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his study extends the single-period vertical price interaction in a manufacturer-retailer dyad to a multi-

period setting. A manufacturer distributes a durable product through an exclusive retailer to an exhaustible
population of consumers with heterogeneous reservation prices. In each period, the manufacturer and retailer
in turn set wholesale and retail prices, respectively, and customers with valuation above the retail price adopt
the product at a constant (hazard) rate. We derive the open-loop, feedback, and myopic equilibria for this
dynamic pricing game and compare it to the centralized solution. Although in an integrated supply chain a
forward-looking dynamic pricing strategy is always desirable, we show that this is not the case in a decentral-
ized setting, because of vertical competition. Our main result is that both supply chain entities are better off in
the long run when they ignore the impact of current prices on future demand and focus on immediate-term
profits. A numerical study confirms that this insight is robust under various supply- and demand-side effects.
We use the channel efficiency corresponding to various pricing rules to further derive insights into decisions on
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decentralization and disintermediation.
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1. Introduction

Retailers such as Best Buy must decide periodically
how to set prices for durable goods, such as a new
Sony 3D TV, in order to extract the most profit from
the potential market for this product. When making
pricing decisions over time, Best Buy might want to
account for the opportunity of offering subsequent
markdowns. Indeed, the forward-looking paradigm
predicts that the retailer would be better off consid-
ering future revenue streams in its pricing decisions
as opposed to focusing on short-term profits. At the
same time, Best Buy must also consider that the man-
ufacturer, Sony in this example, may also dynamically
adjust the wholesale price at its own best interest.
In this setting, how should Best Buy and Sony make
pricing decisions over time? In particular, are both par-
ties still better off pricing dynamically, in equilibrium,
or are there advantages to focusing on short-term prof-
its in a decentralized setting?

This paper analyzes the pricing problem in a distri-
bution channel with intertemporal demand. This prob-
lem is challenging because channel members have to
deal with the dynamic pricing problem and double
marginalization at the same time. Double marginaliza-
tion (Spengler 1950) occurs when an upstream firm,
as a result of charging a wholesale price above the
marginal cost, induces its intermediary to set a price

above the optimal level. The joint effect of these two
problems creates both current and future competition,
making the price decisions perplexing. Because of ana-
lytical intricacies, prior work typically examines these
two problems separately. This study combines them
into a single model with an objective of unveiling
the impact of different pricing rules on the distribu-
tion efficiency. Specifically, based on diffusion theory,
we develop a dynamic pricing game in a setting of a
manufacturer—retailer dyad facing an exhaustible pop-
ulation of customers who differ in their valuations
of purchasing. The two independent channel par-
ties sequentially set wholesale and retail prices over
time to maximize their own benefits. We analytically
derive the open-loop, feedback, and myopic equilib-
rium prices for such a game. Our result indicates that
although a forward-looking dynamic pricing maxi-
mizes the net discounted profit for a monopolist, it is
not an efficient one in a decentralized supply chain.
Regardless of which forward-looking equilibrium con-
cept is applied, the manufacturer and the retailer regis-
ter a higher profit when they both act myopically,
basing their price decisions on immediate-term prof-
itability. Ironically, the overpricing result induced by
double marginalization can be mitigated by the myo-
pic behavior because of its ignorance of using time to
discriminate heterogeneous customers.
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Within the context of a distribution channel, a recent
empirical study by Che et al. (2007) reveals that sim-
pler “shorter-horizon” games explain the behavior of
channel members better than more complex “longer-
horizon” games. Managerial actions that discount
the future and emphasize short-term performance
are usually condemned as economic short-termism
or myopia, the existence of which has been extensi-
vely observed by numerous studies (e.g., Mizik and
Jacobson 2007). As reflected by the remark below,
concerns over economic short-termism have gained
serious attention from academics and practitioners:

All employees (managers, product designers, service
providers, production workers, etc.) allocate their
effort between actions that influence current period
sales and actions that influence sales in future periods.
Unfortunately employees are generally more focused
on the short term than the firm would like.

(Hauser et al. 1994, p. 328)

There are various explanations for the existence
of economic short-termism. For example, behavioral
research suggests that managers frequently find it dif-
ficult to accommodate intertemporal effects correctly
in their decision making (e.g., Chakravarti et al. 1979,
Meyer and Hutchinson 2001). In addition, employ-
ees have incentives to behave myopically when their
performance evaluation depends on a current-term
outcome measure, when they feel pressured to meet
earnings expectations, and when their compensation
and job security are tied to market reactions (Stein
1989). Although economic short-termism is typically
considered harmful, our results paradoxically indicate
that firms in a supply chain may benefit from such
behavior. In a particular sense, the employees’ inabil-
ity or failure to look ahead could turn out to be a bless-
ing in disguise.

The explicit solutions of our analysis allow us to
further explore relevant insights and implications
for managing a supply chain. For example, supply
chain decentralization is typically considered ineffi-
cient because it does not allow for rational allocation
of resources based on a central plan. In contrast, we
show that when managers are myopic in pricing,
decentralization can possibly improve channel efficie-
ncy by alleviating intertemporal competition. Another
notable contribution of this study is its investigation of
the interaction between the pricing rule and the inter-
mediation decision. In selling through an intermedi-
ary over time, it is often challenging to align the best
interests of independent channel members. We estab-
lish conditions under which it is more profitable for
the manufacturer to eliminate the retailer.

The remainder of this paper is organized as fol-
lows. After a review of the relevant literature in §2, §3
describes the process of demand dynamics and inves-
tigates the optimal monopolist pricing to establish a

performance benchmark. Section 4 analyzes the equi-
librium results of forward-looking and myopic pricing
games. Section 5 explores the impact of myopic pricing
on channel efficiency. Section 6 provides insights into
the conditions for disintermediation. Section 7 numer-
ically tests the robustness of the major finding. The
paper is concluded in §8, where the results are sum-
marized with a discussion on limitations and future
research directions.

2. Literature Review

The primary research streams underlying our work
are studies of diffusion-based pricing of durable
goods, intertemporal pricing with heterogeneous cus-
tomers, supply chain coordination, and channel dyna-
mics. The relevant work and knowledge are reviewed
below to clarify our contribution.

The Bass diffusion model (Bass 1969) has proven
to be seminal for characterizing the adoption process
of a new durable product among a group of poten-
tial buyers. This epidemic model describes the adop-
tion rate over time as the product of the likelihood
of adoption, determined by the innovation and the
imitation effects, and the remaining market poten-
tial, specified as the difference between a fixed mar-
ket potential and the time-dependent installed base.
Two approaches have been used to incorporate the
price effect into the Bass model: one that multiplies the
adoption rate by a decreasing function of price, and
another where the fixed market potential is a price-
dependent function. Postulating that the likelihood
of adoption is negatively correlated to price, the first
approach is initiated by Robinson and Lakhani (1975)
and followed by numerous pricing models in both
monopolistic (e.g., Dolan and Jeuland 1981, Bass and
Bultez 1982, Krishnan et al. 1999) and oligopolistic set-
tings (e.g., Thompson and Teng 1984, Eliashberg and
Jeuland 1986). Although this approach is empirically
supported by Jain and Rao (1990), it is potentially
problematic for modeling durable goods because the
resulting demand elasticity is independent of the
installed base, as pointed out by Kalish (1983).

Recognized as more appropriate for studying
durable goods pricing, and thus adopted in this study,
the second approach follows Mahajan and Peterson
(1978), who argue with data that the market poten-
tial over time is more likely to be dynamically influ-
enced by marketing mix variables. With the rationale
that customers’ decision to purchase depends on their
reservation price, this approach replaces the fixed mar-
ket potential in the Bass model with a price-dependent
function so that whenever the price goes down, the
potential goes up, and vice versa. If the price goes up,
some of those who have purchased may find out that
the price is above their valuation. In this case, it is
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presumed that the utility maximization principle will
lead them to resell to those with higher valuations in
the secondary market (see Kalish 1983, 1985; Xie and
Sirbu 1995). Besides rendering the analysis tractable,
as will be illustrated in §3, this stylization is appealing
in the sense that it captures a crucial market behav-
ior: price increase induces arbitrage/resale behaviors
that in turn decelerate diffusion. With this stylization,
the formulation of price-dependent market potential
has been empirically validated by multiple studies
(e.g., Kalish 1985, Jain and Rao 1990, Horsky 1990,
Mesak and Berg 1995) for a variety of durable goods,
such as televisions, air conditioners, and dishwashers.

