision-making problem, in which the
authors assumed the product can be sold through three ways: traditional retail channel, online channel, and
dual-channel. Different from them, we assume the products can be delivered through a dual-channel consisting
of a retail channel and an online channel. Chen et al. [5] studied the joint effect of retail service, manufacturer’s
direct service and quality effect on channel members’ decisions in a DCSC that consists of a traditional retail
channel and an online direct channel. Although pricing decisions in DCSCs have been extensively studied, there
are still some important market phenomena that have not been involved, e.g., (asymmetric) reference effect.

Substantial literature focus on pricing decisions with (asymmetric) reference effect (see [17,22]). Fibich et al.
[9] introduced a new two-stage method to derive the explicit pricing decision under ARE, they pointed out that
ARE generally leads to a non-smooth problem and standard methods cannot be applied. Giiler et al. [10], Xue
et al. [31] and Dye and Yang [8] studied dynamic pricing problems, in which demand functions are dependent
on ARE. Zhang et al. [33] presented a cooperative advertising model, where advertising affects the reference
price, the authors investigated the impacts of RE on the pricing strategies of channel members. Zhang et al.
[34] studied two advertising models to explore optimal pricing strategies for a firm, in two models advertising
effect affects reference price through goodwill and the authors assume the reference price has a vital effect on
consumer behaviors. Duan and Cao [7] studied a joint dynamic pricing and inventory management problem
in which demand rate relies heavily on the selling price and customers’ reference price and displayed stock
quantity. Zhao et al. [36] explored a two-period pricing model with RE and strategic consumers, the authors
assumed the reference price only affects the customers’ behaviors in the second period. Cao et al. [2] proposed
a dynamic pricing model with RE, in which demand information is not available to the retailer and will be
studied by a Bayesian approach. However, for all we know, as yet there is no literature studied the influences of
the asymmetric RE on the optimal pricing strategies in a DCSC. We believe this paper will be a complement
to the literature on pricing decisions in DCSCs.

The third stream focuses on IS in a supply chain. For example, Rached et al. [23] studied the influences of
sharing different types of information on a serial supply chain that consists of a supplier, warehouse, retailer,
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and customers. Huang et al. [15] studied a retailer’s incentive for sharing information with a manufacturer
who may encroach the market, and they showed that information sharing can be an effective way for deterring
manufacturer encroachment. As far as we know, most of the research on IS concentrates on sharing demand data.
For example, Cachon and Fisher [1] and Wang et al. [29] considered the values of sharing information on inventory
and demand in a supply chain, by comparing a traditional supply chain without IS. Lee et al. [18] suggested
that IS is of great value to a two-level supply chain, especially when the demands are significantly correlated
over time. Leng and Parlar [19] analyzed an allocated cost-saving problem, where information on demand is
shared in a three-level supply chain that consists of one retailer, one manufacturer, and one distributor. Zhu [38]
outsourcing presented an outsourcing model, in which an asymmetric demand information issue exists between
the supplier and the buyer. The authors obtained the conditions for sharing demand information.

One research purpose of this paper is to examine the performance of IS, which directly influences the demand
function. Market information generally can be identified as one specific case of demand information. Previous
literature (e.g., [24]) shows that a piece of more accurate market information has a greater impact on profits,
especially in a Stackelberg model. Hosoda et al. [12] investigated the benefits of sharing market sales information
using a real-life data set, they revealed that sharing market information can cut inventory costs by between 8%
and 19%. Ma et al. [21] revealed that the buyers in the market can improve their demand forecast by obtaining
more market information.

The literature mentioned above suggests that both IS and (asymmetric) reference effect individually impact
the channel members’ demand significantly, and both of them have been studied deeply over the past several
decades. As yet, there is no literature that jointly considers both of them, especially in a DCSC. This paper
extends the existing literature by combining ARE and IS, discussing the joint impact on the optimal pricing
decisions, and providing interesting managerial insights for channel members.

3. MODEL DESCRIPTION

Consider a retailer-manufacturer dual-channel supply chain (DCSC) that consists of a traditional retail
channel and a direct sale (online) channel. The manufacturer can first sell products to the retailer at a wholesale
price, t.e., w, then the retailer directly sells products to the customers at retail price, i.e., p,; or directly sell to
customers at a direct sale price, i.e., pg (see Fig. 1). The retailer is generally closer to the consumers and has
more expertise and superior forecasting abilities than the manufacturer in the selling process, thus he? holds a
better knowledge about the information on market size and customers’ behaviors than the manufacturer. In this
paper, we assume that the retailer knows the full information about the market size; while the manufacturer
just knows the partial information about the market, i.e., the distribution of the market size.

One research purpose of this paper is to explore the value of sharing the market information between the two
players (i.e., the retailer and the manufacturer) to a DCSC, and thus we analyze the problem in the following two
cases: (i) Non-information sharing (NI): the retailer knows the full information about the market size, whereas
the manufacturer just knows the partial information about the market size; (ii) Information sharing (IS): the
retailer is willing to share the market information with the manufacturer, but a contract or a commitment exists
between them, i.e., once the manufacturer accepts the information, she must pay a certain fee to the retailer.
In either case, we start our analysis in a centralized DCSC, where the channel members have a common goal,
i.e., maximizing the revenue of the entire DCSC by optimizing their own pricing policies (p,, pq4, and w); Then
we analyze the problem in a decentralized DCSC, where the channel members are committed to maximizing
their individual revenues. We characterize the problem in the decentralized scenario to be a Stackelberg game,
and then use game theory and two-stage optimization methods to solve it. In this game, the manufacturer first
decides the direct sale price and the wholesale price, then the retailer decides the retail price in response to the
manufacturer’s pricing decisions. Besides, we assume the direct sale price should be larger than the wholesale
price, i.e., pg > w, otherwise the retailer would order products via the direct sale channel by a cheaper price;

2For convenience, we use “she” denotes the manufacturer and “he” denotes the retailer in the following.
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FIGURE 1. Diagrammatic sketch of a dual-channel system.

Note that the retail price should be larger than the wholesale price, i.e., p,. > w, otherwise it is unprofitable for
the retailer.

3.1. Basic model

We assume consumers’ demand comes from the retail (resp. direct sale) channel, i.e., d,. (resp. dg), is positive
linear in the retail (resp. direct sale) price but negative linear in the direct sale (resp. retail) price (see [24]).
Thus, the base demand function can be formulated as

d,. = 0a — bip, + B1pq and dg = (1 — 0)a — bapg + Bopr,

where a € {ar,an} (aL < am) is the market size, it equals to ar, with probability A € (0,1) and equals to ag
with probability 1 — A; # measures the customers’ preference to the retail channel, a larger 6 implies that more
customers choose to purchase the products through the retail channel; b; and by are the self-price coefficients
of d. and dg, respectively, and 3; reflects the cross-price coefficients. To facilitate the analysis of the model, we
define 31 = (B := (. Furthermore, we assume b; > 3 in light of the self-price coefficient is larger than cross-price
effect.

Consumers in the market are assumed strategic, they generally form a reference price r in their minds after
observing the historical prices of the product, the formed reference price r will inevitably affect their purchasing
behaviors at the current selling price. We assume reference price has a direct effect, ¢.e., reference effect, on the
customers’ demand, which has been widely applied in the previous literature (e.g., [3,34]). In this paper we
consider reference price is evolved from the retail prices and it affects the demand comes from the retail channel®
Thus, we rewrite the demands under the asymmetric reference effect(ARE) from the two channels (i.e., D, and
D,) as follows:

D, =0a—bip, + Bpa+n(r —p,) and Dy = (1 — 8)a — bapg + Bp-, (3.1)

3We extend the original model by considering that the reference price also appears in the direct channel in Appendix B, the
extended model shows that considering the reference price in the direct channel has little influence on the exploration of the
reference effect, e.g., the structures of the optimal prices and revenues are similar to that in the original model, except changing
some parameters. However, the optimal decisions will be extremely complicated if we extend the model, thus the loss outweighs
the gain. Besides, the research perspective on RE is similar to Wang et al. [30] and Sun et al. [27] if we set the direct sales price pg
as the reference price r. In other words, their setting of reference price can be regarded as a special case of ours.
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where 7 € {nT,n~} > 0, represents the intensity of ARE. Specifically, n = n* if r > p,., otherwise n = ™. Notice
that » = 0 denotes that there is no ARE in the supply chain. Generally, the types of customers are classified
into loss-averse, gain-seeking or loss-neutral, which depend on n* < 5=, n™ > n~, or ™ = ™. Prospect theory
[28] postulates that loss aversion behavior is more common than loss-seeking behavior, and thus we focus on
the loss-averse case in this paper, i.e., n© < n~. Furthermore, it is reasonable to define the demands for the two
channels are nonnegative, i.e., D, > 0 and Dy > 0, then we obtain

Baby + (1 — 0)aB + banr faB + (1 — 0)a(by +n) + Bnr
< d pg < .
g (br +mby— 2 M (b1 + mbz — P2

It is rational to suppose that the largest reference price is not larger than the largest feasible price, combining
that the reference price is evolved from the retail prices in this paper, thus we have ryay < 2202t1=0)aB+banrmax

(b1+n)b2—f2 ’
. Oabs+(1—0)ap
Z'e'7 Tmax S §1b2752

Define II,, and II, as the revenues? of the manufacturer and the retailer, respectively, II as revenue of the
entire DCSC. Then, II,,, II,. and II can be determined as

l_[m = wDr +pdDda (32)
I, = (pr — w)Dy, (3.3)
IT= Hm + Hr = prDr +pdDd' (34)

3.2. Model misspecification

Note that one interesting and important purpose of this work is to explore the influences of ARE on the
channel members’ pricing decisions and revenues. Here, we introduce model misspecification to clearly explore
the influence. Model misspecification was initially proposed to test model errors, for example, Signorino and
Yilmaz [26] proposed the model errors in respect to parameters and data, whereas the error in this work refers
to the background (see [35] for a similar reference). Specifically, as the economy and Internet rapidly develop,
customers become more and more “shrewd” in their purchase process, and they are accustomed to consulting
the products’ historical prices, that is RE exists in the customers’ mind factually. However, the retailer may
ignore (or do not realize) the fact, so what happens to the channel members’ pricing decisions if RE is ignored?

