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Abstract: The success of launching new products is the main challenge of companies since it is
one of the key factors of competition. Thus, success in today’s high rival markets depends on the
presentation of new products with new options, which must be compatible with customers’ desires.
This research aims to analyze the psychological effect of the noise of a new product on the total profit
of the chain and the optimal pricing and marketing decisions of the chain’s members. Additionally,
a cooperative (co-op) advertising strategy as a coordination mechanism is considered among the
partners such that it helps them to obtain their target markets. Commonly, under co-op advertising,
the manufacturer pays a percentage of the retailer’s advertising costs. In this chain, the manufacturer
and the retailer agree to share the retailer’s advertising costs. Afterwards, four different relations
between the manufacturer and retailer are studied and analyzed including three non-cooperative
games with symmetrical distribution of market power and one asymmetrical distribution of it. So,
four game models and their closed-form solutions are illustrated with a numerical example. It was
found that the noise effect affects the total profit of the manufacturer and the retailer, as well as the
supply chain by influencing the partners” advertising policies. In other word, increasing the noise
effect of the product indicates to the manufacturer and the retailer to globally and locally advertise
more, respectively. In turn, their profits increase, although also increasing the advertising costs.
Finally, a complete sensitivity analysis is conducted and reported.

Keywords: vertical cooperative advertising; pricing; noise effect; game theory; supply chain

MSC: 2010:90B05

1. Introduction and Literature Review

Nowadays, firms motivate customers’ demand by launching new products consid-
ering the interests of customers. However, the success of presenting new products is a
challenge that companies face. So, they commonly apply marketing tools such as optimal
pricing and advertising strategies as the most efficient marketing policies to attract the mar-
ket demand for the new products. These strategies are employed to model several supply
chain settings in which there exists a considerable amount of research where the pricing
and advertising decisions are jointly considered. To name a few works, Bergen and John [1],
Kim and Staelin [2], Swami and Khainar [3], Karray and Zaccour [4], Yenipazarli [5], and
He et al. [6].

In the literature, there exist several papers that have dealt with how the co-op ad-
vertising strategy affects the optimal decisions of supply chains’ partners. As mentioned
earlier, under the co-op advertising strategy, the manufacturer pays either a portion or
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all of retailer’s advertising costs, where the retailer is responsible for the preparation and
organization of the local advertising following some basic guidelines established by the
manufacturer. It is well-known that the first mathematical model of co-op advertising
was proposed by Berger [7]. He considers a situation in which the manufacturer gives an
advertising payment to its retailer.

Jorgensen and Zaccour [8] considered a differential game model for a two-level supply
chain with cooperation and non-cooperation settings where demand function is influenced
by the retail price and advertising goodwill. Later, Jorgensen et al. [9] also used a demand
function that is affected by the retail price and advertising goodwill to study the leading
role in a supply chain where each member of the chain controls its advertising and margins.
Generally speaking, there exist two types of advertising (i.e., global and local advertising
strategies) in the manufacturer-retailer relationship to stimulate the consumer demand.

One of the most efficient marketing policies applied by the firms is called vertical
cooperative advertising, also known as co-op advertising. Under this strategy, the retailers’
advertising costs are shared with the companies. Indeed, the manufacturer can cooperate
with the local retailers to pay a portion of its retailers” advertising costs in order to decrease
the retailer’s costs and subsequently increase the market share. An online advertising
cooperative is one of this kind of strategy in which the companies gain a full-page ad-
vertisement while these are responsible for half the price. For instance, advertisement of
Zomato (www.zomato.com) on a Facebook page is an application for searching restaurants
on cell phones which is accessible by clicking on a Facebook link and redirecting to Zomato.
Thereupon, with financial support, the retailer could increase its advertising and conse-
quently raise its sales. For the sake of simplicity, in this paper, the term co-op advertising is
used. Some researchers have employed co-op advertising strategy in their research, such
as Yue et al. [10] and Szmerekovsky and Zhang [11] extended the work of Huang et al. [12].

Afterwards, Xie and Neyret [13] and Xie and Wei [14] derived optimal pricing and
co-op advertising strategies for different relations between a manufacturer and a retailer.
Wang et al. [15] and SeyedEsfahani et al. [16] studied co-op advertising for a supply chain
under four decision models to obtain the optimal co-op advertising policies.

Later, Aust and Buscher [17] utilized SeyedEsfahani et al. [16]’s price-sensitive de-
mand function and incorporated pricing policies and co-op advertising in a two-echelon
supply chain. In addition, they studied four strategies using game theory and compared
cooperation and non-cooperation policies. Other recent interesting researches that consid-
ered the co-op advertising strategy are Ahmadi-Javid and Hoseinpour [18], Yang et al. [19],
Yue et al. [20]. Aust and Busher [21,22] and Jergensen and Zaccour [23] provided a com-
plete and comprehensive review on co-op advertising.

Game theory is a useful tool that allows us to model and analyze the interactions
between the members of a supply chain [24-31]. In other word, game theory is an appro-
priate approach to study the behaviors of supply chains’ members against each other’s
reactions. It is evident that all the partners intend to achieve their own desired goals, which
can be vindicated by applying the coordination mechanisms, of which co-op advertising
strategy is one. Indeed, these mechanisms are employed to coordinate the supply chains’
decisions and close them to the optimal ones. As a result, a win—win relationship nearly is
established among the members of the chains.

In this direction, Huang and Li [32] applied game theory to study co-op advertising
policy in a two-echelon supply chain comprised of one manufacturer and one retailer. Their
study concluded that the manufacturer always prefers the Stackelberg game compared
with other games, simultaneously. Later, Xie and Ai [33] extended the models of Huang
and Li [32] and Li et al. [34] to the situation when the manufacturer’s marginal profit is
not large enough. Equivalent approaches with a little change in the demand functions are
presented in the research works of Li et al. [34], Huang et al. [12], Huang and Li [35] and
He et al. [36].

The existing literature shows that the pricing and advertising policies are employed
to coordinate the decisions of the chain’s members in several investigations. However, an
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interesting and also sensible issue, which is not considered by them, is the effect of noise. It
is known that the noise effect is considered for new products, which are launched to the
competitive markets, to analyze the psychological effect of the customers’ satisfaction or
dissatisfaction on the sales. So, this issue is an important factor that influences the sales.
Recently, the noise effect was modeled as a random component in an additive way for
a supply chain to study pricing and inventory decisions under demand uncertainty by
Chen et al. [37]. Additionally, some related research can be found in works [38—47].

In this research, in addition to co-op advertising and price policies, the noise effect
as a psychological impact of the product is considered in the customers” demand func-
tion. Indeed, the noise effect of a product, which shows the end-users” satisfaction or
dissatisfaction measure, is primarily a random element representing the effect of the word
of mouth on the sale of the product. The principal aim of this research is to study the
optimal pricing and advertising decisions of a one-manufacturer—one-retailer supply chain
under different game-theoretic approaches. Here, two different models in terms of de-
mand functions are considered, which are randomly dependent on the noise effect and
also dependent on the price and advertising in the product’s market acceptance. Using
cooperative and non-cooperative game theory, the following four classical scenarios are
considered: (1) Nash game, (2) Manufacturer-Stackelberg game, (3) Retailer-Stackelberg
game, and (4) cooperative game. In both models, the demand is a function of the retailer’s
local advertising, the manufacturer’s national advertising, the price, and the noise effect.

Mainly, the contribution of this paper is threefold. The first one is to introduce two
uncertain pricing and advertising models in order to study the optimal decisions of the
supply chain’s members in the presence of the noise effect in order to maximize the total
profit of the chain. The second one is to study four game-theoretic approaches among the
partners to analyze their behaviors under different market powers and choose the best one.
The third one is to derive the closed-form solutions of the decision variables where the
concavity of the objective functions for both models under different scenarios is evidenced.

The rest of the paper is organized as follows. Section 2 defines the on-hand problem
and notation used. Section 3 develops the optimal policies for four game models consid-
ering two types of demand functions. Section 4 shows the applicability of the proposed
models with a numerical example. Section 5 provides a complete sensitivity analysis.
Finally, Section 6 gives some conclusions and future research directions.

2. Problem Definition

This paper considers a supply chain comprised of one manufacturer and one retailer.
The manufacturer sells his/her new product to the retailer; the retailer vends only the prod-
uct to his/her own customers. In this supply chain, the manufacturer globally advertises
to introduce the new product under its brand name and the retailer locally advertises to
inform and also attract the customers. Here, a co-op advertising strategy as a coordinating
mechanism is established between the manufacturer and the retailer to share the retailer’s
advertising costs. In other words, a portion of the retailer’s advertising cost is supported
by the manufacturer.