Relevant studies examining diffusion-based pric-
ing with the price-dependent market potential include
those of Feichtinger (1982), Jergensen (1983), and
Kalish (1983), who, respectively, apply concave, lin-
ear, and general price functions in their monopolistic
models. In addition, Kalish (1985) and Horsky (1990)
derive more complicated price functions to gener-
ate descriptive and normative implications of optimal
pricing. Using linear price functions similar to that of
Jorgensen (1983), Raman and Chatterjee (1995) inves-
tigate the effect of uncertainty on monopolist pric-
ing, and Xie and Sirbu (1995) examine the impact of
demand externalities on the open-loop equilibrium
of duopolistic competition. The price function of our
model, in which the rationale is more explicitly elu-
cidated, also appears in a linear form. Although the
models and the contexts vary across studies, unless
under some special circumstances where the imita-
tion effect dominates the innovation effect, the result-
ing pricing patterns typically follow a decreasing path,
known as price skimming.

The fundamental issue of price skimming can be
traced back to the economics and marketing litera-
ture (e.g., Stokey 1979, Conlisk et al. 1984, Sobel 1984,
Besanko and Winston 1990) regarding ways to inter-
temporarily price discriminate consumers. This issue
continues to motivate recent studies to develop vari-
ous dynamic models from a joint perspective of oper-
ations and marketing (e.g., Klastorin and Tsai 2004,
Su 2007, Aviv and Pazgal 2008, Elmaghraby et al. 2008,
Ahn et al. 2009). None of the studies along this line has
considered diffusion-based pricing in a supply chain
context, which concerns our work. When supply chain
entities vertically compete for profit margins in selling
to reactive customers, we show that forward-looking
dynamic pricing is undesirable. This result resonates
with that of Liu and Zhang (2011), who extend the
model by Besanko and Winston (1990) to a duopoly
setting and discover that dynamic pricing is often an
inferior strategy when firms horizontally compete for
strategic customers with quality-differentiated prod-
ucts. Our finding also complements to other explana-
tions for adverse effects of dynamic pricing, including

the presence of price-adjustment costs (e.g., Gallego
and van Ryzin 1994, Celik et al. 2009) and behav-
ioral regularities of consumer learning (e.g., Nasiry
and Popescu 2011).

The literature in supply chain coordination has
documented various mechanisms through which the
incentives of independent channel members can be
aligned to prevent pricing breakdowns caused by dou-
ble marginalization. These mechanisms include profit
sharing (Jeuland and Shugan 1983), quantity discounts
(Monahan 1984, Weng 1995), and quantity flexibility
(Tsay and Lovejoy 1999). For a thorough review of the
relevant models, refer to Cachon (1998). Most studies
on this subject hold a static view of pricing. As our
result suggests, failing to consider dynamic effects
may leave such short-term static analyses unable to
provide effective guidance. Among the first to exam-
ine manufacturer-retailer interactions in dynamic set-
tings was Shugan (1985), who shows that implicit
understandings from repeated interactions can lead
to increased channel profitability. Subsequently,
Jorgensen (1986) derives the open-loop equilibrium for
a dynamic production, purchasing, and pricing game
between a manufacturer and its retailer. Eliashberg
and Steinberg (1987) take an integrated view of pric-
ing and operations decisions to explore the dynamic
nature of coordination in an unstable demand pattern.
These studies, however, do not consider the diffusion-
based pricing effect investigated in this paper. Other
studies on channel dynamics (e.g., Chintagunta and
Jain 1992) are not directly related to our work, as their
models involve different control variables, such as
advertising.

3. Model Formulation and the
Integrated Supply Chain

Consider a supply chain in which a manufacturer
distributes a new durable product through a retailer
over an infinite time horizon. By durability, we mean
that each consumer adopts one unit of the product at
most. The product, for which there are no substitutes
or complements, is available to a population of con-
sumers who are price takers and whose product valu-
ations are heterogeneous. A price must be set for each
period, within which an untapped customer whose
valuation is weakly higher than the price will adopt
with a given likelihood. To concentrate our analysis
on dynamic price interactions, we ignore capacity con-
straints and inventory-related costs. In particular, we
assume that the manufacturer’s production quantity
accords with the retailer’s order quantity, which fol-
lows the demand rate. This stylization applies directly
to those products with short production/delivery
lead times or with insignificant unit production costs
(e.g., books, software, or other digital products). It is
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also justifiable in make-to-order settings where the
product is built once an order with payment is con-
firmed, or in “chasing demand” settings where the
production plan matches the demand rate as closely
as possible to minimize inventory holding costs.

3.1. Demand Dynamics
To better explain the demand dynamics, we start with
a discrete-time fluid model in which the firm sets
prices at the time epochs t; = iAt, wherei=1,2,3, ...,
and At € (0,1] is a fixed length of time for each
period. Let d; be the demand, or the amount of
adopters, in period i (during time interval [f;, ¢, ,)).
As explicated below, the demand d; is affected not
only by the price in period i, denoted by p;, but also
by the previous prices if i > 1. Following a conven-
tional approach to capturing heterogeneity in con-
sumer tastes and preferences, we assume that the
customers’ product valuations are spread uniformly
between 0 and N, where the market density is normal-
ized to unity without loss of generality. Let 1" be the
amount of customers with valuations between a and
b who have adopted by the end of period i; [a, b] €
[0, N]. Denote the cumulative demand by the end of
period i by x;; x; = yl[o' M As yl[“’b] is a subset of x;,
we call it the segmented installed base. There is no
. L C o [0,N]
adopter prior to the initial period; ie., xo=y, ~ =0.
During any period in the selling horizon, say
period n, n > 1, all customers with a valuation in
[p., N] who have not yet adopted may possibly adopt
at the price p,. Those customers are referred to as
likely adopters. With the segmented installed base
defined above, the amount of likely adopters in period
n, denoted by L,, can be specified as L, =N —p, —
yL”jiNl. Let a €(0,1] be the likelihood per time unit
that a likely adopter will adopt. This hazard rate, also
known as the trial rate (Fourt and Woodlock 1960),
reflects the speed of adoption. It applies at any valu-
ation level and is assumed to be constant over time.
This modeling assumption is empirically supported
by Horsky (1990), who finds that whereas the price
effect on the market potential is significant, the imita-
tion effect in the Bass model does not coexist (or is very
weak) with the price effect for all product classes in his
study. Because the period length is At, the percentage
of likely adopters who will actually purchase in each
period is aAt € (0, 1]. Multiplying this percentage by
L, yields the demand in period #; that is,

d, = aAt(N —p, -y M), (1)

After d, amount of customers have adopted in
period n, the diffusion process proceeds to period
1+ 1, within which the price can be lower than, equal
to, or higher than p,. To see how price change affects
the demand dynamics, according to the relationship

between the prices for the two consecutive periods,
we can specify the segmented installed base pertinent
to deriving d,,,, as

[pn+1 ’ N]

yﬂ—l if pn+1 = Pn/
w N =d, + @
[pnr N] _ h 1
v, z, otherwise,

where z, = y,[f"’p w1l S 0. If the price is nonincreasing

over time, the segmented installed base on the left-
hand side of Equation (2) recursively converges to the
cumulative demand, i.e., yL” wi NI Y d;=x,. In this
case, as depicted in Figure 1(a), the amount of likely
adopters in period n+1 can be characterized by

Ln+1 =N— Pu+1 — Xn- (3)

We next argue that this equation remains valid even
if the retailer considers the possibility of increasing
prices at a given time. We justify this fact below
based on the existence of efficient secondary markets.

Figure 1 Likely Adopters in Period 17+ 1
(a) Price keeps nonincreasing
A
1
Likely
= adopters
g
E Ln+l
Q
=
<
=
xn
0 Pr+1 Pn N
Product valuation
(b) Initial price increase occurs
A
1
Likely
= adopters
7
=
Q
g Ln+1
2
5
=
w | oA
0 Pn Pn+1 N

—>f

Product valuation
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An alternative justification, which does not involve
resale markets, is provided in Appendix A, where we
show that optimal prices must follow a decreasing
path, so (3) does indeed describe the relevant dynam-
ics. We focus the presentation on the model with
resale, because this approach is consistent with related
literature (e.g., Kalish 1983, Xie and Sirbu 1995) and
it makes it easier to accommodate additional exten-
sions (such as the imitation effect, see §7) where an
analytical proof of decreasing prices is difficult. Nev-
ertheless, all our analytical results in this paper hold
without resale markets.