Denote w, pg and P, as the corresponding wholesale, direct sale, and retail prices if RE is ignored (i.e.,
nt,n~ = 0). The demands from the two channels that the channel members believe are

DT = fa — byp, + Bpg and Dd = (1 — 9)@ — bopg + Bpr-
Since RE exists factually, the actual demands that they would obtain are
D, = 6a—bip, + Bpa+n(r — p,) and Dy = Dy.

Denote II,,, (resp. II,.) and II,, (resp. II,.) as the revenues the manufacturer(resp. retailer) expects to obtain and
she (resp. he) actually would obtain, respectively, then

,, = @D, + pgDg, I, = @D, + paDq,
1, = (pr — w)D,, M, = (p, — @)D,
The revenues of the entire centralized DCSC that the channel members expect to obtain II, and they actually
would obtain II, can be formulated as
Il = $, D, + pgDg and T = p,. D, + paDg.
We summarize notation in Table 1 for later convenience.
41¢ follows from Shen et al. [25] that we assume the unit ordering cost is 0, because a pricing model with an ordering cost can

be transformed equivalently into another pricing model in which the ordering cost is 0 but the other cost parameters need to be
modified correspondingly.
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TABLE 1. Notation.

Notation

Description

a € {ar,an}

bi, i=1,2
ne{nt,n"}
T

k

A

pr(resp. pr)
pa(resp. pa)
w(resp. W)

D, (resp. D)
D'r

Dg(resp. Dg)
Da
ﬁm/ﬁnb/ﬁnl
1, /i, /1,
1. /1. /1T,

Market size

Self-efficiency of price

Cross-efficiency of price

Intensity of ARE

Reference price

Unit information cost

Probability that a = ar,

Retail price with(resp. without) ARE

Direct sale price with(resp. without) ARE

Wholesale price with(resp. without) ARE

Demand comes from retail channel with(resp. without) ARE
Actual demand comes from retail channel if RE is ignored
Demand comes from direct sale channel with(resp. without) ARE
Actual demand comes from direct sale channel if ARE is ignored
Manufacturer’s expected/actual/optimal revenue

Retailer’s expected/actual/optimal revenue

Total expected/actual/optimal revenue of the centralized DCSC

451

Notes. Note that the above notation added a subscript “c” (resp. “d”) denotes the corresponding notation in the
centralized (resp. decentralized) DCSC, and added a superscript NI (resp. IS) denotes the corresponding notation in NI
(resp. IS) case.

4. NON-INFORMATION SHARING (NI) CASE

In this section, we assume there is no information sharing between the channel members, the retailer knows
the market size accurately, while the manufacturer only knows the distribution of the market size. Consider
that the market size a is ex ante random, which can be either high (¢ = ay) with probability A or low (a = ay,)
with probability 1 — A\, where ag > ar, > 0. Then the expected market size a is given as @ = Aar, + (1 — N)ag.
Apparently, a higher )\ implies that the manufacturer is more negative about the market.

To avoid confusing notation, we add the superscript “NI” to the notation shown in Section 3 to denote the
corresponding case in this section. Specifically, we define w™!, pN! and pgl as the corresponding pricing decisions,
DN and DdNI as the corresponding demands, then

DN = g — by pN' + BpYt + 77(7“ — pyl) and DY = (1 — @)a — boph' + Bpl.

Define EIIN! and EIIN! as the expected revenues of the manufacturer and the retailer, respectively, EIIY! as the
total expected revenue of DCSC, then

BN = N DN 4 DY, B = 1Y = (o — W) DY, (4.1)
EIY = BN + EION = pN DN 4 plI DI, (4.2)

4.1. Centralized DCSC

We first derive the optimal pricing decisions in a centralized DCSC, where the channel members aim to
maximize the revenue of the entire DCSC, we then derive the optimal decisions if RE is ignored. It is immediately
obtained from equation (4.2) that the total revenue is completely independent of the wholesale price, the channel
members need to optimize the retail and the direct sale prices. To avoid confusion, we add a subscript “c” to
the notation shown in Section 3 to denote the corresponding notation in the centralized DCSC, a subscript “d”
is added to denote the corresponding notation in the decentralized DCSC. Specifically, we define pm and pg,lc

as the corresponding retail price and the direct sale price, respectively, I'ICNI as the revenue of the entire DCSC.
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Proposition 4.1. In the centralized DCSC of NI case, EIIN! is jointly concave in pTNIC and pglc; There exists

o faba+(1-6)a fabs+(1—0)a
two thresholds on reference price TN = % >N = M—_b?%, such that

— ¢

(i) if r > Y1, the optimal retail and direct sale prices are given by

NI leabg + b27]+7“ +(1- H)dﬁ and ﬁNI _ 169@ + ﬁ?’]+7‘ + (1 — 9)&([)1 + 77+) )

Pre= 3 (by + T )by — 32 de ™ 9 (by +n%)by — 32 7

(ii) if r < L, the optimal retail and direct sale prices are given by

NI lﬁabg +bon r+ (1 —0)as 4N 169@ + 60 r+ (1 —0)alby +n7)

= an = )
pT7C 2 (bl + 7]7)1)2 — /82 pd,c 2 (b1 + nf)bg — ﬂ2

(iii) otherwise, the optimal retail and direct sale prices are given by

1—0)a+2
Nt = r ana gy = (1200200
, , 20,

Besides, the optimal expected revenue EfIEH is given by equation (4.2) when pN! = f)l,f% and pgl = ﬁdN’{z.

The proofs of all theoretical results are presented in Appendix A. The joint concavity of the total expected
revenue implies the uniqueness of the optimal prices. Proposition 4.1 indicates the optimal prices are piecewise
functions due to the asymmetric RE. If RE is symmetric, i.e., FEH = ﬁCNI, then the optimal prices are continuous,
which further implies the influence of the asymmetric RE on the pricing decisions is profound.

Proposition 4.2. The optimal retail price and direct sale price, ﬁrNi and ﬁg}c, are (i) nonincreasing in n and
n~; (ii) increasing in r, and the increment rate of ﬁTN£ is higher than that of ﬁg}c; (iii) decreasing in .

Proposition 4.2 states some structural properties about the optimal prices. Specifically, the higher the ref-
erence price, or the smaller the intensity of RE, the higher the retail and direct sale prices, which can be
interpreted as follows: A higher reference price implies that customers are willing to pay more for the products,
which naturally stimulates the channel members to charge higher prices to increase the revenue. The smaller
the intensity of RE implies the smaller demand (see Eq. (3.1)), to maximize the revenue the channel members
would also increase prices. The increment rate of ]5712 is higher than that of ﬁglc suggests that the reference price
has a stronger impact on pNL than on pYL, which is straightforwardly attributed to the assumption that the
reference price affects the demand comes from the retail channel directly. The last item implies that the more
pessimistic the manufacturer is to the market, the smaller the prices she will charge, which is consistent with
the fact. When the market size is relatively small, higher prices would lose more customers, which in turn would
lose more revenue.

4.2. Decentralized DCSC

In this part, we explore the optimal pricing decisions in a decentralized DCSC, where the channel members
aim to maximize their individual revenues by setting their own prices. Specifically, we define deI, pTN’}i and pdNL
respectively as the wholesale, retail, direct sale prices; H7an 4 and le\f}i as the revenues of the manufacturer and
retailer, respectively. ’

The problem in the decentralized scenario can be formulated as a Stackelberg game. In such a game, the
manufacturer first decides prices deI and pgld, then the retailer decides pTNil follows from the manufacturer’s
pricing decisions. We derive the optimal price ﬁrN)é followed from the optimal prices deI and ﬁg&, utilizing
backward induction and two-stage optimization technique.
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Proposition 4.3. In the decentralized DCSC of NI case, IEHTIELI’d is jointly concave in wi' and pgfi;
+_g2 Y +
There exists two thresholds on reference price TH' = 49(252175;71%%2)b?+)£12z§21+£2)zf(—b§§2n)n)+ and rY1 =

0a(3b1b2+3byn~ —B%)+2(1—0)aB(b1+n")
4(b1ba+ban——B2)b1+(b1ba+ban——332)n— "’

an > [gl, such that
(i) if r > 71, the optimal pricing decisions are

N — 1by(a+n'r)+ (1L —b)a AL — 18(0a+n*r)+ (b1 +n")(1 —0)a
T2 bbbt —p2 T2 biby + bont — 52 ’
N1 (Ba+nTr)(3b1bg 4 3banT — 37) (1-0)ag

Pra= 4(b1bg + bant — 32)(br + 1) 2(b1b + bon™ — 2)’

(ii) if r <Y, the optimal pricing decisions are

N1 Lba(@a+nr)+B(1—0)a N 1B80Oa+n"71)+ (b1 +n)(1—0)a

YT by by — g2 AT g biby + by — 32 !
NT (Ba +n77)(3b1by + 3ban~ — %) (1-0)ap

Pra= 4(b1by 4 ban= — B2) (b1 +17) 2(b1by + bon~ — 2)’