It is assumed that the good news from customers, who have bought and used the new
product for the first time, encourages new customers to purchase the product, which is
titled the noise effect. The noise effect represents the psychological effect of the word of
mouth among the customers which results from the measures of the customers’ satisfac-
tion/dissatisfaction. So, the effect of noise is an important and drastic factor in the market
because it makes an uncertainty in demand of each new product in presence of other prod-
ucts. Moreover, four game-theoretic approaches such as Nash, Manufacturer-Stackelberg,
Retailer-Stackelberg, and cooperative games are considered to analyze the optimal pricing
and marketing decisions under different market powers.

The manufacturer decides on the wholesale price, w, the cost of global advertising,
A, and the participation rate, ¢, in local advertising 4; the retailer decides on retail price, p,
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and the cost of the local advertising a. Therefore, the customers” demand with the price,
advertising, and the noise effect considerations in the market is given as follows:

D(p,a, A) = Do.n(x).g(p) -h(a, A) @

where g(p) is the effect of retail price on demand, (a, A) shows the advertising effect on
demand, and n(x) is the noise impact of the market acceptance. In order to model the
problem, the following parameters and variables are defined. Notice that some symbols
are the same as they were used previously in other research works.

The principal objective of this research is to optimize the total profit of the supply
chain under both models with respect to the decision variables. It is important to mention
that Szmerekovsky and Zhang [11] used the following functions g1(p) = p~¢; e > 1
and hy(a, A) = ay — Boa~ 7 A%; where ay, B2, 7,6 > 0. On the other hand, Xie and Wei [14]
considered g»(p) = a1 — B1p ; a1, B1 > 0and ho(a, A) = kyv/a+kavV/A; ki, ko > 0. This
research incorporates the noise effect of a new product into the above-mentioned functions,
which is described as follows:

n(x)=ef; x>0 (2)

3. Modeling

This section develops two models for a two-echelon supply chain where the noise
effect of the product is considered. According to the assumptions, demand is uncertain due
to the essence of the noise effect. Using the expressions of g1, h1, g2, 12 and Equation (2),
the demand functions for the first and the second models are given by Equations (3) and
(4), respectively.

Di(p,a,A) = Do ef(p~°)(aa — poa™ 7 A?) ®)

D (p,a, A) = Dy ef (a1 — B1p) (k1va + kaV'A) (4)

Since x is a random variable, the expected profit functions for the manufacturer, the
retailer, and the whole supply chain are as follows:
Model 1:
1 e
BN, (w,4,6) = [ |

—00

Doei(w —c)(p~*)(az = Poa "A™) = A—ta] f(x)dx (5)

+00 5
EM(pa)) = [ [Doef(p—w—d)(p~*)(ua ~ paa "A~) ~ (1= t)a] f(x)dx  (6)

BT (pa,4)] = [ [Doei(p—c—a)(p)(as — o 7A~) ~ A—a] flx)ax )

Model 2:

BN (0, 4,0] = [ [Do e} (- o)@ — prp)(kiva+kaV/A) ~ A ta] f(x)ix (8)

B (pa)] = [ [Do ef(p—w—d) (e — pip) (ava+ kav/A) — (1 - )a] f(x)dx ©)

B (pa, A)) = [ [Do ef(p—c—d) (e — pup) (kav/a+ ko) ~ A —a] flx)ix (10)

where Model 1 is based on the function of Szmerekovsky and Zhang [11] and Model 2 is
based on the function of Xie and Wei [14]. The subscripts m, ¥, and SC represent the manu-
facturer, retailer and whole supply chain system, respectively. The demand function must
be positive; hence, the condition p < % must be established and satisfied. To avoid neg-
ative profit functions, the following conditions I, > 0= w >c, I, >0=p > w+d,
ITee >0=p >c+d,and a; — B1(c +d) > 0 are stated. In order to simplify the calcula-
tions, we apply an appropriate change in the variables as follows: a1’ = a7 — B1(c +d),
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2 12
p = %(p —(c+d)), v = %(w —c), ki’ = DO’Xﬁl—lkl, and ky’ = Dop‘é—lk} Furthermore,
for the sake of simplicity, the superscript (') is removed and the new profit functions for

the second model are stated as below (See [14])
Model 2:

E[TE (w, A, )] = /_+°° [0 — p) (v +kaVA) ~ A—ta] f)dx ()

B (pa) = [ [ef(p—w)(1— p)(kiva+kavVA) — (1-Da] f(x)dx  (12)

BN (o, 4)) = [ [eip = p)(kava+ koVd) —a— 4] fx)dx  (3)

In the next section, for both models, the optimal values of decision variables under the
well-known Nash, Manufacturer-Stackelberg, Retailer-Stackelberg and cooperative games
are determined.

3.1. Nash Game (NG)

In a Nash equilibrium game, the players with equal market power act independently
and simultaneously. So, here, there is no cooperation and the manufacturer and the retailer
make decisions individually about their own decision variables. Thus, in both models, the
following optimization problems for the manufacturer are solved:

Model 1:

MaxE[IT}, (w, A, t)] = DoE[ef](w — ¢)(p~¢) (ag — foa ™ YA™%) — A —ta
w,A,t (14)
st. 0<A, c<w<l1l and0<t<1

Model 2:

MaxE[IT}, (w, A, )] = E[e}] w (1 - p)(kiv/a+ kaVA) — A —ta 15)
w,A,
st 0<w<1 0<Aand0<t<1

Under this game, whereas the partners of the chain play independently, it is obvious
that the manufacturer is not interested in participating in local advertising strategy because
it results in increasing its profit. Consequently, the optimum value of t will be zero because
it has a negative coefficient on the manufacturer’s objective function.

According to Jergensen and Zaccour [8], Xie and Neyret [13] and SeyedEsfahani
et al. [16], the retailer sells the product if they get at least a minimum unit margin. Hence,
to solve the problem, the manufacturer’s profit margin is considered as a minimum level.
In turn, itisknown that p —w > w = w < g . Thus, the optimum value for w is % In this
case, the objective functions of the retailer in both models are given by:

Model 1:
MaxE[IT;(p,a)] = DoE[ef](p — w — d)(p~*) (a2 = p2a™7A™) = (1= )a 16)
st. w+d<p and0<a
Model 2:
MaxE[T2(p,a)] = E[ef)(p — w) (1 — p)(k1v/a + kav/A) — (1~ 1)a a7

st. w<p<land0<a

Theorem 1. The optimal values of the decision variables in the first model under a Nash game are
given in the second column of Table 1.
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Table 1. Optimal values for the decision variables under the four strategies for the first model.

cG SG-RL SG-ML NG Decision
Variable
= o ot b 2 :
B 1/ ctd cid Use Equation (A21) from ed w
2(51) + 57 Appendix C -2

1 o
1 5%D01+7+5 E[eﬂulﬁ(e,l)ﬁlﬂs
s ¢ 5+1 —e = —y—e d—c)+2
¥ DOE["’ﬂfﬁfT XeTHT (1 — ) T (w 4 d) TH79 (£)ddie (zcd)) aN A
x () " 1 -y —(ty)
><,52 TH1$3 o Ter+0 ('y + 1) T+7+0

« y(w+d)t 11:15
+w—c)(1—t)(e—1)
T\ T Pae =y s L 24 \1-¢
(%)% . <7Bz;+o]+) DopaA-ee (i) | 7T (vDoEle} lpae (%) ) .
D()E[GT}IB2€7€ el 1t 5y e(d—c)+2c\
“\oxeH™ [ DoElef]%y ()
% (% )1—f
- 0 0 0 t
Proof. See Appendix A.
Theorem 2. The optimal values of the decision variables in the second model under a Nash game
are given in the second column of Table 2.
Table 2. Optimal values for the decision variables under the four strategies for the second model.
CG SG-RL SG-ML NG Decision Variable

1 1 (V16k2+16k+9—4k)+1 2 p

2 2 2(V/16k2 + 16k+9—4k) 3

- 1 1 1 w
4 V16K2+16k+9—4k 3

2 , 2
(%E[Eﬁkz> E[e;‘]z% (E[fi]kz>2 (VIGF 16k 194k) 1 a1 Ele ]2k A
(V16K +16k+9—4k)
e\ 2 2 2
2 2k2 <E[el]k1 ) (V16K 1 16k+9—4k) 1 1 ”
(%E[eﬂh) Elef] g 16 V16k2+16k+9—4k miElef] K a

2
% 34+ (V16k2+16k+9—4k)
V16k2+16k+9—4k

- 0 5-+4k—+/16k?+16k+9 0 ¢
3—4k++/16k?+16k+9

Proof. See Appendix B.