So, what happens if the price increases, and resale
markets are allowed? Suppose that the initial increase
occurs in period n+1 (i.e., p,4q > p,, and p, ., <p; if
1 <i < n). Equation (2) then implies that v/ wt N
X, — z,, as illustrated in Figure 1(b). Because z, is the
amount of prior adopters with valuations below the
current price, the utility maximization principle will
rationalize them to resell to those with higher valua-
tions at a competitive price. As reviewed previously,
the literature on durable goods pricing argues that
resale is behaviorally and technically justifiable in the
secondary market. As a result of resale, the eligible
amount of likely adopters diminishes by z, and turns
out to be

[pn+1/ N]

Ln+1 = (N —Puy1 —Yn ) —Zy, (4)
[pn+1rN]

which, after substituting y, with x, — z,, is iden-
tical to (3). A similar rationale continues to apply
whenever the price increases thereafter. The model
thus captures a sensible phenomenon that arbitrage
behaviors induced by a price increase decelerate dif-
fusion, and is meanwhile rendered tractable as it
reduces to having only one state variable, x;.

Now let x(t;) = x; and p(t;) 2 p;- Then the cumu-
lative demand in period n + 1 can be expressed
as x(t,.1) = x(t,) + aAtL,,;, where, based on Equa-
tion (3), L, =N —p(t,1) — x(t,). Accordingly, after
denoting t,,; by t, we can specify the rate at which
demand increases during time interval [t — At, f] as

W)+(tt—“) —a(N—p(t)—x(t—AB).  (5)

This allows a continuous approach to characteriz-
ing the diffusion process with an infinitesimal length
of time for each period. Specifically, as At — 0, the
demand rate on the left-hand side of Equation (5)
becomes the time derivative of x(t). Rewriting it with
the dot notation for the time derivative leads to the
following differential equation of demand dynamics:

x(t) = a(N = p(t) — x(1)). (6)

Obviously, the model captures the saturation effect
(the shrinkage in potential demand with increasing

market penetration) and is endogenous with respect
to price. It corresponds to a traditional diffusion
model with linear price-dependent market potential,
as reviewed in §2.

3.2. Monopoly Benchmark: The Optimal
Pricing Strategy

We first establish a performance benchmark by analyz-
ing the problem of a vertically integrated supply chain
to clarify the intuition. Assume that the supply chain
incurs a constant marginal production cost c. Let & be
the discount rate, which is exogenously determined
by the cost of capital. Given the dynamic demand pro-
cess in (6), the objective for an integrated supply chain
(monopolistic seller) who follows a forward-looking
pricing rule is to find p(t) that will maximize the
net discounted profit, specified below, over an infinite
horizon:

)= [ o) — (e an 7)

Applying standard control theory (see Kamien
and Schwartz 1991), we define the current value
Hamiltonian for the dynamic optimization problem as

H(x, p)= (p(t) — c+ A(1))1(t), )

where A(t) is the shadow price (also known as the
adjoint or costate variable) associated with the state
variable x(t), which can be interpreted as the impact
of selling an additional unit on future profits. Ceteris
paribus, a positive shadow price implies lowering the
current price to sacrifice profit now for future bene-
fit, and vice versa. The following proposition presents
the optimal pricing strategy for the integrated sup-
ply chain.

ProrosiTiON 1 (OPTIMAL FORWARD-LOOKING PRIC-
ING). The optimal pricing strategy and the corresponding
accumulated sales over time, respectively, are given by

pE(t) = c+(N—c)1—y/a)e™ and
() =(N-c)1—e); )

and the shadow price can be expressed as
A(t)=—(N —c)(1—2y/a)e™™, (10)

where
vy=(v824+2aé—6)/2>0. (11)

As expected, the optimal strategy is that of price
skimming, which consists of a monotonically decreas-
ing price over time. One observation that makes intu-
itive sense is that a higher speed of adoption causes
the initial price to be higher and to decrease more
rapidly early in the selling process. Clearly, when the
speed of adoption « is low, a high price results in a
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slow selling speed, preventing the firm from reaping
more cash in early periods. As money now is preferred
with a positive discount rate, a lower a pressures the
seller to lower the initial price to speed up sales and
increase early cash flow, as it is too costly to start with
a higher price and wait for more high-valuation cus-
tomers to adopt. On the other hand, when the speed of
adoption is high, most customers are willing to adopt
at the outset as long as the price is right for them.
In this case, because the price can always be dropped
in the near future before discounting makes future
revenues less valuable, the firm will set higher prices
initially and then cut prices over time to sell to the
low-valuation consumers remaining in the market.

After plugging (9) into (6) and then into (7), we can
specify the optimal discounted profit as

r a+86—+862+2ab
T = e (N

—0)% (12)

It is straightforward to show that the profit increases
with the speed of adoption a but decreases with
the discount rate 6. Now if the integrated supply
chain is myopic when setting prices, it then disregards
the evolution of cumulative sales and maximizes the
instantaneous profit given by (p(t) — c)x(t). With the
same dynamic demand process in (6), it can be veri-
fied that the myopic prices over time and the resulting
net discounted profit, respectively, are

N—c
M=c+ —— e~ @t and

M a

~ 4(a+9d) (
Consistent with the result that the shadow price A(t)
in (10) is uniformly negative, comparing the two dis-
tinct pricing rules reveals that the myopic pricing
in (13) is lower than the forward-looking pricing in
(9) at any time. This conforms to our intuition that
a forward-looking firm will sacrifice current profits
for future benefits by setting higher current prices
to price discriminate high-valuation customers across
time. Not surprisingly, from a long-term perspective,
the resulting net discounted profit in (12) is higher
than that in (13) with myopic pricing.

N — )2 (13)

4. Dynamic Pricing in the
Decentralized Supply Chain

When the supply chain is decentralized, the manu-
facturer and the retailer independently set wholesale
and retail prices, ignoring the collective impact of their
decisions on the supply chain profit as a whole. With
the manufacturer being the Stackelberg leader, we con-
sider three separate games to analyze the strategic
price interactions over time: the open-loop, the feed-
back, and the myopic pricing games. In what fol-
lows, we detail the equilibrium concept and result of
each game.

4.1. Open-Loop Equilibrium

With the open-loop equilibrium concept, both channel
members are forward looking and plan ex ante their
price decisions, which depend only on time. Specif-
ically, at the outset of the selling horizon, the man-
ufacturer announces a schedule of wholesale prices,
denoted by w(t), before the retailer makes the retail
price decision p(t) for each time instance f. Note that
wherever there is no confusion, we will omit the func-
tion argument ¢ for brevity. To obtain the equilibrium
prices, we start by solving the retailer’s problem and
then recursively solve that of the manufacturer, tak-
ing into account the retailer’s rational decision behav-
ior. Subject to the dynamic demand process in (6),
the retailer reacts to the manufacturer’s wholesale
price decision by maximizing its net discounted profit,
which can be specified as

)= [ e - wid. (14)

Anticipating the retailer’s price choice, the manufac-
turer determines a wholesale price path that maxi-
mizes its net discounted profit given by

™ (W) = /O " e w— )z dt, (15)

The open-loop equilibrium of the pricing game is pre-
sented in Proposition 2 below, with the proof rele-
gated to Appendix B.

ProrosiTioN 2 (OpPEN-LooP EQuUILIBRIUM). When
the manufacturer and retailer are both forward looking,
the open-loop wholesale and retail prices, respectively, are
given by

N+c
2

wO(t) = and

PO = 0+ (e a6

the resulting cumulative sales over time can then be char-
acterized by

=", 17)

where vy is specified in (11).