(iil) z'fr <r< rd , the optimal pricing decisions are

Nt Aba((2by +n)r — ba) — 2(1 — 0)af — 57

~NI
- T‘) w - b
Pr.d d 4(B% + 2b5(by + 1))
Nt By + 3nr — 20a) + 2(by +1)(1 — 0)a
Pad 2(82% + 2ba(b1 + 1)

Besides, the manufacturer’s and retailer’s optimal expected revenues, Ef[NI a4 and Eﬂy}j, are given by equa-
NI

tion (4.1) when w™', pN' and pdNI respectively equal to QD};H, ﬁ}j&, and Py 4-

Proposition 4.3 shows that the manufacturer’s expected revenue is jointly concave in her pricing decisions,
which indicates that @w)! and pYL, are the unique solution to maximize IEHNI Comparing the optimal prices
in the centralized and decentrahzed DCSCs (see Props. 4.1 and 4.3), we dlscover that the optimal direct sale
prices in the two scenarios are identical; the optimal retail price in the centralized scenario equals the optimal
wholesale price in the decentralized scenario; the two thresholds on reference price in the two scenarios are
different, which affects the optimal decisions significantly. If the reference price equals a value that between
the two thresholds on reference price, we assume the optimal retail price is the reference price. Partial of these
results are similar to Hua et al. [13], in which they did not consider reference price but considered the delivery
lead time, which they believe greatly affects the customers’ demands.

Proposition 4.4. (i) ﬁNI is increasing in r; (i) W) and ﬁdN,Ei are piecewise functions of v, and they are
increasing in v when r > YL ¢ <N and r§' < r < 7Y respectively. (iii) Both WY and Agld would suddenly

increase when r beyond [dI but would suddenly decrease when r beyond 7:(1;11‘

A higher reference price implies that the customers are willing to pay more for the products, which naturally
leads the retailer to raise the retail price to increase his revenue. Similarly, the manufacturer would also increase
her prices. Due to the asymmetric RE on the demand function, the optimal prices are piecewise function of the
reference price, and there exists two thresholds on reference price. The last item can be attributed to the fact
that the manufacturer would set her wholesale price large enough but no more than the retail price to maximize
her personal revenue in the decentralized DCSC.
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4.3. Model misspecification

In this section, we further respectively analyze the influences of the asymmetry RE on the retailer’s and the
manufacturer’s pricing decisions and revenues in the centralized and decentralized DCSCs. Specially, we assume
the retailer ignores RE but it exists in the consumers’ mind factually and inevitably affect their purchasing
behaviors.

In the centralized DCSC, we define ﬁyi and ﬁljfc as the optimal retail and direct sale prices if the retailer
ignores RE (i.e., n7,n~ = 0). It follows from Proposition 4.1 that

pr,c - 5 b1b2 _ ﬁ2 an pd,c - 5 b1b2 _ ﬂQ

i Lbabst (1-0)a8 o _ 1 f0at (1—6)ab

Corollary 4.5. In the centralized DCSC of NI case, the optimal prices that without RE are higher than those
with RE, i.e., pat > pre and ﬁglc > ﬁgnc

Corollary 4.5 immediately implies that the optimal prices would be increasing if RE is ignored, which can
also be verified by Proposition 4.2(i). Moreover, if the retailer ignores RE, the demands from two channels that
the channel members believe are

DXL =0a—bipy. + Bpy. and DL = (1 — 0)d — bapy, + Bpne.

However, since RE exists in the customers’ minds factually and inevitably their purchasing behaviors, the actual
demands would be
DN = f0a — bipns + Bpys +n(r — pre) and DYL = DYL

Respectively define ITY! and IZIEH as the optimal expected revenues they expect to obtain and actually would
obtain, then we have

EMY' = pNiDN! + pyL DY and EIIN' = pNLDNL + py L DY (4.3)

Proposition 4.6. In the centralized DCSC, (i) EIY! is independent of r; (zz) Both I@ﬂlc\n and EIN! are increas-
ing in r; (i) EINT > BTN when r < pne and EHNI < EON' when r > pre; () BN > EILN.

If the retailer ignores RE, the total revenue that the channel members expect to obtain is independent of
the reference price, which can be attributed to the fact that the channel members’ optimal prices and demands
do not depend on the reference price if RE is ignored. However, the actual demands are determined by the
customers and are increasing in the reference price, hence the actual revenue is increasing in the reference price.

The optimal revenue is increasing in the reference price is consistent with the actual situation. Specifically,
customers with higher reference prices implies that they are willing to pay more for the products, which imme-
diately increases the revenue. On the other hand, a relatively small reference price (e.g. , r < ﬁTN(I:) implies
the customers in the market are negative about the market if the channel members ignore the fact, the total
revenue they expected to obtain is generally higher than the actual total revenue they would obtain, i.e., they
will overestimate the revenue, and vice versa. Furthermore, the optimal revenue the channel members are able
to obtain is larger than the actual revenue they would obtain, which can be attributed to the fact that RE
exists in the customers’ mind factually, and the pricing decisions without RE are always suboptimal decisions.

In the decentralized DCSC if the retailer ignores RE, it follows from Propositions 4.3 that the channel
members would set p d, wd and p . as the optimal prices, where

i 1bat B1—0)a 1080+ bi(1-60)a i _ fa(3bibs — 5) +2(1 - 0)afh
d 2 blbg — ﬂQ ’ pd’d 2 blbg — 52 ’ pr,d 4(b1b2 — ﬁz)bl ’
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then the demands from the two channels they believe are
_NI _NI ~ _NT _NT
=0a —bip, g+ /de, and Dd a=(1—=0)a—bapg g+ Bpra

However, because RE exists in the customers’ minds factually and inevitably their purchasing behaviors, the
actual demands they would obtain are

DXt = 0a — bipyt + YL +n(r — pie) and D)L = DJL
The optimal revenue the manufacturer expects to obtain and she actually would obtain are
EIY', = wy' DNY + py 4 DYy and BT, = w}' DNY + )y DY (4.4)
Similarly, the optimal revenue the retailer expects to obtain and he actually would obtain are
B, — (7 — w)") DY) and B, — (3 — @) DY, (@3)

Proposition 4.7. When r < pNy, EIINT, > IEHNId and EITY} > EHN When r > ply, EILN, < Eﬁg},d and
ETIY}, < IEHTN);

It follows from Proposition 4.7 that a relatively small reference price implies that the customers take a
pessimistic view of the market. If RE is ignored, the actual revenue that the channel members would obtain is
smaller than the revenue they expect to obtain, and wvice versa. The results are similar to Proposition 4.6. It is
noted that in regard to the value of RE to the channel members, we will illustrate them in Section 6.

5. INFORMATION SHARING (IS) CASE

In this section, we consider a case where the retailer is willing to share the market information with the
manufacturer, a contract exists between them: once the manufacturer accepts the information, she must pay
the unit information cost k to the retailer no matter which channels her demand comes from. Note that if the
manufacturer only needs to pay the demand that from the retail channel, she would choose to sell products
through the direct sale channel after receiving the information to avoid paying a high fee (especially when k is
large enough). Besides, it is reasonable to assume the unit information cost k is not larger than the direct sale
price and the wholesale price, i.e., 0 < k < p&¥ and 0 < k < w!®; Otherwise, the manufacturer would reject the
information, then the model would be the same as Section 4.

To avoid confusing notation, we add the superscript “IS” to the notation showed in Section 3 to denote the
corresponding notation in this section, add the subscript “c” (resp. “d”) to denote the corresponding notation in
the centralized (resp. decentralized) DCSC. Specifically, we define w'®, pI8 and p% as the pricing decisions; D
and DY as the demands; I1I'5 and IT'® as the manufacturer’s and retailer’s revenues, II'S as the total revenue of
DCSC. Once the manufacturer accepts the market information, the demands from the two channels are

Df = 6a —bip}° + Bpy +n(r —py) and D = (1 — 0)a — bap} + Bp)°.
The manufacturer’s and the retailer’s revenues are
5 = (w' — k) DI + (pf — k) DY and I = (pi° — w'S) DS + k(DJ° + D). (5.1)
The total revenue of DCSC is

HIS — HE _|_ H{SI IDIS _|_p DIS (52)
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5.1. Centralized DCSC

We utilize the same method to analyze the centralized DCSC in the NI case (see Sect. 4.1), the channel
members optimize their own prices to maximize the revenue of the entire DCSC. Similarly, denote pfc and pés’c

as the pricing decisions, IT'° as the revenue of the entire DCSC, then we obtain the following optimal pricing
decisions.

Proposition 5.1. In the centralized DCSC of IS case, IS is jointly concave in pLSC and p}fc. There exists two
thresholds on reference price 725 = ﬂﬂ—ib;’% >rlS = 25:;’;:17(—1;2‘9)_‘;%2, such that
(i) if r > 715, the optimal prices are

s 10aby +bontr + (1 —0)as 1 60a+ Bntr+ (1 —0)a(by +nt)

I d AIS _ = :
S N s Ty R (br +11%)bs — B
(i) if r < rIS, the optimal prices are
7S = 16aby + ban~r + (1—0)ap and P15 = 1p0a+ Bn~r+ (1—0)a(br+n")
N O S he 2 (b1 + 17 )bz — 2 ’

(i) otherwise, the optimal prices are

1-0 2
pro, =1 and py, = (1= 0)at26r
’ 2bgy

Besides, the optimal revenue of the entire DCSC, flis, is given by equation (5.2) when pS and pbs respectively
equal to ﬁi,sd and ﬁils)d

Comparing to the optimal prices in the decentralized DCSCs that with and without IS (Props. 4.1 and 5.1),
we uncover that the market information strongly influences the pricing decisions, specifically, a higher market
size would lead to higher prices, while the information cost k has no effects on them; the structures of the pricing
decisions are similar, and the structure properties about )\ and py, still hold for p}5, and pj,. We conclude

the following results about ﬁ}«’sc and ﬁiﬁc
Proposition 5.2. IS has no influence on the structures of the optimal prices in the centralized DCSC.