3.2. Stackelberg Game—The Manufacturer Is a Leader (SG-ML)

Under this non-cooperative game, the manufacturer as a powerful member of the
chain, in terms of its reputation and popularity, is considered as a leader of the market
while the retailer plays a follower role. In this game, the best answers of the retailer, as a
follower, should be determined first; the leader’s decision problem is solved based on the
follower’s responses. Hence, the retailer’s best responses are as follows:

Model 1: ( 4)
* e(w +
it == (18)
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1
5 _ l1—e\ 7+1
sue [ YDoE[ef]paA e () T\ 19
al - 1—t¢ ( )
Model 2: 14
* w
M= (20
2
* E[ex]kl 1 —w 2
SM 1
= — 21

To solve the manufacturer’s decision problem, the optimal values of p>™" and a°M"
are substituted in the manufacturer’s profit function. Then, the partial derivatives of the

manufacturer’s profit function regarding ASM and +*M are taken. The value of t will be
(w+d)
y(w+d)—(e—1)(w—c

and Zhang [11] have also shown that the optimal value of t = 1+ i

equaltot =1+

7 the same as when there is no noise effect. Szmerekovsky

(w+d) .
w+d)—(e—1)(w—c) 18
always equal to zero, and in this case (with noise effect), using the same manner, it can be
shown that the optimal value of t* is zero, too (see Szmerekovsky and Zhang [11]).

Theorem 3. The optimal values of the decision variables in the first model under a Stackelberg
game when the manufacturer is the leader are shown in the third column of Table 1.

Proof. See Appendix C.

Theorem 4. The optimal values of the decision variables in the second model under a Stackelberg
game when the manufacturer is the leader are shown in the third column of Table 2.

Proof. See Appendix D.

3.3. Stackelberg Game—The Retailer Is a Leader (SG-RL)

As in the previous section, here, we model the relation between the manufacturer and
the retailer as a consecutive non-cooperative Stackelberg game. Now, it is important to
remark that the retailer is a powerful member. In other words, the retailer is a leader and
the manufacturer is a follower. Obviously, the first step is to find the manufacturer’s best
responses as a follower.

The manufacturer’s profit must always be positive (ie., II,, > 0). Hence,
w >c = w—c >0 should be satisfied. On the other hand, in the whole chain, p —
(c+d) > 0 should be established. Now, we define w’ = w —cand p’ = p — (c+d). So,
the retailer’s profit function in Equation (16) is rewritten as follows.

MaxE[IT}(p,)] = DE[)(p — ') (p' + (e )™ x (a2 = o YA~ = (1= t)a

st. w' <p and0<a
(22)
According to Jergensen and Zaccour [8], Xie and Neyret [13] and SeyedEsfahani et al. [16],

/
the wholesale price of the first model can be written as p' — w’ > v’ = w' < % . Thus, the op-
1

timal value of w' is %/ and the optimal value of A is equal to <5D0E[ei‘]ﬁ2(w —c) (p’)"’afv) o1

This is the result of the manufacturer’s problem under a Nash game. Moreover, from the
manufacturer’s point of view, the optimal value of the participation rate ¢ is zero. Hence, in
this game, the optimal decision variables of the retailer in the first model are calculated by
substituting the optimal values of t, ', and A into Equation (22). Similarly for the second

2
model, we have t°8* = 0, w R* = § and ASR* = (%E[ei‘]kzw(l - p)) . Then by replacing
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tSR*, SR

w
obtained.

*,and ASR* into Equation (17), the optimal decisions of the retailer can be easily

Theorem 5. The optimal values of the decision variables for the first model under a Stackelberg
game when the retailer is the leader are given in the fourth column of Table 1.

Proof. See Appendix E.

Theorem 6. The optimal values of the decision variables for the second model under a Stackelberg
game when the retailer is the leader are given in the fourth column of Table 2.

Proof. See Appendix F.

3.4. Cooperative Game (CG)

In a cooperative game, the manufacturer and the retailer cooperate, and they are
willing to increase the whole system’s profit to promote their profits more than non-
cooperative games. Therefore, the total profit function of the chain for both models is
optimized in order to obtain the optimal values of the decision variables.

Model 1:
MaxE([Tsc(p,a, A)] = DoE[ef)(p —c — ) (p~*) (a2 — foa™"A™") —a—A )
st. c+d<p and0<aqg, A
Model 2:
MaxE[[Tec(p,a, A)] = Eleilp(1 = p) (kav/a + kov/A) —a = A b
st 0<p<land0<aqa A
Under this approach, the partners of the chain only make a decision on p¢©, A©, and

a0 as the decision variables. Conversely, the variables w and # do not affect the total profit

since these are inner variables of the supply chain.

Theorem 7. The optimal values of the decision variables for the first model under a cooperative
game are shown in the last column of Table 1.

Proof. See Appendix G.

Theorem 8. The optimal values of the decision variables for the second model under a cooperative
game are shown in the last column of Table 2.

Proof. See Appendix H.

To measure the efficiency of a supply chain, the most important criterion is the total
profit of the whole chain. According to Xie and Neyret [13], SeyedEsfahani et al. [16], and
Aust and Buscher [17], the members of the chain agree to cooperate only when their profit
is higher than those under the non-cooperative games. This means that:

AT, =TT, — TN > 0 (25)

AT, = TIE — TT™ > (26)

where IT§, and I are the profit of the manufacturer and the retailer in the cooperative game,
respectively. IT** and IT"® are the largest profit of the manufacturer and the retailer in
every non-cooperative game, respectively. In turn, if inequalities (25) and (26) are satisfied,
the cooperation is possible. In other words, the manufacturer and the retailer agree to
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cooperate with each other when they gain higher profit than with other non-cooperative
attitudes. Thus, the following inequality for the whole supply chain is proposed:

Al , = AL, + ATL, = ITS,, — TIN — [1™X > 0 27)

Note that to find IT};** and IT®, it is necessary to compare the results of the games
given in Sections 3.1-3.3.

4. Numerical Example

In this section, two numerical examples are presented to clarify the validation of the
proposed models.

Example 1. The following parameter values are considered: Dy =5,c=1,d =1, ap = 1000,
B2="500,6=1,v=1,e1 =3,ky =2,and kp = 3. Itis assumed that the random element
to model noise effect (x) has a normal distribution with parameters (4 = 0, ¢ = 1) then

Elef] = e’f - V€1 = 1.6487. The optimal values of the decision variables in both models

under the four different strategies are summarized in Tables 3 and 4, respectively.

Table 3. The results for the numerical example 1 in the first model.

cG SG-RL SG-ML NG ]\3,:;‘:]‘;;2
3 2.3333 4.4669 6 p1
- 1.1667 1.9780 3 wy
5.3445 5.3445 1.9510 38.1644 Aq
5.3445 2.6722 5.9408 38.1644 ap
- 0 0 0 h
- 99.0453 84.6017 38.1382 E[TTL,]
- 101.6550 125.8264 38.1382 E[IT}]
289.2814 200.7004 210.4282 76.2764 E [ch]
Table 4. The results for the numerical example 1 in the second model.
CG SG-RL SG-ML NG ]\3,::1‘:]‘;;:
0.5000 0.5000 0.7168 0.6667 P2
- 0.2500 0.4335 0.3333 wy
0.3822 0.0956 0.0922 0.0755 Ap
0.1699 0.1699 0.0042 0.0336 ap
- 0 0.5075 0 t
- 0.2655 0.1163 0.1424 E[I12)
- 0.1913 0.1356 0.1847 E[11?]
0.5521 0.4568 0.2519 0.3271 E[IT2.]

As it was mentioned in the previous section, both players agree to cooperate only
when their profits are higher than under non-cooperative games. So, according to the
assumptions, both players have the minimum benefits I1,, = 99.0453 and 11, = 125.8264
in the first model and IT,, = 0.2655 and IT, = 0.1913 in the second model. The minimum
benefits that both sides claim together are:
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Model 1:
TR + TIPR = 99.0453 + 125.8264 = 224.8717 < TT5,,, = 289.2814 (28)

Model 2:
TR + TR = 0.2655 + 0.1913 = 0.4568 < I15,,, = 0.5521 (29)

Obviously, the minimum benefits that both sides claim is lower than that of in the
cooperative game. Therefore, there exists an incentive for cooperation between the manu-
facturer and the retailer. Notice that the non-cooperative settings are not beneficial to any
of the players because in the non-cooperative settings, both players have lower profits.

Example 2. Here, the parameters are as follows: Dy = 5,c=1,d =1, ap = 1400, B2 = 700,
6=14,v=1,e; = 3,k = 3, and k, = 4. It is considered that the random element

to model noise effect (x) has a normal distribution with parameters (@ = 0, ¢ = 1) then
Elef] = e? T2 = y/e1 = 1.6487. The optimal values for the decision variables in both models

under the different game-theoretic approaches are given in Tables 5 and 6, respectively.

Table 5. The results for the numerical example 2 in the first model.

