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ABSTRACT

The Web2.0 model has aroused vast attention as it alters the traditional role of consumers’ purchase
behavior. This paper examines the problems of E-Channel coordination; the focus of this paper is that
completely measures the utility function and the “mazximally” separating equilibrium diverse choice
alternatives. The impact of complexity on consumer choice combines to affect the consistency of consumers’
choices s not well understood. The low quality products distribute through retailers with no reputation
Channel of distribution consists of different channel members’ decision. Therefore, the authors found that
even if low quality manufacturers have no reputation of their products, they can signal quality by posting the
reputation of high reputation of retailers.
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Contribution/ Originality

The paper’s primary contribution is finding an equilibrium foundation for a manufacturer’s
choice of retailer and provides an example of renting another agents reputation to signal product
quality when one does not have any reputation of one’s own. Another aspect, this paper
demonstrates the fundamental nature of the channel coordination problem and the identification
of quantity discount schedules and more generally variable price contracts as coordinating

mechanism.

1. INTRODUCTION

Among the new models that are developing, Web2.0 is by far one of the most prominent
trends (Hsu and Lin, 2008). A channel of distribution consists of different channel members each
having his decision variables. Meanwhile, given consumer willingness to pay more for a high
quality good and given the low unit cost of producing a low quality well, a moral hazard problem
arises in that a manufacturer has an incentive to produce a low quality product and try to pass it
off as high quality good to signal its quality to the consumers.

For example, a manufacturer cannot signal quality by Nike branding if it does not have an
established brand name. Nor can a manufacturer advertise heavily to signal quality if it does not
have sufficient capital to do so because of an imperfect capital market. In fact, several empirical
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studies have shown that when the perceptions of store names are more favorable, the buyers’
perceptions of product quality are higher (Ramirez and Hachiya, 2012) (Harris et al., 2000) (Cooke
et al., 2002).

The objective of this article is to examine the problem of channel relationships and decisions
variables. First, this paper shows that in a “maximally” separating equilibrium where the
maximum number of manufacturers’ product quality is revealed, a manufacturer of a high quality
product will signal product quality by selling through a retailer with a strong reputation. Second,
with a general demand function, this study attempts to analyze one channel aspect, namely
coordination.

In the next section, the author starts to analysis by formalizing the relationships and decision
variables of each channel member in the two-member channel. To avoid analogies which seek to
view channel members as agent and principal, or follower and leader. With comparisons put the
manufacturer and the retailer in the role of coordinator and coordinated, thus avoiding the real
problems of coordination such as the motivation for these roles, how these roles evolve and the
stability of these roles. After formalizing the model, then the paper begins to analyze the problems
of E-channel decisions. To make key decision variables endogenous the paper shows insight of the
incentives relationships coordination and the individual decision disincentives for E-Channel.

1.1. The Model
1.1.1. Basic Definitions

Figure 1 shows the manufacturers as boxes and the retailers as circles. The manufacturers
are subscripted by i=1,.. n1+n2 and the retailer who is matched with manufacturer i is
subscripted by M(i). The consumer who buys manufacturer I product is also subscripted by i.
Note that not all high quality manufacturers can be matched with reputable retailers because
there aren’t enough reputable retailers.

N1:high quality manufactuers  N2:low quality manufactuers«
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Fig-1. Matching of Manufacturers with Retailers

The consumer i decision is whether to buy manufacturer i product or buy nothing. The net
utility of consumer, Vi, is of a von Neuman-Morgenstern type represented as Vi=Ui-Pi where, Ui
is the utility derived from product i and Pi is the retail price.

1.1.2. A Formulation of Profit
Some variables are:
11, m: profit functions of manufacturer and retailer.
F, f: total fixed costs.
C, ¢: variable costs of manufacturer and retailer per unit.

D(p): consumer demand as a function of retail price. P, (dD/dp) <0
G,g: margins of manufacturer and retailer per unit.