Utilizing the same method applied in Proposition 4.2, we obtain the similar results, we find that the higher
the reference price, or the smaller the intensity of RE, the higher the retail and direct sale prices, i.e., the
optimal prices ﬁl and p pd ., are nonincreasing in n* and 77 increasing in r. Besides, we find that the increment
rate of pIS, is largcr than that of p p . The results further implies that the structures of the optimal prices in
the centrahzed scenario with IS is snmlar to that without IS.

5.2. Decentralized DCSC

We investigate the optimal pricing decisions in a decentralized DCSC with IS. Similar to the analysis in the
decentralized DCSC with IS (see Sect. 4 2) the Channel members aim to maximize their individual revenues by
optimizing pricing decisions. Define wd , pr ", and p as the pricing decisions; HIS . and HISd as the revenues
generated by the manufacturer and the retailer. Formulate this problem as a Stackelberg game and utilize a
two-stage optimization technique to solve it, then we can obtain the following results.

Proposition 5.3. In the decentralized DCSC of IS case, H}S’d is jointly concave in wils and p}fd. There exists

1S > ,',.IS

two thresholds on reference price T , where

s _ 0a(3bibs +3boy* — 5%) +2(1 — 6)aB(by +0*) + 2k (biba + ban* — %)
d = A(b1bs + bart — 52)by + (biba + bon™ — 362)n+ ’
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s _ 0a(3b1bs + 3ban~ — 5°) +2(1 — 0)aB(bs + ") + 2kB(biba + bon” — %)
—d 4(b1by + ban~ — B2)by + (brba + ban~ — 362)n—

(i) If r > 753, the optimal prices are

S 1(0a+n"r)by +[(1 —0)a—bk]3 1 B3k Sk
472 bibs + bort — 32 2 (bibz +bon* — ) (b + 1)
gs _ 1(0a+ntr)B+[(1—0)a+bok](bs + ) — %k
Pd.a =3 biba + bant — 2 ’
g5, _ (Batmr)(3bibs + 3bom* — 6%) + 2(1 — O)af(b + ) kB
i 4(b1bg + ban™ — 32)(b1 + ) 2(b1 + 1)
(ii) If r <113, the optimal prices are
is _ Latn by + (1= 0)a—bok)s 1 5 o
¢ 2 bibz + ban~ — 32 2 (bib2 +ban~ = B2) (b1 +n7)
oS = 1(fa+n"r)B+[(1—0)a+bk](br +17) — B2k
d,d 2 b1b2 =+ b2777 - 52 ’
ﬁIS _ (9(1 + niT)(?)blbg + 362’177 — ﬂQ) + 2(1 — Q)aﬁ(bl + 777) i kﬂ ]
e 4(biba + ban~ — B2) (b1 +n7) 2(b1 +1n7)
(iii) Otherwise, the optimal prices are
5 S = 2by(bir — fa) — (1 — )aB — 3bak3 k32 Tk
nd 2(8? + ba(b1 + 1)) 2(by +m) (B2 + b2(br + 1))
P 26((2b1 + n)r — 0a) + (b1 +n)((1 — O)a + bak) — k3>
d 2(8% + ba2(b1 +1))

Besides, the optimal revenues of the manufacturer and the retailer, ﬁg,d and lﬁlfd are given by equa-
tion (5.1) when w'S, pIS and p&s respectively equal to 1?1(115, ﬁi?d, and ﬁffd.

By analyzing the optimal pricing decisions in Proposition 5.3, we obtain the following structure properties,
which are similar to Proposition 4.4.

Corollary 5.4. (i) ﬁLSd is increasing in r; (i) W5 and ﬁffd are piecewise functions of r, they are increasing in
r when r > Fés, r < fés and z}is <r< F(Iis, respectively. (iii) Both w}ﬁ and ;ﬁ(ljsd would suddenly increase when r
beyond P but would suddenly decrease when r beyond 75.

Comparing the results in Corollary 5.4 and Proposition 4.4, we uncover that in the decentralized DCSC,
whether the information is shared or not, the monotonicity of the optimal prices is unchanged. However, IS
greatly influences the thresholds on reference price, which implies that given a reference price r, the optimal prices
in IS and NI cases are quite different. Therefore, one significant managerial insight derived from Corollary 5.4
and Proposition 4.4 is that the channel members should jointly consider the asymmetric RE and IS before
making pricing decisions.

Proposition 5.5. In the decentralized DCSC of IS case, given a reference price r, the optimal prices are
nondecreasing in k. Specially, the increment rate of 121(118 s not less than that of ]ﬁff‘d, which in turn is not less
than that of 13}«,8(1-
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Comparing the optimal prices in the centralized and decentralized DCSCs of IS case, i.e., Proposi-
tions 5.1 and 5.5, we discover that the information cost k only affects the optimal pricing decisions in the
decentralized DCSC, and the optimal prices are increasing in k. This is consistent with the fact. As the increas-
ing of the information cost k, the manufacturer would increase d}}is and ﬁ}fd naturally to maximize her personal
revenue. From the retailer’s perspective, as the wholesale price increases, he would also correspondingly increase
the retail price to avoid losing revenue. The manufacturer must pay & to the retailer once she sells out a product,
thus it would be more eager for the manufacturer to increase her prices than the retailer to increase his price
as k increases.

5.3. Model misspecification

In this part, we further analyze the influences of the asymmetry RE on the channel members’ pricing decisions
and revenues if the retailer is willing to share the market information with the manufacturer. A similar analysis
method to Section 4.3 is applied. That is, we first derive the optimal pricing decisions and revenues that
the channel members believed if the retailer ignores RE, however, RE exists in the consumers’ minds really
and inevitably affects their behaviors. Then, we compare the optimal solutions they believed and the actually
obtained to illustrate the influences of the asymmetry RE. In the following, we respectively analyze the model
in the centralized and decentralized DCSCs.

In the centralized DCSC, if the retailer ignores RE, p;5, and py, would be set as the optimal prices. It follows
from Proposition 5.1 that

_ 16aby + (1 —6)ap _ 186a+ (1 —0)aby
IS _ — 2 s _ .
p'r,c - 9 b1b2 . 62 and pd,c 2 blbg o BQ

Corollary 5.6. In the centralized DCSC' of IS case, the optimal prices that without RE are higher than those
with RE, i.e., ]3}?6 > ﬁi’sc and ﬁfﬁc > ﬁffc.

The results in Corollary 5.6 are similar to the results in Corollary 4.5. If ﬁ}ﬁysc and ﬁffc are set as the optimal
prices, the demands of the two channels that the channel members believe are

Dy = ta = bipr, + Api,e and D, = (1= 0)a — bapy, + Bpye.
Due to the reality existence of RE, the actual demands they would obtain are
Dy = 0a.—bip)e + Bpae +n(r — pre) and D, = Dy
Denote TN and IZIEH as the optimal total revenue they expect to obtain and they actually would obtain, then

IS _ IS HIS | -IS HIS IS _ IS AHIS | IS HIS
Hc = pr,cDr,c + pd,ch,c and Hc = pr,cDr,c + pd,ch,c' (53)
Proposition 5.7. (i) II¥° is independent of r; (ii) Both IS and IS are increasing in r; (i) IS > TS when
r <P, and IS <11 when r > ﬁfc; (iv) TIS > 1118,

The results shown in Proposition 5.7 are similar to Proposition 4.6. It is worth noting that both the optimal
prices and demand functions are linear in the market size whether the information is shared or not, and the
revenue is the product of the optimal prices and demand. Hence, the structural properties of the revenues in
the two scenarios are similar apparently.

In the decentralized DCSC, if the retailer ignores RE, the channel members would set the optimal prices as
follows:

s 16aby+ [(1— 0)a — bok]3 3%k
Wy = =

1
2 biby — (32 §(blb2 — (%)b Tk
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Pad =35 biby — 32 » Pra = A(bybs — B2)by 2y

15 10aB+[(1 —0)a+ bak]by — B’k g _ 0a(3b1by — B%) +2(1 — 0)apb; kB

and the demands of the two channels that they believed are
Dl’,sd =fta — blﬁ}ﬂ,sd + ﬁﬁ?fd and D}fd =(1-0)a— bzﬁ}fd + 515}~,Sd'
Due to the reality existence of RE, the actual demands they would obtain are

D}“,Sc =0fa — blﬁ}",sc + 61_)}1?0 =+ ’r](’l" - ﬁ}",sc) and Dzl?c = D(Ifc

Denote I:HS, d (resp. f[ff‘d> and IZI}S d (resp. f[i,’sd> respectively as the optimal revenues the manufacturer(resp.

retailer) expects to obtain and she(resp. he) actually would obtain. Then,

ﬁ}S,d = (@Iis — k) Di?d + (ﬁ}fd - k’)Dfd’ ﬁfd = (ﬁfd - wllis)Di,Sd + k’(D}ﬂ,Sd + D(Ii?d); (5.4)
ﬁif,d = (w}is - k)D}",Sd + (ﬁifd - k)Dfdv ﬁqlfd = (ﬁ}fd - "D}is)bi,sd + k(DLSd + D}fd)' (5.5)

IS

Proposition 5.8. Given a reference price r, II'S | TI'S . and TI'® , are decreasing in k; while 1115, TI!5, and

I8, are increasing in k.