CG SG-RL SG-ML NG ‘]?a 'if;;{’e‘;
3 2.3333 4.4682 6 1
- 1.1667 1.9791 3 w;
5.5582 5.4994 2 45.0836 Ay
5.0489 2.4477 5.3966 50.9113 1
- 0 0 0 t
- 113.3375 96.6574 41.3799 E[IT}]
- 116.3238 144.1467 40.6934 E[IT}]
330.3593 229.6614 240.7929 76.9857 E[ITL]
Table 6. The results for the numerical example 2 in the second model.
cG SG-RL SG-ML NG 3;;1‘:;)‘;2
0.5000 0.5000 0.7170 0.6667 P2
- 0.2500 0.4334 0.3333 W,
0.5656 0.1414 0.1368 0.1117 Ay
0.2514 0.2514 0.0067 0.0502 a;
- 0 0.4948 0 ty
- 0.3928 0.1738 0.2111 E[112,]
- 0.2828 0.1997 0.2707 E[IT?]
0.8171 0.6758 0.3735 0.4842 E[T12]

Similarly, it is found that the players prefer to collaborate with each other due to
higher profit.

5. Sensitivity Analysis

This section provides some sensitivity analyses for different values of parameters
to investigate their influence on the decision variables. Tables 7-14 show the sensitivity



Mathematics 2021, 9, 1222

11 of 26

analyses for all four games in both models. Tables 7-10 present the results of the first model
and Tables 11-14 show the results of the second model.

In the Nash game, based on the results shown in Table 7, it is observed that:

The pY, wl, AN, alV, and t are not sensitive regarding a, changes while E [T1L],
E[IT}], and E [ch] are highly sensitive such that increasing a; causes increasing E[IT},],
E[I1}], and E[IT}.], and vice versa.

Additionally, pY, wl, and t)¥ are not sensitive regarding B, and 6 changes while AY,
al, E[I1}], E[IT}], and E[I1l] are sensitive as when B; increases, a)¥ and A} increase
and E[I1},], E[I1}], and E[IT..] decrease. Moreover, decreasing & decrease a)¥ and AY
and E[I1},], E[IT}], and E[IT}.] increase.

Furthermore, p{\] , w{\’ , a{\] ,and t{\’ are not sensitive regarding 7y changes while E [HH is
slightly sensitive and AN, E[IT},], and E[IT..] are sensitive so that when 7 increases
AN, E[I1}] increase and E [H1 ] and E[IT.] decrease, and vice versa.

Moreover, pY, wl, AN, al¥, E[T1},], E[IT}], and E[IT.] are highly and ) is not sensitive
regarding e; changes Nonetheless, when e; increases all of them decrease and vice
versa.

Likewise, p)Y, w) and t are not sensitive regarding E[e}] changes while AY, a¥Y,
E[I1},], E[I1}], and E[IT1L] are sensitive in order that increasing E[ef], increases AV, aN,
E[IT},], E[IT}], and E[IT.], and vice versa.

Table 7. The results of the sensitivity analysis in the Nash game for the first model.

E[IL}] E[I1}] E[IT},] Y ay AN wl pY % Changes Parameters
80.1 80.1 80.1 0 0 0 0 0 +40

40.0 40.0 40.0 0 0 0 0 0 +20 % — 1000

—40.0 —40.0 —40.0 0 0 0 0 0 -20 2=

—80.1 —80.1 —80.1 0 0 0 0 0 —40

—40.0 —40.0 —40.0 0 40.0 40.0 0 0 +40

—20.0 —20.0 —20.0 0 20.0 20.0 0 0 +20 By = 500
20.0 20.0 20.0 0 —20.0 —20.0 0 0 -20 2
40.0 40.0 40.0 0 —40.0 —40.0 0 0 —40

—20.0 0.1 —40.0 0 0 40.0 0 0 +40

—10.0 —0.04 —20 0 0 20.0 0 0 +20 1
9.9 -0.1 19.9 0 0 —20.0 0 0 -20 =
19.6 —04 39.6 0 0 —40.0 0 0 —40

—37.3 —60.2 —144 0 60.2 144 0 0 +40

—-14.1 —244 37 0 245 3.7 0 0 +20 S—1
5.8 16.3 4.7 0 —16.3 —4.6 0 0 -20 o
1.6 26.1 23.0 0 —26.4 —22.7 0 0 —40

—64.8 —64.8 —64.8 0 —64.7 —64.7 —36.4 —36.4 +40

—40.0 —40.0 —40.0 0 —-39.9 —-39.9 —25.0 —25.0 +20 _ 3
38.8 38.8 38.8 0 38.8 38.8 100.0 100.0 -20 €=

Infeasible —40

40.0 40.0 40.0 0 40.0 40.0 0 0 +40

20.0 20.0 20.0 0 20.0 20.0 0 0 +20 ¥

—20.0 —20.0 —20.0 0 —20.0 —20.0 0 0 —20 Elei] = 1.6487

—40.1 —40.1 —40.1 0 —40.0 —40.0 0 0 —40
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Table 8. The results of the sensitivity analysis in the SG-ML for the first model.

E[IT.] E[IT1}] E[I1},] M asM AM wiM piM % Changes Parameters
43.0 43.2 42.8 0 —-0.3 0.1 0.3 0.2 +40
21.5 21.6 214 0 —-0.2 0.1 0.2 0.1 +20 % — 1000
—215 —21.6 —214 0 0.3 —-0.1 —-0.3 —0.2 —20 2=
—43.0 —43.2 —42.8 0 0.7 —04 —-0.8 —-0.5 —40
—0.9 —0.9 —0.8 0 12.0 11.8 —0.1 —0.1 +40
—-0.5 —0.5 —0.4 0 6.3 6.2 —-0.1 —0.047 +20 B = 500
0.5 0.6 05 0 7.2 -7.1 0.1 0.1 —20 2=
1.2 1.2 1.1 0 —15.8 —15.6 0.2 0.1 —40
1.7 1.3 2.1 0 9.02 —4.0 0 0 +40
0.9 0.7 1.1 0 5.7 —2.6 0 0 +20 _1
-8.0 -0.6 -0.9 0 -79 4.6 0 0 -20 =
—1.8 —1.31 —2.4 0 —19.8 12.8 0 0 —40
1.2 1.6 0.75 0 —39.2 —3.2 0 0 +40
0.6 0.7 0.41 0 —20.5 —2.8 0 0 +20 5—1
—-0.8 —1.01 —0.49 0 259 6.2 0 0 —20 -
—14 —-1.9 —1.15 0 61.2 16.5 0 0 —40
—69.2 —69.3 —69.4 0 —35.6 -31.9 —43 -39 +40
—45.7 —45.5 —45.8 0 —20.1 —20.2 —2.6 —2.5 +20 _ 3
88.6 89.1 88.1 0 27.3 24.2 3.4 4 —20 €=
293.8 290.9 296.4 0 67.4 62.3 8.9 8.8 —40
42.1 42.2 419 0 11.6 12.0 0.2 0.2 +40
21.0 21.1 20.9 0 6.1 6.3 0.1 0.1 +20 X
—-21.0 —-21.0 —-20.9 0 —-7.0 —7.2 —0.2 —0.1 —20 E[el] = 16487
—41.8 —419 —41.7 0 —15.3 —15.8 —-0.5 —-0.3 —40
Table 9. The results of the sensitivity analysis in the SG-RL for the first model.
E E E t a A w o Changes arameters
) Enl EMh) 6% @® AR w® p¥ %Changes P
43.1 42.5 43.7 0 0 0 0 0 +40
21.6 21.3 21.8 0 0 0 0 0 +20 — 1000
~216 213 —21.8 0 0 0 0 0 —20 2 =
—43.1 —42.5 —43.7 0 0 0 0 0 —40
—-0.9 —-0.7 —-1.1 0 11.9 11.9 0 0 +40
—-0.5 —04 —0.6 0 6.3 6.3 0 0 +20 .
0.6 05 0.7 0 72 72 0 0 —-20 B2 =500
1.2 1.0 1.4 0 —15.7 —15.7 0 0 —40
14 1.2 1.6 0 8.6 —4.0 0 0 +40
0.8 0.6 0.9 0 5.4 —2.6 0 0 +20 _q
—-1.0 —-0.7 —1.2 0 —8.5 4.6 0 0 —20 =
-2.0 —1.4 —2.7 0 —-21.5 12.8 0 0 —40
1.1 15 0.7 0 —37.1 —3.2 0 0 +40
0.6 0.8 0.4 0 —21.2 —2.8 0 0 +20 5—1
—-0.7 —-0.9 —-0.5 0 28.6 6.2 0 0 —20 -
—1.6 —2.0 —-1.2 0 67.0 16.5 0 0 —40
—-721 —71.6 —72.7 0 —33.6 —33.6 —4.1 —4.1 +40
—475 —47.1 —47.9 0 —-19.0 —-19.0 —24 —24 +20 _3
96.3 95.5 97.2 0 26.1 26.1 3.6 3.6 -20 €=
309.5 306.4 312.7 0 65.1 65.1 9.5 9.5 —40
42.2 41.8 42.6 0 11.9 11.9 0 0 +40
21.1 20.9 21.3 0 6.3 6.3 0 0 +20 ¥
—21.0 —20.8 —21.2 0 —7.2 —7.2 0 0 —20 E[el] = 1.6487
—419 —415 —42.2 0 —15.7 —15.9 0 0 —40
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Table 10. The results of the sensitivity analysis with a cooperative game for the first model.