Unlike the integrated supply chain wherein the
retail price continues to drop until driven down to the
unit production cost, the result in Proposition 2 indi-
cates that the decentralized supply chain stops exploit-
ing the remaining demand when the price is slashed to
the stationary wholesale price. Whereas the retail price
decreases over time, the wholesale price is time invari-
ant. One immediate interpretation of this result is that
if the wholesale price decreases over time, the retailer,
anticipating its future reduction, will then slow down
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sales by setting higher prices early on to profit from
the lower wholesale price in the future. This in turn
hurts the manufacturer’s profitability. By endeavoring
to set a constant wholesale price to induce the retailer
to sell more rapidly, the manufacturer, who faces the
discounting effect, can siphon off a more profitable
revenue stream in the early periods. Another way to
look at it is that the manufacturer is unable to directly
price discriminate customers because it must stick
to the preannounced wholesale price schedule in the
open-loop case. Specifically, if the retailer knows that
the wholesale price will drop tomorrow, it will hold
some sales today (when the discount rate is negligi-
ble, sales will halt). Compared with maintaining the
same wholesale price, this implies that a chunk of
revenue that could have been generated by the man-
ufacturer today will be deferred to tomorrow, when
it will become less valuable on account of the lower
wholesale price and the time cost of money.

Note that the open-loop equilibrium is time-incon-
sistent (i.e., the original best decision for some future
period is inconsistent with what is preferred when
that future period arrives). Thus, to sustain the equili-
brium, an implicit assumption is that the manufactu-
rer is able to commit creditably to its preannounced
wholesale price schedule. In reality, this can be
achieved practically through a contract when the legal
system is effective in remedying a breach of con-
tractual obligations. Nevertheless, because periodi-
cally revisiting the wholesale price helps to exhaust
the residual market, modifying the initial agreement
is likely to be ex post mutually beneficial. A ques-
tion arises in this context: Would the manufacturer be
tempted to deviate from the original schedule as time
evolves and decrease the wholesale price over time
until it reaches the level of unit cost? Besides the phys-
ical costs of recontracting or renegotiation, this behav-
ior is undesirable for two reasons. First, when the
retailer anticipates such behavior and does not con-
sider the manufacturer’s price “threat” ex ante to be
credible, the latter’s profitability may erode. Second,
as mentioned above, implementing a constant whole-
sale price prevents the retailer from behaving oppor-
tunistically so that the manufacturer can profit earlier.
Thus, even if recontracting in the future brings in
additional revenue, by the time the remaining
demand is exploited, that revenue may lose its value
because of the time cost of money. In general, when
the manufacturer has no incentive to deviate from the
original plan and has a reputation for refraining from
renegotiation, the open-loop equilibrium is still sus-
tainable even without resorting to a contract.

4.2, Feedback Equilibrium
Although the open-loop equilibrium reflects some
observations of actual channel practice likely due to

its relatively easier tractability in deriving strategic
actions, it may unravel if the manufacturer cannot
credibly commit to its decisions. We now examine
another strategic concept, the feedback equilibrium,
which is known to be time consistent and is thus
renegotiation proof. Unlike the open-loop concept in
which the manufacturer commits to the entire sequ-
ence of price decisions through time, when the feed-
back concept is applied, the pricing decision at each
point in time is made on the basis of the status of
cumulative demand at that particular time. Because of
its intricacy and complexity, the derivation of the feed-
back equilibrium is generally intractable, even numer-
ically. Yet, with the quadratic profit functions specified
in (14) and (15) for this particular problem, the equi-
librium can be analytically derived through solving
two partial differential equations simultaneously; this
is detailed in Appendix C.

ProrosiTiON 3 (FEEDBACK EQUILIBRIUM). When the
manufacturer and retailer are both forward looking, the
feedback wholesale and retail prices, respectively, are char-
acterized by

wB(t) = c+ g(N—c)(l - f)e“"t and
3 o

PPt =c+(N—c) (1 — f)e‘”; (18)

a
and the corresponding sales volume over time is given by
P =(N=-0o)(1—e ), (19)

where ¢ = (v/6ad 446> —28)/6 and 0 < ¢ < y.

In contrast to the static wholesale price in the open-
loop equilibrium, the feedback wholesale price w'(t)
decreases over time with a relatively higher initial
level and converges to the unit cost of production c.
Accordingly, the corresponding retail pricing p'(t)
also demonstrates a falling path over time and con-
verges to ¢, which is similar to the monopolist pricing.
This result is not surprising because the feedback
equilibrium, which takes into account strategic inter-
actions between the channel members through the
evolution of cumulative demand over time, is sub-
game perfect and time consistent.

With the equilibrium prices in Propositions 2 and 3,
the net discounted profits for the manufacturer with
the open-loop and feedback pricing strategies, respec-
tively, can be spelled out as

1/1 vy
oo _ ~(t_7 _ 2
T = 2(2 a>(N ¢)* and

i — 1(1 - 4*")(1\1 — o). (20)

mT 3 o
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Moreover, it is straightforward to verify that the
retailer appropriates only half of what the manufac-
turer makes in either equilibrium; that is, 79" = 70 /2
and 7% = 7l /2, which coincides with the results in
the typical static analysis of vertical price competi-
tion. Comparing the net discounted profits with the
two forward-looking equilibrium concepts, we find
that both supply chain members are better off with
the feedback than with the open-loop equilibrium;
that is, 7'? > w9 and 7' > wOL. Consistent with the
traditional analysis of the static supply chain inter-
action, the total net discounted profit generated by
the two independent channel members is lower than
that of the integrated supply chain (ie., 75" + 7" <
wt and 7P + 7P < 7h), regardless of which equilib-
rium concept is applied. The reason behind the loss
in gains is that the equilibrium prices specified in (16)
and (18) are always higher than the optimal pricing,
given in (9), over time. That is, the inefficiency of
double marginalization with the static analysis also
exists with the dynamic analysis in a multiple-period
manner.

4.3. Myopic Equilibrium

Now we explore the pricing behaviors in the myopic
supply chain, wherein the manufacturer and the
retailer emphasize on immediate-term profits when
setting prices, ignoring the future impact of their deci-
sions on the dynamics describing the demand evolu-
tion. By adopting a myopic pricing rule, both channel
members act as if the planning horizon is reduced to
one period; therefore, they solve a static optimization
problem for each time instance. It is straightforward
to show that the retailer’s best reaction to the manu-
facturer’s wholesale price decision is

pr=(N+w-x)/2. (21)

Backward substitution implies that the equilibrium
of the myopic pricing game corresponds to the solu-
tion of the manufacturer’s control problem specified
as follows:

max (w—c)a(N—p—x), subject to (6) and (21).
(22)

Following the standard optimization approach, we
obtain the equilibrium result below.

ProrosiTiON 4 (Myoric EQuiLiBRIUM). When the
manufacturer and retailer are both myopic, the equilibrium
wholesale and retail prices, respectively, can be specified as

- N —

M(t) = c+ Tce*(“/‘l’t and

- N-—c

pM(t) = C+3T37(a/4)t/ (23)

with the following accumulated sales over time:
M) = (N —c)(1 —e @), (24)

We can make a few observations after comparing
the myopic equilibrium pricings in Proposition 4 with
the forward-looking ones in Propositions 2 and 3.
First, the wholesale price decreases over time in the
myopic supply chain, with an initial level equal to the
static wholesale price in the open-loop equilibrium.
Second, regardless of which forward-looking equilib-
rium concept is applied, over time the myopic prices
are uniformly lower than the forward-looking prices.
Next, although a higher initial price is associated with
a higher speed of adoption in the forward-looking
supply chain, the speed of adoption has no impact on
the initial price in the myopic supply chain. Finally,
unlike the forward-looking prices that decrease in the
discount rate regardless of which equilibrium concept
is adopted, the myopic prices are insensitive to the dis-
count rate.

5. Myopic Pricing and
Channel Efficiency

In this section, we investigate the impact of myopic
pricing on supply chain profitability and channel effi-
ciency. In line with the myopic equilibrium in Propo-
sition 4, it can be verified that the net discounted
profits for the manufacturer and the retailer, respec-
tively, are

M _ a(N —c)?

1
M M
=—— = . 2
T, (a1 29) and (25)

[ Eﬂm
Comparing these profits to those with the open-loop
and feedback forward-looking pricing rules leads to
the following proposition.

ProrosITION 5 (BENEFIT FROM MYOPIC PRICING). In
terms of long-run profitability, both the manufacturer and
the retailer are better off when they are myopic instead of
forward looking in deciding prices. Moreover, with myopic
pricing, the decentralized supply chain performs at the opti-
mal level (ie., mM + 7M = 7F) when a = 46.