Proposition 5.8 suggests whether RE is ignored or not, as the increase of the information cost k, the man-
ufacturer’s revenue would decrease, while the retailer’s revenue would increase. These results are apparently
consistent with the fact: As k increases, the manufacturer would pay more for the retailer once she sells out a
product. Similar to the analysis of the revenues that the channel members expect to obtain and they actually
would obtain, in the decentralized DCSC of NI case, we obtain the following results.

Corollary 5.9. When r < p&5,, ﬁfd > ﬁ}n’sd and TS , > TS - When r < ﬁi’sd, s, < ﬁ}n’sd and ﬁ}g’d < ﬁ}id.

By analyzing the optimal prices and the corresponding revenues in Sections 4 and 5, several interesting
questions are raised: (i) how much revenue will be lost in the centralized (or decentralized) DCSC if RE is
ignored? Especially when the actual reference price is relatively large or small. (ii) Whether IS is always better
for the entire DCSC and the channel members than non-information sharing? (iii) Compared with the IS case,
how much revenue will be increased (or decreased) for the entire DCSC and the channel members, if the
information is shared between the channel members?

In the following, we will illustrate the above questions by numerical experiments.

6. THE VALUE OF THE ASYMMETRIC RE

We implement numerical experiments to examine the value of the asymmetric RE on the channel members’
pricing decisions and the corresponding revenues in the centralized and decentralized DCSCs with and without
IS, respectively. We evaluate the performance of RE to the retailer by numerically comparing the optimal
revenue she is able to obtain, the revenue she anticipated to obtain, and the revenue she actually would obtain,
when she ignores RE that exists among the customers in reality, in the cases with and without IS. Clearly, the
larger the deviations between the three types of revenues, the greater the influence of RE on the retailer, which
further suggests the significance of the retailer’s correct cognition on RE. Our numerical experiments have the
following basic parameters: a;, = 2, ag =8, 0 =0.4; b1 =4, b, =3, =2, 1m = 0.5, 7o = 1.8.



460 N. ZHAO ET AL.

48 . 225 : : : -
| |
L ! e 22 R
T 215 a !
46 H [ . A P
N // A
* A 2.1 — o
45 ¥ | X/X |
@ - @ -
4] + ! 3 [ + !
3 / I S 205 I
o 441 )
2 I 2 I
& A I e 2 P I
43t ! A !
e : 1.95 :
40l
: : 191 # :
A —#—Optimal || P —+— Optimal |,
a1t —6&— expected | | 185) —o— expected ||
2 —+— actual | —+— actual |
4 . . . I L I 18 . . ; il
0.8 0.85 0.9 0.95 1 1.05 1.15 1.2 0.6 0.65 0.7 0.75 0.8 09
reference price r reference price r
(a) (b)

FIGURE 2. (a) Revenues in the centralized scenario when A = 0.2. (b) Revenues in the central-
ized scenario when A = 0.8.

6.1. NI case

Here we examine the value of RE to the retailer in the NI case, where the manufacturer deems the market
size equals ap, with probability A and ay with 1 — \. Clearly, A has nonnegligible impacts on the three types of
revenues, and we illustrate the impacts by comparing the revenues when A = 0.2 and A = 0.8, in the centralized
and decentralized cases, respectively.

Centralized DCSC': observing Figures 2a and 2b, if the retailer ignores RE, both the optimal revenue she
could be able to obtain and the actual revenue she would obtain are increasing in r but decreasing in \. These
are consistent with the theoretical results shown in Section 4.1. Another phenomenon we observed is that the
optimal revenues are always larger than the actual revenue, especially when the reference price is small enough,
which suggests that ignoring the asymmetric RE would lose much revenue, and RE has a positive effect on the
retailer. Besides, a larger A gives rise to two smaller thresholds on reference price, which further implies that
ignoring RE will lose more revenue for DCSC with a larger .

Define

the optimal revenue — the actual revenue
[the op | 100%

the actual revenue

as the revenue loss rate if RE is ignored, we uncover that as the actual reference price » = 0.8, the loss rate is
9.14% when X = 0.2, and is 2.35% when A\ = 0.8.

Decentralized DCSC': from Figure 3, we observed that the three types of revenues are increasing in A. The
channel members’ revenues are fluctuating with the reference price, which is caused by the asymmetric RE.
There exists two thresholds on reference prices, the revenues when a reference price equals a value that is
between the two thresholds on reference prices are generally higher than those when the reference price equals
a value that is outside of this interval. Besides, we discover that in the decentralized scenario, ignoring RE is
always detrimental to the manufacturer, but may benefit the retailer especially when the actual reference price
equals a value between the two thresholds on reference price.

6.2. IS case

Next, we explore the value of RE in the IS case, where the retailer shares the market information with the
manufacturer, and then both of them know the market size clearly.

Centralized DCSC': comparing the three types of revenues in Figures 2 and 4, we found that in the centralized
scenario, sharing information will increase two thresholds on reference price, which suggests that ignoring RE
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FIGure 3. (a), (b) Manufacturer’s revenues in the decentralized DCSC; (c) (d) Retailer’s

)
revenues in the decentralized DCSC. (a) A =0.2. (b) A=0.8. (c) A =0.2. (d) 0.8
will lose more revenue when the information is shared than not shared, especially when A is large. For example,
when A = 0.8 and r = 0.8, the loss rate is 2.35% in the NI case, whereas is 9.2% in the IS case.

Decentralized DCSC': comparing Figures 3 and 5, a higher k generally gives rise to higher revenue for the
retailer but a lower revenue for the manufacturer; Moreover, we found that as k increases, ignoring RE will lose
more revenue for the manufacturer, especially when the reference price is relatively small. For example, when
r = 1.1 the loss rate is 10.9% when k = 0.05, but 16.7% when k& = 0.35. However, as k increases, ignoring RE
would benefit the retailer, excluding the case where the actual reference price is between the two thresholds on
reference prices. For example, if » = 1.1 the loss rate is 150% when k = 0.05, but 43% when k = 0.35. Another
interesting insight we obtain is that whatever k is, ignoring the reference price is always detrimental to the
channel members but may benefit the retailer when k is small enough and the actual reference price is between
the two thresholds on reference price.

Besides, it follows from Figures 2-5 we observe that whether the information is shared or not, the channel
members generally underestimate revenues under a relatively high reference price, while overestimating the
revenues under a relatively small reference price, in either centralized DCSC or decentralized DCSC,
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Revenues

5+ +/ —%— Optimal B
/ —o— expected
T —+— actual
48 : : :
0.8 0.9 1 1.1 1.2 1.3

reference price r

FIGURE 4. Revenues in centralized DCSC of the IS case.
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FIGURE 5. (a), (b) Manufacturer’s revenues in the decentralized DCSC; (c), (d) Retailer’s
revenues in the decentralized DCSC. (a) k = 0.05. (b) k= 0.35. (c) k = 0.05. (d) k = 0.35.
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TABLE 2. The value of the information to DCSC.

Ve
r
A 0.6 0.65 0.7 0.75 0.8 0.85 0.9 0.95 1 1.05 1.1

0.2 09218 0.9266 0.9315 0.9363 0.9411 0.9471 0.9648 0.9888 1.0128 1.0335 1.0413
0.8 3.0141 3.0348 3.0675 3.1144 3.1728 3.2330 3.2939 3.3477 3.3881 3.4151  3.4287

TABLE 3. The value of the information to the manufacturer.

Vm,d
r
k 1 1.05 1.1 1.15 1.2 1.25 1.3 1.35 1.4 1.45 1.5

0.05 0.7032 0.7068 0.7104 0.4071 0.4884 1.0819 1.0521 1.0088 0.7948 0.7962 0.7977
0.35 —0.1957 —0.1967 —0.1978 —0.5058 —0.4292 —0.0807 —0.0565 —0.0598 —0.0764 —0.1126 —0.1128

TABLE 4. The value of the information to the retailer.

Vi

)

r
k 1 1.05 1.1 1.15 1.2 1.25 1.3 1.35 1.4 1.45 1.5

0.05 0.2536 0.2548 0.2561 0.5566 0.5681 0.1051 0.0918 0.0784 0.2546 0.2550 0.2555
0.35 1.0728 1.0787 1.0846 1.3897 1.4059 1.2191 1.1888 1.1355 1.0821 1.0910 1.0931

7. THE VALUE OF INFORMATION SHARING

In this section, we numerically examine the value of IS, by comparing the three types of revenues in the
centralized and decentralized DCSCs with and without IS, respectively.

We first evaluate the value in the centralized scenario. Clearly, comparing Figures 2 and 4, we can find the
revenue of the entire DCSC would significantly improve with IS. In the following, we quantify the value of
sharing information by separately comparing the revenues in the centralized and decentralized DCSCs when
the market information is shared and not shared. Following from Yue and Liu [32], we use the relative gaps

Ve =115 1Y, Vg =10 o — TN, and Vg = 1T, — TIY,
to denote the values of IS to the centralized DCSC, as well as the manufacturer and the retailer in the decen-
tralized DCSC, respectively. Clearly, larger values of V., V;;, 4 and V,. 4 implies greater values of IS.

