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Abstract

Almost all research into the operations and behavior of salespeople has focused on sales at the
retail level. But in many supply chains, manufacturers use a sales force to promote sales and improve
coordination with retailers. In this note, we add an important piece to the science of sales operations
by investigating the impact of two primary tasks performed by wholesale-salespersons: (1) enhancing
retail demand, and (2) convincing the retailer to order more stock (i.e., enhancing wholesale demand).
We show how the sales force can play an important role in supply chain coordination, even when
it does not directly promote retail level demand. We also examine the relative effectiveness of
the following compensation schemes in salesperson performance: (1) a salary plan in which the
salesperson’s effort is observable (first-best salary), and (2) a commission plan based on retailer
order quantity. We find that although the commission plan is less efficient than the first-best salary
plan in motivating the salesperson, it is more robust to uncertainty in performance and motivation
parameters. Finally, we compare a wholesale-salesperson with a traditional retail-salesperson and
conclude that although a retail-salesperson is more efficient at increasing supply chain profit than is
a wholesale-salesperson, the wholesale-salesperson raises manufacturer profit more than does a retail-
salesperson (even if both promote the same retail demand). Furthermore, we show that wholesale-
salespersons promote higher wholesale and retail prices than do retail-salespersons.
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1 Introduction

A salesforce represents a major investment for most firms, typically costing from 5 to 40 percent of
sales (Zoltners et al. 2001). The majority of research on salesforce management has focused on retail
salespersons who market directly to customers. In this paper, we study a different kind of salesperson
— a wholesale-salesperson who markets products or services in a business-to-business setting. The sole
responsibility of a retail-salesperson is to promote retail demand (sales). In contrast, a wholesale-
salesperson promotes both wholesale demand by influencing ordering decisions of the downstream firms
(e.g., retailers) and final retail demand by helping to improve sales and marketing practices.

For example, in the automobile industry, manufacturers sell vehicles to dealers who sell them to
customers. Wholesale-salespersons serve as the primary contact between the manufacturer and the
dealers, while retail-salespersons sell cars directly to customers. We performed a six-month field study of
the vehicle salesforce at a major auto manufacturer and observed the activities of wholesale-salespersons.

In addition to a host of specific job activities, we noted that:



e Wholesale-salespersons working for automobile manufacturers play two key roles: (i) promoting
wholesale demand (i.e., convincing dealers to take more cars than they would on their own), and

(ii) promoting demand at the customer level (i.e., helping dealers to enhance their sales),

e Wholesale-salespersons working for the automobile manufacturers are paid on a strict salary ba-
sis, but are evaluated with respect to monthly sales targets. Previously, our client firm offered

commissions to these salesperson but apparently that these were ineffective and discontinued them.

e Retail-salespersons working for the dealer are almost universally paid through compensation

schemes that make heavy use of commissions.

These observations suggested to us that there is something fundamentally different about wholesale-
salespersons and retail-salespersons, which might impact the relative effectiveness of salary and com-
missions as compensation schemes. In this note, we examine this difference by creating a model that
represents the manufacturer, dealer and salesperson as three separate, utility-maximizing parties, and

use it to investigate the following questions:

1. What is the role of a wholesale-salesperson in coordinating a supply chain and how can the

manufacturer motivate the wholesale salesperson to improve supply chain performance?

2. How efficient and robust is a commission plan in cases where the wholesale-salesperson’s task is to
promote retail demand compared with the case where the wholesale salesperson’s task is to push

more inventory downstream (i.e., promoting wholesale demand)?

3. Which type of salesperson has more impact on supply chain performance, a wholesale-salesperson

or a retail-salesperson?

4. Is a commission plan more effective in motivating a retail salesperson or a wholesale-salesperson?
For which of these is the commission plan more robust with respect to uncertainty in the sales-

person’s effectiveness/disutility?

We show that the presence of a wholesale-salesperson can make both the manufacturer and the dealer
better off by either promoting wholesale demand (even if this does not result in stronger retail demand),
or by promoting retail demand, or both. The influence of a wholesale-salesperson on wholesale demand
(i.e., the retailer’s order quantities) raises the possibility that such a salesperson can play a role in
supply chain coordination. It is well known that decentralized supply chains are inefficient due to double-

marginalization. Such inefficiency can be reduced through better coordination of the decisions by various



parties. Considerable research has examined ways to achieve better objective alignment through risk
sharing and demand/supply information sharing (see de Kok and Graves 2003 for a literature review).
Our paper is the first of which we are aware that describes the role of a wholesale-salesperson in supply
chain coordination.

The other contribution of our paper is a comparison of the efficiency and robustness of commission
plans for wholesale- and retail-salespersons. Our results provide evidence that a commission plan is more
efficient in maximizing total supply chain profits when applied to retail-salespersons than when applied
to wholesale-salespersons. While this may seem logical, given that wholesale-salespersons are one level
removed from the customers, it is not obvious. Indeed, our client had to discover this result the hard way
(i.e., by offering commissions and being unsatisfied with the impact they had on wholesale-salesperson

performance).
2 Literature Review

The literature relevant to the role of salespeople in supply chains can be classified into four streams: (1)
supply chain coordination, and (2) agency problem research (in economics, marketing and operations
management), (3) the interface between sales and operations, and (4) vertical control problems.
Extensive research has been devoted to improving supply chain efficiency through coordination
via contracts (see Cachon 2003). For example, in a single manufacturer/single retailer newsvendor
setting, researchers have shown that a number of contract mechanisms, including buybacks, quantity-
flexibility, sales-rebate contracts, and revenue sharing, can coordinate retailer order quantity (e.g., Tsay
et al. 1998). However, for systems in which firms (manufacturer and retailer) have price-setting power,
Cachon (2003) showed that most of these mechanisms distort retailer incentives and fail to coordinate
the supply chain. In the setting of this paper, where both the manufacturer and the retailer have price-
setting power, we show that hiring a wholesale-salesperson can result in supply chain coordination.
Several disciplines, including economics, marketing and management science/operations research,
have studied the agency problem of how to motivate agents with misaligned objectives. Specific re-
search topics have included the impact of moral hazard (e.g., Holmstrom and Milgrom 1987), allocation
of a salesperson’s effort across multiple tasks (e.g., Meyer and Vickers 1997), relative performance eval-
uation and team impact (e.g., Hansen 1997), and reputation in multi-period environment (Lazear and
Moore 1984). In economics, the majority of work on the principal-agent problem has assumed pricing
and production decisions to be exogenous and independent of incentives, which limits applicability in

operations management settings. In marketing, the pioneering work is that of Farley (1964), which



studied the alignment of the objectives of the salesperson and the firm, with the goal of eliminating the
need for costly surveillance and monitoring (see Coughlan 1993, and Misra et al. 2003 for reviews of
the resulting stream of research). Work in the marketing area is (i) primarily aimed at the retail sales
setting, and (ii) focuses on the relationship between the salesforce and the firm, without consideration
of the effect of salespeople in supply chain relationships and market demand.

A limited amount of work has been done on the interface between sales and operations manage-
ment. We found that almost all of this work has been directed at facilitating inventory and production
decisions. Porteus and Whang (1991) explored the tension between manufacturing (focus on efficiency)
and marketing (focus on customer satisfaction), and proposed an incentive structure that optimally
delegates the stocking decision to the marketing manager. They also provided a comprehensive litera-
ture review of early work on the manufacturing/marketing interface. More recently, Chen, considered a
system with a manufacturer and a salesperson (who directly sells products to customers) and proposed
compensation packages that motivate the salesperson’s effort to smooth demand (Chen 2000) and to
disclose market information (Chen 2005) with the goal of assisting production decisions. Our paper
differs from Chen (2000) and Chen (2005) in two regards: (i) our paper addresses a non-retail (supply
chain) setting, and (ii) prices are not exogenously given but are instead decision variables of the firms.

Although in the OM literature supply chain problems are seldom presented in the context of vertical
control theory, the economics and industrial organization literature often use this concept to depict
supply chains (see Tirole 1998). Examples of studies that use vertical control to analyze supply chains
are Bresnahan et al. (1985) on dealers and manufacturer margin, Gallini et al.(1983) on monopo-
listic competition, Greenhut and Ohta (1976,1979) and Schmalensee (1973) on mergers and vertical
integration.

Our model, similar to most supply chain models in the OM literature, can be considered as a version
of a vertical control problem with a third party, i.e., the salesperson. However, what distinguishes our
contribution from the existing literature on vertical control is that we focus on the behavioral dynamics
of the third party. Specifically, we study how different compensation plans motivate the third party and
affect its impacts in coordinating the supply chain. We also study how these plans differ in motivating
the two different types of salespersons, i.e., the wholesale- and the retail-salespersons. To the best of

our knowledge, these issues have not been addressed in the vertical control literature.



3 Model Basics

We consider a single-product supply chain with an upstream manufacturer (e.g., auto maker) and a
downstream retailer (e.g., dealership), in which a salesperson is hired by the manufacturer to increase
the demand either at the customer level or at the retail level. We assume that the manufacturer’s
production capacity and quantity are exogenous long-term decisions. This is reasonable in the auto
industry where these decisions are usually determined in advance of pricing and ordering decisions
because they require considerable capital investment and scheduling commitment.

We model this system as a single-period ordering and pricing problem. Facing a fixed production
level x (with production cost ¢ per unit), the manufacturer chooses wholesale price p,, while the retailer
selects order quantity () and retail price p,.. Both the manufacturer and the retailer seek to maximize
their respective profits. In addition to pricing, the manufacturer can influence the retailer’s decisions
via the wholesale-salesperson’s selling effort e(> 0). It induces this effort by paying the wholesale-
salesperson a commission rate of a(> 0) and a fixed amount S. At the end of the period, left over
inventory incurs a unit holding cost h,, for the manufacturer and h, for the retailer. To be complete,
we assume unmet dealer orders cost the manufacturer s,, per unit and unmet market demand costs the
retailer s, per unit.

We assume the following sequence of events: (1) the manufacturer determines its production level
x, which is known by the salesperson, the wholesale price p,,, and the commission plan parameters (a
commission rate o and a fixed amount S), (2) the salesperson decides whether to accept the compen-
sation package offered by the manufacturer, and if so, chooses her effort level e, (3) the retailer decides
whether to accept the supply chain contract, and if so, orders quantity () and then sets retail price p,,
and finally (4) market demand is realized and customers make purchases based on retail price.

We model demand D(p,) as a linear function of the retail price:

D(pr) = a —bp, (1)

where a is the base demand and b is the demand elasticity (a,b > 0). Following the work of Corbett and
Karmarkar (2001) and Weng (1995), we assume deterministic linear demand. Although this demand
function is simple, it captures the essential dynamics of pricing and market demand. We also assume
a symmetric information environment in which the cost parameters, profit and utility functions are
known to all parties in the supply chain. However, since exact values of the salesperson’s effectiveness

and disutility parameters would be difficult to obtain in practice, we also conduct a series of numerical



analysis that examine the robustness of different compensation plans with respect to errors in these

estimates.

3.1 Objectives of Individual Parties

3.1.1 Manufacturer’s Problem

Given a fixed production level x, the manufacturer sets the wholesale price p,, and compensation
payment W based on the commission plan parameters (the commission rate a and the fixed amount 5)
in order to maximize its profit. We define IL,(py, v, S) to be the manufacturer’s profit, which can be

expressed as:
Hw(pw,a,S) = Py min{Q(pw,e),a?}—cx—hw[x—Q(pw,e)ﬁ _Sw[Q(pw7e) _‘T]+ _W(CV,S, 6)7 (2)

where Q(py,e) is the retailer order quantity when the wholesale price is p,,, the salesperson spends
effort e on her task and W (a, S, e) is the compensation paid to the salesperson based on a fixed amount
S and at a commission rate « for an effort level e devoted to the task of demand promotion or inventory
allocation.

We assume that the production level x is greater than the retailer’s optimal order quantity without a
salesperson Q,s. In other words, the manufacturer will hire a salesperson to perform demand promotion
activities only when its production level is sufficient to more than meet the retailer’s order in the absence

of a salesperson.
3.1.2 Salesperson’s Problem

The salesperson, who is aware of the manufacturer’s production level z, wholesale (p,,) and compensation
decisions, exerts effort e on her selling task. This results in a retailer order of size Q(pw,e) < z.! We

model the salesperson as a risk neutral agent who seeks to maximize utility, given by
Ue) = C1W(a, S, e) — C3V (e),

where W (a, S, e) is the compensation that results from commission rate «, fixed amount S, and effort
level e; V' (e) is the disutility of exerting effort e; Cy is the utility per commission dollar earned, and Cy
is the coefficient of disutility (C1,C2 > 0). For simplicity, we normalize utility units so that C; = 1 and
Cy = C. To represent V(e) as convex and increasing in effort (see Baker 1992), we assume throughout

that V(e) = €2 (see Kalra et al. 2003). Finally, we define the salesperson’s individual rationality (IR)

Note that it does not make sense for the manufacturer to set wholesale price, or for the salesperson to exert effort,
such that the resulting order quantity is greater than z, the manufacturer’s production level.



constraint as U*(e) > Upin, where Uy is the minimum utility needed to retain the salesperson. In
practice, this retention utility, U, can be interpreted as the utility of the salesperson’s best outside

option.
3.1.3 Retailer’s Problem

In response to the manufacturer’s pricing decision and the salesperson’s selling effort, the retailer deter-
mines his order quantity ¢ and retail price p, to maximize profit. The retailer’s problem is a price-setting
problem (Petruzzi and Dada, 1999).

We define II,(p,, Q) to be the retailer’s profit, which can be written as:

IL(p,,Q) = p,min{D(p,),Qp,,e)} —p,Q®,.€) —h.[Qp,,e) —D(p )" —s.[D(p)—Qp, )"

Equation (3) is general; however, it can be easily shown that the optimal order quantity for the

retailer is an inventory clearing quantity, i.e., @* = D(p,). Therefore, Equation (3) reduces to:

I, (p,) =1,(p,,Q") = (p,—p,)Q"

Moreover, since @ < x and Q* = D(p,), the manufacturer’s profit (Equation (2)) reduces to

1n,(p,,oS) =p,Qp,,e) —cx—h, (x - Q(p,, e)) — W(a, S,e)

The retailer’s individual rationality (IR) constraint to participate in the contract is IL:(py, Q) > Rmin,
where R, > 0 is the minimum acceptable profit for the retailer. We assume that this minimum
acceptable profit is less than or equal to the total supply chain profit in a centralized supply chain
(Rmin < H?otal,ct)‘

Total supply chain profit is the sum of the monetary income of the manufacturer, the retailer and

the salesperson:

Htotal(pvaTv «, 57 Q: 6) = Hw(pw> «, S) + Hr(p'ra Q) + W(Oé, S? 6)
3.2 Compensation Plans

Compensation is one of the most important means for motivating salespeople. Hence, the structure of
the compensation plan is an important decision for the manufacturer. In this section, we examine the
effectiveness of a linear commission plan for a supply chain with a wholesale-salesperson.

To be viable, a compensation must be feasible according to the following definition.



Definition 1: In a supply chain with a salesperson, a compensation plan is feasible if there exists
a solution such that, under the production level and parameter settings, (i) the salesperson minimum

utility is met (i.e., U*(€) > Upmin), and (ii) the retailer minimum profit is met (i.e., I (pr, €) > Rpmin).

Note that the existence of a feasible plan does not mean that the manufacturer can always increase
his/her profit if it hires a salesperson. In On-Line Appendix B, we show that there exists a threshold
on the salesperson’s minimum utility above which it is not beneficial for the manufacturer to hire a

salesperson.
3.2.1 First-Best Salary Plan

We first establish a benchmark case in which effort is assumed to be observable and contractible. Under
this plan: (i) the manufacturer informs the salesperson about his production level z, (ii) the manufac-
turer specifies the salesperson’s effort level e and offers a fixed salary W (a, S,e) = W(e) as compensa-
tion, (iii) the salesperson compares the compensation with her minimum utility, and accepts the contract
(plan) if U(e) > Upmin. Because it assumes effort is completely observable and minimum salesperson
utility is known, this compensation plan gives the manufacturer complete control over the salesperson’s
effort. It is, by definition, the most effective feasible plan from the manufacturer’s perspective. Hence,
this benchmark case is also the first-best solution to the principal-agent (manufacturer-salesperson)
problem, which we label the first-best salary plan.