To explain the intuition underlying this surprising
result, Figure 2 plots the pricing trajectories under
different scenarios. On one hand, because of the
saturation effect, the future marginal benefit of sell-
ing one more unit is negative. As Figure 2(a) shows,
in failing to accommodate this effect, myopic behav-
ior places a downward pressure on prices and results
in the equilibrium wholesale price @™ being lower
than the optimal pricing path. On the other hand, Fig-
ure 2(b) illustrates that the effect of double margi-
nalization forces the myopic price path p™ to move
upward above wM. The two effects, counteracting each
other, cause ﬁM to remain in the vicinity of the optimal
pricing path in equilibrium. Consequently, the myopic
decentralized supply chain is economically more effi-
cient than the forward-looking one. Figure 3 illustrates
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Figure 2 Pricing Trajectories

(a) Effect of pricing myopia
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(b) Effect of double marginalization
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the impact of the speed of adoption «a on supply chain
performance under different supply chain structures
and pricing rules. Interestingly, in some special situa-
tions where o =46, the myopic decentralized supply
chain performs at the system’s optimal level in terms
of long-run profitability.

There is another interesting result we can explore
by comparing performance under different supply
chain structures: If the speed of adoption is higher
than the discount rate, the myopic decentralized sup-
ply chain is economically more efficient than the
myopic integrated supply chain. This result yields an
important managerial implication highlighted in the
proposition below.

PROPOSITION 6 (STRATEGIC DECENTRALIZATION).
With myopic pricing, the net discounted profit of the decen-
tralized supply chain is higher than that of the integrated
one when the speed of adoption is higher than the discount
rate (i.e., mM + 7™M > oM if a > §). That is, decentral-
ization might improve profitability if the integrated supply
chain acts myopically.

Figure 3 Impact of Speed of Adoption on Net Discounted Profits

integrated

Total discounted profits 7

v

0 5 26 48 (3+2I\/§)6 1

Speed of adoption o

As mentioned in §1, in many situations managers
are compelled to engage in myopic management.
Proposition 6 suggests that when managers are more
focused on short-term profits than the firm would
like, strategic decentralization (by establishing a trans-
fer pricing mechanism in the context of a multi-
divisional organization) may enhance supply chain
profitability. If focusing on the short term is a reac-
tive behavior, one may conjecture that after the supply
chain is strategically decentralized, managers might
not have incentives to remain short-term focused. Our
results show that even if the decision makers become
long-term focused after decentralization, the myopic
integrated supply chain can still benefit from decen-
tralization. As Figure 3 illustrates, this occurs when
a > (3+2+/3)8 in the open-loop equilibrium, and
when « > 26 in the feedback equilibrium. In gen-
eral, past research has shown how strategic decentral-
ization can mitigate interbrand (McGuire and Staelin
1983) and intrabrand (Arya and Mittendorf 2006)
competition. We add another upside of decentraliza-
tion by showing that it can also mitigate intertemporal
competition.

6. To Intermediate or

Disintermediate?
The primary role of an intermediary is to facilitate
product diffusion by offering specific sales skills (inc-
luding brand building and product promotion), pro-
viding service, gathering market information, making
access available to customers with special locations,
and so forth. For example, as a major retailer of
consumer electronics, Best Buy has the marketing
expertise and service competency to help Sony bet-
ter demonstrate and promote the unique features of
its 3D TV. Best Buy can also enhance customers’ per-
ceived value of the TV by integrating it into a home
theater system. Nevertheless, in selling through an
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intermediary, besides the fact that the intermediary
appropriates a certain portion of market revenue, it
is typically challenging to align the best interests of
independent channel members. Whether it would be
more lucrative for a manufacturer to disintermediate
is a pertinent question. In this section, we address
this question by providing insights into the conditions
for disintermediation based on the speed of adop-
tion associated with the manufacturer’s competence
to engage in direct sales.

Indeed, manufacturers may bypass intermediaries
and engage in direct sales through their own outlet
stores or via Internet marketing. However, if they can-
not reach a reasonable speed of sales, removing inter-
mediaries will lead to an erosion of profits. Recall that
in our model, the speed of adoption « is the likeli-
hood that a customer will purchase the product in a
given period. Essentially this parameter reflects the
competence of a given channel to distribute a partic-
ular product to a market. Given that the value of «
may vary depending on which sales channel the prod-
uct is distributed through, we now distinctly define
a, and «, as the respective speeds of adoption when
the product is distributed through the manufacturer’s
direct sales channel and the retail store. In terms of «,,
and «,, the conditions under which the manufacturer
is better off eliminating the retailer can be analytically
established.

ProPOsITION 7 (DISINTERMEDIATION CONDITIONS).
There exists a threshold 0 ; such that if o, > 0 ;,
it is better off for the manufacturer with pricing rule i
to disintermediate its retailer with pricing rule j, where
i,j € {F, M}; F denotes forward looking and M symbol-
izes myopic. The relevant thresholds are characterized by
(i) 001 5y < 0G5 < @,/2 and 03"\ = O\ = @,/2 in
the case of open-loop equilibrium; and (i) 0(f ;) < 0y 5 <
a,/2 and O \y < Opy, vy = @,/2 in the case of feedback
equilibrium.

This proposition can be proven by applying the
results of Table 1, which summarizes all possible out-
comes of net discounted profits when each channel
member alternatively adopts different pricing rules
(more details about the proof can be found in the
online appendix, which is available at http://msom
journal.informs.org/). In line with Proposition 7, the
intermediation conditions for various scenarios are
juxtaposed in Figure 4. In the case of open-loop equi-
librium, the result shows that when the retailer
is myopic, the disintermediation condition is not
affected by the discount rate. On the other hand, when
the retailer is forward looking, it can be verified that
both O(F r and O(OAE,F increase with discount rate 9.
Moreover, whereas 07", is always increasing in a, (the
speed of adoption through the retailer), we find that
H(ON%, r may decrease with a, when «a, > 28(/2+1).
Table 1(a) indicates that each supply chain entity can
appropriate more profits at the expense of the other
partner when it is forward looking and its partner is
myopic. Hence, when faced with a myopic retailer, the
thresholds for disintermediation are higher than when
faced with a forward-looking retailer. When 60} ) <
a,, < 0% r)- only the myopic manufacturer will bypass
the retailer. In such situations, rather than getting rid
of the middleman, the manufacturer would be better
off motivating the myopic manager to become for-
ward looking through appropriate incentives. Differ-
ent from open-loop pricing, Table 1(b) reveals that the
worst possible outcome of the feedback equilibrium
for the manufacturer and the retailer is when the man-
agers of both are forward looking. Thus, regardless
of the retailer’s pricing behavior, the forward-looking
manufacturer has a lower disintermediation threshold
than the myopic manufacturer. Also, there are circum-
stances (0(f ;) < @,, < 0(3; r) OF OF ) < @y < Or, a)
under which only the forward-looking manufacturer
will do away with the intermediary.

Table 1 Summary of Profit Outcomes with Alternative Pricing Rules
Pricing rule? (a) Open-loop equilibrium®¢¢ (b) Feedback equilibrium®¢¢
Manufacturer Retailer Manufacturer Retailer Manufacturer Retailer
2
F F é%ﬁ_’_s /S? 4 28) % aég( 4S+2\/4S +65 ) %
z Z8 A 4 282 +3S m
Z(A— 2 bl 2z £ T 4
F . p (A -2vEHHS) > (svsrs ) ™ 3(1 “pves) 2
2 —
M r z8 A _2) 4 A4S 652 +5S ﬂség +(1+S)(1 —+/8SA) s
2 S2+S 2 2/52+S 3 35+2 2
4 Ty my
M M ™= 0 Ty 0
aF, forward looking; M, myopic.
b7 = (N —c)2.
tS=4/a.

dA=1+25.



Chiang: Supply Chain Dynamics and Channel Efficiency

Manufacturing & Service Operations Management 14(2), pp. 327-343, ©2012 INFORMS 337
Figure 4 Disintermediation Conditions
Retailer is forward looking Retailer is myopic
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FM: Both forward-looking and myopic manufacturers will disintermediate
M: Only myopic manufacturer will disintermediate
F: Only forward-looking manufacturer will disintermediate
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Note. a,, = speed of adoption through the manufacturer’s direct channel; «, = speed of adoption through the retailer.