E[T1L] af° Af° p{° % Changes Parameters
422 0 0 0 +40
21.1 0 0 0 +20
—21.1 0 0 0 ~20 %2 = 1000
—42.2 0 0 0 —40
-0.7 11.9 11.9 0 +40
~03 6.3 6.3 0 +20 B
04 ~7.2 ~7.2 0 —20 P2 =500
0.9 —15.7 —15.7 0 —40
1.0 9.4 -35.3 0 +40
0.6 —4.7 —20.6 0 +20 -1
—0.7 41 30.1 0 -20 7=
-1.7 6.3 77.2 0 —40
1.1 —285 0.1 0 +40
0.6 —-159 0.9 0 +20 s—1
—-0.7 20.1 -39 0 -20 o
-15 45.6 -12.6 0 —40
—72.8 —33.6 —33.6 —12.5 +40
—48.5 -19.0 —-19.0 77 +20 _3
104.6 26.1 26.1 14.3 -20 €=
366.1 65.1 65.1 50.0 —40
41.6 11.9 11.9 0 +40
20.8 6.3 6.3 0 +20 X1 _
—207 ~7.2 —7.2 0 —20 Eler] = 1.6487
—20.8 —15.7 —-15.7 0 —40
Table 11. The results of the sensitivity analysis with a Nash game for the second model.
E[T12, E[I12] E[I12)] ty ay AY wh py % Changes Parameters
29.6 17.4 45.4 0 95.8 0 0 0 +40
13.5 8.0 20.9 0 43.8 0 0 0 +20 ki =2
~11.1 —6.6 ~16.9 0 —36.0 0 0 0 —20 e
—-19.7 —11.7 -30.0 0 —64.0 0 0 0 —40
66.5 78.5 51.1 0 0 96.0 0 0 +40
30.5 359 23.5 0 0 44.0 0 0 +20 oy — 3
—249 —-29.5 —19.0 0 0 —36.0 0 0 -20 2=
—44.3 —52.4 —33.8 0 0 —64.0 0 0 —40
96.1 95.9 96.3 0 95.8 96.0 0 0 +40
44.0 439 442 0 43.8 44.0 0 0 +20 ¥
—36.0 -36.1 -35.9 0 —36.0 —36.0 0 0 -20 Elei] = 1.6487
—64.0 —64.0 —64.0 0 —64.0 —64.0 0 0 —40
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Table 12. The results of the sensitivity analysis with a SG-ML for the second model.

E[IT2, E[12] E[I12,] tsM azM AM wM pM % Changes Parameters

19.6 17.6 22.0 —44 138.1 -1.7 -3.3 -1.0 +40

9.0 8.2 10.0 —-2.3 61.9 -0.9 -1.8 -0.5 +20 =2
—7.1 -7.0 —-7.3 27 —42.9 1.0 2.1 0.6 -20 1=
—12.8 —13.1 —12.6 5.7 —71.4 1.8 45 1.4 —40

77.0 77.0 76.9 3.9 -14.3 98.6 3.1 0.9 +40

35.2 35.5 34.8 22 —-9.5 45.1 1.7 0.5 +20 b =3
—28.7 —29.4 —279 -29 14.3 —36.7 —2.2 -0.7 —20 2=
-50.6 -52.3 —48.7 —6.7 35.7 —65.0 =51 -1.5 —40

96.1 96.0 96.1 0 97.6 96.0 0 0 +40

441 440 441 0 452 44.0 0 0 +20 ¥
-36.0 -36.0 -35.9 0 -35.7 -36.0 0 0 -20 Elei] = 1.6487
—64.0 —64.0 —64.1 0 —64.3 —64.0 0 0 —40

Table 13. The results of the sensitivity analysis in the SG-RL for the second model.

E[I12, E[T12] E[T12)) t5R asR A3R w3R psR % Changes Parameters
35.7 —-0.1 61.4 0 96.0 0 0 0 +40

16.4 —-0.1 28.1 0 440 0 0 0 +20 =2
—13.4 —0.1 —-23.1 0 —36.0 0 0 0 —-20 1=
—23.8 —-0.1 —41.0 0 —64.0 0 0 0 —40

60.2 95.8 34.5 0 0 95.9 0 0 +40

27.6 439 15.8 0 0 439 0 0 +20 b —3
—22.6 —36.0 —-13.0 0 0 -36.0 0 0 -20 2=
—40.2 —64.0 —-23.1 0 0 —64.0 0 0 —40

77.7 161.4 17.3 0 —51.0 96.0 0 0 +40

30.6 92.1 —13.8 0 —64.0 439 0 0 +20 X
—42.0 —14.6 —61.7 0 —84.0 —36.0 0 0 —-20 E[el] = 1.6487
—67.4 —52.0 —78.5 0 —91.0 —64.0 0 0 —40

Table 14. The results of the sensitivity analysis in the cooperative game for the second model.

E[IT ] a3’ A% ps° % Changes Parameters
29.5 96.0 0 0 +40

13.5 44.0 0 0 +20 B
~11.1 —36.0 0 0 —20 1=
-19.7 —64.0 0 0 —40

66.5 0 96.0 0 +40

30.5 0 44.0 0 +20 b — 3
—249 0 —36.0 0 —20 2=
—443 0 —64.0 0 —40

96.0 96.0 96.0 0 +40

440 44.0 44.0 0 +20 o
—-36.0 —-36.0 —36.0 0 _20 Ele]] = 1.6487
—64.0 —64.0 —64.0 0 —40

Hence, under the first model where the Nash game is established between the man-
ufacturer and the retailer, it was found that all the decision variables are considerably
sensitive regarding the noise effect changes. It means that the noise effect changes of a new
product signals to the manufacturer and the retailer to change their advertising policies
so that increasing the noise effect motivates the manufacturer and the retailer to advertise
more, and although their costs increase, their profits are higher.
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In the Stackelberg game, when the manufacturer is the leader (See Table 8), it is

concluded that:

e The ptM, wiM, AJM, aiM are slightly sensitive concerning a, changes while E[I1],
E[HH, and E [ch] are sensitive. Conversely, when «; increases, pr, wa, AfM,
E[I1},], E[I1}], and E[I1} ] increase and aj™ decreases.

e According to Szmerekovsky and Zhang [11], th* is zero; thus, th is not sensitive
regarding the parameter changes.

e Likewise, p;M, w$M, E[I1},], E[I1}], and E[I1] are slightly sensitive regarding B,
changes while an and AfM are sensitive so that when B, increases, an and AfM
increase and p;M, wyM, E[IT},], E[I1}], and E[I1}.] decrease, and vice versa.

e  Similarly, p;M, wiM, A$M, a$M, E[I1},], E[IT}], and E[I1! ] are sensitive regarding e;
changes. Nonetheless, when e; increases all of them decrease and vice versa.

e Moreover, p;M and wiM are slightly sensitive regarding E[ef] changes while A7,
a;M, E[I1},], E[T1}], and E[IT.] are sensitive. When E[e?] increases all of them increase

and vice versa.

Therefore, under the Stackelberg manufacturer game, it was found that all the decision
variables are significantly sensitive regarding the noise effect changes. It is stated that the
noise effect is an important factor on the sales of a new product so that when the effect of
noise increases, the chain’s members are incentivized to advertise their product more than
earlier, leading to increased popularity of the product, promoting their market share, and
consequently enhancing the chain profit.

Table 9 shows the results of the Stackelberg game when the retailer is the leader. As it
is shown:

e  The a; and B, changes the influence on E[IT},], E[T1}], and E[I1..]. When a; increases
and B, decreases, E[IT},], E[IT}], and E[IT..], increase and vice versa. Furthermore,
AR and a3R are sensitive regarding B, changes so that when B, increases, AR and
ajR increase.

e  Equally, E[I1}], E[T1}], and E[IT}] are slightly sensitive regarding -y changes.

e  Moreover, A;R and a3R are sensitive regarding  and ¢ changes such that when
increases, a3k, E[IT}], E[T1}], and E[I1}] increase and A$R decreases and vice versa.
Furthermore, increasing ¢ increase, a3R and AJR increase and E[IT},], E[IT}], and
E[IT}.], decrease and vice versa.

e  Additionally, pj® and wiR are slightly sensitive regarding ¢; changes while aj®, AR

1 7
E[I1},], E[I1}], and E[I1}] are highly sensitive so that when ¢; increases, p7R, wjR,
AR, afR, E[I1}], E[IT}], and E[I1!] decrease, and vice versa.

e  Additionally, A3R, ajR, E[IT},], E[T1}], and E[I1. ] are sensitive regarding E[ef] changes.
When E[e}] increases, A;R, aj®, E[IT},], E[IT}], and E[I} ] increase, and vice versa.