Note that the first-best salary plan is in fact an effort-contingent plan that can be implemented
only when the salesperson’s effort is observable/contractable. Since the manufacturer can contract and
observe the salesperson’s effort, it is easy to show that regardless of whether the salesperson spends
her effort on retail demand promotion or on wholesale demand promotion, the salesperson’s utility is
always at her minimum retaining level under the first-best salary plan.

In practice, the performance of a first-best salary plan can be achieved when (i) the manufacturer
and the salesperson are the same person, (ii) the manufacturer can price the business relationship as
a project and sell it to the salesperson, or (iii) salary and sales (and hence effort) expectation are
well-defined with clear consequences (e.g., ex-post penalties are charged). Our client’s policy of paying
wholesale-salespersons a fixed salary and holding them to sales volume targets resembles the first-best

salary plan, but only approximately, since neither effort nor minimum salesperson utility are observable.
3.2.2 Quantity Based Commission Plan

Because effort is not usually observable or contractible, firms often use commission plans based on
observable sales quantities. To allow us to evaluate such plans, we assume: (i) the manufacturer

informs the salesperson about his production level z, (ii) the manufacturer tells the salesperson that



her salary is a commission plan in which she receives a fixed amount S and « for each unit ordered by
the retailer, i.e., W(a, S,e) = S + aQ(pw, ), (iii) the salesperson either accepts the contract or rejects
it, depending on the amount of effort she plans to spend. With these, we can state the salesperson

optimization problem as :

max Ule) = (S+aQpu,e) = C e

3.3 Effect of Salesperson’s Effort

We model the effect of retail demand promotion by the salesperson via an increase in the base demand

parameter a, which is a linear function of the salesperson’s effort.
a=ao(l+ Ane) (4)

Hence, ag is the base demand without salesperson’s promotional effort, e is the amount of salesperson’s
demand promotion effort, and \,,(> 0) is the salesperson’s effectiveness at demand promotion.

We represent the additional units ordered due to the salesperson’s effort on wholesale demand pro-
motion (i.e., increasing the retailer’s order size) as A(e). Hence, if the retailer’s optimal order quantity
without a salesperson is Qps, the actual order quantity he will place is Q = Qns + A(e).

Similar to the sales-response formulation in Lucas et al. (1975), and Kalra et al. (2003), we model

the additional order quantity as a linear function of salesperson effort:
Ale) = \e

where \;(> 0) parameterizes the salesperson’s effectiveness in convincing the retailer to increase his
order size. In practice, \; is positively correlated with how convincing and skillful the salesperson is,
and also depends on the level of confidence and trust the retailer has towards the salesperson.

Beyond increasing the retailer order quantity, the effort of the salesperson will have two other
impacts: (i) the retailer will adjust the retail price, and (i) the manufacturer will adjust the wholesale
price.

For the remainder of the paper, we label the supply chain with a salesperson who devotes her effort
to retail demand promotion as the “demand promotion model” and the case where she focuses on
promoting wholesale demand (which results in moving more inventory downstream) as the “inventory

allocation model.”

4 Role of the Salesperson in Supply Chain Coordination

We can now examine the impact of the wholesale-salesperson on the performance of the supply chain in

both the demand promotion and the inventory allocation models, and under both the first-best salary



plan and the linear commission plan.
4.1 Inventory Allocation Model

In this section we focus on supply chains in which the role of the salesperson is to promote wholesale
demand. To promote wholesale demand (i.e., convince retailers to order more vehicles than they would
on their own), we observed that salespersons made use of two basic types of policies: information and
incentives. Information policies consisted of providing dealers with information that might convince
them to order more vehicles. This included demand forecasts carried out by the manufacturer, sales
figures for dealers of other brands in the region, and price elasticity data to help dealers project profits
from various price points. Incentive policies consisted of rewards for meeting sales targets. These
included plaques, trips, prizes and other considerations from the manufacturer at the end of the year.
While it is obvious why a manufacturer who has excess inventory would want the retailer to order

more, it is not so clear that elevating retailer order quantities will benefit the retailer or the supply
chain as a whole. In this section, we evaluate the impact of a salesperson whose sole role is to encourage
the retailer to order more inventory.
Theorem 1 In the inventory allocation model under either a feasible first-best salary plan or a feasible
commission plan, if it is beneficial for the manufacturer to hire a salesperson, then

(i) the resulting optimal retailer profit can be greater than that in a supply chain without a salesperson.

(7i) the resulting total supply chain profit is at least as large as that in a supply chain without a
salesperson,

The above result offers an interesting link between the behavioral dynamics of organizational rela-
tionships and the analytic dynamics of supply chains. By building a relationship of trust with a retailer,
a manufacturer’s sales representative can persuade the retailer to give up his myopic optimum in favor of
an ordering policy that is more attractive to the manufacturer. But, because of double marginalization
in the decentralized supply chain, the new solution (i.e., higher volume, lower retail price) turns out
to be more profitable for both the retailer and the manufacturer. The additional profit also covers the

compensation of the salesperson.

From the perspective of supply chain coordination, the wholesale-salesperson acts like a quantity
discount contract to coordinate the supply chain. But, since a salesperson can devote different levels of
effort to different retailers, she is analogous to a customized system of quantity discounts, which offers

different discounts to different retailers. Such differentiation can clearly improve performance. However,
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since the Robinson-Patman Act prohibits preferential pricing?, such differentiation between retailers is
not possible via contracts. Hence, wholesale-salespersons may be preferable to contracts as supply chain

coordination mechanisms in some settings.
4.2 Demand Promotion Model

In this section we focus on supply chains in which the role of the salesperson is to promote retail de-
mand (i.e., demand at the customer level). In out field study we observed that, wholesale-salespersons
practiced a variety of techniques (which varied among individuals) to help dealers promote retail de-
mand. Some of them emphasized improving the sales techniques (e.g., learning the best selling points
of each vehicle, comparing vehicles with competitors from other brands, matching option packages to
specific customers, methods of price negotiation, etc.) of retail-salespersons at the dealership, while
others stressed marketing methods (e.g., local print and electronic advertising, planning of sales events,
layout of marketing materials inside the dealership, etc.) by the dealership itself.
Similar to the case of inventory allocation, we can demonstrate the following theorem.

Theorem 2 In the demand promotion model under either a feasible first-best salary plan or a feasible

commission plan, if it is beneficial for the manufacturer to hire a salesperson, then

(1) the resulting optimal retailer profit is always greater than that in a supply chain without a sales-
person.

(7i) the resulting total supply chain profit is always greater than that in a supply chain without a
salesperson,

5 Effectiveness of the Commission Plan

To deepen our understanding of the salesperson’s role in a supply chain, we explored the relative
effectiveness of the commission plan through a numerical study. We considered 2160 cases for the
demand promotion setting and 2160 cases for the inventory allocation setting generated by considering
a wide range for system parameter values (see On-Line Appendix A for the details of the experimental

design).
5.1 Commission Plan versus First-Best Salary Plan

To gain insight into the efficiency of the commission plan, we compared the performance of the first-best

salary plan with that of the commission plan. We define the inefficiency of the commission (COM) plan

ZNote that the Robinson-Patman act only applies to pricing, not salesperson’s effort. Nothing in the act would prevent
the manufacturer from having the salesperson spend a lot more time (under demand promotion model or inventory
allocation model) at one retailer than at another.
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in motivating the salesperson relative to the first-best salary (FBS) plan as follows:

total total
1_IC’OM — 1_[FB,S’ (5)
Htotal
FBS

Ftotal —

Our numerical study shows that, under the demand promotion model, the average and maximum
inefficiency of the commission plan based on the total supply chain profit (Ttoteb-demand) are —9% and
—14%, respectively. Under the inventory allocation model, the average and maximum inefficiency

(Dtotalinventory) are —4% and —11%, respectively. This leads us to conclude:

Observation 1: The commission plan is less efficient in motivating the wholesale-salesperson in the

demand promotion model than in the inventory allocation model.

It is interesting to see that the inefficiency of the commission plan in the inventory allocation model
is almost half of that in the demand promotion model. The reason is that in the demand promotion
model, the impact of increasing total demand on total supply chain profit is much greater than the
impact of pushing stock downstream in the inventory allocation model. Thus, replacing a commission
plan with the first-best plan will have a more significant impact on the supply chain profit if the

wholesale-salesperson performs demand promotion than if she promotes inventory allocation.
5.2 Sensitivity Analysis

To further examine the practical differences between the first-best salary plan and the commission
plan, we examined the robustness of the compensation plans with respect to (unavoidable) errors in
salesperson parameter estimates. Specifically, we consider cases in which the manufacturer does not
know the actual values of the salesperson’s parameters. Instead, the manufacturer must use estimates
of these parameters. We compared supply chain performance as optimized by the manufacturer for
cases with and without knowledge of the actual values of salesperson parameters in order to evaluate
the sensitivity to manufacturer’s errors in estimating these parameters.

In each case of our numerical study, we computed the optimal decisions for the retailer and the
manufacturer assuming they optimize based on the estimated salesperson parameters. However, the
salesperson optimizes based on her actual parameters. Then, we fed these pricing, ordering and effort
decisions into the supply chain and compared the system performance with the situation where the
retailer and the manufacturer know the actual salesperson parameters. We observed the errors in the
estimates of the salesperson’s responsiveness to a compensation plan (which is represented by the ratio
of the salesperson’s effectiveness and her disutility attitude, i.e., /\g) ranging from —50% to +50% in

increments of 10%. We define the robustness of a compensation plan based on the manufacturer profit
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(pw) and the total supply chain profit (psoq;) as follows:

Hw,estimate - Hw,actual Htotal,estimate - Htotal,actual

Pw = and Ptotal =

Hw,actual Htotal,actual

where Iy estimate (Htotal estimate) is the optimal manufacturer profit (total supply chain profit) achieved
when the manufacturer and the retailer only have an estimate of the salesperson parameters, and
Iy actuat (Mtotal actuar) is the optimal manufacturer profit (total supply chain profit) achieved when the
salesperson parameters are known to all parties.

We found that, in both the demand promotion and the inventory allocation models, the commission
plan is more robust than the first-best salary plan with respect to errors in salesperson parameters.
Specifically, we found that, the average robustness in terms of manufacturer profit and the average
robustness based on total supply chain profit for the first-best salary plan are —112% and —83% under
the inventory allocation model, and —138% and —107% under the demand promotion model. These
numbers are —34% and —29% for the commission plan under the inventory allocation model, and —39%
and —33% for the commission plan under the demand promotion model.

This suggests that the commission plan is more robust than the first-best salary plan to errors in the
estimate of salesperson responsiveness. The reason is that payment to the salesperson is proportional
to the results of her effort as opposed to the effort level itself. Even though the commission rate offered
by the manufacturer may not be optimal, the salesperson still has control over her compensation level
under the commission plan, and hence is motivated to adjust her effort level to maximize her income
according to her actual parameter value. However, the first-best salary plan uses a fixed payment
scheme, which makes it quite rigid. For a specific effort level, if the manufacturer offers too high a
salary, the salesperson will enjoy a large surplus. If the manufacturer offers too low a salary, salesperson
will not be willing to participate in the plan. This makes the first-best salary plan less robust than the

commission plan. Hence, we conclude the following:

Observation 2: In both the demand promotion and the inventory allocation models, the commission
plan is more robust than the first-best salary plan with respect to uncertainty in salesperson effective-

ness/disutility attitude.

Despite the fact that the first-best salary plan has the potential to perform better than the commis-
sion plan, our results suggest that if the manufacturer does not have very good knowledge of salesperson

characteristics, the relative robustness of the commission plan may offset its potential inefficiency.
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6 Wholesale versus Retail Salesperson

A wholesale-salesperson differs from a traditional retail-salesperson by playing an intermediary role in
allocating inventory within a supply chain. Although the wholesale-salesperson is paid by the manu-
facturer, her performance is influenced by the decisions of both the manufacturer and the retailer. In
contrast, a retail-salesperson is paid by the retailer and her performance is only directly influenced by
the retailer. In a vehicle supply chain, a retail-salesperson works for a dealership and sells directly to
customers, while a wholesale-salesperson works for the manufacturer and sells to the dealerships, but
may also help promote retail demand. In this section, we contrast the performance and compensation
effectiveness of a wholesale-salesperson with those of a retail-salesperson.

To examine the performance of a retail-salesperson, we consider a single-product supply chain with
one manufacturer and one retailer, in which the salesperson is hired by the retailer to sell to the
customers. Since inventory allocation is not a role of a retail-salesperson, we focus exclusively on
the demand promotion role of the salesperson in our comparison. We model the retail system as a
single-period ordering and pricing problem with the following sequence of events: (1) the manufacturer
determines the wholesale price, (2) the retailer decides whether to accept the supply chain contract, and
if so, places an order and then sets his retail price, (3) the salesperson decides whether to accept the
compensation package offered by the retailer, and if so, chooses her effort level, and (4) market demand
is realized and customers make purchases based on retail price.

Similar to our models with a wholesale-salesperson, we assume information symmetry for the retail-
salesperson model (i.e., cost parameters, salesperson’s parameters, profit and utility functions are known
to all). We first compare the differences in performance of a retail-salesperson and a wholesale-
salesperson under the first-best salary plan. Then, we extend our comparison to the efficiency and
robustness of the commission plan. We label the environment with a manufacturer, a retailer, and
a retail-salesperson as the retail model (Figure 1.Top); and the environment with a manufacturer, a
wholesale-salesperson and a retailer as the wholesale model (Figure 1.Bottom).

The analysis and characterization of the structure of the optimal pricing and compensation policy
for the retail model under the first-best salary plan and the commission plan are given in On-Line
Appendix C.

For each case in our numerical study, we compared the supply chain performance of a retail model
with that of a wholesale model. We observed that the retail-salesperson generates on average 18%
(maximum of 31%) higher profit for the supply chain than does the wholesale-salesperson under the

first-best salary plan, and these numbers are 21% and 29% under the commission plan. A wholesale-
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Figure 1: Top: Wholesale Model, Bottom: Retail Model.

salesperson is less effective than a retail-salesperson because the impact of the selling effort is hampered
by double marginalization in the decentralized supply chain. The closer the salesperson is to the market
(i.e., the lower she is in the supply chain), the more direct her effect on market demand. The underlying
reason is that a wholesale-salesperson has a stronger influence on wholesale pricing than does a retail-
salesperson. In the wholesale model, the manufacturer tends to set a higher wholesale price in order to
limit the amount of compensation paid to the salesperson. However, in the retail model, the salesperson
is hired and paid by the retailer. Hence, the manufacturer tends to set a lower wholesale price without
concern for sharing the profits with the retail-salesperson. A lower wholesale price stimulates a larger
retailer order quantity and hence increases the overall supply chain profit. Hence, we conclude the

following:

Observation 3: In the demand promotion model, a retail-salesperson is more effective at increasing

supply chain profit than is a wholesale-salesperson.

Comparing systems with a retail-salesperson and a wholesale-salesperson, we also found that, the
retail-salesperson generates on average 26% higher profit for the retailer than does the wholesale-
salesperson under the first-best salary plan. This number is 32% under the commission plan. Hence,
if we were to shift the salesperson in a supply chain from being a wholesale-salesperson to being a

retail-salesperson, the retailer would benefit from the profit increase.

Observation 4: In the demand promotion model, the retailer benefits the most from the retail-salesperson,
while the manufacturer benefits most from a wholesale-salesperson. Furthermore, the retail-salesperson

puts more effort in promoting demand than the wholesale-salesperson.

Note that, in the demand promotion case, both the wholesale-salesperson and retail-salesperson
perform the same task of promoting demand at the retail level, which in turn increases the demand

for the manufacturer’s product. So it is interesting that the manufacturer does not gain much from
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the retail-salesperson. The reason is that the optimal amount of demand promotion is larger when the
salesperson works for the retailer than when she works for the manufacturers.