Table 2 shows the value of IS to the centralized DCSC. Reference price r varies from 0.6 to 1.1, and A\ €
{0.2,0.8}. We observe that the larger A is, the greater the value of IS is, which is consistent with the fact
situation. A higher A suggests that the manufacturer is more negative about the market, and sharing the
market information with her will bring higher revenue for the system. Furthermore, we find that a higher
reference price will make IS more valuable to DCSC.

In Tables 3 and 4, we respectively illustrate the values of information sharing to the retailer and to the
manufacturer in the decentralized DCSC. Taking A = 0.2, from Table 3, if k is relatively small, accepting the
market information would increase the manufacturer’s revenue; Otherwise, accepting the market information
would decrease her revenue, that is, it is better for the manufacturer to refuse IS. From Table 4 we observe
that the retailer’s revenue is increasing in the information cost k. A higher k implies that the retailer will get
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more revenue for the manufacturer. One may suspect that the manufacturer could set a lower price for the
direct sale channel to stimulate demand after accepting the information, whereas a contract regulates that the
manufacturer must pay unit cost k to the retailer no matter which channels her demand comes from. Hence, we
conclude that the manufacturer tends to accept the market information from the retailer when k is not large
enough, while the retailer always supports IS.

8. CONCLUSIONS

Recently, ARE and IS are increasingly getting the attention of the dual-channel members, since both of them
separately affect the customers’ demand significantly. In this paper, we explore the joint effect of these two
factors on a DCSC that consists of a retail and a direct sale channel. We first respectively explore the pricing
decisions in a centralized and a decentralized DCSC with and without IS under the asymmetric RE, using
the Stackelberg game and two-stage optimization technique. Then we evaluate the values of the asymmetric
RE and IS to DCSC by introducing model misspecification and numerical experiments. Several interesting and
important managerial insights are obtained. First, we find that a higher reference price or a weaker intensity
of RE induces the channel members to increase prices, and make IS more valuable to them. Second, ignoring
the asymmetric RE will lose more revenue when the information is shared than not shared, especially when
the channel members take a pessimistic view of the market. Third, whether the information is shared or not,
channel members generally underestimate revenues under a relatively high reference price, while overestimating
the revenues under a relatively low reference price. Finally, the manufacturer conditionally accepts IS (i.e., when
the information purchase cost is relatively small), while the retailer always accepts IS since sharing information
brings him a windfall.

Several interesting and related topics are worthy of studying in the future. First, we assume the reference
prices are evolved just from the retail prices. What are the corresponding results if the reference prices are
evolved from the direct sale prices? In practice, customers may also evolve a reference price from the direct sale
prices, but it may be more complicated. Second, we assume all customers in the market are risk-averse for the
sake of analysis, but in reality, customers may be gain-seeking or risk-neutral. What happens to the system if
the customers in the market are gain-seeking or risk-neutral, or a mixture of the above three types?

APPENDIX A.

Proof of Proposition 4.1. Taking the partial derivatives of II\! with respect to (w.r.t) pyi and pyfc, then we
obtain the following Hessian matrix

BZHI;TI 821_[1;]1
N 6(p§}§)2 a(pNL)o(e¥L) | _ (—2b1—2n 20
= 521 52Nt = 28 b, )
opr)o(ri)  o(piL)”
Since 212 — —2by — 21 < 0, and det(HN!) = 4(b1by + ban — %) > 0 (where the inequalities follow from

o(pL)”

by,bo > 3> 0and n € {nt,n"} > 0), hence HCNI is jointly concave in pTN£ and piIC, which implies there exists a
unique solution to maximize ITY!. Taking the derivatives of IINT w.r.t. pflp and de}C, we obtain

oy NI NI oy ~ NI NI
=0a —2(by + 7)py. + 2003 +nr and —~ = (1 — 0)a + 206p,., — 2bap, ..
2(pNh) : 7 a(pglc) : 7

Setting the above formulae to zero, we obtain the optimal retail price and direct sale price

N 1 0aby + bonr + (1 — 0)ap and PN — 180a+ Bnr+ (1 —0)a(by +n)
mCT2 (b + )by — B2 be g (by +m)bg — B2
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NI _  0Oabs+(1—0)a NI _  Oabx+(1-0)ap _NI
Define 7." = g5, m 75,207 a0 L™ = 55,5, 357 (Te
price is larger than the optimal retail price, then n = 5T, otherwise n = 7, which implies that if » >

Lo . Fri(1—0)a . .
%9ab2(jlbiz+;;;(_l 0)aB e, > a1, the optimal retail price pl; = %eabz’(;rlbj_z+§:2(_l /326 )35 and the optimal direct

1 B9a+Bntr+(1- 9)a(b1+n )

> rN since n= > nt). If the observed reference

sale price ﬁNI =

2 (bi+nt)ba—
Ifr <31 gabz(z_lbjz ;Hlﬁf)aﬁ i.e., 7 < ry', the optimal retail price p)Lr = %GabZ(ZlbiZ:;l—;(iEf)w and the optimal
. “ BOa+pn" r+(1—0)a(bi+n—
direct sale price pglc = 1 i )a= ( : );
Otherwise, if N < r < 7Y the optimal retail price ﬁNI =r. Substituting ﬁTN£ = r into equation (4.2)

and maximizing the revenue IIY!, we obtain p = (l‘g)ﬂ Replacing pN! and pdI with ﬁTN£ and ﬁg{lc in

equation (4.2), we obtain the optlmal revenue of the entlre DCSC. O

Proof of Proposition 4.2. Since

10aby + bont 7Y + (1—0)aB ;1 80a+ Byt rh + (1= 0)a(by +nt) _ (1—0)a+26m"

5 (b1 + 77+)b2 — ﬂQ e 5 (bl + 77+)b2 — 52 o 2b2 ’
16aby + by~ 1 + (1 = 0)af NI 186a+ By '+ (1 —0)abi+n)  (1—60)a+28r"
2 (b1 + n_)bQ — 62 €79 (b1 + 77_)1)2 — ﬁQ 2by

Thus, we obtain that p I and p . are continuous in 7. Taking the derivations of ﬁlr\lfj and ﬁglc w.r.t. T and n~,

(i) if r > 731 we obtain that

Oy bor(biby — %) — fab3 — (1 — 0)asby Ope _ Br(bibs — ) — fabsf — (1 — 0)a?

= < 0 and <0,
on* 2((b1 4+ )by — 52)? on* 2((b1 +nt)bg — 3%)?
22
where the inequalities follow from 7.y < W (see the analysis in Sect. 3).
(i) If r < Y we have
- ~ ANT -
Opye _ bar(babs — 8%) — fab3 — (1 — 0)apbs 0 and PP _ Bribiby — 5°) — babyB — (1-0)ag> _

o~ 2((by +n7)b2 — 52)? o~ 2((b1 +n7)b2 — 52)?
(iil) If rNT < r < 73T

ool
on=  on~

Clearly, both ﬁTN7 and p ! are nonincreasing in n* and 7.

In the following, we prove that ﬁNI and ﬁNI are increasing in r. It is apparently follows from Proposition 4.1
that ]3}2 and ﬁy are increasing in r when 7 > 72 r < M and 1N < r < 7N respectively. Because ﬁNI and ﬁg)lc

. AN e nt
are continuous, thus p,’ Land p p . are increasing in r. Besides, when r > NLor r < pNU gT = 2[(b1 +bn =57 >
Obae _ Bn* NI NI 9Py aﬁgi _ P7 e 3ﬁ§IL
o = AGrTaE)ba =B when r.* <r <7, 525 = =1> = £, Hence, we conclude that > for
any r.

Finally, we show the optimal prices are decreasing in A. It immediately follows from the Proposition 4.1 that
the optimal prices are increasing in a. Combining @ is decreasing in A (@ = Aa, + (1 — A)ay), we obtain the
optimal prices are decreasing in A. (Il
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Proof of Proposition 4.3. Given the manufacturer’s decisions pgji and deI, the optimal retail price is given by
deriving the first-order derivative of TIN}, w.r.t. pl'}, then we obtain

1 0a + nr + Bp
NI —bnl - nﬂpd’d + whL. (A.2)

pr,d = 9
Substituting pﬁ& into equation (4.1), we obtain the manufacturer’s revenue is
Ty = wi [0a — bipll + BpYy + n(r —prg)] +piu[(1 — 0)d@ — baplly + By

Taking the derivatives of H%I g wrt. wgn and pgfd, we get the following Hessian matrix

27 7NI 82 HNI

m,d m.d
AN a(wy™)®  a(wiN)o(ryy) _ b1 —n . Ié;
821_[1,\1”17{1 321_[21,{1 ﬁ S 2bs ’
a(pgfd)a(wgl) 3(1,)1(;%)2
BZHNI -
Since o ;;)‘é = —b; —n < 0 and det (HNI) = 2(by + n)ba — 263% > 0, hence TIN! | is jointly concave in wi! and
/LUd 9

NI NT : : : ot NI NI NI
Pa.a» &€, I, ; has a unique solution. Computing the first-order derivatives of II;,; w.r.t. w,” and p,

oy, 1 1
md _ 50@ + —nr+ ﬁpgfi — bleH — ndeI,

owl! 2
onNt G2 B0a 16
m NI NI ~ nr
4 + — 2 T (1-0)a+ + :
oy, (b1 T 2>p aat (1=08+ 565 =00 ¥ 3 + )

Setting the above formulae to zero, the optimal retail price and optimal direct sale price are

N baba + B(1 — 0)a + banr and N = 180a+ (b +n)(1 —6O)a+ Bnr

d 2(byby + ban — 3) bd 3 b1bg + ban — 32

. . . A . . . (8a+n7)(3b1ba+3ban—3>

Substituting Wi and pgld into equation (A.2), we get pTN}i = 4(b1b2-&(-b2n—62)(b1+n)) + it than—57) "
ONT 0 (3b1ba+3ban—B2)+2(1—6)ap(by+n) 4y 0a(8biby+3bant —5%)+2(1-0)aB(bi+n*)

Let r = Prgy b€, T = A(b1ba+ban—B2)b1+(b1ba+ban—382)n f(77 ) T A(brba+banE—B2)b1+(b1batbanE —36%)nE Because

(1-60)ap

of(n*)  —bi (b1ba + 2b9m* + %) — b2(77i)2 — faby(by + ™) (3b1b2 + 3bon™ — 23%) — 3003 <
on* (4(byby + bon™ — B2)by + (b1by + bon™ — 362)n*)?
and thus f(nT) > f(n7). Define 7Y = f(n*) and rY = f(n7).