Then, under the Stackelberg retailer game, it was found that the noise effect is an
efficient factor for a new product launched to the market due to the fact that all the decision
variables are significantly sensitive regarding its changes.

Table 10 presents the results under the cooperative game. From the results given in
Table 10, it is easy to see that:

e  [L[I1!]is slightly sensitive regarding &, and 6 changes while A, a$° and E[I1 ] are
sensitive concerning B,, y and é changes so that when 7y increases, 2{° and A{° decrease
and E[IT}] increases. However, when ¢ increases, A’ and E[I1}] increase and a$°
decreases and vice versa.

e  Furthermore, p{°, a{° and A{’ are sensitive regarding e; changes while E [TTL] is highly
sensitive. When ey increases, p{°, a{° and A{’, and E[IT}.] decrease, and vice versa.
Also, A{°, a$° and E[IT. ] are sensitive regarding E[e}] changes.

Thus, under the cooperative game, similarly, the noise effect plays a remarkable role
in the chain profit changes so that increasing the effect of noise in the market, which is
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originated from satisfaction or dissatisfaction of customers, promotes the total profit of the
chain due to more advertising by the partners.

Under the second model, when the Nash game is established among the manufacturer
and the retailer (See Table 11), one can conclude that:

e  Similar to the first model, k; and k directly affect E[I1%,], E[TT?] and E[I1%]. Also af
and AL are highly sensitive regarding ki and k, changes, respectively. Additionally,
AN, al, E[IT2,], E[I1?], and E[I1%] are highly sensitive regarding E[ef] changes so that
by increasing E[e}] then a)Y, AY, E[T12,], E[IT?] and E[IT2] increase and vice versa.
Under the Stackelberg game, when the manufacturer is the leader, from Table 12, it is
concluded that:

e As with the previous model, E[IT2], E[I1?] and E[IT2] are sensitive regarding the

changes of k; and k, while psM, wsM, t5M are slightly sensitive. Additionally a5
and AgM are highly sensitive regarding k; and k; changes, respectively. Furthermore,
AsM, a3M | E[I1%], E[IT2], and E[IT2] are highly sensitive regarding E[e}] changes so
that by increasing E[e{] then A3M, aSM, E[T12,], E[IT?], and E[IT2] increase, and vice
versa.

In the Stackelberg game, when the retailer is the leader, it is easy to observe (See
Table 13) that:

e Here, it is found that k; and k, highly influence E[IT2,] and E[I12], respectively, and
subsequently affect E[T1%]. Additionally, a5R and ASR are highly sensitive regarding
the changes of k; and k, respectively. Moreover, A3R, aSR, E[T12,], E[IT?], and E[T12,]
are highly sensitive regarding E[ef] changes so that by increasing E[ef] then a5R, ASR,
E[IT2,], E[I12] and E[IT2.] increase, and vice versa.

Finally, in the cooperative game, whose results are given in Table 14, it was found that:

e Inthis case, a5’ is highly sensitive and E [T12,] is sensitive regarding k; changes. Con-
versely, AS” and E[IT2.] are highly sensitive so that increasing k; leads to an increase
A% and E[I1%], and vice versa. Moreover, p$’ is not sensitive concerning E[e}] changes
while A, a$°, and E[I1%] are highly sensitive.
Similar to the first model, it is concluded that the noise effect changes affect all the
decision variables more than other parameters. So, this issue is correctly considered in the
market demand of the new product and it has a considerable effect on the chain profit.

6. Conclusions

This research evaluates pricing and marketing decisions under a cooperative adver-
tising strategy in a two-echelon supply chain comprised of one manufacturer and one
retailer. Therefore, the pricing, advertising, and noise effect are proposed as the market-
ing policies into the market demand by considering two well-known different demand
functions under four game-theoretic attitudes consisting of three non-cooperative games
(i.e., Nash equilibrium, Stackelberg equilibrium when the manufacturer is the leader, and
Stackelberg equilibrium when the retailer is the leader) and one cooperative game. Using
a numerical example, it was found that under the non-cooperative approaches, the sum
of the minimum benefits that both sides gain is lower than that of under the cooperative
game.

In the first model, the price changes have a large impact on the demand. Under a non-
cooperative environment, the retailer tries to increase his/her profits through increasing
the local advertising because it causes an increase to their market share and consequently
enhances their profit. In the second model, it is observed that the effects of national
advertising on the manufacturer’s, retailer’s and whole supply chain’s profits are higher
than local advertising. Moreover, in both models, it was shown that both global and local
advertising are sensitive regarding the noise effect changes such that its changes signal
to the manufacturer and the retailer to advertise more due to increasing the new product
popularity. So, the total profits of the manufacturer, the retailer, as well as the whole supply



Mathematics 2021, 9, 1222

17 of 26

chain are sensitive regarding the noise effect changes and increasing with increasing the
effect of noise of the new product.

Additionally, in the second model, it was indicated that the sensitivities of the ad-
vertising and profit function regarding the changes of the noise effect are higher than the
sensitivities of the advertising and profit function, in the first model. Furthermore, in the
second model, it was found that the most influential parameter on the profit function is the
noise effect parameter. Thus, it can be claimed that the noise effect in the market demand
of the new product is correctly considered and it has a considerable impact on the chain
profit. However, in the non-cooperative games, the manufacturer tries to globally advertise
less than the retailer. So, increasing the retailer’s profit will cause a bigger selling price,
and this makes higher profits for the retailer compared with the manufacturer’s profit.
Consequently, the manufacturer, in order to not be removed from the market, has to pay
the co-op advertising costs and they prefer to cooperate in advertising.

There are several research directions that can be carried out, which can be outlined as
follows:

e  Consider other types of demand functions with even asymmetric or non-asymmetric
information.
Allow that parameters and variables be time-dependent (dynamic).
Consider a two-echelon supply chain comprised of two manufacturers and one retailer
where there exits competition between the manufacturers.

e Extend the present research work to a three-echelon supply chain consisting of a
supplier, a manufacturer, and a retailer.
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p: Retail price
w: Wholesale price
A: Global advertising expenditures
a: Local advertising expenditures
t: Advertising participation rate
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Parameters

Dy: Base demand rate

a1 Price demand potential

B1: Price sensitivity

wy: Market cap or sales saturate asymptote
Ba: Impact of local advertisement on market demand
vY: Quasi-local advertising elasticity

d: Quasi-global advertising elasticity

e Price-elasticity index

kq: Effectiveness of local advertising

ko: Effectiveness of global advertising

c: Manufacturer’s unit production cost

d: Retailer’s unit handling cost

er: Noise sensitivity index

x: Random element to model noise effect
IT: Expected profit

Appendix A. Proof of Theorem 1
For the first model, we can claim that the manufacturer’s profit function is a concave

function regarding A because the second derivative of the manufacturer’s profit function
regarding A is negative. Therefore, we have:

O2E[ITL,(w, A, 1)]

s — —(5+1)0DoE[e}]Ba(w — o) (p~)a TA"OTD) <0 (A1)

Consequently, the optimal value of A is now obtained by setting the first derivative
regarding to A equal to zero, which is given by

M0 A ] _ ok, )pao — ) (pe)a 7404 1= 0

A
So, we have:
=0 (A2)
w ="? (A3)
2
A* = (8DoE[ed)Ba(w — ) (p=*)a~7) T (A4)

To solve the retailer’s problem, z is defined asz = (p —w —d)(p~¢) ; w+d < p.
Taking the partial derivative of z regarding p yields:

0z _ _ e
5y = P e T pmw—d) =0 = (T (pe(p-w-d) =0 (AD)
From Equation (A5), it is easy to see that p~*~! > 0. Thus, the value of p = p;

is equal to e(zujld). The range of z is determined so that p=w+d =2z=0, p =p; =

z= 676(%)1% >0,and p = o0 = z = 0. So, the maximum value of z is the yield when

. .. . 1-
p = p1 and its minimum value is zero. Hence, 0 < z < efe(ze"_*f ) ‘. As a result, the
retailer’s objective function shown in Equation (16) is rewritten as follows:

MaxE[I1}(p,a)] = DoE[e}]z(ay — Boa  TA™%) — (1 —t)a
P _ (A6)
st 0<z< e’g(?é’%ld)l e, 0<a

Of course, the expected profit E[IT}(p,a)] regarding z is an increasing function be-

1
cause its partial derivative regarding z is a positive value (W = DoElef](ar —
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Baa~7A~%) > 0). Therefore, in this case, the optimal value of z is equal to e~¢(%E )
2

[a 2(17 ﬂ)}
= —(7+1)yDoE[ef]zB2a~ ("*2) A=¢ < 0. Thus, the optimum value of a is now obtained
from the first derivative. As a result, the optimal solution of the retailer’s problem is as

follows:

Now, the second derivative of the retailer’s profit function regarding a is equal to 2

e(w+d)
e A7
P ] (A7)
1—e
e eqwtd
2= (5 (A8)
1
D Ele* A*& 7+T
1-—t
Using the obtained solutions, the following equilibrium points pl = 62%, wh = %,
d—c)+2 _ dc)ae\ 0
B =0, AN = ()42 and oY = (vDoElef]Bae(2) ) ((9) 405 Tare

derived. It is important to remark that we use superscript N to denote the Nash game.