Furthermore, from Observations 3 and 4, we can see that if the salesperson costs the same, then from
a total supply chain profit perspective, the retail salesperson is the better hire. If the same firm owned
both the manufacturing function and the retail function, they would clearly only use retail salespersons.
But, since they are separate, the manufacturer has incentive to hire a wholesale salesperson.

But suppose that the retailer knew that the manufacturer were going to hire a wholesale salesperson
and proposed that he can be payed by the manufacture with the same salary to hire a retail salesperson.
Since total supply chain profits will be larger (by Observation 3), the retailer can pay the manufacturer
back, so that the manufacturer will make the same profit as he would with a wholesale salesperson, and
the retailer will be better off. That is, there is some reallocation of profits such that both parties prefer
the retail salesperson to the wholesale salesperson. So, in an ideal world we should not see wholesale
salespersons. But in the real world, where we don’t have first best salary plans, where effort is not
contractible, where there is not enough information and enforcement to ensure an equitable split of the
profits, a wholesale salesperson would make sense. Another reason for wholesale salespersons is the
inventory allocation function, and indeed, we have shown that this role can help coordinate the supply
chain (in Section 4.1).

We also observed the following in our numerical study:

Observation 5: In the demand promotion model, both the wholesale-salesperson’s utility and the retail-

salesperson’s utility are always at the retention level.

In the case of a wholesale-salesperson, the manufacturer can always design a commission plan (with
two parameters: commission rate o and fixed amount S, i.e., W = a@Q + S) to drive the salesperson’s
utility to its minimum by setting the commission rate « to be the optimal o under the pure commission
plan (i.e., W = aQ) and setting the fixed amount S (which is negative) to be the difference between
U, and the optimal wholesale-salesperson’s utility under the pure commission plan. In the case of
a retail-salesperson, since the retailer’s action (i.e., setting the commission plan) depends only on the
salesperson’s utility function, under symmetric information, the retailer can easily design the commission
plan such that it drives the retail-salesperson’s utility to its minimum. Note that it is easy (and optimal)
for the manufacturer to design a first-best salary plan that drives wholesale-salesperson’s utility to its
minimum, because effort is contractible under the first-best salary plan.

We also compared the performance of the retail and wholesale models under the first-best plan and

the best commission plan to check the inefficiency of the commission plan in motivating the salesperson
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relative to the first-best plan (results omitted for brevity). We observed that the gap between the
first-best profit and the profit under the best commission plan is similar in the retail model and the
wholesale model. That is, using a commission plan is less effective than the first-best plan in motivating
the retail-salesperson.

In order to compare the robustness of the first-best salary plan and commission plan in wholesale-
and retail-salesperson models, we also conducted a sensitivity analysis for the retail model as we did for
the wholesale model in Section 5.2. Under the commission plan, we found that the average robustness
of manufacturer profit and total supply chain profit over the range of salesperson parameter errors are
—31% and —26%, respectively. In contrast, under the first-best salary plan, the average robustness of
manufacturer profit and total supply chain profit over the range of salesperson parameter errors are
—123% and —105%, respectively.

As in the wholesale model, the commission plan is more robust to changes in salesperson parameters
than is the first-best salary plan in the retail model. In fact, we observed that, the commission plan is
even more robust in the retail model (py retait = —31% and piotal retail = —26%) than in the wholesale

model (P, wholesate = —39% and protal wholesale = —33%). Hence, we conclude the following:

Observation 6: When salesperson effort is devoted to demand promotion, the commission plan is
more robust to uncertainty in the salesperson effectiveness/disutility attitude in a retail model than in

a wholesale model.

The intuition behind this finding is that a wholesale-salesperson has a greater degree of influence over
the wholesale price than does the retail-salesperson. Hence, an inaccurate estimate of the parameters
of a wholesale-salesperson hurts both the effectiveness of compensation plans and the wholesale pricing
decision. Observation 6 suggests that commission plans are more attractive as compensations schemes
for retail-salespersons than for wholesale-salespersons. This general conclusion aligns with experimental
and field research on salesperson compensation showing that salary plans tend to play a more important
role than incentive plans in salesperson compensation when (1) there is a stronger interest in instilling
a long-term orientation in the salesperson, (2) the need for personal selling versus general advertising is
greater, and (3) selling tasks are complex (Smyth 1968, John and Weitz 1989, and Menguc and Barker
2003). These characteristics are more typical of the environment of a wholesale-salesperson than that
of a retail-salesperson.

Finally, we make the following observation about the relative impact of retail- and wholesale-

salespersons on prices:

Observation 7: In general, under both commission and first-best salary plans, the wholesale (/retail)
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price in a supply chain with a wholesale-salesperson is higher than that in a supply chain with a retail-

salesperson.

In our numerical study we observed that, the retail price in the supply chain with wholesale-
salesperson is, on average 31% (maximum of 59%) higher than that in the supply chain with retail-
salesperson under the commission plan. These two numbers are 23% and 83% under the first-best
salary plan. The difference in retail price increases as the demand becomes more sensitive to price (i.e.,
price-elasticity decreases), and salesperson becomes more effective (i.e., C-ratio increases).

In contrast, the wholesale price in the supply chain with wholesale-salesperson is, on average 67%
(maximum of 83%) higher than that in the supply chain with a retail-salesperson under the commission.
These two numbers are 33% and 65% under the first-best salary plan. The difference in wholesale price
increases as price elasticity decreases and the production to base demand ratio (z/ag) is high (i.e.,
manufacturer has more inventory to clear).

The intuition behind Observation 7 is as follows. The manufacturer in the wholesale model tends
to set a higher wholesale price in order to compensate for the amount that the manufacturer pays to
the salesperson. However, in the retail model, the salesperson is hired and paid by the retailer; hence,
the manufacturer tends to set a lower wholesale price without concern for sharing the profit with the
retail-salesperson. The higher wholesale price in the wholesale model also drives the retail price to be
higher than in the retail model. Higher prices are one more reason manufacturers may want to make

use of wholesale-salespersons.

7 Summary

This paper represents a first step in the analysis of the role and effect of a wholesale-salesperson in
increasing the efficiency of supply chains. It compares the impact of a salesperson on supply chain
performance when she is hired by the manufacturer (i.e., a wholesale-salesperson) with that when she
is hired by the retailer (i.e, a retail-salesperson). We show that although a retail-salesperson is more
efficient at increasing supply chain profit than is a wholesale-salesperson, the wholesale-salesperson raises
manufacturer profit more than does a retail-salesperson (even if both promote the same retail demand).
Furthermore, we show that wholesale-salespersons promote higher wholesale and retail prices than do
retail-salespersons. Comparing two compensation plans, we show that although the commission plan
is less efficient than the first-best plan in motivating the salesperson, it is more robust to uncertainty

about salesperson characteristics in both the wholesale model and the retailer model.
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ON-LINE APPENDIX A

A.1. Experimental Design

We considered 2160 cases for the demand promotion setting and 2160 cases for the inventory allocation setting
generated by considering all combinations of the following parameter values:

e Production level ratio x/ag: This ratio compares the production level to the base demand. We considered
values of 0.5, 0.75, 1, 2.5 and 5.0. Note that 0.5 represents cases where the manufacturer is under capacitated
where 5.0 represents the cases where the manufacturer is over capacitated.

e Demand elasticity b: This is a relative measure of the sensitivity of demand to retail price. We considered
values of b = 0.577, 1.000 and 1.732, which correspond to slopes of 30°, 45° and 60°, respectively.

o Manufacturer’s holding cost ratio hy,/c: This ratio characterizes the manufacturer’s holding cost per item
per period relative to the unit production cost. We considered values of 0.15, 0.30 and 0.45 (pointed out
as acceptable range in most Operations Management books).

o Compensation-Price efficiency (\2/bC) ratio (i.e., CP ratio): This ratio, which is shown to play an im-
portant role in our model, corresponds to the impact of a salesperson on the supply chain performance.
For example, in the inventory allocation model, the manufacturer would only hire a salesperson if A\?/bC' is
greater than 1. The numerator of this ratio corresponds to the effectiveness of the salesperson in her tasks
(i.e., demand promotion or inventory allocation), and as it increases, the salesperson can have a higher
impact on system performance. The denominator of the ratio corresponds to salesperson disutility and
demand elasticity which, as they increase, the impact of the salesperson on system performance decreases.
Thus, we change this ratio in our numerical study to generate different scenarios for the impact of the
salesperson on system performance. We considered values for A?/bC ranging from 0.25 to 2 in increments
of about 0.25.

o Minimum retailer profit ratio Ryn /Il s This ratio compares the retailer’s minimum acceptable profit
to his profit in a supply chain without a salesperson. We considered values of 0.5 and 1.0. Note that 1.0
represents the case where the retailer would not participate in a supply chain with a salesperson unless
his profit is at least as high as that in a supply chain without a salesperson. The ratio of 0.5 allows us to
generate more cases in which there exist feasible commission plans.

o Minimum salesperson utility ratio Upin /Il ns: This is the ratio of the salesperson’s retention utility (nor-
malized to dollar units) to the retailer’s profit in a supply chain without a salesperson. We considered
values of 0.05, 0.1, 0.2. A low utility ratio represents cases where the best alternative to working in the
supply chain offers a fairly low utility value to the salesperson (only 5% of II, ,s). A high utility ratio
represents cases where the best alternative to working in the supply chain offers a fairly high utility value
to the salesperson (20% of II, ,.5).

A.2. Wholesale Versus Retail Salesperson

To compare the relative inefficiency and the robustness of a commission plan for a retail-salesperson and a
wholesale-salesperson, we consider a commission scheme for the retail-salesperson in which the salesperson’s
compensation is a linear function of the market demand:

W(a,S,e) =S+ aD(e).

Note that, in the retail model, the commission plan based on market demand is the same as the commission plan
we have been using for the wholesale-salesperson. This is because, in a demand promotion model, the retailer
always prices its products such that there is no leftover inventory (see the On-Line Appendix B). Therefore, a
commission plan based on order quantity in a retail model is the same as a commission plan based on market
demand.

We evaluated the performance of the commission plan under the retail model by first determining the structure
of the optimal policies (see the On-Line Appendix C). Then, we conducted a numerical analysis and compared
the supply chain performance with that of a wholesale model.
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ON-LINE APPENDIX B

Proofs of Analytical Results

Before, we present the proofs of our analytical results, we first introduce the following definitions:

e SC1: A supply chain with a single manufacturer, a single retailer and no salesperson. In this appendix,
we use subscript “ns” to refer to this supply chain.

e SC2: A supply chain with a manufacturer, a salesperson and a retailer.
We also define feasibility of compensation plans as follows:

Feasibility of a Compensation Plan: A compensation plan is feasible if there exists a solution such that,
under the production level and parameter settings, the salesperson minimum utility and the retailer minimum
profit are both met, i.e., the IR constraints of the salesperson and the retailer are satisfied (U*(e) > Ui and
H: (pm 6) Z Hr,min)-

Note that the existence of a feasible plan does not mean that the manufacturer can always increase his/her profit
if it hires a salesperson. In other words, it does not mean that the profit in SC2 is higher than that in SC1.

In this On-Line Appendix, Theorem 1, which includes both the first-best-salary plan and the commission plan is
divided into Theorem la (which corresponds to the results for the first-best-salary plan) and Theorem 1b (which
corresponds to the results for the commission plan). Theorems la and 1b are proven separately in On-Line
Appendix B1. Similarly, Theorem 2 is proven in On-Line Appendix B2.

B.1. Supply Chain without a Salesperson (SC1)

We first consider the case where the objective of the manufacturer and the retailer is to maximize their individual
profits (i.e., decentralized supply chain). We use subscript “ns” to refer to the corresponding single-product
decentralized supply chain without a salesperson.

When the manufacturer has sufficient production capacity (i.e., can support production level x > W), the
optimal strategies for the manufacturer and the retailer in a single period problem without a salesperson are
(Petruzzi and Dada 1999):

* _ a—h,b
Pwns = 2
* _ 3a—hq,b
Prons ( b, 5
* _ * _ A= Py __ athyb
Dns - ns - 2 2_ 4
* _ (a+h.b)
Hw,ns - 81;11 - l’(C + hw)
I _ (athyb)?
rns - 166 5
* o 3(a+h.,b)
total,ns - 16;)” - (E(C + h“’)

We then consider the case where the objective of the manufacturer and the retailer is to maximize the total supply
chain profit (i.e., centralized supply chain). We use subscript “ct” to refer to the corresponding single-product
centralized supply chain without a salesperson. The optimal strategies for the centralized supply chain without a
salesperson are (Petruzzi and Dada 1999):

* _ a—h,b
pct - 2b
* — D* _ a+hu,b
ct - ct T 2 R
* * _ (a+hyb)
Htotal,ct Hct - 4b - l‘(C + hw)

B.2. General Results for the Supply Chain with a Salesperson (SC2)

In this section, we examine the general characteristics of a supply chain with a salesperson, regardless of the type
of salesperson (i.e., demand promotion or inventory allocation) or the structure of the compensation plan (i.e.,
first-best salary plan or commission plan).
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PROPOSITION B1 Regardless of the structure of salesperson’s compensation plan, if in SC2 the corre-

sponding order quantity is greater than or equal to Q). = %h’“b, but is less than or equal to Q, = W,

then such a supply chain with a salesperson generates at least as much total profit as one without a salesperson.

Proof: We first consider a supply chain without a salesperson (i.e., SC1). The total supply chain profit as a
function of order quantity is:

Htotal,scl(Q) = Hw,scl (Q) + Hr,scl(Q)
= pr_cx_hw(m_Q)+prQ_pr
= percx—hw(zfQ).

Since the order quantity is the same as the demand level (i.e., Q@ = D), we can write the retail price as a function

of order quantity: p, = GZQ. The total supply chain profit then becomes:
a—Q
Htotal,scl (Q) - b Q — CI — hw(x — Q)7
iotat,sc1(Q) is concave in @ and is maximized at Q% = %hwb, which is also the optimal order quantity in the

centralized supply chain without a salesperson (i.e., Q% = Q%).

In a decentralized supply chain without a salesperson, since the manufacturer and the retailer maximize their
respective profits, the total supply chain profit is less than that in a centralized system because of double marginal-
ization. The corresponding optimal order quantity is Q. = %hwb < Q7.

Since Iyora1,501(Q) is concave in Q and QF, < QF,, there is always a Q;, such that Htoml,scl(QfLs) = Iyotar,se1 (@)

2 3 3(athyb
and Q% > Q,. Morcover, Q= 3lathub)

s . Therefore, we can conclude that,

Htotal,scl (Q)|Q25§QSQ;§S Z HtOtal,SCl(Q:LS) = :otal,ns (6)

Now we consider the case where the supply chain has a salesperson (i.e., SC2). The total supply chain profit
function for this system is:

Htotal,ch (Q) = Hw,sc2 (Q) + Hr,sc2(Q) + W(Q)
= pr—Cl‘—hw(l‘—Q) _W(Q)+prQ_pr+W(Q)
= pQ—cx—hy(z—Q)
a—@Q

= 5 Q —cx — hy(z —Q),

which follows the same structure as that in the system without a salesperson. In other words, the total supply chain
profit as a function of the order quantity in SC2 is the same as that in SC1 (i.e., I;ota1,5c2(Q) = total,sc1(Q))-
Hence, we can conclude from Equation (6) that in a supply chain with a salesperson, for any order quantity @,
the total supply chain profit has the following characteristics:

Htotal,ch (Q)

_ * _TH
Qr.<0<0x. = Wiotat,se1(Qns) = Wigar s [ ]

To simplify notation, unless needed, we omit (e) from p,,(e), pr-(e), U(e) and W(e); we also omit (p,,e) from
Q(pw, ) and p,(pw, €); and we omit (p,, Q) from II,.(p,, Q).

ON-LINE APPENDIX B-1

Proofs for Inventory Allocation Model

In this On-Line Appendix, we present the proofs of our results for the inventory allocation model. Theorem
1, which includes both the first-best-salary plan and the commission plan is divided into Theorem la (which
corresponds to the results for the first-best-salary plan) and Theorem 1b (which corresponds to the results for
the commission plan). Theorems la and 1b are proven separately. Before we present the proofs of Theorems la
and 1b, we need to present the following results.
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B.3. Inventory Allocation Salesperson Model under the First-Best Salary Plan

In this section we present our analytical results for the inventory allocation salesperson under the first-best salary
plan.