7. Model Extensions:

A Numerical Study

One of the main findings of this study is that
myopic pricing helps to improve channel efficiency.
At the cost of compromising generality, this intriguing
result is derived from an analytically tractable model
with fundamental assumptions concerning supply
and demand dynamics. These assumptions include
the absence of the cost learning effect, supply capacity
constraints, the imitation effect, and the reference price
effect. Although it is reasonable to infer that quali-
tative insights will extend when these effects are not
strong enough, could the applicability of this result
be justified when the validity of the model assump-
tions trumps the tractability of the analysis? In this sec-
tion, we relax model assumptions by independently
and collectively incorporating additional factors and
relevant effects into the analysis. To the extent possi-
ble, we seek to test the robustness of the major finding
through a numerical study.

7.1. Supply-Side Effects

7.1.1. Cost Learning Effect. The cost learning
effect, also known as the learning curve effect or the

experience curve effect, is evident in various indus-
tries. To accommodate this effect in our model, we
adopt a well-recognized exponential learning curve to
capture the essence that unit production cost declines
as cumulative output increases (Spence 1981). In par-
ticular, we replace the constant unit production cost
c in the original model with the following time-
dependent cost function:

c(t)=co+ eV, (26)

where ¢, ¢;, and A are nonnegative constants. Clearly,
the higher the value of A, the greater the cost learning
effect. The effect is absent when A =0.

7.1.2. Supply Capacity Constraint. Ignoring the
capacity constraint that a firm may encounter in prac-
tice, our model assumes that the supply quantity is
in accordance with the demand rate, which is influ-
enced by the retail price at each point of the diffusion
process. Now we consider the case where the supply
quantity is constrained by a given capacity limit K
during the entire time. Specifically, the following con-
straint is included in the analysis:

() <K. 27)
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Note that in modeling new product diffusion under
supply constraints, Ho et al. (2002) and Kumar and
Swaminathan (2003) examine the inventory-related
decisions of a monopolist. Unlike these two studies
wherein the price effect is absent, we do not consider
inventories and backlogs as the product is produced
on a make-to-order basis in our setting and prices can
be dynamically adjusted such that the demand rate
does not exceed the capacity limit. Although we limit
our analysis to the make-to-order setting, it should be
noted out that holding inventory, which would other-
wise not be preferable, could potentially be part of an
optimal strategy under a capacity constraint.

7.2. Demand-Side Effects

7.2.1. Imitation Effect. The initial model of this
paper assumes that the likelihood of an individual
adoption per time unit is a constant «, and the result-
ing diffusion process resembles the pure innovation
curve of Fourt and Woodlock (1960). In the presence
of the imitation effect, however, the likelihood of an
individual adoption is correlated with the previous
number of purchasers. To accommodate this effect, we
now assume that the probability that an untapped cus-
tomer will adopt at each time instance is a linear func-
tion of the tapped customers x(t), instead of being a
constant «. Hence, the model of demand dynamics in
(6) extends to

10 = (o B0 YN -x)-p), (9

where B is the coefficient of imitation. Obviously,
without the price effect, this demand model corre-
sponds to the well-known Bass model.

7.2.2. Reference Price Effect. A reference price is
a price benchmark formed by customers based on
their perception of past prices. With an exponentially
decaying weighting function (see Fibich et al. 2003),
the reference price over time, denoted by r(t), can be
described by

(t) = k(p(t) = (1)), (29)

where k > 0 and a higher « implies that customers
have a shorter term price memory. In the relevant lit-
erature, the impact of the reference price on consumer
willingness to buy is typically modeled as an additive
linear function of the difference between p(t) and r(t),
such that demand is discouraged if p(t) > r(t), and
vice versa. Following similar concepts to include the
reference price effect, we develop the diffusion pro-
cess in (28) into

x(t) = (a + B@) [N —x(t) = (p(t) + Qp(H) — r(1))],
N (30)

where () is a nonnegative parameter that captures the
reference price effect. A higher () implies that con-
sumers are more sensitive to the gap between the two
prices. When customers are reactive only to the cur-
rent price (i.e., ) =0), the model degenerates to (28).

7.3. The Numerical Study

Following the extended model that accommodates
additional effects, we perform the numerical study.
For clarity of presentation, we generate a report from
a set of parametric values that have been carefully
designed to try to provide a more comprehensive and
representative picture. Specifically, for those parame-
ters reflecting a certain effect of concern, we scrutinize
the sensitivity of the effect by varying the paramet-
ric values in the realistically attainable range by three
distinct levels: {absent, fair, high}. To avoid distracting
the focus, we assign a single default value, as speci-
fied below, to each of the remaining parameters that
have little or no impact on the insights of the main
analysis: N =100, ¢, =0, ¢; =20, « =0.1, k =0.5.
Accordingly, we end up studying 243 cases formed
by all possible combinations of the following:

§=1{0.05,0.1,0.15}, A€{0,0.05,0.1}, Kef{oo,4,3},
Be{0,0.1,0.2}, Qe{0,0.25,0.5).

For each case, we solve both the optimal pricing of a
monopolist and the equilibrium myopic pricing of a
decentralized channel. We then compute the ratio of
the corresponding discounted profit of the later to that
of the former. This ratio, known as channel efficiency,
measures the degree to which the total decentralized
channel profit reaches the optimal level of a vertically
integrated channel. The numerical analysis, carried
out using Matlab®, involves repetitively constructing
and solving systems of nonlinear differential equa-
tions (the optimality conditions of the corresponding
problems and the computational result of the numer-
ical study are detailed in the online appendix). Fig-
ure 5 summarizes the computational result.

As expected, the result indicates that the emergence
of various effects may increase or decrease channel
efficiency with myopic pricing. Although there is no
discernible trend in the efficiency pattern, ranging
from 83.67% to 99.98%, the channel efficiency of the
243 observed cases is 94.61% on average, which is
conspicuously high. It should be pointed out that
more than half of the observed cases achieve effi-
ciency of 95% or above, whereas nearly one third pos-
sess an efficiency of less than 2% below the optimal
level. To a certain extent, although the intricacy of the
joint dynamic effects makes it difficult to generalize
the impact of myopic pricing, the numerical evidence
presented here extends the robustness of our major
result: myopic pricing could lead to high channel effi-
ciency in the decentralized supply chain.
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Figure 5 Channel Efficiency with Pricing Myopia in the Presence of Various Effects
(a) Cost learning effect (b) Supply constraint (c) Imitation effect (d) Reference price effect
Maximun 99.98%  99.96%  99.89% 99.98%
99.93% 99.97%  99.98% -28% .70% -.87% 99.83% .96%
. 9298%99.89%. ¢ 100 - .__0____.___0___?2'96% 1007 M---e-- .- n 100 ~ 98..7}?/17’___.._.0.---.
27 95779 O/0/9%.95%
Average  9385%  94.20% 94.24% 94.28% 95-30% 94.46% 94.51% 9485% 9305%
90 . - - 91.82%
S 8 S S A 90.20%
EE a Ak oA A 88.29%
83.67% 84.15% 84.37% 84.15% 84.19%  83.67% 83.67% 8467% B84.15% 83.67%
80 1 Minimum
75 T T 1 75 T T 1 75 T T 1 75 T T 1
Absent  Fair High Absent Fair  High Absent  Fair High Absent Fair  High

This computational result is valuable in the follow-
ing sense. Ignoring dynamic effects, most studies in
the supply chain coordination literature focus on the
contracts that help to improve channel efficiency based
on the one-shot (short-term focused) interaction of
self-interested agents. Such a static approach in the
long run corresponds to a sequence of one-shot games,
where the channel members optimize their profits of
each period, disregarding possible dynamic effects.
The resulting channel efficiency thus corresponds to
that of the myopic equilibrium in our model. In con-
trast to the typical result from the static analysis of
double marginalization, which claims an efficiency of
only 75%, our result indicates that a supply chain may
already perform at or close to optimal efficiency from a
long-term perspective. This poses a caveat to previous
studies, where the proposed coordination contracts
should be implemented with caution, as the solutions
may have been carried too far with underestimated
channel efficiencies.

8. Concluding Remarks

When a manufacturer and its retailer are involved
in setting prices dynamically while distributing a
durable product over time, not only do they intertem-
porally compete against themselves, but they also
compete against each other to maximize their benefits.
To investigate the impact of various dynamic pricing
rules on the channel efficiency in such a context, this
study develops a game-theoretical model that extends
the traditional analysis of the double-marginalization
problem to an intertemporal setting. Although the
analysis is a priori complex, our model captures the
essence of the problem and yields closed-form results,
on the basis of which we analytically generate a num-
ber of relevant insights that have never been identi-
fied or formally clarified.