Appendix B. Proof of Theorem 2

In the second model, we can claim that the manufacturer’s profit function is a concave

function regarding A because W =—1E [ Tlkow(1 — p)A’% < 0. So, the optimal

value of A is obtained by using W = LE[ef]kow(1 — p)A’% —1=10. Conse-

quently, the optimal solution of the manufacturer s problem is given by t* = 0, w* = £,

2
and A* = (2 leflkow(1 —p)) . Now, zis definedasz = (p —w)(1 —p);, w < p < 1L

Then, taking the partial derivative of z regarding p leads to Q =(1-p)—(p—w)=0.
(w+d)

So, the value for p = p; is equal to . Additionally, the range of z is obtained when

p=1=z=0,p=p1=>z= (1Tw) >0,and p = w = z = 0. Therefore, we can write

the following optimization problem:

MaxE[[12(p,a)] = E[e}]z f+2k2\ﬁ) (1—t)a (A10)

(k1
st 0<z<(159)%, 0<a

Following the same procedure as the first model, the optimal value of z is equal

2
to (152)2. Since 357[12}} = —1E[e* zkla’% < 0, a* is obtained using the first derivative
2 da =19 &
aEgl;[’] = %E[eﬂzkla_% — (1 —1t) = 0. Thus, the optimal solutions of a*, p*, and z* are

x 2
a* = (g([il]g (1—Tw)2) ,pf =% and z* = (1_7“’)2 Hence, by using these solutions, the

equilibrium points p) = 2, w) = 1, ) =0, AY = ;L E[e} }2k2 and a) = ;L Elef] k2 are
easily derived.

Appendix C. Proof of Theorem 3

In this case, as mentioned earlier, the manufacturer and the retailer play a leader and
a follower, respectively. So, under this approach, the best responses of the retailer should
be substituted (i.e., Equations (18) and (19)) into the manufacturer’s profit function. The
manufacturer’s profit function in the first model changes to:
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)

—e X 6 e w+d 1€ %
MMH (wAtﬂ:ﬂﬁde—@xG%gg M_m(ﬁwmhﬂ:(ﬁ) >7A5)

YE[e¥]Dop A—Je—e(w-#d)l*" ﬁ (All)
0P2 o—1
—A-t : Tt ' )
st.0<A, c<w<1 and0<t<1
By simplifying the above equation, we have:
1= 71 el 79 11
MaxE[ n(w A= —A-— E[el]WDO AT — 1) 77 (e — 1) 77 Le 1(w+d)v+1ﬁ2 Ty 7
E[el]% 07+1A7+1(1 —f)7 H o =g FHT o 771 (Al2)

B o= 1) et (w+d) T (0 — )y 197
+E[ef]Doaz(e —1)°e ¢ (w +d) “(w —c)

Equation (A12) can be rewritten as follows:

i
+1

Max E[IT},(w, A, t)] = A+ xATI(1 - t) v+1t+yAv+1(1 — )7 4z (A13)
where x, y and z are given by:
L 1 e-1 ;f loe =~ 1 1
x = —E[e]] " TDo7 T (e — 1)1 e (w + d) 71 oy vl 71 (A14)
1 S =4 +e) A=t
y = —E[]7T Dy (e — )7 T (w ) T (w0 — )y (A15)
z = Elef]Doaa(e — 1) “(w +d) “(w —¢) (A15)

To determine the optimal value of ¢, first, take the first derivative of I1,, regarding ¢
and then set it to zero. So, the procedure is as follows:

—(r+2)

OE[I1L, (w,At 1 R
w = <(1 *t)’H’l —+ ’Y‘Fl(lit) 7+1 t)xA’y+l — %(1 *t)’H’lyA’H’l (A17)

1 (1+2)
=77 ATI A=) T (Y1 =) (x—y) +x) =0

(r+2)
Forevery A > 0and 0 < t < 1, we have —AW“ (1—1) v > 0. Therefore, the
partial derivative is determined by using (1 — t)(x —y)+x. As aresult, we have t =
1+ . The optimum value of  as a function of w is now obtained by substituting x and

(w+d)
y(w—+d)—(e—1)(w—c
as when there is no noise effect. However, according to the research of Szmerekovsky and

(w+d)
y(w+d)—(e—1)(w—c)
is always equal to zero and in this case (with the noise effect) by using the same approach,
it can be shown that the optimal value of t* is zero, too (see Szmerekovsky and Zhang [11]).

Moreover, to determine the optimum value of A, we get the second partial derivative

of Equation (A13) regarding A as follows:

X
v(x=y)
y given in Equations (A14) and (A15), respectively. So, t = 1+

) is the same

Zhang [11] in which they have shown that the optimal value of t =1+

2 1 (0+27+2) _ (§+2 +2)
aE[Hm(z;J,A,t)] :5((5+7+1)A 2y x(l_t)ﬁt+5(5+7+21)A T y(l_t)% (A18)
o4 (y+1)? (r+1)

According to the signof xand y, forallc < wand 0 < t <1, wehave % <0.

Thus, the optimal value of A is obtained as follows:

1 - ) - - )
B (WAL _ 0,5 x(1— )71t — ’yj-1A K y(1 -7

A T+1 =0 (A19)
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So, we have:
A(Hﬁl) 0 1—t¢ 7T F+y(l1—1)) (A20)
Y = — — _
)Tt 4y

By replacing the values of x and y shown in Equations (A14) and (A15), respectively,
the optimal value of A is as follows:

A= §1+715 Ele ]l+’y+0 Dy 1+'y+5 (e—1) 1+'y+561+'y+0 (1—1t) 1+,,+(, (w+d) 55 B2 1+'y+6r)/1+716 (y+1) 15,1;335) (A21)
14y

X(y(w+d)t+ (w—rc)(1—t)(e— 1))1+7+(5

To get the wholesale price w, we must determine the first derivative of E[IT}, (w, A, t)]
regarding w.

QLI (w.AD)] zsz[ei‘]Do(ﬁ)_e [—ew+d) " (w—c)+ (w+d) |
1
~E[ef]Do(57) "~ (v 7BaElef] "Dy TA e (e —1)7*”<1—t>”)”“
(7+¢) —(2y+e+1) —(r+e) (A22)
{ = (w+d) T (w—c)+ (w+4d) 7+1

(o lIDuAe (o= 1) 1) T [ o+ )

Then, the optimum value for w is calculated by using Equation (A22). By using the
optimal value of w, the other optimal values are obtained.