LEMMA B1 In the inventory allocation model, if the first-best salary plan is feasible, the optimal retail price
18:

" a+ pwb —2\e
Pilpure) = SRS 7)

Proof: Given a wholesale price (p,,) and a salesperson effort level (e), the retailer’s optimal order quantity is
the sum of what he would have ordered without a salesperson (@} ,) and the additional items that the salesperson
is able to convince him to order:

1
QR =Qr,+Ae) = i(a — bpy) + Ne.

The retailer profit for any price-setting newsvendor problem is maximized when @Q = D(= a — bp,.). So we have

1
i(a —bpy) + Aie = a — bp,..

Hence, the optimal retail price is

a + pwb — 2\e

Py (Puw,€) = 5

LEMMA B2 In the inventory allocation model, the first-best salary plan is feasible when x > v/ Ry inb.

Proof: Recall that a compensation plan is feasible if both the retailer and the salesperson are willing to
participate in the game. Hence, a compensation plan is feasible when, under production level z, there exists
an effort level e > 0 such that the IR constraints of the salesperson and the retailer are met (i.e., U > Uppin,

Retailer’s IR Constraint: From Lemma B1, we know that given a wholesale price (p,,) and salesperson effort level
(e), the retailer sets the retail price at p%(py,e) = W . Thus, the retailer profit function becomes:
(a — pwb+ 2XMe)(a — pub — 2Ne)

I, = .
4b

Hence, II,. > R,,;n if

a—2y/A2€% + Ryinb u
Pw = b = DPuw>

where p¥ is defined as an upper bound for the wholesale price corresponding to the highest wholesale price the
retailer will accept to stay in the game.

Salesperson’s IR Constraint: In SC2, the manufacturer satisfies the salesperson’s IR constraint.®> Furthermore, we
know that the salesperson’s IR constraint is met at its minimum under the first-best salary plan, i.e., U = Uppin.-

Production Constraint: Note that it does not make sense for the manufacturer to set wholesale price, or for the
salesperson to exert effort, such that the resulting order quantity is greater than x, the manufacturer’s production
level. Hence, this imposes a lower bound p!, on the wholesale price such that Q* < x, where

N a+ 2X\e — 2z
piﬂ = argpw{Q = x} = 72 .

Therefore, the first-best salary plan is only feasible if there exists an effort e > 0 such that p!, < p, < pl.
Comparing equations pY and p!,, we find that

2(x — \/A2€% + Ryinb — Nie)
b

Pl —pl, =

9

3Note that in SC2, we assume that the manufacturer is willing to pay the salesperson as much as necessary to keep
the salesperson in the supply chain. Later we will show whether it is beneficial for the manufacturer to do this.
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. . 27 : . .
and is non-negative when e < %. We define the maximum feasible effort as
.’£2 - lenb
ef = ———
f 2)\1'.%‘ ’

which is non-negative if © > v/ Rpinb (note that R0 > 0 because Ry, > 0 and b > 0 by assumption). Hence,
2 > v/ Rpyinb is a necessary condition for the first-best salary plan to be feasible. W

Condition & > Zymin = vV Rminb implies that there exists a threshold z.,;, on production level z, below which
the retailer’s individual rationality constraint is not satisfied. Furthermore, the threshold x,,;, increases with
retailer’s minimum acceptable profit (R,,;,) and demand elasticity (b). This is intuitive, since as the retailer’s
minimum acceptable profit increases, to have a feasible compensation plan, the minimum production level x,,;,
should also increase to provide enough items that can result in higher profit (than R,,;,) for the retailer. On the
other hand, as demand elasticity b increases, the decrease in price results in a large increase in demand. To take
advantage of the increase in demand, there should be enough items available to the retailer (i.e., X, should
be larger), so he can increase his profit beyond the minimum acceptable. This is the main reason that systems
with higher demand elasticity require higher minimum production threshold () to have a feasible commission
plan.

LEMMA B3 In the inventory allocation model, if the first-best salary plan is feasible, the structure of the
optimal wholesale price under the first-best salary plan is:

When Rpin < M, then

« ) DS :if 0<e<él
Pw = P, cdif el <e<ey
When Rin > M, then
« | g : if 0<e<el
Puw = pY coif el <e<ey
where
o a+2\e—hyb . a4+ 2\e — 2z w  a— 24222+ Ryinb
P =" > Ppy="—F"» Pw =
2b b
2% — Rppinb ;. 4z — (a+ hyd) u 2\/(a + hyb)? — 12Rpinb — (@ + hyb)
e = —— e =— "7 et = )
f 2)\11’ ’ ¢ 2A7 ’ ¢ 6)\1

Proof: The outline of the proof is as follows. (1) We determine the exact value of maximum feasible effort
for e > 0. (2) We study the manufacturer’s problem and define the optimal wholesale price without taking into
account any constraints. (3) We examine the production constraint and the retailer’s IR constraint, and determine
the overall optimal wholesale price structure.

Mazimum feasible effort (ef): Recall that, in the proof of Lemma B2, we defined the maximum feasible effort as

.1‘2 — Rmmb
Cf = ————
f 2)\11’ ’

which is non-negative when x > v/ Ryinb.

Manufacturer’s Problem: Note that it does not make sense for the manufacturer to set wholesale price, or for the
salesperson to exert effort, such that the resulting order quantity is greater than x, the manufacturer’s production
level. So we focus on the case where Q* < x and the manufacturer’s profit is

Hw(pun 6) = puQ" —cr — hw(x - Q*) — Umin — ce®.
Given any effort level e, the manufacturer profit function II,, is maximized at

o a+ 2X\;e — hyb
pw - 2b .
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Note that pg, is the optimal wholesale price without taking into account the production constraint or the retailer’s
IR constraint. To incorporate these, recall from the proof of Lemma B2 that the production constraint imposes a
lower bound on the wholesale price, p,, and the retailer’s IR constraint imposes an upper bound on the wholesale
price, p®. Hence, pl, is the optimal wholesale price in cases where the production constraint is binding, while p¥
is the optimal wholesale price in cases where the retailer’s IR constraint is binding. Let €. be the effort level that
results in p° = pl, and e¥ be the effort level that results in p2 = p¥.

Comparing p° and pl,, we get:
_ —a—2Ne—hyb+4z
pw pu} - 2b 9

and hence

4z — (a + hyb)
l 1
€c = CL?“ge{pr :pw} = 2—>\1w
. l . . . l l .
Since pg, — pi, is decreasing in e, we know that when the effort level e > e, then p% < p.,, meaning that the
production constraint is binding. Moreover, when the effort level e < €., then p2 > pl | meaning that the
production constraint is not binding. Hence, if we neglect the effect of the retailer’s IR constraint, the optimal
wholesale price has the following structure:

. : if 0<e<él
pw_{piu . if elcgegef (8)

On the other hand, since e¥ is the effort level that results in pg, = pi, then by comparing pl with p?, we get

u o a+hyb—2XNe—4y/ 22+ Rpinb
pw - pw = 2b )

and hence

" v o 2v/(a + hyb)2 — 12Rinb — (a + hyb)
€c = Wge{Pw = Pw} = 6, .

Since py, — p?, is decreasing in e, we know that when the effort level e > e, then p¥ < p¢,, meaning that the

retailer’s IR constraint is binding. Moreover, when the effort level e < e¥, then pj > p¢, meaning that the

retailer’s IR constraint is not binding. Hence, if we neglect the effect of the production constraint, the optimal

wholesale price has the following structure:

« | p5 o if 0<e<L el
Pw = Y s if et <e<ey

Comparing the two critical efforts e!, and e%, we find that

_ 62— /(a + hyb)® = 12Rppinb — (a + hyb)

! u
e.,—e ,

c c 3)\1
which is greater than zero if R, > M and smaller than zero if R,,in < M' Hence, we finally
get:
When Rpin < M, then

« _ ) Py : if 0<e<eél
Puw = P, : ifelcgegef
When Rin > M, then
o = ju : if 0<e<el
w Y : if ef <e<ey |

PROPOSITION B2 In the inventory allocation model, if the first-best salary plan is feasible, the optimal
strategy for the manufacturer under the first-best salary plan is:
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(i) If A2 > 2bC and Ry < CHb=3007 e

N . a—+ 2 e —2x N 22 — Rppinb
=p,=— ef=ep= ————
Pw Puw b ’ f 2)\13;
(id) If A2 < 26C and Ry < D=3 07 32 < 90C, and Hp=S0T < R < STl DEIND ey
o _ a+2X e —hyb o oot = Ai(a + hyb)
Puw = Pw = 2 ’ = T @0 — N2
(iii) If N2 < 20C, Rypiy > CHI00 g R, > QLMD BON) 50 32 5 90C and. Ry > (FPuh=30)
then
-2 V A2 2 minb
Pl =pY = a l(z +R , e*:min{max{e“*,e?},ef}
where
o 2y/(a + hyb)2 — 12R,inb — (ag + hyb)
c 6);
and e“* is the root of the following:

(40202 + 16X4C) ¢ + (~4MaC — ANPhLBO) ¢ + (ARl C% + 16RminbN2C) € + (~4RuminbAPhy —
4Rmm)\?a — 4R inbN;aC — 4Rmmb2 hw)\,C) e — 4/\12R2 b+ Rmmehi])\? + Rmm)\?az + QRmi'nb)\?ahw) =0

min
Proof: The outline of the proof is as follows. For every case, we find the optimal effort level that maximizes the
manufacturer profit. Then using Lemma B3, we find the corresponding optimal wholesale price.

To save space, we only present the proof for the first part of case (¢). The proof for cases (i) and (¢i7) are similar
and are therefore omitted.

When )\12 > 2bC' and R,,;, < M, from Lemma 9 we know that the optimal wholesale price has the
following structure:

« ) P : ifOSegelc
pw_{piu : ifeégegef 9)

We will show that when 0 < e < €., the manufacturer’s optimal profit function is increasing in e. While, when
el <e<e t, the manufacturer’s optimal profit function is increasing in e with its maximum at ey. This implies
that when )\f > 2bC' and R,,:n < M, the optimal effort level e* that results in the maximum value
for the manufacturer profit should be within the range of elC < e < ey, which according to Lemma B3 results in
pi, = pl,. Also the corresponding optimal effort level e* = e -

Case (ia): In this case, we have 0 < e < ¢!. From Lemma B3, we know that p}, = p? . The manufacturer profit
function is 1
IL, (py,) = % (4(A? — 2bC)e* + 4)i(a + hyb)e + (a + hwb)2> —2(c+ hw) — Unin,

which is convex in e, since

d2
and is minimized at
o Ai(a + hyb)
e = ———7—— <0,

C2(=A2 +200)

which is outside of the region 0 < e < e.. So, the manufacturer’s profit IL,(pC) is increasing in e in the range of
0<e< elc.

Case (ib): In this case, we have e, < e < ey. From Lemma B3, we know that p}, = p!,. The manufacturer profit
function is

1
L, (p),) = 3 ((a + Ne—2x) — bC’e2> —z(c+ hy) — Unin,
which is concave in e, since
d2
—IL, (py,) = —bC <0
72w (Puw)
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and is maximized at

Comparing e'* and e, we find that

e el = bC(a + hyb) + 22(\? — 2bC)7

2bC'\;

which is greater than zero when z > %. Since A\? > 2bC, we know that % < 0, and hence

e* > el for all z > 0.

Comparing e'* and ey, we find that

I (202 — bC)2? + Rypinb?C
e — 6f = 9
QbeAi
which is greater than zero when R,,;n, > % Since )\2 > 2bC > bC, we know that % < 0, and

we also know that R,,;, > 0 by assumption. Therefore, el* > e ¥ (i.e., e’ is outside of the region el <e<e f)

Thus, we conclude that, the manufacturer’s optimal profit function H (p%) is increasing in e and is therefore
maximized at ey in the range of elc <e<ey.

It is easy to show that the manufacturer profit function is continuous in e within these two regions. Furthermore, at
the critical effort level e, we have I, (p,, el) = IL, (p2, eL). Thus, the manufacturer profit function is continuous
for 0 <e <ey.

We can combine the results in Cases (ia) and (ib), and conclude that the manufacturer’s optimal profit function
is increasing in e within the region 0 < e < ey and is maximized at e;. Since ey is in the region ei <e <ey, from
Lemma 9, we have p¥ = p! . Thus, if there exists a feasible first-best salary plan, then the optimal solution for
the manufacturer is

*

ph =7, e* =ey.
This completes the proof for case (i). W

B.4. Inventory Allocation Model: Comparing SC2 with SC1 Under the First-Best
Salary Plan

In this section, we examine the conditions under which it is more beneficial for the manufacturer to hire a
salesperson than not to hire one, i.e., the manufacturer has greater profit in SC2 than in SC1. The proof of
Proposition 8 is similar to those for the demand promotion model and is therefore omitted.

PROPOSITION B3 In the inventory allocation model under the first-best salary plan, it is beneficial for the
manufacturer to hire the salesperson if Upin < U;1 where

if A?>2bC and Ry, < L&Hhed=50)

l
c . b
Ug =4 ue ©if A2 < 20C and Ry, < (@Hwi=80)T
a w 2 _ 2
or A\? < 2bC and M < Rpin < &« Z?A?bzz(fg)zm‘)
where
1
W = m( 8aN2z® + X202 Rpninb + 8A22* + 206°R2,
—4CP?Rpina® + 20ba* + N22%a® + 2022%ahyb + N2a?h2 b — 8m3bA3hw),
[ /\f (a + hwb)2
U, = = or-
¢ 8b(20C — A\2)
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Proof:  Assuming that the first-best salary plan is feasible, we compare the manufacturer profit in a supply
chain with a salesperson (SC2) with that in a supply chain without a salesperson (SC1). We examine the two
possible optimal solutions (pi, = pl,, e* =e;) and (pi, = p?, e* = ¢) for the manufacturer in SC2.

Case 1: In this case, we consider p} = p!, and e* = e;. By Proposition B2, we know p¥, = pl, and e* = e; when
A2 > 2bC and Rpin < M. Comparing the manufacturer’s optimal profit in SC2 with that in SC1, we
find that IT}, (pl,,es) =11}, ., when Upin = ul, where

. 1

2.3 2.2 2 4 3 52
Ye = m(—%&w + 8X; %% Rpinb + 8X;z* + 2C0°R?,,,,

—4CV? Rppinx? + 20bz* + X22%a® + 20222 ah,b + N2x2h2 b% — 8x3bA§hw).

Moreover, II%, (pl,, ef) —II, .. is decreasing in Upip, and hence, IT;, (pl,, ef) > I3, . when Upyin, < ul..

Case 2: In this case, we consider p}, = pS and e* = e°*. By Proposition 7, we know one of the necessary
conditions for p¥, = p2 and e* = e°* is A? < 2bC. Comparing the manufacturer’s optimal profit in SC2 with that
in SC1, we find that IT}, (pj,, e*) = IT}, ,,; when Upin = ug where

UO _ Af(a + hwb)2
€ 8b(2bC — N2)'

Moreover, I, (p,, e°*) =117, ,,, is non-increasing in Uy (given A7 < 2bC), and hence, 1T, (pg,, e°*) > II7, . when
Umin S Ug-

Remark: We know from Proposition B2 that p}, = pi, and e* = rnin{max{e“‘7 ey ,ef} when A\? < 2bC, Rypin >

. C(a+hyb)?(bC—2)3)
min 4(0\2-260)2
that IS (p,e*) > II7 for some values of U,,;,. However, since e** cannot by expressed in closed form, we

w,ns

cannot specify the maximum allowable U,y in order for ITf (p¥, e*) > II* |

w,ns"

M and R , or )\f > 2bC' and R,in > M. It can be shown numerically

THEOREM 1a In the inventory allocation model under a feasible first-best salary plan, if it is beneficial for
the manufacturer to hire a salesperson, then

(@) the resulting optimal retailer profit can be greater than that in a supply chain without a salesperson, and

(ii) the resulting total supply chain profit is at least as large as than that in a supply chain without a salesperson.