0a(3b1ba+3ban™ —2)+2(1—0)aB(b1+nT)
4(b1bo+bant —B2)b1+(b1ba+banT—362)nT

W = 1byfa + B(1 - 0)a + bznﬂ“’ P 180a+ (by +07)(1 = 0)a+ ﬁn*r’
2 biba + ban™ — 32 ' 2 biby 4 bont — (32

1 (Ba+ntr)(3bibs + 3bant — 57) (1-0)ap

Pt = 4 brby + bt — )by + 7)) 2(bibs + oy — )

0a(3b1b2+3ban™ —B2)+2(1—0)ag (b1 +n")

0,

Then we have: if » > i.e.,r > FdNI the optimal prices are

. NI . .
Ifr < TorbaFhan=—B2)0, T (brba Than= —35%n=> € T <r,, the optimal prices are
N1 _ Lboba+ B —0)a+bonr g _ 1B0a+ (bi+n)(1—0a+pBnr
Wy = » Pd,a = - 2 ’
2 biby +bon= —

d 2 biby + bon— — /32
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w1 (Ba+n77)(3bibe + 3ban~ — 57) (1—0)ap

P = T abab + o — 551+ 0) | 2(bibs + ban — 57)

Otherwise, the optimal retail price would be ﬁTN}i = r. Then, the revenue of the manufacturer can be written as
Iy = wi'[0a — bir + Bpy ] + pyy[(1 — 0)a — baphy + Br]. (A.3)
Then, it follows from equation (A.2) that

NI
W = LBt Opda, (A4)
2 bi+n

Substituting equation (A.4) into equation (A.3), and by maximizing equation (A.3) we obtain

4= (3 + 2ba (b1 + 1)) » Pad = 2052 + 2ba(by + 1))

SN 4by((2by +m)r — 0a) — 2(1 — 0)ap — B%r Ny B(5bir + 3nr — 20a) + 2(by +n)(1 — 0)a

Proof of Proposition /.4. Because

(0a + 0t 7YY (3b1bo + 3ben™ — 3?) (1-0)as o
4biby + bt = B2)(br +0%) " 2(bibg byt — %)
(6a + 1) (3b1ba + 3ban~ — (52) (1-6)as e

20rbs + bon- — B+ ) 2oy + bay — 7)) 4

and thus ﬁNé is continuous. Observing the optimal pricing decisions in Proposition 4.3, ﬁrN}i, wd and pd 4 are

increasing in 7 when 7 > 7)1 r < pN1 and rJT < r < 71, respectively. Combining pNY; is continuous, then pN}
is increasing in r. In regard to the third part of Proposition 4.4. Let

BN (A1) = 1ba(0a +n*ry") + 81— O)a

W = ANI( NI) _ 1b2(90 +nrY) + (1 - 0)a
¢ 2 biby + ban™ — 32

Ld 2 biby + bon— — 32

and

as the optimal wholesale prices when r = an and r = [IC}H, respectively;

ANT (=NI 18(0a+n*ry") + (by +17)(1 - 0)a NI (,.NI 16(08a+n"ry") + (b1 +7n7)(1 —6)a
pdd(rd ) and dd(Td )— —
’ 2 b1ba + bont — 32 2 b1bg + ban— — 32

as the optimal direct sale prices when r = rd Tand r =Y d , respectively.

o) < () < e AR () < PSR, and gL () < PR

If we can show w 305

Then proof is completed. Because

W (TdNI) ANT 0a (5% — by (b1 +nT)) — B(1 — 0)a0.5n"

<0,
" 4(b1bg + bant — B2)b1 + (b1be + bant — 36%)nt —

where inequality follows from by,by > (. Similarly, we can prove deI( NI) < z}}”. Besides,

26/ + (1—0)a (1) = 20a3(ba(by +nT) — 52) + B2(1 — O)an™

_ > 0.
2by Pg,a\"a 2b2[4(b152 + b277+ — ﬁ2)b1 + <b1b2 + b277+ - 352)77+]

NI
Similarly, we obtain W - ﬁgld (rd ) > 0. Proof is completed. O
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Proof of Corollary 4.5. Because ;55}: and ﬁgfc are specific cases (i.e., n* =0) of ﬁrN£ and ]33{10, respectively, and
prs and pyL, are nonincreasing in n* and 7~ (see Prop. 4.2), so do pyt. and pyL.. O

Proof of Proposition 4.6. It immediately follows from equation (4.3) that EITY! is independent of 7, and JEIZIEH
is linearly increasing in r. We prove the monotonicity of EIIE! w.r.t. 7. From equation (4.2), we have

EIL = pre(0a = bipie + Bpe) +Pre((1 = 0)a = bablye + Fpr)-
Taking the first derivation of EITET w.r.t. r, we obtain that if 7 > 7N or r < rN

OEIN  n*(faby + (1 — 0)ap + ban™r)
or 2(by + nt)by — 22

>0,

where n* denotes nt and n~; if PN < r < 7N,

ORIIN'  faby + (1-0)ap  28% - 2brby

>0

or b ba ’
Oaba+(1—0)ap

2b1b2+7]7b27252 :

increasing in 7. Clearly, when r < pN. D}H < D}H and when 7 > pNL D}Yi > D}}E Hence, when r < pN!

r,co r,c)

where the inequality follows from r > rN = Combining EITN! is continuous, we have EITN! is

IR = pre Dy + peDyfy > EOY = pYeDNG + py DI,
and when r > pNL, EIIN! < EITN.
Because ﬁTN£ is the suboptimal solution of equation (4.2) and EIT}! is the corresponding suboptimal revenue,
combining the uniqueness of the optimal solution (Prop. 4.1), we obtain Ef[CNI is always greater than EIIN!. [

Proof of Proposition 4.7. Readers can refer to the proof of Proposition 4.6. O
Proof of Proposition 5.1. Similar to the proof of Proposition 4.1 except a is replaced with a. O
Proof of Proposition 5.2. Similar to the proof of Proposition 4.2 except a is replaced with a, we could obviously

obtain that pL, and ;51118,07 are (i) nonincreasing in 7 and n7; (ii) increasing in r, the increment rate of pr, is
larger than that of pj.. O

Proof of Proposition 5.3. Using backward induction. Given the manufacturer’s decisions pj; and wy’, the opti-
mal retail price is given by computing the first-order derivative of HLSd w.r.t. pL’Sd, we obtain

s 1Oa+nr+kB+ ﬁpfis,d + (b1 + ) (w — k)
ps, =1 ) (A.5)
2 b1 +7

Substituting p}_,sd into H}S in equation (5.1), and take the partial derivatives of Hﬁd w.r.t. w(IiS and p}is,d, we
have the following Hessian matrix

971y, 4 oIy
gs_ [ o@R) awR)Pwi) | _ (~bi-m B
PR o2m'S B s -2

o(rEa)o(wl)  o(pk,)’
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277IS

Since s(nl’;‘jdz = —b; —n <0, and det(HS) = 2(by +7)by — 26% > 0, and thus II'S , is jointly concave in w!®
U}d )

and p}fd, i.e., HLSM 4 has a unique solution. Computing the first-order derivatives of H}S, 4 W.r.t. w&s and p}fd

O, 1 IS IS
awlé = 5(961 +nr) + ﬂ(pd,d - k) — (b1 +n) (wd - k);
d
o 32 B(0a +
m IS IS nr)
== —k)+ — 2b +(1—-0)a+ —— + bak.
ap}isd ﬂ(wd ) <b1 7 2>Pd,d ( )a 2001 + 1) 2

Setting the above formulae to zero, we obtain the optimal retail price and direct sale price

218 = 1(a+nr)bs +[(1 —0)a—bok]B 1 B3k tk
2 b1bo + b277 — ﬂQ 2 (blbg + b277 — 62)(b1 + ’I’}) ’
P 1 (Ba+nr)B+ [(1 — 0)a + bak](by + 1) — /6’2]9’
d.d 2 bibg + ban — (32
Substituting @} and ﬁfd into equation (A.5), we get
P (0a +nr) (3b1be + 3ban — 3%) + 2(1 — 0)aB(by + n) N kB
e 4(b1bz + ban — B2) (b1 + 1) 2(b1 +1)
Similar to the analysis of the proof of Proposition 4.3, there still exists two thresh-
: = 0a(3b1ba+3ban™ -2 —0)aB(bi+n")+2kB(b1ba+ban™ — 3>
olds on reference price 7 = a(3 +34(,Zbﬁiz{,t{(lﬁz)b)ffﬁbliib)zﬁfg(ﬁg)ni ) > =

0a(3b1b2+3ban~ —B%)+2(1—0)aB(b1+n" ) +2kB(b1ba+ban™ —B2))
4(b1b2+b2n~ —B2)b1+(bi1ba+ban~ —382)n~

dent of n7; and when r < flds the pricing decisions are independent of n*; When KIdS <r< f&s, the optimal

retail price would be r. It follows from equation (A.5) that

. When r > F(Iis, the pricing decisions are indepen-

0q + nr + kB + kp'S
WP = 4 g DI RO Kb
b1+77

then substituting @5 into equation (5.1) and maximizing 11, we obtain

IS _ 2by(byr — Oa) — (1 — 0)af — 3bakf _ kﬂQ Tk
¢ 2(32 + ba(by + 1)) 2(b1 + 1) (8% + ba(br + 1))
oS 26((2b1 +n)r — fa) + (b1 +n)((1 — O)a + bok) — k>
dd 2(62 + ba(by +1))

Proof of Corollary 5.4. The proof is similar to the proof of Proposition 4.4. We omit the details.