Appendix D. Proof of Theorem 4

In this case, similar to the previous one, the follower’s responses should be substituted
(i.e., Equations (20) and (21)) into the manufacturer’s profit function (E[T1%(w, A, t)]) as
follows:

Max B[ (0, 4,0)] = Elef] () (S5 (1559)7) + a7 ) — 4 — S (e’

4(1 £)? (A23)
st.0<A 0<w<1, and0<t<1

The optimal values of A, t, and w are determined using the first partial deriva-
tive of E[I12,(w, A, t)] regarding A, t, and w, respectively. From the first derivative of
E[I1%,(w, A, t)] regarding A, the optimal value of A is:

JE[I% (w, A1)  E[ef]ky 1—w Elei’’3 , >
_ 1= — =l 20 24
oA 2\/2(2)10 1=0 =A 16 w (1 —w) (A24)
The first derivative regarding t is given by:
BE[H%,(w,A,t)] _ (El ]Zkz 1-w 3 _ E[ei‘]zk% t+1 1—w\4
ot - (2(1—f)2 )]( 23 2) w i ( (1—1‘)3 )( 2 ) (AZS)
_ EqI (58K b1 (1 —
- 12(1—2;)2 ; [w i-p (1 )} =0

Hence, the optimal value of t is:

Sw—1
= A2
3w +1 (A26)
Moreover, the first derivative regarding w is equal to:
2
OE[IL (w, 4, )] _ 8k (1 —2w) (1 — £)*VA + E[ef]k3 (1 — 4w) (1 — w)*(1 — t) + E[e}]k3 (1 —w)’t = 0 (A27)

ow
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Substituting the optimal values of A and t into Equation (A27) yields:

OEIIT (roA)] _ 8(1 - 20) (X2 ko (P01 — w)) (A28)
FE[fIR (1 — dw) (1 - 0)? (5T + Elef (1 —w)’ 3554 =0

Equation (A28) is expressed as a quadratic function of w and is shown as below:

w?(16ky? + 9k3) — w(8ko?) — k3 = 0 (A29)
Since 0 < w < 1 and using k = k2 , the optimal value of w is as follows:
4k + /16k? + 16k +9
B 9+ 16k (A30)

Using Equation (A30), the optimal values for the decision variables are derived and they are

2
given by ASM = (E[ei‘}kz>2 o [ (/16K +16k+9—4k) -1 pSM — (V16k2+16k+9—4k)+1 [SM _
2 4 (V16K +16k+9—4k)" 2 2(V16k2 1 16k19—4k) ' 2

544k— V16K F16k+9  SM _ 1 and M = (E[ ] ) (V16k?+16k+9—4k)—1
3—4k++/16k2+16k+9” = 2 V16k2+16k+9—4k” 16 V16k2+16k+9—4k

3+ (V16k%+16k-+9—4k)
V16k2+16k+9—4k

to the Stackelberg game when the manufacturer is the leader.

2
) . It is important to remark that we use the superscript SM to refer

Appendix E. Proof of Theorem 5

1
o0+1

As in the previous section, t = 0, w’ = %I, and A = (5D0/32(w - C)(p')feu’”Y)
should be replaced into Equation (16); then, the retailer’s objective function is:

MaxE[ITH(p,)] = ELe{ Do(p! — /) (¢ + (c+)) (a2 = poa~74~%) — (1= )a
st. w' <p' and0 < g,
(A31)
To solve this problem, we define y = & (p’ + (c +d)) *. Then, by taking the partial
derivative of y regarding p’, we have:

0 1 ! e (1 7 -

anf S (et+d) " = By +(c+d) " = (¢ + (c+4)) 6(2 —De(p' + (c+a) 1) =0 (A32)
Since (p' + (c+d))”° > 0, from Equation (A32), the value of p = pl is equal to p =

() T >0,

and its minimum value

”d . The range for y is determined as p' =0=y =0, p’ = C*’f =y=

and p' — o0 = y = 0. So, the maximum value of z is p’ = C+d

e 1-
is zero. Therefore, the range for yis 0 <y < ET(‘:_F—‘li) ‘

Equation (A31) is rewritten as follows:

. Now, the retailer’s problem in

MaxE[IT} ()] = Efe]Doy(sz — paa~7(3Paya™")71) ~a

—e 1-
st 0<y< S (H) ™ and0<aq,

(A33)

The optimal value of y is equal to ¥* = Ymax = % (g*“f) ~°. Since the second
derivative of E[IT}(p,a)] regarding a is negative, the optimal value of a is obtained as
below:

O’E[IT} (p,a)] Y+o+1

1 =0 =7 _
02 —_(511)( o+ 1 )E[el]DoyB2 1 (SyE[ef]Do) #1asi 2 <0 (A34)
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So, we have:

JE[TTL =0 —(y++1)
EMLpal — Y E[e¥]|Doypy o1 (SyE[e}] Do) #Ta~ 551 —1=0
1 =5\ THyad ; (A35)
= ga= (7W> (yE[eX] Do) ¥771
According to the Equations p’ = p — (c +d) and p’ = %, we have p3R = <4 4 ¢+ 4.

Hence, w;R = 2 ( CM) + <4, Using Equation (A35) and y* = & (i‘f)l_e, we have aR =
ﬁ (Hi(sl (erl —e 1—e\ 3 : 1
<7/32;+‘;> ( E[ef]Dy%- (£14) ) "7 Additionally, we will have the optimum

1
values of t°R = 0 .and AR = (5[32]:" [e1]Do %5 (C+d) 'Y) ! for the Stackelberg-retailer

equilibrium solution. Note that we use the superscript SR to refer to the Stackelberg game
when the retailer is the leader.

Appendix F. Proof of Theorem 6
2
By substituting Equations t* = 0, w* = §,A* = (%E[ei‘]kﬂv(l - p)) into Equation

(17), the retailer’s objective function is:

MaxE[I(p, )] = Elef]5 (1~ p) (kav/a + {Dok3p(1— p)) —a
st 0<p<1and0<aq,

(A36)

We definey = £(1 — p). According to g% = (1;}7) — § =0, the value of p = p, is equal
to % The range for y is determined such thatif p=0=y=0,if p=p; =y = % >0,
andif p=1=y=0,s00<y < %. Now, the retailer’s profit function shown in Equation
(A36) is re-expressed as follows:

Max E[1(p,a)] = Ele{ly (k1 va + } Dokr?y) ~

(A37)
s.t. Ogygé and 0 < g

Similar to the first model, the optimal values of y and a are equal to y* = Ymax = %
and w = 1E[e"]klya’% —1 = 0, which yields a = (3E[e x]kly)z. Therefore, the

2
optimal values are p38 = 1, w3k = 1 58 =0, a5% = (E[el]k1> and A3R = (E[eﬂ%) :

Appendix G. Proof of Theorem 7

To prove this theorem, z is defined as follows:

z=(p—c—d)(p™)
st.c+d<p (A38)
The first derivative of z regarding ¢ is equal to a—z =pCf—epHp—c—d) =
p(l—epl(p—c—d)) =0.Sincep™® >0,p=p; = ((e+)) if p=c+d=2=0,if

p=p1=z= e’e(?“‘li) >0,andif p — 00 =z =0.S0, wehave 0 <z < e’e(%)1 ‘.
The objective function of the supply chain problem shown in Equation (23) is expressed as
follows:

Max E[[T(p,a, A)] = DoE[ef]2(as — pra 7A~) —a — A

paA (A39)

e

1—
st 0<z<e®(<4) " and0<a, A
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1 1—
Since w = Do(ag — B2a~TA™%) > 0, we have z* = zmax = e_e(%) ‘. To

determine the optimal values for A and a4, we calculate the second partial derivatives for
the total supply chain profit in Equation (23) regarding A and a,

OE[T(p,a, A)] =1 4—5 PE[Te(p,a,A)]  —v(v+1)DoEle]paz
—Scaa = yDoE[ef]Baa™"TTATz -1 = S§g2 = e <0 (A40)
OE([Tk(p,a, A)] s ?E[[T(p,a,A)]  —6(6+1)DoElef|Baz
SCB—A = ODoE[e})BoA a1z -1 = ngz = N <0 (A41)

Since the second derivatives are both negative, the optimal values of A and a are easily
obtained from the first derivative:
1

a= (YDoElel]p2A™0z) " (A42)

1

A = (6DoE[ef]Boa™z) *1 (A43)

Hence, the optimal values for the decision variables in the cooperative game are

1
e(c+d ) ) _ dy1—e\ 3+9+1 ..
P = ((6_1)), AP = Zaf and af’ = ((%) DoE[ef]Bae ¢ (£9) ) . It is important to

mention that we use the superscript co to refer to the cooperative game.

Appendix H. Proof of Theorem 8
According to the objective function of the supply chain given by Equation (24), z is
defined as follows: ( )
z=p(l-p
st. 0<p<l1 (Ad4)
Such thatif p=0=2z=0,if p=py=z=1>0andif p=1=2z=0. So, we
have0 <z < }1 and then we can rewrite the objective function as follows:

Max E[[ T (p,a, A)] = Elef]z(kiv/a+ kov/A) —a — A

s.t.OSzS%, 0<aqg A

(A45)

2
Since w = Elef](kiv/a+ kov/A) > 0, we have z* = zpay = %. To obtain the
values of 2 and A we use the Hessian matrix as below:

PE[Te(paA)]  PE[MIa(paA)] *"\1/5 0
— 2 0a0A _ 4a\/a
H=1 2rfpnn  2EE(paa) _[ oz ] (A46)
910 A QA2 1AV A

The Hessian matrix is negative definite, so the optimal values are:

OE[T%(p.a, A)]

1 L 1 2
oA ezt —1-0 =a- <2E[eﬂk1z) (A47)

2 2
—aE[HSCa(Z’”’A)] = %E[eﬂkzzA_% ~1=0 =A= (;E[eﬂkzz) (A48)

Therefore, the optimal values of the cooperative game in the second model are p5° = %,

AP = (%E[e;f]kz)2, and a$° = (%E[e;f]kl)Z.
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