Proof for part (i): We prove this part by showing there is at least one set of feasible input parameters such
that the manufacturer earns a greater profit with an inventory allocation salesperson in the supply chain than
without one (i.e., IT¥, > II* ), and the retailer also earns at least as much profit with such a salesperson as

w,ns
without one (i.e., IT} > IT7 ).
2
Consider the case where (1) Ry = 1T}, = %, (2) BC < A2 < 2bC, and (3) = = Qf, = 2thub,
2
y substitution, we fin a — = w and hence R,,;, < ——%—= holds. erefore, this
By substituti find that (@Hrwb=30)r _ (@Hhubl 54 hence Ry, < @HwI=307 holds. Therefore, th
is Case (ii) in Proposition B2, and hence, the manufacturer’s optimal strategy is e* = e°* = % and
Dy, =Po, = w. The manufacturer profit is at least as large as that without a salesperson (113, > II}, )

if

—Xi(a+ hyb) + /A2 (a + hyb)? + 8bUmin (A2 — 26C)
2(\2 — 2b0) ’

and e®* > e" when )\? < 2bC and U,,;, > 0. Also, since R,,;, = II* we know that II* > II* . must hold. So,

Tns? NS

under the above three conditions, both the retailer and the manufacturer can be at least as well off in a supply
chain with a salesperson as that one without.

e%* > Qh

Proof for part (ii): We examine the three possible optimal wholesale price cases from Proposition B2, i.e.,

e Case 1: p¥, =pl,
o Case 2: pi = p
o Case 3: pi =pl
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The proofs of the second and third cases are similar to that of the first case and are therefore omitted.

Case 1: From Proposition B2, we know that the optimal wholesale price is pf, = p!, when A\? > 2bC and

Royin < M We prove the result for this case by showing that the model meets the conditions in

Proposition Bl including (1) @* > @, = “*=%, and (2) Q* < @}, = W.

Condition 1: We know, by the definition of p! , the resulting ordering quantity equals to the production level,
i.e., Q*(pl,) = =. Since we have assumed that z > Q’,, Q*(p},) > Q:, holds.

ns?
aps « 1 (a+h,b—3z)x
Condition 2: When p;, = p,,, we know that R, < ——4——

M > 0 implies that 0 < z < %hwb. Moreover, the optimal ordering quantity Q*(pl,) = x. Therefore,

Q" (P (=) < Hput < Q7 (= Hepetd),

In summary, Q*, < Q*(pl,) < Q. when the first-best salary plan is feasible. By Proposition B1, we conclude
that Hzotal (plw) > 113, n

total,ns*

. Also, recall that we assumed R,,;, > O.

B.5. Inventory Allocation Model under the Commission Plan

In this section we present our analytical results for the inventory allocation salesperson under the commission
plan.

LEMMA B4 In the inventory allocation model under the commission plan, if there exists a feasible commission
plan, given a wholesale price (py,) and commission plan parameters (« and S), the optimal salesperson effort (e*),
retailer order quantity (Q*) and retail price (p:) are:

* )\1‘0[

¢ (pura) = 2C

N 1 Ma
Q (pwva) - §(a*pu)b+ C )
N 1 Ma
Pipusa) = gp(atpub— o).

Proof: We study the optimal responses of the salesperson and the retailer given a wholesale price p,, and a
commission rate « as follows.

Salesperson’s Problem: Given the wholesale price, p,,, and commission plan parameters, o and S, salesperson’s
utility is:

Ule) = (S +aQ) — Ce? = o920 | (yo o2y g,

2
which is maximized at
. aN
T
Note that Q* = Q,, + \ie, where Q}, = %(a — pwb). Hence, the corresponding order quantity is
N 1 | Ma
Q" (pw, ) = i(a—pwb) + Aet = §<a—pwb+ c )

Retailer’s Problem: Given the wholesale price p,, and a salesperson effort level e, the retailer orders quantity Q™.
The retailer’s profit is

I, = py(a — bp,) — puQ”,

and the optimal retail price is

aC + pubC — Ao
2bC '

Py (Pw, ) = arng{D — Q*} _
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PROPOSITION B4 In the inventory allocation model, if there exists a feasible commission plan, the
manufacturer’s optimal wholesale price under the commission plan is as follows:

. A} (a+hwb)? *
(i) If \2 > bC, Rpmin > 4b(3>\§5-b+0)(>\§’)—bo)f and x > Q7 , then
Dy, = Db cif 0<a<Lay
iy A} (a+hwb)? *
(i) If N2 > bC', Rinin < gaxtcpetist—aey s and @ = Q. then
o [fx >z, then
« | o : if 0<a<al
Pw = Y if et <a<ay
o Ifx <z, then
« | p% : if 0<a<al
Puw = e : ifaigoagaf
(iii) If A2 < bC and © > QF,, then
P :if 0<a<al
P =4 P tdf al<a<ay
De : if af <a<oay
where
1 Ma a—2z Na aC — \/Ma? + 4R, C?b
o _ — hywb b i I [ u o ) min
P = qplehubtabt Too) p =T e B bC ’
M2 (a + hyb) + /A (a + hyb)2 — 4R,,imb(Ch + 3X2) (A7 — bC)
Te = y
2(3X\2 +bC)
0 = @ = Bninb)C (4 —a— hyb)O
= A2z ’ D VI Yo R
( — (@ + hb)(bC + A2) + 2¢/N(a + Trgb)Z — A0Romem (BAZ + DO) (N2 — bC))c
%e = (B2 1 6C) (A2 — bC) '

Proof: The outline of the proof is as follows. We first study the effects of the retailer’s IR constraint and
production constraint on the wholesale price individually. Then, we combine the two effects and determine the
maximum feasible commission rate. Lastly, we determine the optimal wholesale price structure for different
system settings.

2
Retailer’s IR Constraint: We know from Lemma B4 that p*(py, @) = 2 (a + pwb — ATO‘), so the retailer’s profit is

25
I, = prla—"bpy)—pu@”
_(aC = ppbC + A2a)(aC — p,bC — Nav)
B 4bC?2

In order to satisfy the retailer’s IR constraint (I, > R,,.y), the wholesale price should be

12 L AR bC2
pu > JCE VN AR DT

aC — /M2 + 4R, bC?
bC '

bC

aC+4/A} a2 +4Rpinb

c? . . .
We find that when p,, = e, , the corresponding optimal order quantity Q* =
aC+y/A 02 +4Rmin
oC

. . . . . . bC?2 .
which is less than zero for &« > 0. Since Q* is decreasing in p,,, when p,, > , the optimal

—/A2a2+4RminbC24+ A7 a
B 2C

order quantity Q* < < 0. Hence, we focus on the second condition

< aC — \/)\?az 4+ 4R,,inbC?
Pw = bC ,
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and define the upper bound on p,, imposed by the retailer’s IR, constraint as follows:

aC — \/Afa2 + 4R, bC?

Note that pY is an upper bound on the wholesale price corresponding to the highest wholesale price the retailer
will accept to stay in the game. Hence, pj, is the optimal wholesale price when the retailer’s IR constraint is
binding.

Production Constraint: Note that it does not make sense for the manufacturer to set wholesale price, or for the
salesperson to exert effort, such that the resulting order quantity is greater than z, the manufacturer’s production
level. This imposes lower bound p, on the wholesale price such that Q* < z, where

—22C + aC + N«
Note that pl, is the lower bound on the wholesale price corresponding to the lowest wholesale price the manufac-

turer can use to ensure no shortage.

Manufacturer’s Problem: Given the optimal responses of the retailer (Q*) and the salesperson (e*), the manufac-
turer profit is

_ 2 _
IT, = (aC pwaJr);Coz)(pw +hy = @) —xz(c+ hy) — S,

which is concave in p,, and maximized at

1 Mo
Doy = (a—hu,b+bo¢+ ZC)’

2b

for all @ > 0. Note that p?, is the optimal wholesale price without taking into account the production constraint
or the retailer’s IR constraint.

Next we consider the effect of production and retailer’s IR constraints on the wholesale price. Let af be the
commission rate that results in p% = p%. Let ol be the commission rate that results in p% = p!, .

Comparing p, and pl, we find that pd = pj when

( — (a+ hub)(BC + A2) + 2/ N (a + hypb)2 — 4bR i (3X2 + bC) (N2 — bC))c
(3X2 + bC) (A2 — bC) '

a =«

¢ = arga{p?U =p3} =
Since p¥ — p¢, is decreasing in a. So, when o > o, ply < p¢,, which means that the retailer’s IR constraint is

binding; when o < o, pi, > pS,, which means that the retailer’s IR constraint is not binding.

4 2
Note that, when \? > bC, if R > 4b(3i§fbg;“(”fgibc), o does not exist because p¥ < p? for all real values of
a. k2 k2

Hence, if we neglect the effect of the production constraint, the optimal wholesale price has the following structure:

. 2 A (athwb)®
(i) If A7 > bC and Rynp > BEN50) (N2 b0 then

Py = Py : a>0

a: 2 A?(a“!‘hwb)2 2
(i) If A? > bC and Ry < WEA+C) (A2 —50)* OF A? < bC, then

« | pS s f0<a<g oy
Pw = Y o if a>al

Comparing p2, and pl,, we find that p = p!, when

o dr —a — hy,b)C
a:alczarga{pw:pfﬂ}:( )\2be)

32



e When \? > bC, then p2 — p!, is decreasing in a. So, when a > !, p!, > p?, which means that the
production constraint is binding; when a < o, p!, < p?, which implies that the production constraint is
not binding. If we neglect the effect of the retailer’s IR constraint, the optimal wholesale price has the
following structure:

S B : if 0<a< alc
Pw = { s :if a>al

e When \? < bC, then p2 — pl, is increasing in a. So, when a < ol pl, > p2, which means that the
production constraint is binding; when a > o, p!, < p9, which implies that the production constraint is
not binding. If we neglect the effect of the retailer’s IR constraint, the optimal wholesale price has the
following structure:

. | P o if 0<a<al
Pw = { P2, :if a>al

: u l
Comparing af and o,

l QC(Ag(a + hpb) — 22(bC + 302) + /M (a + hob)? — AR minb(A2 — bC)(bC + 3A§))
al —a, = .

e e (N2 —bC)(3X% + bC)

e If \2 > bC, we find that o = o!, when

_ AXa+ hwb) + VA a + hwb)? = 4Rminb(A? — bC)(3X7 4 bC)
- 2(3)\? + b0C) ’

T =x,

and o — ol is decreasing in x. When = > z., then o < al, which implies that the retailer’s IR

= cr

constraint dominates the production constraint; when x < z., then ay > al, which implies that the

ch
production constraint dominates the retailer’s IR constraint. Moreover, z. is decreasing in R,,;,, and
. R _ A (athy,b)? . N 2
is minimized at Ry, = TBEN+0) (X250 and maximized at R, = 0. Moreover, when A; > bC, for
R A (athy,b)?
min = 45(3\245C) (A\2—b0)

e If \2 < bC, then ¥ > ol when z > Q..

then z, > Q7.

Based on the above findings, if we neglect the feasibility requirement, we can summarize the optimal wholesale
price structure as the following:

. A (athwb)? *
(i) If A2 > bC, Ryin > 4b(3A§be)(A$)—bC)v and z > Q) ,, then
P = Pu : a>0
.. A (ad-ho,b)? *
(i) If A2 > bC, Ronin < gttt and @ > Qo then
o If z > x. (which results in o < ol), then
S B O : if 0<a<ay
Pow = pY i a>at
o If z < x. (which results in o > ol), then
N j2 : if 0<a< af:
Py = l . if > ot
P, i a>a
(iii) If A? < bC and = > Q7 then
Pl :if 0<a<al
Pw =14 Po if o <o <oy
D o if a>al
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Mazimum Feasible Commission Rate: We define ay to be the maximum feasible commission rate such that both
the retailer’s IR constraint and the production constraint are met. In the following, we determine the value of
ay and incorporate its effect on the optimal wholesale price structure.

Comparing p and pl, we find that, p* = p!, when

({,C2 — lenb)c

a:afz )\23:
K3

Now, we incorporate the maximum feasible commission rate to the optimal wholesale price structure and conclude
the following:

. Af (athab)? *
(i) If A2 > bC, Ryin > 4b(3A§fb—g)(A§)—bc)7 and x > Q7 then
Dy, = Dy o if 0<a<ay
4 2
(i) If A2 > b0, Ronin < goepntspesid—ioy> and @ > Qp,, then
o If x > ., then
Pt = j : if 0<a<ay
w e o if af <a<Lay
o If v < x, then
| p if 0<a<al
Pow = P, if ol <a<ay
(iii) If A2 < bC and = > Q7 then
P, :if 0<a<adl
=1 . ifal<a<al
pY o if e <a<ay |

LEMMA B5 In the inventory allocation model, the commission plan is feasible if x > Tpmin = vV Rminb.

Proof: The outline of this is proof is as follows. We first determine the feasibility condition on the production
level imposed by the retailer’s IR constraint and the production constraint, and then we determine the feasibility
condition imposed by the salesperson’s IR constraint.

Retailer’s IR Constraint and Production Constraint: Recall from Proposition B4 that, in order to meet both the
2 .
production and the retailer’s IR constraints, ay = (@ = Bminb)C > 0 must hold. So, z > v/ Ryinb is a necessary

Az
condition for a commission plan to be feasible in an inventory allocation model.

Salesperson’s IR Constraint: We claim that, in SC2, the manufacturer can always satisfy the salesperson’s IR
constraint by adjusting the fixed amount S in the commission plan. We examine this claim for the following three
cases:

9 A (athwb)?
LA > 00, Bmin > st oy —sey: 20d 2 Qn,

2 A (a+hy,b)?
2. >\7, > bO7 anin S 4b(3A?+bC)(A?—bC)’ and x Z Q

*
ns

3. A2 <bC and 2 > Q7

A (ad-ho,b)?
4b(3X\2+bC)(AZ-0bC)

We only present the proof for case 1 in which A\? > bC, Rin > and z > @ ,. The proofs for

cases 2 and 3 are similar and are therefore omitted.

Case 1: From Proposition B4, we know that, in this case, p}, = p;,. The corresponding salesperson utility is

a(2y/ A2 + 4R, bC2 + A2Q)
4C

Upy,a,S) = +5,
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and U(py, @, S) > Upin if @ > o where a" is the lower bounds on the commission rate imposed by the
salesperson’s IR constraint. Define Ui, = Upin — S, we have

2\/ 3( — 2Rpinb0? = N200inC 4 2/ B2, PO+ RyninbCON i + NT2,,C?)

g:

3N
To meet the salesperson’s IR constraint (i.e., U(pY,a,S) > Upin) when 0 < o < ay, there should exist a
commission rate « in region 0 < o < ¢ such that a > a". So, it is necessary for a* < ay.

Comparing o* and oy, we find that o < ay if u¥ < Unnin < ul,, where

w (3372 + R'mznb) (x2 - Rminb)c

U1 = 4)\121,2 (2 0)7
and (22 4 3Rpmind) (22 — Rypinb)C
2% 4+ 3Rminb) (2 — Rimin
u = — < .
Ue2 4)\221‘2 (— O)

Therefore, when 0 < o < g, we have U(pl, o, S) > Upin, if ully < Uppin, — S < uly, which can always be satisfied
by adjusting the value of S in the commission plan. So we conclude that the manufacturer can always satisfy the
salesperson’s IR constraint by adjusting the fixed amount S in a commission plan. ll

B.6. Inventory Allocation Model: Comparing SC2 with SC1 Under the Commis-
sion Plan

In this section, we examine the conditions under which it is more beneficial for the manufacturer to hire an
inventory allocation salesperson under a commission plan than not to hire one, i.e., the manufacturer has greater
profit in SC2 than in SC1.

THEOREM 1b In the inventory allocation model under a feasible commission plan, if it is beneficial for the
manufacturer to hire a salesperson, then

(i) the resulting optimal retailer profit can be greater than that in a supply chain without a salesperson, and

(#i) the resulting total supply chain profit is at least as large as than that in a supply chain without a salesperson.