Proof of Proposition 5.5. Computing the derivations of uA)ElS, ﬁ},?d and ﬁb%d w.r.t. k, respectively. If r > 7:(1157

1S opls 1 ops
Oy _ | p s, Pda L Pra _ p >0,
ok 2(b1 + 77+) ok 2 ok 2(b1 + 77+)
where the inequalities follow from b > 8> 0. If r < 3,
Q1 (biba+bay” = (26 +29" = 8) o OPga 1 0% B

== > 0, = -, =
ok 2 (b1b2 + b2777 — ﬂQ)(bl + 7]7) ok 2 ok 2(b1 + 7]7)
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If z}is <r< F}is,

baly S, 0l h-p
ok 0ok 7 0k 2b ’
here the inequality follows from by > . Clearly, when r < rIS and r > 715, 228 & %ia o %Pru i
Wﬁlgre Ieslnequa}lsy ollows from by > . Clearly, w enjs_ rg and r > 77, b > —pt > —p2. Combining
ag};d, 8:9”,: and 822’1 are independent of k. We obtain ag‘zd is strictly increasing in k. O
Proof of Corollary 5.6. The proof is similar to the proof of Corollary 4.5. We omit the details. O
Proof of Proposition 5.7. Similar to the proof of Proposition 4.6 except a is replaced with a. O

Proof of Proposition 5.8. We first show the manufacturer’s optimal, expected and actual revenues, i.e., IAH,SL >

I8 , and IS, are decreasing in k. Then, the same method can be applied to obtain the monotonicity of the

retailer’s revenues Hisd, ﬁisd and ﬁisd w.r.t. k. 1:113 4 decreases with increasing k is immediately follows from

equation (5.4) that u‘)és, Di’sd, ﬁffd and D(Ifd are independent of k. Taking the derivations of 1:[}7% 4 and ICIE d
w.r.t. k, we have
1L} 4 3% = ba(b1 + 1) B

1~
L — (Pgg—k - Dyg—=Dya <0,
3k (pd’d ) 2(b1 + 7]) 2(b1 -+ 77) d 2 d.d

where the inequality follows from k < pg.a, 8 < b1, by, n = {nt,n~} >0, Dy.g = 0a—b1pr.a+Bpaa+n(r—pra) >
and ﬁd,d = 0a — bopy,q + Bpr,a > 0; as well as

M, =— (D +D ) <0

ok r,d r,d .
Note that the last inequality follows from the demands are nonnegative. O
Proof of Corollary 5.9. The proof follows directly from Proposition 5.7. We omit the details. (]

APPENDIX B.

Here, we consider a case where the consumers respectively form two reference prices in the retail channel rq
and direct channel ro, then consumers’ demand comes from two channels can be written as follows:

D, = 0a —bip, + Bpa +n(r1 — p,) and Dy = (1 — 0)a — bopa + Bp, + 1(r2 — pa).

Obviously, it will be extremely complicated if two separate reference prices are considered. Besides, consumers
generally form the same reference price for two different channels in minds, which seems more realistic than form
two separate reference prices, thus let ;1 = ro = r. Then, the individual and total revenues of the manufacturer
and the retailer can be respectively determined as

9] 9

Hm = wbr +ded7 ﬁr = (pr - w)bra II= 1_\)Irn + ﬁr = prDr +ded-

In the following, we take the centralized supply chain as an example to analyze the model. Computing the
partial derivatives of 1I. w.r.t. p, and pg4, then we have the following Hessian matrix

811 %11
- apr)?  9pr)dpa) | [(—2b) — 21 23
N 9211 21 N 28 —2by—2n)"

8(p7‘)a(pd) a(pd)2
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Since a% = —2b, — 27 < 0 and det(H) = 4(by + ) (by + 1) — 462 > 0 (where the inequalities follow from

by,bo > B >0andn € {nT,n~} > 0), thus IT is jointly concave in p, and pg, which implies there exists a unique
solution to maximize II. Using the first derivative condition, we obtain

ooy balba+n)+ (1 —6)aB+nr(bs +n+8)
' B 2(b1 +n)(b2 +n) — 22

_ (1 —=0)a(bs +n) + Bba+nqr(by +n+5)
a 2(by +7)(b2 + 1) — 262

Oa(ba+n)+(1—0)ap
2(b1+n) (b2+n)—28%—n(b2+n+B) *

and

(B.1)

Let p,. = r, we have r(r;n) =
define
_— Oa(bs +n7) + (1 —0)as o Oa(bs +n7) + (1 — 0)aB
T2t A yt) =282 =t (bt +B) T T 2000+ ) (b2 7)) =262 == (b + 07 + )]

It could be proved that r(n) is decreasing in 7. Then,

(1—0)a(bi+n)+B0a
2(b1+n) (b2+n)—282 —n(bi+n+B)

where the inequality follows from 5~ > n™. Similarly, let pq = r, we have r(d;n) =
is decreasing in 7. Then, define

- (1—0)a(by +7") + Bba (1—0)a(by +n7) + Ba .
‘T (b1+n+)(b2+n+)*252777+(b1+n++/6’) T2+ ) (ba ) — 282 — (b + 0 + )

By comparing r,., rg, 7r, Tq, we discuss the optimal decisions in the following scenarios: (a) 7q < r,; (b)
g <1, <Tqg<Tp; (€) 1y <1, <Tp <Tg; (A) 1, <1y <Tg <Tpr; (&) 1, <1y <Tr<Tg; (f) 7 <1y

In scenario (a), from the model setting, we know that if the observed reference price is larger than the selling
price, then n = n™, otherwise n = n~, which implies that (i) if r > 7, p} = p.(n") and p}; = pa(n™*), where p;
and p’ denotes the optimal retail price and the optimal direct price; (ii) If r < ry, pi = pr(n~) and pj; = pa(n™);
(iti) r, <7 <7, py =7 and pj = pa(n™); (iv) U 7q <7 <1, py = pr(n7) and pj = pa(n™); (v) 1y <7 < 74,
pr=pr(n~) and pj = 1.

In scenario (b), using the same method in scenario (a), we obtain that (i) if » > 7., pi = pr(n ) and
py = Pa(n™); (i) I r < 1y, pi = pr(n~) and pj = pa(n~); (iil) 7a < v < 7, pf = 7 and pjj = pa(n®); (iv) If
r, <r<rgp;=randpy=r1; (V) ry <r<r. p;=p-(n")and pj=r.

In scenario (c), the optimal pricing decisions are (i) if r > 74, p} = pr(n™) and p; = pa(n™); (i) If r < ry,
pr=p.(n7) and p} = Pa(n™); (iii) 7 < r < 7g, pi = pr(nT) and piy =7r; (iv) b r, <7 <7, pf =7 and py =r;
(V) rg<r<r.,pr=p(n")andp;=r.

In scenario (d), the optimal pricing decisions are (i) if 7 > 7, p} = p.(n") and p} =
p; = pr(n™) and pj = pa(n™); (ili) 7a <7 <7y, pp =1 and pj = pa(n™); (iv) fry <r <
(V) r, <7 <1y pr=rand pg = pa(n).

In scenario (e), the optimal pricing decisions are (i) if r > 74, p} = p,(n™) and p}; =
py = pr(n~) and pj = pa(n~); (iii) 7 <r < 7a, pi = pr(n™) and pj =r; (iv) i ry <7 <
(V) 1, <7 <14 p;=rand pj = pa(n).

In scenario (f), the optimal pricing decisions are (i) if » > 74, pk = p,(n") and p; = pa(n™*); (i) If r < r,,
p; = pr(n~) and pj = pa(n™); (i) ry <r <7, p; = pr(n*) and p = 7; (iv) If 7 <7 <1y, p; = pr(n™) and
Py =0a(n"); (v) 1, <r <7, pr =1 and pj; = pa(n™).

Comparing equation (B.1) with equation (A.1), we find that the structures of the optimal prices are similar,
except that some parameters need to be modified suitably, which implies that considering a reference price in
direct channel has little influence on the exploration of ARE. However, in view of the above intricate optimal
pricing decision (two thresholds on reference price will be formed when judging the optimal direct selling price),
considering reference effect in the direct channel will complicate the analysis substantially, especially when
analyzing the optimal decisions in the decentralized scenario and exploring the value of information sharing. The
optimal solutions will be more complex when examining the value of ARE in section “Model misspecification”.

pa(n™); Q) Ifr <1,
Td pr—randpd—r

pa(n®); (i) I r <,
T prfrandpdfr
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For a better understanding the influences of ARE on the pricing decisions and revenues (which is the main
research objective in this paper), we do not consider the reference price in the direct channel.
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