With the proceeding notations and assumptions, manufacturer profits are given by [/=GD-F
and retailer profits by m=gD-f, where the channel margin G+g is linked to retail price p by the
relation p=G +g+C+c.

1.1.8. The Extension Formulations
The proceeding formulation does not recognize that both the manufacturer and the retailer
usually have other control variables besides G and g. Therefore, the author adds a second control
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variable Q for the manufacturer. Consequently, the profit function of the manufacturer becomes /7
=GD-F-Q. The same situation also exists for the retailer who, in addition to deciding which
margin to take, can also decide how much point-of-sale effort to put into the product, for example,
shelf-space. Hence, another control variable s is introduced so that the retailer’s profit function
becomes n=gD-f-s.

The extended formulation is general in that the demand for the product is D(p1,p2,...pn)
where p1 through pn are the prices of competitive products carried by other retailers. This means
that pi=Ri(p) where Ri(p) is the reaction taken by product i. Therefore, the reaction functions well
behaved so that:

qD D Rk oD dR
P P S PP

.1.4. The Game Extensive Formulation
The sequence of moves in the extensive period game is as follows.
Potential entrants in the retail market decide sequentially whether to enter by investing or not.
Each manufacturer offers a wholesale price to reputable retailers.
There exists a matching market where the manufacturers who offer the highest margins.
Those manufacturers who were not matched with a reputable retailer or who did not offer any
wholesale price in step 2 are matched with discounters. These manufacturers offer a wholesale
price to discounters.
5. The retailers decide whether to carry the product and what retail price to charge.
6. Stage 2 through 6 repeated infinite with a new set of manufacturers in each period.
The profit of manufacturer i of quality q (=high, low) is:
max/li= W*—C,
WP — Cq

The single period profit of the retailer j of T (=Reputable, Discounter) that is matched with

product 11is:
maxmw =P — W."

Maximally Separating Equilibrium

Given the above restrictions on consumer behavior the author then shows the proposition
that there exists a unique “maximally” separating equilibrium.
Proposition 1: Assume that there are n3(<nl) reputable retailers, consumers punish dishonest retailers by
boycotting them forever, and consumers buy in each period if and only if the surplus from buying the product
is positive.
Proposition 2: In a maximally separately equilibrium with endogenous sequential entry, as the number of
reputable retailer increases, their profits will increase as long as n3<nl.
Proposition 3: In a maximally separately endogenous sequential entry equilibrium, n8=nl-1 and reputable
retailer earns positive profits while discounters earn zero profits.

it

B Lo =

1.2. The problems For E-Channel Decisions
1.2.1. Joint Ownership

If both channel members agree to cooperate, there will be more total profit to divide between
them. One method for cooperation is to have a centralized decision-maker dictate all channel
decision. The alternative is possible with joint ownership often called vertical integration.
However, in many real situations, there are many problems with vertical integration (Lal and
Sarvary, 1999).

1.2.2. Simple Contracts

Some alternative to vertical integration is a legal contract specifying each channel member’s
decision variables. With vertical integration, this control is relegated to a centralized authority.
Unfortunately, although both channel members might agree to such a contract, each could find
actions which would make them, in the short run, unilaterally more profitable at the other’s
expense. This problem could be mitigated by strict enforcement of the agreement but even with
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enforcement both parties would continue to have an incentive to circumvent the spirit of the
contract.

The manufacturer might want to prevent this problem by contractually requiring the retailer
to buy a fixed number of units at a fixed price. This solution may be more desirable than
contractually specifying each retailer promotional variable because it leaves the retailer the
freedom to optimize shelf-space, product store location, point-of-purchase displays and other
promotional methods over which the retailer has particular expertise.