Proof for part (i): We prove this part by showing there is at least one set of feasible input parameters such
that (1) the manufacturer earns a greater profit with an inventory allocation salesperson in the supply chain than
without one (i.e., IT;, > 1T}, , ), and (2) the retailer also earns at least as much profit with such a salesperson as

without one (i.e., ITF > II* ).

Tns

Consider the case where
o )\ >0,
° >,

_ CBAZHbC)(AZ—bC)(13AF+2bCAZ+b2C?) (a+hyb)?
- 2568 (A740bC)2 ’

which guarantees that II¥ > II* _ must hold.

rns

and

L4 Umzn

° Rmzn =1I

*
rns’

So, in the following we will show that under the above conditions, the manufacturer earns a greater profit with
an inventory allocation salesperson in the supply chain than without one.

4 2
Since Ryin = 17,5, Rmin < 4b(3/)\\%$by;1(ﬂ,\bf)—b0) holds. Also, )\f > bC and z > x., so this is Case (ii) in Proposition

B4. By substitution, we find that when R, = IL* o = 0. So, by Proposition B4, the optimal wholesale

rns) “c

price under a feasible commission plan is p;;, = p;, for all 0 < o < ay.
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When p} = pl, the manufacturer profit in SC2 is

(aC + hyybC — N2a — bCa)(AN2a + \/Afa2 + 4bC2 R
2bC2

which is concave in « and is maximized at o** where

oy (pry) =

— Z(hyw +¢) — 2Rppin — S,

2XH (@ + hub) (X +60) :

au* —

*
T,ns)

C(3X2 4+ bC) (A2 — bC)(a + hyb)
ANHAZ +bC) ’

and it is easy to see that a"* < ay. Given Ry =11 we have

& =a" (Rmin =117 ,,,) =

Tns

Also,
g* — C(3A2 +bC) (A2 — bC) (13X} + 2bCA? + b2C?)(a + huyb)? U
N 2568 (A2 4 bC')? e

Now, we need to show that IL, (pj;, &, S*) > I}, . when

® Rpin =117 5, and

o Upnin = C(3/\f+bC)(Af—bg‘gé;:é/(\?\;-fgg;\j+b202)(a+hwb)27 which implies that S* = 0.

. u . (aC + hybC — N2a — bCa)(MN2a + v/ Ala? + 4bC2 Ry (a+ hyb)? .

Hw(pw = P> &, S* = 0) = 2b02 —{E(hw—l-C)—QT 2 Hw)ns,

when ,
a>a= 20(\; —bC)(a + hwb)’
(A2 +bC) (3N — BC)
and it is easy to see that & < ay.
Comparing & with @, we have
- (A2 =b0)*(a+ hyb)C
a—a= > 0.

ANI(3X2 — BC)

Recall that, the manufacturer profit function is concave in «, so we have I, (p}, = pl,a* = &, S* = 0) > 1T

w,ns*
Therefore, under the above conditions, both the retailer and the manufacturer can be at least as well off in a

supply chain with a salesperson as that without one.

Proof for part (ii): We prove this part of the theorem by showing that II ,,, > IIf,,,; ,,, holds for all of the
three possible optimal wholesale price cases from Proposition B4, i.e.,

e Case 1-a: pf, = pl,, when \? > bC;
e Case 1-b: p¥ = pl,, when \? < bC;
o Case 2-a: pf, = p?, when \? > bC;
e Case 2-b: pf = p?, when \? < bC;
e Case 3-a: pi, = p%, when \? > bC;
e Case 3-b: p! = p¥, when \? < bC.
The proofs of all other cases are similar to that of the Case 1-a and are therefore omitted.

Case 1-a: We will show that the model meets the conditions in Proposition Bl including (1) Q* > @}, = b
and (2) Q* < @, = Hepeld,

Condition 1: We know, by the definition of p!,, that the resulting ordering quantity equals to the production
level, i.e., Q*(pl,) = z. Since we have assumed that = > Q%, then Q*(p},) > Qz,.
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Condition 2: By Proposition B4, when A\? > bC and p}, = pl,, Q! < x < x.. Recall that

A2 (a+ hyb) + /A (a + hyb)? — 4Rpinb(3A2 + Cb) (A2 — bO)

. 3(a + huyb)
¢ 2(37\2 +bC)

<Qr =
QTL& 4

when A2 > bC. Moreover, the optimal ordering quantity Q*(pl,) = z. Therefore, Q*(pl,)) = z < x. < Q%,.

In summary, Q*, < Q*(p!,) < Q%, when an inventory allocation salesperson is hired under the commission plan.
By Proposition B1, we conclude that I, (p,) > 1T |

total,ns"

ON-LINE APPENDIX B-2

Proofs for Demand Promotion Model

In this On-Line Appendix, we present the proofs of our results for the demand promotion model. Theorem
2, which includes both the first-best-salary plan and the commission plan is divided into Theorem 2a (which
corresponds to the results for the first-best-salary plan) and Theorem 2b (which corresponds to the results for
the commission plan). Theorems 2a and 2b are proven separately. Before we present the proofs of Theorems 2a
and 2b, we need to present the following results.

B.7. Demand Promotion Salesperson Model Under The First-Best Salary Plan
To simplify notation, unless needed, we omit (e) from py,(e), p,-(e), U(e) and W (e); we omit (p,, e) from Q(py,e€)
and p,(pw, €); and we omit (p, Q) from I, (p, Q).

LEMMA B6 In the demand promotion model under the first-best-salary plan, given a certain wholesale price
Pw and a specified selling effort level e, the optimal retailer order quantity and retail price are:

Q (puye) = DT Ane) Zpub (10)

2
(11)

ap(1 4+ Ape) + pub
2b '

Pr(Puws )

Proof: Given a wholesale price (p,,), the retailer profit for any price-setting problem is maximized when Q = D
(Petruzzi and Dada 1999). The retailer profit is:

1L (pr, Q) = pr(a = bp;) — pw@ = (pr — puw)(a — bpy).
Given a fixed @, the profit function II,.(p,, @) is concave in p, and is maximized at:

* a—+ pwb aO(l + >\m6) + pwb
Pr(puse) = =5 = 2 '

Substituting p; back to II,, it is clear that II, is also concave in () and is maximized at:

. a—pwb  ag(l+ Ane) — pub
R .

LEMMA B7 In the demand promotion model, the first-best salary plan is feasible when x > \/Rpyinb.

Proof: Recall that a compensation plan in SC2 is feasible if both the retailer and the salesperson are willing
to participate in the game. Hence, a compensation plan is feasible when, under production level z, there exists
an effort level e > 0 such that the IR constraints of the salesperson and the retailer are met (i.e., U > Upin,
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IL, > Ryuin). To find the conditions under which these constraints are met, we first examine the strategies of the
manufacturer and the retailer using backward induction.

Retailer’s Problem: From Lemma B6, we know that given a wholesale price (p,,) and salesperson effort level (e),
the retailer orders a quantity of Q*(py,e) and sets the retail price at p}(p., e) as shown in (10) and (11). Thus,
the retailer profit function becomes:

(ap + apAme — pub)?

II, =
4b

Hence, II,. > R, if
A — 2V Rppinb
Do S agAme =+ Cl()b min :pzn (12)
where pl is an upper bound for the wholesale price corresponding to the highest wholesale price the retailer will
accept to stay in the game.

Salesperson’s Problem: In SC2, the manufacturer satisfies the salesperson’s IR constraint.* Furthermore, we
know that the salesperson’s IR constraint is met at its minimum under the first-best salary plan, i.e., U = Uppin.-

Manufacturer’s Problem: Note that it does not make sense for the manufacturer to set wholesale price, or for the
salesperson to exert effort, such that the resulting order quantity is greater than x, the manufacturer’s production
level. Hence, this imposes a lower bound p!, on the wholesale price such that Q* < x, where

ag + agAnme — 2x

piu = argpw{Q* = :c} = 2 . (13)

Therefore, the first-best salary plan is only feasible if there exists an effort e > 0 such that p!, < p, < pl.
Comparing Equations (12) and (13), we find that

U I
Py =Py = )

and is non-negative if * > /R, b (note that R,,;,b > 0 because R,,in > 0 and b > 0 by assumption). Hence,
x> v/ Rpyinb is a necessary condition for the first-best salary plan to be feasible. W

LEMMA B8 In the demand promotion model, if there exists a feasible first-best salary plan, there are two
thresholds, elc and e, on the salesperson’s effort level that determine the structure of the manufacturer’s optimal
wholesale price under the first-best salary plan as follows:

a0(1+)\7ne)_2\/ Rinb

py = ; : if 0<e<el
p;‘U — p;}v _ ao(l-&-)\%@)—hwb . Zf 63 <e< elc
p’lw _ ag(l—&-)\l;ne)—Qx Zf eé S e
where
| _ 4z — (ao + hub) o Wi = (a0 + hub)
© aO)\m ’ ¢ a0>\7n '

Proof: Given a fixed effort level, the manufacturer profit with retailer’s optimal order quantity Q* (Equation
(10)) is:

Hw(pwa e) = pu@" —cr— hw(5C - Q*) — Uniin — Ce?

_ 0,0(1 + )\me) B pwb aO(l + )\me) — pwb

- Umin — 062.
Given any effort level e, the manufacturer profit function II,, is maximized at

ao(1 4 Appe) — hyd
o = . 14
P 5 (14)

4Note that in SC2, we assume that the manufacturer is willing to pay the salesperson as much as necessary to keep the
salesperson in the supply chain. Later in Proposition B7, we show whether it is beneficial for the manufacturer to do this.
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Note that p¢ is the optimal wholesale price without taking into account of the production constraint or the
retailer’s IR constraint. To incorporate these constraints, recall from Lemma B7 that the production constraint
imposes a lower bound on the wholesale price, p!,, and the retailer’s IR constraint imposes an upper bound on
the wholesale price, p%. Hence, p!, is the optimal wholesale price in cases where the production constraint is
binding, while p¥ is the optimal wholesale price in cases where the retailer’s IR constraint is binding. Let ¢! be
the effort level that results in p2 = pl, .

Using Equations (13) and (14), we get:
—ag — agAme — hyb + 4x

!
Doy = P = 5 ,

and hence A ( hob)
xr — (ag +
oL =arg.{pg, =l ) = 00, (15)
ao)\m
Since p¢ — pl, is decreasing in e, we know that when the effort level e > €., then pS < pl , meaning that the
production constraint is binding. Moreover, when the effort level e < €., then p% > pl, meaning that the
production constraint is not binding. Hence, if we neglect the effect of the retailer’s IR constraint, the optimal
wholesale price has the following structure:

g = Bo(l+Ame)=hub : if 0<e<él (16)
w p’lw = 7&0(1—&-)\;”6)—21 : if eé S e.

On the other hand, if e is the effort level that results in p2 = p¥, then by comparing p¥ (Equation (12)) with
pS, (Equation (14)), we get
w o _ ao)\fne + apg — 4\/ Rminb =+ hwb

Pv ™ Puw = 2b
and hence
u u ) 4VRmznb_ a +hwb
€C = G,T'ge{pw = pw} = ao)\( 0 ) (17)

Since py, — pg, is increasing in e, we know that when the effort level e < ef, then p}, < p?, meaning that the
retailer’s IR constraint is binding. Moreover, when the effort level e > e¥, then pl > p¢, meaning that the
retailer’s IR constraint is not binding. Hence, if we neglect the effect of the production constraint, the optimal
wholesale price has the following structure:

p* B pz} — a0(1+>\me)b*2 Roninb . lf 0 S e S ez (18)
v po, = 7‘10(1*%’;)*}1”!’ cif e¥ <e.

Comparing the two critical efforts el, (Equation (15)) and e* (Equation (17)), we find that

4(.T — Rmmb)
ag Am,

—e¥ = ,

og

which is greater than zero for any feasible first-best salary plan (as shown in Lemma 2 that @ > /R, b guarantees
feasibility). Hence, e* < €, for all feasible first-best salary plans, and we can combine Equations (16) and (18) to
get:

p;ul,) — a0(1+)\m€)b*2VRminb . if 0 S e S e'g,
Py =1 po = toltAme)hub if el <e<el
pl, = 7“0(1*‘)‘1:“6)_2”” :if el <e |

PROPOSITION B5 In the demand promotion model, if there exists a feasible first-best salary plan, the
optimal strategy for the manufacturer under the first-best salary plan is as follows:

(i) If a2N2, < 8bC, and z < z., or if a3)\2, > 8bC, then

ag(l 4+ Ape*) — 2z I

. 1 B _apAmT
pw*pw* b ) e =e€ -

2bC
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(i1) If a3N2, < 8bC, x > x, and Ryin < R., then

ap(1+ Ame*) — hyb o g0t = agAm (ag + hqyb)
N ~ 8bC —a3)2,

* _ 0 __

pw_ w 2b 9

(iii) If ag A7,

<8C, x > x. and R,,;n > R, then

* w o ao(l + Ame*) — 2/ Rpnind o — et — ao AV Bminb
b ’ N ’

Puw = Pw = 26C

where
_ 2bC (ap + hwb)

i A(ag + hub)2C2b
©7 T8C — a2,

(8bC —agA2)?

and R, = (19)

Proof: The outline of the proof is as follows. For every case, we find the optimal effort level that maximizes the
manufacturer profit. Then using Lemma B8, we find the corresponding optimal wholesales price.

To save space, we only present the proofs for the first part of case (i) when a2)\2, < 8vC and x < x.. The proof
for the case when a3)\2, > 8bC, and cases (i) and (iii) are similar and are therefore omitted.

When a2)\2, < 86C and z < z., from Lemma B7 we know that the first-best salary plan is feasible only if
T > v/ Ryinb. Hence, for this case where x < x., there exists at least one feasible plan if

_ QbC(ao + hwb)

. 4(ao + hywb)?bC?
80 — a2,

Rmznb Rmzn — Iie
or < (800 — a2z

We now study the behavior of the manufacturer profit function based on effort level e in the following three cases:

(a) 0<e<e!
(b) ef<e<e
(c) el <e

We will show that when 0 < e < el, the manufacturer’s optimal profit function is increasing in e. On the
other hand, when e > €. the manufacturer’s optimal profit function is concave in e with its maximum within
region e > el. This implies that when a3\2, < 8bC and z < z., the optimal effort level e* that results in the
maximum value for the manufacturer profit should be within region e > el, which according to Lemma B8 results
in p%, = p!,. We also drive the corresponding optimal effort level e*.

Case (ia): In this case, we have 0 < e < e¥. From Lemma B8, we conclude that p = p. The manufacturer
profit function is therefore:

1
I, (p%) = g{ (ao(l + Ame) + hwb> Rmmb} — (Upin + 2Rmin + C€®) — z(c + hy),

which is concave in e, since

d2
—1II,(p") = —-2C <0
oo w(Pu) <
and is maximized at
eu* _ aO)\m V Rmznb (20)
N 2bC '

Comparing e** and e¥ from Equation (17), we find that:

weu_ 20C(ag + huyb) + (agA2, — 8bC) v/ Ryinb
€ ¢ = 2a0bC A '

It is easy to show that when R,,;, = R., then we have e** —e¥ = 0, or e** = e?. Moreover, when ag)\fn < 8bC,
then e"* — e¥ is decreasing in R,,;,. Therefore,

o If Ryin < R, we have e** > e¥. In this case, e** corresponding to the maximum of the manufacturer
profit function is outside region 0 < e < e¥. Since the manufacturer profit function is concave, and since
e"* > e¥ then I, (p¥) is increasing in e when 0 < e < e¥.
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o If R,.:n > R., then as discussed above, there exists no feasible plan.

Thus, we conclude that, if there exists a feasible plan, then the manufacturer’s optimal profit function is increasing
in e when 0 <e <el.