Prior research reveals that managers in many sit-
uations are compelled to engage in myopic manage-
ment by replacing decisions that produce superior
future profits with those that generate an immedi-
ate payback. Although short-term focused behavior

is typically considered detrimental from a long-term
perspective, we provide a counter view. We show
that firms in a supply chain can benefit from myopic
pricing when distributing durable goods. The reason
is that the future marginal gain of selling one addi-
tional unit is negative because of the saturation effect.
Myopic pricing, failing to accommodate this effect,
causes prices to be lower than the optimal level. Ironi-
cally, the “too-low” prices are counterbalanced by the
“too-high” prices caused by double marginalization.
The resulting equilibrium pricing path thus closely
matches the optimal one. The robustness of this sur-
prising outcome is further extended by a numerical
study in the presence of various effects, including
those of cost learning, capacity constraint, word-of-
mouth, and reference price. The main implication here
is that coordination contracts proposed by prior stud-
ies to remedy channel inefficiency should be imple-
mented with caution. With intertemporal interactions,
a supply chain may already perform at or close to its
optimal efficiency because of bounded rationality.

Looking at the insights from a different slant, our
further analysis indicates that strategic decentraliza-
tion can possibly lead to a higher profit when price
managers are more focused on the short-term prof-
its. Past research has shown how decentralization
can mitigate interbrand (McGuire and Staelin 1983)
and intrabrand (Arya and Mittendorf 2006) competi-
tion. We show that decentralization can also allevi-
ate intertemporal competition. In selling through an
intermediary, it is often challenging to align the best
interests of independent channel members. To elimi-
nate the inefficiency caused by vertical price compe-
tition, the most dramatic structural change that can
be made is disintermediation, wherein a manufacturer
bypasses its retailer and sells directly to the customers.
We demonstrate that a manufacturer’s incentive to
disintermediate may vary with respect to the pricing
rule adopted by its retailer.

As in most diffusion-based pricing models, cus-
tomers in our model respond only to current prices.
Although our further numerical study considers the
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case where customers may react to past prices (ref-
erence price effect), what happens if they perceive
future consumption benefits and act strategically?
In reality, customers are unlikely to be exclusively
reactive or utterly strategic. Thus, our model serves
as an approximation when customers are more reac-
tive. When customers are more strategic, demand is
expected to be more price elastic than it is among reac-
tive customers (Besanko and Winston 1990). In this
case, we postulate that our main implications remain
unchanged when the speed of adoption and/or the
discount rate are relatively low. Under these circum-
stances, the equilibrium prices will not decrease dra-
matically. As it is pessimistic to expect a rapid price
drop in the future, the effect of strategic behavior will
not be significant. Certainly, in the absence of a for-
mal analysis, not much can be inferred beyond these
conjectures.

Our model is limited in several other respects. For
example, we derive the dynamic demands based on
the assumptions that the customers’ reservation prices
for the product are uniformly distributed and that
the demand arrivals are deterministic with no repeat
buying. Moreover, our model, which considers only a
single product, assumes that the speed of adoption is
not endogenous to any variable that a firm may have
control over, such as advertising expenditures and
inventory decisions. Relaxing any of these assump-
tions could possibly lead to changes in our findings.
We hope that the groundwork developed in this study
will foreshadow future research extensions that over-
come our limitations and bring out additional insights
and implications to contextualize this challenging sub-
ject with a more diverse spectrum of considerations.

Electronic Companion

An electronic companion to this paper is available as part of
the online version that can be found at http://msom.journal
.informs.org/.
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Appendix A. Justification of Price Skimming
Without Resale Markets

In this section we show that, in absence of resale mar-
kets, prices cannot increase in an optimal pricing policy,
so Equation (3) remains valid even if the firm consid-
ers nonmonotone pricing strategies. Note that after back-
ward substituting the retailer’s price reaction, the demand
dynamics of the manufacture’s control problem in the
decentralized supply chain should have an analogous struc-
ture to that of the integrated one. Thus, we infer that the

nonincreasing pricing result extends when the supply chain
is not integrated, though we only focus on the proof of the
proposition below.

ProprosiTION Al. If the pricing policy p = (p1, P2, ---,
Pus Pug1s - - -) maximizes the integrated supply chain profit from
this customer base under the dynamics given by (1) and (2), then
Puy1 <Py forall n>1.

Proor. If price increase(s) are expected, there must be
some period in the selling horizon in which the initial
increase occurs. We will show by contradiction that this
period does not exist in optimal pricing. Let II,(p) be the
remaining discounted profit looking from period n with the
price vector p. Recursively,

Hn (P) = W(pn, Pnt1) + Pan+2(P) ’ (Al)

where T o ps1) is the discounted profit of periods n and
n+1, and p is the discount factor. Assuming without loss
of generality that the unit cost c =0 and At =1, we have
T, pusa) = Puln + PPu1dyi1, where according to (1) and (2)

d, = a(N—pn—y[p”’N]) and

n—1

[Pnt1. N] :
d _ a(N —Pu+1— ynp—fl - dn) if Pu+1 = Puns A2
= [Prs1, N] . (A2)
a(l—a)(N=p,—y,7"""") otherwise.
Let X([::«?Lm) denote the amount of customers with valua-

tions between a and b who have adopted in periods n and
n+1 with p, and p, ;. The lemma below, which will facil-
itate the proof, is based on the argument that a price set
for any given two consecutive periods cannot be optimal
if there exists another price set that yields a higher two-
period discounted profit with weakly fewer buyers for each
valuation segment.

Lemma Al If (p,, Ppi1) = (P, p + &) is optimal for some p,
& > 0, then, for any p,,p,.q > P, T ) > Ty, pre) iMplies

at least one of the followings is true: (i) X([::,’p;f]) ([,’;’:,’I;];
nrPn4l 4

.. [p+e, N] [p+e, N]
(i) X(p;,p;ﬂ) = Xp, pte) -

i
"’pn-H

Proor. Let p*= (v, p3,---/ Ph =P, Pra =P+ € Pras )
be the optimal pricing. Consider a price vector p’ with p;, =
prif i <n and p; =p; if i > n, and

/
p’ €argmaxlL, ,(p)lg,, ., Pus ) =05 P3P Ppr)”

If Ha) > T prey then from (Al) we must have

IL, »,(p*) > 1I,,5(p’). The result follows with p;, p,., >

) N i ot el
p, since II,.,(p") = IL,(p) if X([:’,&fjﬂﬁl) = X([;]:’)*z)l and

+&, N +¢&, N
([zf;,piﬁj) = X([S,ws)]' U
Suppose that the initial price increase occurs in period
n+1 for some n > 1. We must then have p;; <p;,,, which
implies that (p, p},,) = (p, p+ &) for some p, & > 0. To con-
clude the result, we now prove by contradiction that this is
not possible. Based on (A2), it can be verified that