1.2.3. Implicit Understandings

However, one might ask whether foresighted partners might obtain the benefits of
coordination without having to sign an explicit contract. It is beyond the scope of this paper to go
into the important issues surrounding implicit understandings as just defined. Of course, at this
point in the analysis, it has been assumed a world of certainty where the variables defined are
known. Hence, cheating and the associated contract enforcement problems may disappear. Even
in the real world of uncertainty, enforcement costs may still be reasonable and contracts may be a
suitable mechanism for coordination (Holbrook, 1999).

1.2.4. Profit Sharing
The result of channel coordination can be achieved by a profit sharing mechanism. Suppose
the manufacturer receives fraction k1 of channel profits plus a fixed amount k2 while the retailer
receives fraction 1-k1 (0<k1<1) minus the fixed amount k2 so that manufacturer profits and
retailer profits are given by:
I1=Xk1 [(G+g) DJ-F+ k2
n= (1-k1) [(G+g) DJ-f- k2
We can see that because the profit variables are all linearly related, the conditions for
maximizations are compatible, i.e. all are related to:

dD . .. .
G+g) — +D=0 required for a joint maximum.
8 4P 1 J

1.2.5. Quantity Discounts

Quantity discounts represent a subtle mechanism for achieving profit sharing (Weigel and
Baumann, 1993) (Tsai et al., 2006). When a manufacturer does not offer quantity discounts, the
manufacturer obtains a constant profit of G for each additional unit sold by the retailer. But in
order to sell additional units of product, the retailer must decrease the retailer price, ie. his
margin. Therefore, the retailer can be given a quantity discount by the manufacturer. The retailer
then has the incentive to share additional unit. In fact, the manufacturer has the incentive to share
additional profits until the decrease in price is no longer worth the resulting increased volume. At
this point, the combined channel profits are maximized.

2. CONCLUSION

The paper provides an example of renting another agents reputation to signal product
quality when one does not have any reputation of one’s own. The authors give an equilibrium
foundation for a manufacturer’s choice of retailer. That is, not having any brand reputation. At a
fundamental level of analysis, there may be more than one reason for the coexistence of reputable
retailers and discounters. Heterogeneous consumer preferences for retail service quality may be
one reason why there exist retailers of both types. This phenomenon of signaling quality by
selling through a retailer has common elements with other economic as well as noneconomic
behavior such as celebrity endorsements, political endorsement and letters of recommendation,
and a model similar to the one presented here could be used as a starting point.

Another aspect, this paper demonstrates the fundamental nature of the channel coordination
problem. By deriving the classical result, a lack of coordination will lead to margins which are too
high by global channel standards. The analysis indicates that such limited experimentation can
lead to misleading conclusions because experimentation of this type does not consider channel
coordination. For example, consider typical competition between two retailers. Such competition,

651
© 2014 Conscientia Beam. All Rights Reserved.



International Journal of Management and Sustainability, 2014, 3(11): 648-652

suppose that neither retailer can significantly change his market share because the other retailer
will match his price decreases. Eventually, each retailer might maintain a price above the price
suggested by a retail experiment which does not consider the other retailer’s reactions.

Although the study provides useful insights, its limitations suggest interesting opportunities
for future research. First, the economic analysis in this paper indicates in the long-term
consequence there would be a less profitable retailer despite experimental prediction. Moreover, if
the channel was not coordinated, the experiment would indicate levels for price and non-price
variables that are optimal only in appearance since actions initiating coordination might lead to
even better profits.

The major implication of this paper is the identification of quantity discount schedules and
more generally variable price contracts as coordinating mechanism. Research presented here has
important managerial implications. First, quantity discounts provide an improvement over simple
contracts which include fixed conditions. This added flexibility can allow the individual channel
members to respond to temporary conditions without breaking the contract. Second, quantity
discounts provide a mechanism useful for vertical integration. As the study already noted, a
centralized decision-maker may not possess all the skills and information required to perform all
the channel functions. The centralized decision-maker can provide price schedules rather than
fixed prices to each channel manager. Therefore, the individual manager would retain some
freedom to set his decision while still having the incentive to seek coordination.
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