Case (ib): In this case, we have e < e < ¢!. From Lemma B8, we conclude that p} = p2. The manufacturer
profit function is therefore:

1
Ma(vl) = o ((ao + hwb)? 4 200 me(ao + hab) + €2(a2X2, — 86C) — 8b(cz + hya + U,m-n)>,

where ) -

da= agA;, — 8bC (21)
d?e 4b ’

When a2)\2, < 8bC, then (21) is non-positive and therefore the manufacturer profit function IT,,(p?) is concave

in e and is maximized at

Iy (py,) =

ox ao)\m(ao + hwb)

86C — a2A2, (22)

Comparing e°* with el (see Equation (15)), it is easy to show that if z < z. (where z, = W > V/Roinb),

then e®* > el. Since the manufacturer’s objective function IL,(p?) is concave in e when e < e < ¢!, and since
e°* > el then I1,,(p) is increasing in e when e¥ < e < €., and its maximum occurs at e’.

Case (ic): In this case we have e > e.. From Lemma B8 we conclude that p?, = p!,. The manufacturer profit
function is therefore:

1
11, (piu) =3 (xao(l + Ame) — bCe? — 202 — xbe — Ummb),

which is concave in e, since
d2
— T, (pl,) = —2C <0

and is maximized at e’*, where

s QOART

23
2bC (23)
Comparing e'* with el (see Equation (15)), we find that
ol 20c(ag + hiwb) + z(adX2, — SbC).
¢ 2a0bC)\m
It is easy to show that when the production level is at a critical level 2 = z., then we have e* — ¢l = 0, or

e!* = el. Moreover, when a2)\2, < 8bC, then e!* — €l is decreasing in x and z. > 0. Therefore, when = < z., we
have e!* > el. The maximum of the manufacturer profit function occurs at e'*, which is within region e > €.

It is also easy to show that the manufacturer profit function is continuous in e within the three regions. Further-
more, at the critical effort level e, we have I, (pY, e%) = IL,(p2, e%). Similarly, at the critical effort level €., we
have IT,,(p!,, el) = 1L, (p2, eL). Thus, the manufacturer profit function is continuous for e > 0.

We can combine the results in Cases (ia), (ib), and (ic) and conclude that the manufacturer’s optimal profit
function is increasing in e when 0 < e < elc and is concave when e > elc with its maximum within that region.
Thus, the optimal effort level e* = e!* that results in the maximum value for the manufacturer profit will satisfy
e* > el. According to Lemma B8, we therefore have p¥, = p! . Thus, if there exists a feasible first-best salary
plan, then the optimal solution for the manufacturer is
. ag + agAme* — 2w G0ART
pw = ) e = . .
b 20C

B.8. Demand Promotion Model: Comparing SC2 with SC1 Under the First-Best
Salary Plan
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In this section, we examine the conditions under which it is more beneficial for the manufacturer to hire a demand
promotion salesperson under the first-best salary plan than not to hire one, i.e., the manufacturer has greater
profit in SC2 than in SC1.

PROPOSITION B6 In the demand promotion model under a feasible first-best salary plan, it is beneficial
for the manufacturer to hire a salesperson (i.e., 1y, > 1Ly, . ) if the salesperson’s minimum utility is less than a
critical threshold U,,1, where

+hwb)2bC+222(8bC—ai )2 )—8bC +hayb .
T (a0 ) 2~ o ) z(a0 ) :if {adA2, <8bC and x < .}
U or {ag2, > 8bC'}
1= o2 (ao+hwb)? .
m ud = % o if {a@A2, <8bC,x >z, and Ryin < R}
. 2 _ N _ 2 i
R SNC B SCb)+C\/R§)gb(8ao+hwb) (a0+hwb)?C if {agA2, <8bC,x >z, and Ryin > R}

(24)

Proof: It is beneficial for the manufacturer to hire a salesperson if the manufacturer profit is greater in a
supply chain with a salesperson (SC2) than that in a supply chain without a salesperson (SC1). Thus, we need
to compare the manufacturer profit in SC2 with that in SC1. We examine the three possible manufacturer’s
optimal strategy in SC2 from Proposition B5. The three cases are:

I*

1. pi, =pl, and e* = ¢
2. p;, =ps and e* = e°*
w*

3. pj,=pe and e* =e

Case 1: In this case, we consider p¥, = p!, and e* = e/*. The manufacturer’s profit in SC2 is

_ —4b2CUin, + 2%(a3 N2, — 8bC) + 4bCx(ag — be)

1L, (5 ) e ,

which is decreasing in U,,;,. Comparing it with the manufacturer’s optimal profit in SC1, we find that
0% (pl,, ) = 0%, ., when Upin = ul where

w,ns

Ul — (ag + huwb)?bC + 222(8bC — a3N2)) — 8bCx(ag + hyb)

© 8v2C

As a result, IT;, (pl,, e"*) > II;, ,

l

when Upin < u,.

S
Case 2: In this case, we consider p}, = p? and e* = e°*. The manufacturer’s profit in SC2 is

I (2, ) — (a2, — 8bC)Upin + C(ag + hwb)? + x(hy + ) (adA2, — 8bC')
wiPw €)= 86C — aZAZ, '

We know from Proposition B5 that when the optimal solution is (p2, €°*), we have a2)\? < 8bC. Hence,
ITf (p2), €°*) is decreasing in Up,i,. Comparing it with the manufacturer’s optimal profit in SC1, we find that
IT (pS,, €°*) = ILy ns when Upip = 62, where

w0 a2X2 (ag + hyb)?
¢ 8b(8bC — a2N2)

As a result, II%, (p2,, e°*) > II*

w,ns

when Upyin < ul.

Case 3: In this case, we consider p}, = pi, and e* = e“*. The manufacturer’s profit in SC2 is

| —AbCUppin + Ronin(a3A2, — 86C) + 40/ Rpinb(ag + huyb) — 46Cx(c + hyy)

H* U u*
w (pw? € ) 4bc ’

which is decreasing in U,,;,. Comparing it with the manufacturer’s optimal profit in SC1, we find that
IT; (p¥, e**) =117, o when Uppn = ul where

w,ns

oy — 2Rmm(a8)\72n — SCb) + C'y/ Rmmb(Sao + hwb) — (a() + hwb)zC

© 8bC

42



As a result, II%, (plt, e**) > II%

u
wons when U,in < u

u.
In summary, IT;, > II7, |, o under the first-best salary plan when Ui, < Uy where

(a0+hwb)2bC+222(8bC—aZ )2 ) —8bCx(ag+h,b)

T _ . _ 0 _
Yo = 2,2 2 8b2C : lfp;ku—pw,e*_e*
_ g (aothwbd) . _ _
Ui u? = gb(SbC—a%A% cifpk =po,e* =e* (25)
2Rmin(a2A2 —8Cb)+Cv/Rminb(8ao+hywb)—(ag+hy,b)2C .
uy = s —m el = - s ifpl =pie* = e

Combining our knowledge of the manufacturer’s optimal strategy under different input parameter settings (in
Proposition B5), we can conclude that the manufacturer profit is higher in SC2 under the first-best salary plan
than in SC1 when U,y,;p < Up1, where Uy is given in (24). |

THEOREM 2a In the demand promotion salesperson model under a feasible first-best salary plan, if it is
beneficial for the manufacturer to hire a salesperson, then

(@) the resulting total supply chain profit is always greater than that in a supply chain without a salesperson,

(i1) the resulting optimal retailer profit is always greater than that in a supply chain without a salesperson.

Proof of Part (i): We prove Part (i) by showing that II} ., > II} when a demand promotion salesperson

total,ns
is hired under the first-best salary plan. From Proposition B5, we know that the manufacturer’s three possible

optimal strategies are:

1. pi, =pl, and e* = e!*

2. pi, =ps and e* = e°*

3. pi, =pu and e* = e"*

Case 1: Here p}, = pl, and e* = e!*. We compare II},, ,(pl}, €/*) with I’ and find that

total,ns

*

(2x(a3Afn — 8bC) + 4bCx(ag + hub) — (ao + hwb)%c)
total (pun € ) total,ns .

4bC
Moreover, we find that
ﬁl’[* (z Iy _ TT* :a(Q))‘rQn_SbC
sz( total (Pur € ) total,ns) b2C )
and
Wotat (Plos €)= Wigpar ns When & =21 or @ =
where

(a0 + hub) (\/8bC(ao/\m + \/8bC))
2(—ag A2, + 8bC)

(a0 + hwb) (\/SbC(aoAm - \/8bC))
2(—a2 A2, + 8bC)

xry =

and To =

e When a2)\2, > 8bC, then I}, ,(pl,, ") — H}otarns is convex in z and 21 < 22 < 0. Hence, we can

conclude that II¢ ., (pl,,e*) > T}, .. if © < z1 or & > z9. Therefore, for x > 0 > x5, we have

H;fkotal (plwv el*) > H:otal,ns When a%)‘gn > SbC

e When a2)\2, < 8bC, then IT}, ,(p,, ™) — I}, ta1 ns 18 concave in z and za < 0 < z;. Hence, we can conclude

that 117, ., (pl,, e!*) > 117, if x5 < z < 1. From Proposition B5, we know that, when ag\2, < 8bC, the

total,ns

manufacturer’s optimal strategy is (pﬁv, el*) only if z < z.. Comparing z. (Equation (19)) with 1, we find
that

ag + hyb

T 8bC — a2A2,

which is greater than zero when a%)\fn < 8bC. Hence, we can conclude that, when a%)\fn < 8bC', we have
z. < x1. Therefore, since z. > 0, then there exists a production level z (where 3 < 0 < x < z, < x1) that
results in the optimal strategy (p,,e'*). Thus, I}, ., (p.,, €*) > I}

total,ns"

T — Tc

(2bC' + V/2bag A, ),
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Case 2: Here p}, = pS, and e* = e”*. We compare II} , ,(p%,, €**) with II} and find that

total,ns

H* (po 60*) _ * — (aO + hw)Q(a(%)‘i@ — 8@%)\%()0) — (Cl() + hw)2a8)‘72n
fotal \w? total,ns 4bC(a2)2, — 8bC)?2 4bC(a2)2, — 8bC)’

From Proposition B5, we know that when (pS,, e°*) is the optimal strategy for the manufacturer, we have 8bC <
agA2,. Thus, we know that IT} . ,(p%, e*) — I} >0, so I, ., (p5,, €°*) > II7,

total,ns total,ns"

Case 3: Here pf, = p¥ and e* = e¢“*. We compare II} , ;(p¥, e"*) with II7 and find that

total,ns

Aag + hwb)C<\/7Rmmb(8bC —a2A2) — 2(ag + hwb)C)
H;ﬁkotal (pgu’ eu*) - :otal,ns = 40C 5

4(ag+hw,b)2C?

which is greater than zero if R,.;, > SbC—air2 )75

From Proposition B5, we know that when (p¥,e"*) is the

22
optimal strategy for the manufacturer, we have R,,;, > R. = %' Thus, 11,4, (P €"%) = Wigp1ns > 0,
07'm ’
or Slmply H:otal (pg;a eu*) > H:otal,ns'
E3

*
In summary, Htotal > Htotal,ns

when a demand promotion salesperson is hired under the first-best salary plan.

Proof of Part (ii): We prove part(ii) by considering the retailer profit under the three possible manufacturer’s
optimal solutions from Proposition B5. The three cases are:

I

1. pi, =pl, and e* = ¢
2. pi =pS and e* = e*
3. py, =Dy and e* = e**

Case 1: Since pf, = p?, and e* = €°*, the retailer’s optimal profit is

2

(ao(l—i-)\me)—i-hwb) (a0 + hub)?
I (52, %) = s = (@t heb) S,
(Do, e”) 166 = s 6b when e > 0

Case 2: Since p}, = pl, and e* = e!*, the retailer’s optimal profit is II*(pl,,e!*) = w—; It is assumed that the

_ (ao+hwb)? (
- 4

production level x > Q7 otherwise, there is no need to hire a salesperson); hence,

C o (ot hub)®

* * x
Hr(piuael ) = ? 16b

Case 3: Since p}, = pi, and e* = e"*, the retailer’s optimal profit is

4(ag + hyb)?bC?
(8bC — a2A2,)2

I} (py,, e*) =

and
I —I* . — (ao + hwb)?ad3 2, (16bC — a2A2))
" e T 16(ag 2, — 8bC)2b '

We know from Proposition B5 that when (p%, e%*) is the manufacturer’s optimal strategy, we have a3\2, < 8bC'.
Hence, 16bC > aZ\2, and I} — 117, . > 0.

rns

In conclusion, IT, > IIy . when a demand promotion salesperson is hired under the first-best salary plan. H

B.9. Demand Promotion Salesperson Model Under the Quantity Based Commission
Plan

To simplify notation, unless needed, we omit (@) from e(a), py (@), pr(a); we omit (e, e, .S) from U(e, o, S) and
W (e, a, S); we omit (py,a) from Q(pu, @) and p,(py, «); and we omit (p,, Q) from I, (p,, Q).
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LEMMA B9 In a demand promotion model, if the commission plan is feasible, the optimal responses of the
retailer and the salesperson under the commission plan given a certain wholesale price p,,, commission rate o,
and fixed amount S, are:

* g A @

e (puw, ) = o

. a2 o+ 4C(ag — puwb

Q@ (pura) = WO Pl (26)
. a2, a0+ 4C(ag + pub

pr(puwsa) = = 8bé - )

Proof: We study the optimal responses of the retailer and the salesperson given a wholesale price, p,,, and
commission plan parameters, « and .S, as follows.

Salesperson’s Problem: Given the wholesale price (p,,) and commission plan parameters (a and S), the salesper-
son’s utility is:

aO(l + )\me) — Pw
2

U=8S+aQ—-Ce®>=a bf0e2+s,

which is maximized at
aagim

4C

*_

Retailer’s Problem: Given a wholesale price p,,, we know that the retailer profit is maximized when Q = D under
any price-setting problem (Petruzzi and Dada 1999). Therefore, the retailer’s profit is:

Hr = (pr _pw)D = (pr _pw)(a - bpr)
First order conditions imply that the optimal retail price is

a + pyb
2

pr(Pw,€) =
Considering the salesperson’s optimal effort e and base demand a = ap(1 + A€), the optimal retail price is:

a2, a +4C(ag + pwb)
8bC ’

Py (Puw, ) =
The corresponding order quantity is therefore:

a2 % o+ 4C(ag — pwb)

S : |

Q*(puna) = D(piaa) =

PROPOSITION B7 In the demand promotion model, if the commission plan is feasible, the manufacturer’s
optimal wholesale price under the commission plan has the following structure:

(i) If a3A2, > 4bC, then

D coif 0<a<al
Puw =14 Pu Coif el <a<a (27)
Pl toif ap<a
(ii) If a\2, < 4bC, then
Pl :dif 0<a<al
Pw =19 Pu coif ap<a<al (28)
pe if el <a
where
00 = 4C (ag — hwb) + a(A2,a3 + 4bC) )= —82C + 4agC + N2 aa?
w e ’ w 40C '
w  4agC + a)r? a2 — 8CV/Rinb
Pu = 4C ’
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and
4C (—ag — hyb + 4x) w  AC(=ag — hyb + 4V Rimin )

I _ _
YT TR 0 Fe = 22, — 4bC

o

Proof:

Manufacturer’s Problem: Given the optimal responses of the retailer (Q*) and the salesperson (e*), the manufac-
turer profit is

(4aoC + a3 2, o — 4pybC) (puw + huw — @)
8C
We find that, given any commission rate a > 0, the manufacturer profit is concave in p,, and is maximized at

4C(ap — hwb) + a(A2,a3 + 4bC)
8bC '

Note that p¢ is the optimal wholesale price without taking into account of the production constraint or the
retailer’s IR constraint. Next we consider the effect of production and retailer’s IR constraints on the wholesale
price.

I, =

—z(c+ hy) — S

o

Py =

(29)

Production Constraint: Note that it does not make sense for the manufacturer to set wholesale price, or for the
salesperson to exert effort, such that the resulting order quantity is greater than x, the manufacturer’s production
level. This imposes lower bound pﬁu on the wholesale price such that Q* < x, where

—82C + 4agC + N2, aa?

pl, = argy., {Q* = x} = 0 (30)
Note that p!, is the lower bound on the wholesale price corresponding to the lowest wholesale price the manufac-

turer can charge to ensure no shortage.