Tpre, pre) — Tip, pre) = a(0; — 0,), (A3)
T, )~ T, pre) = —P(1 —a)(0; — 6,), (A4)
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where O, = ¢(N — (p + &) — y;[fls' N ]) >0 and 6O, = matrix is nonsingular:
,pte . g, N e, N
p(e —yP7*h) > 0. Given that X([::——s/p-gs) - )(([mﬂ)] =0 and ¥ "
[p, ptel [p.ptel _ [P, ptel ; )
e, pre) — X(p, pre) = —a(e—y, ;7 ) <0, by Lemma Al, in Bl Al # +b, where
order for (p,p + ¢) to be optimal, we must have m, ., > X x
Tpie, pre)- AAccordingly, (A3) implies t}}at 0, < 0, and it fol- A A
lows from (A4) thét Tp,p) > Ty, pre): Since m, ) > W,y > ot 48
Tpe, pre), there exists p € [p, p+ e] such that w5 > 7, i) a 0 -2 1
Based on (A2) again, we can show that
O A=2 -1 LA and
\6/ 8 T, p) — Tp+e, pte) — a(p(l - a) + 1)(®1 - ®3)r (A5) 4 1 0 -2 1
=g Topee py — T 5 = (O — @) + pa’® (A6) a+4d
== (pre,p) ~ g, p) = A1 T B) T P, 1 0 -2
ke L a
C p,p+e . —
g = where 0; = P(bt - y.Lp_er Iy > 0. Since TG,5) Z T, pie) > k+N-c¢
o ® T(pts,pre)r (AD) implies ©; > O;. Accordingly, from (A6), b — a| —N+c¢ B8
*;g we must have m,,, 5 > 7 5, which, given that 7 5 > T 4| k+N-c (B8)
. [p+e,N] [p+e, N] _ _
§ % Ty, pre)s 1€QAS tO Ty 5) > T, - Since Xpiep) ~ Xip,pie) = | k+N—c
52 0 and X([:: +’;+;)] - X([,f ;’I;] =—a((p—p)—y"") <0, Lemma A1  The eigenvalues of A and the corresponding matrix of
8= implies that (p,,p,1) = (p,p + €) cannot possibly be eigenvectors of A are given by
© g optimal. O " %5 _ % 52 1208
0 = 1 1./82
:E Appendix B. Proof of Proposition 2 :2 =|29+3 86 +2a8 | ang
8g (Open-Loop Equilibrium) " ,
o ® Based on Pontryagin’s maximum principle, we will first ¢ L Ti¢
._%’ Zi derive the retailer’s best price response to the manu- [a+2r  a+2rn 10
= a8 facturer’s price decision. After backward substituting the a a B
B8 retailer’s response into the manufacturer’s control problem, 1 1 0 1
g = the equilibrium will then correspond to the solution of the H= 1 1 0 0" (B9)
T c problem. Specifically, the current value Hamiltonian for the
-_‘é’ -% retailer’s problem is H,(x, p) = (p — w + A)x, which yields @ ';2"1 @ ‘;2"2 1 0
2E ¥=—a(x—A—N+w)/2 and A=x+8A. (B1) Following the same method found in Online Appendix I,
© 8_ we have
% o) The optimality conditions in (B1), obtained with a similar " et 0 0 0 k,
=R approach in Online Appendix I, characterize the retailer’s M 0 e 0 0 k, o
) best reaction to the manufacturer’s wholesale price decision. x| = H 0 0 e 0 el A™b
n < . . : 3
£9 Treating the shadow price A as a state variable, the cur- A 0 0 0 e ko
5 rent value Hamiltonian for the manufacturer’s optimization B _
2 % problem is defined as ky a+2n e +ky a+t2n el — kel
£5 : o _
.g, 8 Hm(wr X, )\/ ‘/// M)Z(w—C—Fl//)X—F[.L/\, (Bz) —kle”l —kze”z +k0€tr4+§ — V2 ¢
> = . (BIO
g' s where y and u are the shadow prices associated with x kiet" + ket + E + V—c (B10)
= and A, respectively. Plugging (B1) into (B2), we obtain H,, = ! 2 2
B E (w—c+P)(—x + A + N — w)a/2 + pu(—x + (1 + 28/a)A + k, at2n +k2a+2rz e 4 ket
_8 Ke) N — w)a/2, which yields L a a -
E Since u = —x + k, we must have k, =0. Let k, = k/2, then
g g w=N+c—x+A—u—1)/2, (B3) the general solution for (B10) is given by
co [ a+2 2
8 = and the corresponding optimality conditions " ket W s YT k
=z 2 : s " ge"l ge"z 0 1 k,
¢:(a/4+ )lp+(a/4)(lu’_x+A+N_C)l (B4) x - ein eln 0 1 k3
a=—(a/H)WP+pu—x+A+N—0), (B5) A at2n o 24205 4 o | Lk
L« a
x=(a/H)(p+p—x+A+N—-0), (B6) _ 0 -
A= (/)W +p—x+N—c)+(8+a/4)A (BY7) ~(N—0)
It can be inferred from (B5) and (B6) that g = —x. Thus, the + 2 . (B11)
solution must have u = —x 4k, where k is an arbitrary con- N-c¢
stant. Substituting it into (B4), (B6), and (B7), we obtain the 2
following system of differential equations whose Jacobian 0
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The four boundary conditions x(0) = 0, u(0) = O,
lim,_, ., e~y (t)x(t) = 0 and lim, e *u(H)A(t) = 0 imply
ki =—(N —¢)/2 and k, = k3 = k, = 0. Substituting in (B11),
it follows that

() = A(t) = —Nz_ ‘ (1 - ?)e-yf and

u(t) = (= "¢
where y = —r;. The result in (16) follows immediately after
plugging (B12) into (B3) and the retailer” reaction function
p(w)=(N+w—x—2A)/2.

(1—e),

(B12)

Appendix C. Proof of Proposition 3

(Feedback Equilibrium)

With the feedback equilibrium concept, the two channel
members make decisions at each time instance, taking into
account the status of the current installed base. Because the
nature of the decisions is in the spirit of dynamic program-
ming, as detailed below, the proof will follow the principles
of optimality of dynamic programming. Let V,(t,x) and
V,.(t, x) denote the value functions for the retailer and the
manufacturer, respectively. Given the manufacturer’s price
decision w, the retailer’s Hamilton—]Jacobi—Bellman (HJB)
equation can be specified as

av,

e )a(N —x— p):|. (C1)

8V, = ml;ax[((p —w)+

The maximization with respect to p yields the retailer’s
instantaneous reaction function:

p=(N+w—x—-9V,/dx)/2. (C2)

Anticipating the retailer’s response in (C2), the manufac-
turer’s HJB equation is given by

SVm=m£x[<(w—c)+%)a(N—x—p)i|, (C3)

which yields below the optimal feedback wholesale price
decision for the manufacturer:

w=(N—-x+c+0dV,/dx -3V, /dx) /2. (C4)
Substituting (C4) into (C2) produces
p=@BN=x)+c—aV,/dx -3V, /dx) /4. (C5)

Subject to (C4) and (C5), the feedback equilibrium corre-
sponds to the solution of the system of the partial differen-
tial equations in (C1) and (C3). Substituting (C4) and (C5)
into (C1) and (C3) yields

0 v, v, \*
8V,=E<N—C—x+ ox +W> and
0 av. v, \?

8V, = —(N—c— rpmy)

Conjecture the following quadratic functions as the solution
to (Cé6):
V;=(A;/2)x* + Bx +K;, (C7)

where i € {r, m} and the values of A;, B;, and K; are to be
determined. It follows from (C7) that

V;/dx = A;x + B,. (C8)
After substituting (C8) into (C5) and then into (2), the state
equation can be specified as
x = (a/4)(ZA; —1)x+ (a/4)(ZB;+ N —¢),
where 3A;=A,+ A,, and 3B; =B, +B,,. (C9)
Solving the differential equation in (C9) with the initial con-
dition x(0) = 0 results in
—(2B;+N —0¢)
SA -1
Plugging (C7) and (C8) into (C6) yields

x(t) — (1 _ e(a/4)(2A,-71)t).

(C10)

gA,x2 + 6B,x + 8K,
o 2 2 o
=g GA -+ S (3A - 1)(EB + N —o)x

+ %(EB,» +N -0, (1)

1)
EAmx2 +8B,,x+ 6K,
a o @
= g(EA,- —1)"x* + Z(EAi —1)(EB;+ N —¢)x

+ g(EBi FN -2 (C12)

Equating the coefficients of x2 on both sides of (C11) and
(C12) gives

a(ZA; —1)*—88A, =0,

a(SA; —1)2 —484,,=0,

which leads to two possible solutions of A, and A,,. Because
x(t) specified in (C10) has to converge in ¢, the solution to
(C13) must satisfy 3 A; —1 < 0. Only one of the two solutions
is eligible. The unique one is

A, =2A,=(2/9)(30 +46 — 26660 +462)/6. (C14)
Similarly, equating the coefficients of x on both sides of
(C11) and (C12) yields a unique solution

_ 2a(ZA;-1)(N—c)

T 88 —3a(ZA —1)
2256605148 (N—0)
T 325+ /605 + 482 '

It follows from (C14) and (C15) that

SA; =1—4¢/a and 3ZB;=—(1—-4¢/a)(N—c),

where ¢ = (v 6ad +46%—28) /6. (C16)

Substituting (C16) into (C10) yields the result in (19). The
result in (18) can be obtained by substituting (C14) and
(C15) into (C8), and then plugging (C8) and (19) into (C4)
and (C5).

(C13)

B,=2B

m

(C15)
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