Retailer’s IR Constraint: Based on the argument in Lemma B9, we know that the retailer profit function based
on his and the salesperson’s optimal responses is:

0 (pr, Q% e") = prla—0bp;) —pu@
_ (4a0C + A2, a3 — 4p,,bC)?
B 64bC2
In order to satisfy the retailer’s IR constraint (II, > R, ), the wholesale price should be
4aoC + aX2,a3 + 8Cv/Rypinb 4a0C' + a2 a? — 8CV/Rinb
Dw = or Pw < )
4bC 4bC

2
We find that when p,, = 4a°C+a’\’"%ggC“ ftminb the corresponding optimal order quantity is Q* = —v/Rminb <
0. From Equation (26) we know that Q* is decreasmg in p,. Hence, when the first condition holds (p., >

2
da0Cad, ZE;FSCV minb) “the corresponding optimal order quantity Q* < —v/Rminb < 0. Hence, we focus on the
second condition
_ 4aoC + aX} af — 8CVRminb
Pw < 10 »

and define the upper bound on p,, imposed by the retailer’s IR constraint as follows:

. 4aoC + aX2,a3 — 8C/Rypinb

v 4bC' '

Note that p} is an upper bound on the wholesale price corresponding to the highest wholesale price the retailer

will accept to stay in the game. Hence, pj, is the optimal wholesale price when the retailer’s IR constraint is
binding.

(31)

Let ol be the commission rate that results in p? = p!,. Comparing p?, (Equation (29)) and p!, (Equation (30)),
we find that
o L 162C — 4agC — 4hy,bC + a(—a3 2, + 4bC)

Pw = Pw = e :

and hence

4C(—ag — hyb + 4z
Pw}* (—ao )

I _
e “Tga{p a2X2, — 4bC
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e When a2)\2, > 4bC, then pS —pl, is decreasing in . Hence, we know that when the commission rate a > o,
we have p!, > p2 meaning that the production constraint is binding. Moreover, when the commission rate
a < al, pl, < p°, meaning that the production constraint is not binding.

e When a32)\2 < 4bC, then p2 — pl, is non-decreasing in a. Hence, we know that when the commission
rate a < o, we have p!, > p2, meaning that the production constraint is binding. Moreover, when the
commission rate a > o, we have p!, < p2 meaning that the production constraint is not binding.

Hence, if we neglect the effect of the retailer’s IR constraint, the optimal wholesale price has the following
structure:

(i) If a2X2, > 4bC

o = Do, : if 0§a§alc
w P, : if ol <a
(i1) a3\2, < 4bC
! ; l
« | Do : it 0<a<a,
p“’_{pfu . if al <a (33)

On the other hand, if o is the commission rate that results in p¢ = p¥, then by comparing p¢, (Equation (29))
and p¥ (Equation (31)), we find that

W o 4a0C = 16C/Rominb + 4hyybC + a(aZA2, — 46C)
P = P = 8bC ’

and hence

u __ u _ .o | _ 40(_0’0 - hwb+ 4\/m)

e When ag\2, > 4bC, then p¥ —p%, is increasing in . Hence, we know that when the commission rate o < a¥,
we have pj; < pg, meaning that the retailer’s IR constraint is binding. Moreover, when the commission
rate a > a¥, we have p3, > p?, meaning that the retailer’s IR constraint is not binding.

e When a3)\?, < 4bC, then p¥ — p9 is non-increasing in a. Hence, we know that when the commission
rate a > af, we have ply < p?, meaning that the retailer’s IR constraint is binding. Moreover, when the
commission rate o < af, we have ply > p? , meaning that the retailer’s IR constraint is not binding.

Hence, if we neglect the effect of the production constraint, the optimal wholesale price has the following structure:

(i) If a2A2, > 4bC

p*:{pﬁj o if 0<a<al
w 8, o if o < a
(ii) If ad2, < 4bC
« | po : it 0<a<ay
pw_{pﬁ) o if e <a (35)

Combining the effects of production and the retailer’s IR, constraints on wholesale price (Equations (33) and (35)),
we can conclude that:

(i) If 222, > 4bC

D o if 0<a<Lad

ph = p?u : if a%j <a< alc (36)
Dey o if ol <a

(ii) if a3\2, < 4bC
prj : if 0<a< af:
* o . H l u

Py = DPw . if Q. S « S Q. (37)

pe i o <a
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LEMMA B10 For the demand promotion model, the commission plan is feasible when x > /Ryinb.

Proof: Recall that a compensation plan in SC2 is feasible if both the retailer and the salesperson are willing to
participate in the game. Hence, a compensation plan is feasible when, under production level z, (i) p!, < p,, < p%,
which reflects the retailer’s IR constraint and the production constraint, and (i¢) salesperson’s IR constraint is
met (U > Upin)-

Retailer’s IR Constraint and Production Constraint: Comparing p!, (Equation (30)) and p¥ (Equation (31)), we
find that p! — piu — 22=VEminb) ”I)R"”i"b), which is non-negative if * > /R,,;,b. Hence, z > /R,,;nb is a necessary
condition for a commission plan to be feasible in a demand promotion model.

Salesperson’s IR Constraint: We claim that, in SC2, the manufacturer can always satisfy the salesperson’s IR
constraint by adjusting the fixed amount S in the commission plan. We examine this claim for the following
cases:

o Case 1-a: ag\?, > 4bC and 0 < a < a¥;

e Case 1-b: a2)\2, > 4bC and o < a < al;

e Case 1-c: a2)\2, > 4bC and ol < o

o Case 2-a: a%)\?n <4bC and 0 < a < af:;
e Case 2-b: a2)\2, < 4bC and o, < o < a%;
e Case 2-c: a2)\?, < 4bC and o < a.

We only present the proof for Case 1-a in which a2\2, > 4bC and 0 < a < a®. The proofs for other cases are
similar and are therefore omitted.

Case 1-a: From Proposition B7, we know that, in this case, p}, = p. The corresponding salesperson utility is

8agC + a2 o — 8p* bC
U(pha8) = QWO I g

which is concave in . We define the lower and upper bounds on the commission rate imposed by the salesperson’s
IR constraint (i.e., U > Upnin) to be @ and &, respectively. Define Uy = Upnin — S, we find that U(p¥) > Upin
when a" < a < a%, where

4(20VB R + VAR ynbC? — a2, UinC)

At = 38
a P , (39)
1(20VE Ry - VARmnbC? — 63N, Ui C)
vo= . 39
@ ai)z, (39)
Note that real values of a@* and a* do not exist if Uy > u1, where u; is defined as u; = %, and both a*
0'm

and a" are non-negative if Up,ip < u1.

Given Uy,in < ui, to meet the salesperson’s IR constraint (i.e., U(P%) > Upmin) when 0 < a < o¥, there should
exist a commission rate o in 0 < av < aff such that o < o < a@“. Hence, it is necessary for o* < o, and &* > 0.
Given Equation (38), it is obvious that the second condition is always met (a* > 0). Hence, we focus on the first
condition. Comparing o* with a (Equation (34)), we find that

4(a3AfnC(ao + hwb) = 20V Rminb(ag A2, + 4b0)) 4\/ C(4CbR i — a2X2,Upnin)

R aBA2,(a3AZ, — 4bC) i a2,

Hence, o — a" is decreasing in Up,in. Moreover, we find that a" < a when U, < ug where

C(a%)\?n(ao 4 hpb)? + 645% RninC — Av/BRomim (a0 + hub) (a2, + 4Cb)0)
(a2)2, — 4b0)2 '

Ug =
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Thus, when 0 < a < o, the salesperson’s IR constraint is satisfied if f]mm < wup and Umm < ug, or simply
Umin S min{u17u2}7

which can always be satisfied by adjusting the value of S in the commission plan. So we claim that the manufac-
turer can always satisfy the salesperson’s IR constraint by adjusting the fixed amount S in the commission plan.

B.10. Demand Promotion Model: Comparing SC2 with SC1 Under the Commission
Plan

In this section, we examine the conditions under which it is more beneficial for the manufacturer to hire a demand
promotion salesperson under the commission plan than not to hire one, i.e., the manufacturer has larger profit in
SC2 than in SC1.

THEOREM 2b In the demand promotion model under a feasible commission plan, if it is beneficial for the
manufacturer to hire a salesperson, then

(7) the resulting optimal retailer profit is always greater than that in a supply chain without a salesperson.

(ii) the resulting total supply chain profit is always greater than that in a supply chain without a salesperson,

Proof for part (i): We prove this part of the theorem by showing that, when a demand promotion salesperson
is hired under the commission plan, IT} > II, ,s holds for all of the three possible optimal wholesale price cases
from Proposition B7. We examine the retailer profit under the three possible optimal wholesale prices when
a2)\2, > 4bC in the following. The proofs of the retailer profit under the three possible optimal wholesale prices
when a2, < 4bC' are similar and are therefore omitted.

Case 1: In this case, we consider p}, = p!,, when a2)\2, > 4bC. We find that IT*(p!) = I—bz. It is assumed that

the production level z > Q) = %hb Hence,

Case 2: In this case, we consider p}, = p¥, when a2)\? > 4bC. From Proposition B7, we know that p¥ is the

optimal wholesale price when a3\2, > 4bC only if o < a. As discussed in the Case 1-(ii) of Proposition B8, we

«  _ (aothwb)?

rms = — g Hence,

know that when pj, = pi,, we have o > 0 which implies R, > II
H;(pZJ) = Rimin > H:,nm
and the retailer profit is always greater than his profit without a salesperson when p}, = pi.

Case 3: In this case, we consider pf, = p?, when aZ\2, > 4bC. Comparing the retailer profit when p¥ = p¢ in
242
SC2 with the retailer profit in SC1, we find that TI(p%) = 1& (a0 + hyb + o 22n=2C)?

17, when a2\2, > 4bC.

r,ns

, which is greater than

In summary, II7 > II7 | o when a demand promotion salesperson is hired under the commission plan.

Proof for part (ii): We know that when a demand promotion salesperson is hired under the commission plan,
IT;, > II¥, ., and I > IT% . (see part (i) of this theorem). Since II} , , = II +II* + W and W > 0, we know

w,ns ,ns
that I1} , ; > I} when a demand promotion salesperson is hired under the commission plan. Bl

total,ns
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ON-LINE APPENDIX C

Analytical Solution for Retail-Salesperson Model

C.1. The First-Best Salary Plan

Using backward induction, we determine the optimal strategies of the manufacturer, and the retailer in the retail-
salesperson model under the first-best salary plan. First, we consider the optimal response of the salesperson.

Salesperson’s IR Constraint: We first show that salesperson’s utility is always at her minimum level by using
contradiction. Suppose that, under the first-best salary plan, it is optimal for the retailer to offer a salary (W) and
designate an effort level (e) to the salesperson such that the salesperson’s utility is above her minimum retaining
level (U = W — Ce? > U,in). The corresponding retailer’s profit is therefore II, = (p, — p.,)Q(e) — W. For the
same designated effort level e, retailer’s profit increases as it decreases the salesperson’s salary to W =W -9,
where § = U — Upipn. This means compensation plan (W, e) cannot be optimal, which is a contradiction.

Retailer’s Problem: Given a wholesale price p,,, the retailer’s profit is

Hr(prv a) = (pr - pw) (CLO(1 + /\me) - prb) — Uniin — Ce?.

We first consider the optimal value of retail price assuming a fixed effort level. Under this assumption, the
retailer’s profit is maximized at

. ap(1+ Ame) + pub

Pr = 2 '

Substituting p’ into the retailer’s profit function, we get

(ao + apAme — pub)?

_ o 2
% AU, pinb — 4Ce”b.

Hr(p:a 6) =

Manufacturer’s Problem: We now consider manufacturer’s optimal wholesale price given p! and e. After some
algebra, the manufacturer’s profit becomes

2bC (pw + hw)(—ao + pwb)
My (pw) = a%)\gn—élbg’ —z(c+ hy),

which is concave in p,, and is maximized at p}, = “0_272’“’

Similar to the analysis for the wholesale-salesperson, the retailer’s IR constraint imposes an upper bound on the
wholesale price

dag + \/ (—a2A2, + 4CD) (Cb(ag + hub)? + 16CTUinb?)
Po = 20 :
while the production constraint imposes a lower bound on the wholesale price

1 2apCb+ zadN2, — 42Cb
Pw = 22C ‘

Note that if a3\2, > 4bC, then p¥ does not exist and the retailer’s IR constraint is always met (i.e., IT* > Ry ).
Hence, the manufacturer’s optimal wholesale price is

max pfu,pfd}} o if adA? > 4bC

Pw =
Y mazx min{pfu,p}j,},pﬁﬂ} o if @@A2, < 4bC

C.2. The Quantity Based Commission Plan

We determine the optimal strategies for the manufacturer, retailer and the salesperson using backward induction.
First, we consider the optimal response of the salesperson.
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Salesperson’s Problem: Given a wholesale price p,, and a commission rate «, the retailer’s problem in this model
is the same as a standard price-setting newsvendor problem. Hence, the retailer profit is maximized with no
shortage or leftover inventory Q = D (Petruzzi and Dada 1999). Given a retail price p, and a commission plan
with commission rate « and a fixed amount S, the salesperson’s utility becomes

Ul) = (S+aD)—Ce?
= afag(l+ Ane) —bp,) —Ce* + S

which is concave in e and is maximized at
. aaghn,

2C

Retailer’s Problem: Given a wholesale price p,, and the salesperson’s optimal effort level e*, the retailer profit
becomes

0.(pr,a) = (pr—puw)D
(pr — pw — @)(2a0C + \2,aa3 — 2bp,.C)
20

We first consider the optimal value of retail price assuming a fixed commission rate. In this case, the retailer’s
profit is maximized at

. 2a0C + N\ aad + 2bCp,, + 2bCa
br= 4bC ‘
Substituting p’ into the retailer’s profit function, we get

. 2a9C + A2, aa3 — 2bCp,, — 2bCa
T (prs @) = 160 ’

4’10, (p},)
da?

2C (ap—bpw)

which is convex in « ( 2,42 20C

> 0) and is minimized at i =

Salesperson’s IR Constraint: Given the salesperson’s optimal response of effort level e* and retailer’s optimal
retail price p;, the salesperson’s utility function becomes

ag — bpy — ba)
2

U(er) = 2 £,

which is concave in a. In general, U(e*) > Uy, when

ag — bpy, — \/(a0 - bpw)2 - 8bﬁmm ag — bpy + \/(Clo - bpw)2 - 8b(~]’m'm
2 o= 2% !

where U,nin = Uppin — S.
We define

ag — bpy, — \/(QO - bpw)2 - SbUmzn B ag — bpy, + \/(aO - bpw)2 - 8bUmin
% and a= % .

g =

e For cases where aZ\2, > 2bC, we have a,;, < 0. Hence, II.(p}, ) is increasing in non-negative o and
. -
a* = a.

e Tor cases where a2)\2, < 2bC, we have ,;, > 0. Hence, o* = maxa{HT(pﬁ,g)7Hr(pi7d)}.

Manufacturer’s Problem: We now consider manufacturer’s optimal wholesale price given e*, p}, and o*.

When o* = @, the manufacturer’s profit becomes

1
O, (p) = 0 (aohw(/\?nag + 2bC) — 8xbC(c + hy) + puw(—bpw — hwb + ao)()\fna% + 2bC)

T (P + ) (2,8 — 2C) (a0 — bpu)? — 800min ) — S.
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When o* = a, the manufacturer’s profit becomes

1
Mo(pu) = g (a0hu(XEad +26C) = 826C(c + hu) + pu(=bpy — hub+ o) (A2,af + 26C)

— (pu + hu) (A2 a3 — 2600 (a0 — bpu)? — 80min ) — 5.

For both cases, the corresponding optimal wholesale price cannot be expressed in closed form. Numerically, one
can first examine the shape of the manufacturer’s profit function and then determined the wholesale price p,
that maximizes II,,(p,,) accordingly.

Similar to the analysis for the wholesale-salesperson, the retailer’s IR constraint imposes an upper bound on the
wholesale price p%, while the production constraint imposes a lower bound on the wholesale price p! . Hence, the
manufacturer’s optimal wholesale price is

Dy, = max{min{p&,pi},plw}.

52



