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ONLINE REVIEWS AND SPILLOVER EFFECTS IN THE DUAL-CHANNEL
SUPPLY CHAIN: A CHOICE STRATEGY OF SALES FORMAT

T1aN-Hur You?!, CHUN-Y1 L1u?*® AND BING-BING CA0?

Abstract. We investigate strategy choice of sales format considering online reviews and the spillover
effect in a dual-channel supply chain. Generally, online and offline consumers read online reviews before
purchasing, and thus offline retailers will be subjected to the spillover effect of online reviews. We
develop joint product quality and service level decision models in reselling and agency selling with
online reviews and the spillover effect. There are some interesting findings: first, the optimal service
level and product quality increase with online reviews and spillover effect. Second, counterintuitively,
the spillover effect of online reviews benefits not only the offline retailer and manufacturer but also the
online retailer in some circumstances. Moreover, the win—win sales format for the manufacturer and
online and offline retailers exists in some circumstances. Finally, it is interesting to find that consumers’
channel preference in the agency sales format is more important than in the resales.
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1. INTRODUCTION

Online shopping has become a popular choice in people’s daily lives due to the popularization of information
technology and the growth of e-commerce [15]. The report shows that from 2017 to 2020, e-commerce retail
sales in the US grow from 279 727 million to 374 375 million [6]. E-COMMERCE IN CHINA 2019 shows that
e-commerce transactions in China reached 34.81 trillion yuan in 2019 [22]. E-tailers such as Amazon, Taobao,
JingDong, and others have launched online review systems to alleviate consumers’ uncertainty about products.
As online reviews contain more information than the seller’s product description, they have become an important
information source for consumers to learn about product quality before purchasing [19]. eMarketer states that
92% of consumers read product reviews before purchase and 64% spend more than 10 min reading online reviews
[10].

Consumers’ willingness to pay rises for positive online reviews. According to Ye et al. [40], a 10% improvement
in reviewers’ ratings of Ctrip, the largest travel website in China, translates into a 4.4% increase in hotel sales.
To attract more purchases, sellers tend to improve online ratings by improving product quality and online
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service level. On the one hand, quality improvement can raise the positiveness of customer reviews [37]. On
the other hand, a good online service experience improves consumer purchase satisfaction, for example, the
after-sales service expands the amount of positive additional comments [21]. As a result, the applause rate, i.e.,
the proportion of positive reviews, can affect firms’ product quality and service level decisions.

In fact, not only online consumers but also offline consumers gather information from online reviews before
purchasing. A 2016 survey by Populus shows that 60% of UK internet users say online reviews influence their
fashion purchase decisions, both online and offline [11]. Another survey by Power Reviews shows that 70% of
consumers prefer to read product ratings and reviews when shopping in brick-and-mortar stores [32]. Such an
impact of online reviews on offline purchases triggers a spillover effect. Consumers can buy products from either
online retailers or physical stores. Before purchasing, online and offline consumers read online reviews: online
consumers generate a quality expectation of the product based on online reviews, and offline consumers generate
a quality expectation based on online reviews and their in-store experience. Then, after receiving the products,
online consumers post reviews based on their experience, which positively correlated with the actual quality of
the product and the level of online service.

There are two types of online sales forms in practice: reselling and agency selling. In the resales format,
the manufacturer wholesales products to the online retailer, who resells them to the end consumer. In agency
selling, the online retailer acts as a platform, and the manufacturer sells products directly to end consumers via
the online platform, paying an agency fee to the online platform for each transaction. These two sales formats
are widely applied in practice, e.g., JD.com uses a reselling agreement when working with Huawei, Coach, and
Burberry, but an agency selling agreement when working with Topsports and Sephora [20].

In recent years, online reviews have become a hot topic. However, research on the impact of the spillover effects
caused by online reviews in the dual-channel supply chain is rare. Therefore, it is critical to investigate how
online reviews and spillover effects affect decisions on product quality, service level, and sales format selection
in a dual-channel supply chain. To address this problem, the following three sub-issues need to be considered:

(1) Considering online reviews and the spillover effect, what are the optimal product quality and service level
decisions of the manufacturer and retailers in reselling and agency sales formats, respectively?

(2) How do online reviews and spillover-related parameters influence optimal policies and profits?

(3) Which sales formats are preferred by chain members?

This paper investigates the impact of online reviews and the spillover effects on product quality, service
levels, and sales format selection decisions in a dual-channel supply chain. We develop a two-stage Stackelberg
game model in which the manufacturer is the leader, determining wholesale price and product quality first, and
the online and offline retailers are followers, determining their service level. By using the backward induction
method, we obtain the optimal policies and profits of chain members in reselling and agency sales formats.
Then, we examine the effects of online-reviews-relevant parameters and quality and service cost parameters on
optimal policies and profits. Finally, we compare the optimal policies and profits of chain members in two sales
formats to show the optimal sales format from many perspectives.

The main contributions of this paper are as follows: (1) In contrast to the previous research on online reviews
focused on the role of product quality in improving online ratings, we consider that both the product quality
and online service level positively affect the applause rate, and examine the manufacturer’s product quality
decision and the retailers’ service level decisions. (2) In contrast to many studies that assume offline consumers
have perfect product knowledge, we consider that offline consumers are uncertain about product quality and
read online reviews before purchasing. (3) Based on the above motivation, we investigate the spillover effects
caused by online reviews on the dual-channel supply chain. This topic hasn’t received much attention in the
literature so far.

Our work provides some interesting results. First, equilibrium product quality, wholesale price, and online
and offline service levels increase with online reviews and spillover effect but decrease with product quality cost
and service costs. Second, compared with the resales format, consumers’ channel preference in the agency sales
format is more important for the manufacturer and retailers. In the resales format, consumers’ preference for
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the online channel does not affect optimal policies and the manufacturer’s profit. However, in the agency sales
format, the increase in consumers’ preference for the online channel helps to improve (or reduce) the product
quality, wholesale price, and online and offline service levels, depending on the marginal profit in the online
channel. Third, not only the manufacturer and the online retailer but also the offline retailer may benefit from
the spillover effects of online reviews on offline sales. Fourth, the optimal online sales format could be different
from the perspective of the manufacturer, offline retailer, or online retailer. But the win—win choice exists in
some circumstances.

The remainder of this paper is organized as follows. We review the relevant literature in Section 2 and
describe the problem, notations, and assumptions in Section 3. Then, in Section 4, we develop and solve the
model. In Section 5, we provide a sensitivity analysis of the optimal policies and profits to the main parameters.
In Section 6, we investigate the optimal sales format. Next, Section 7 provides some managerial insight for the
manufacturer and retailers. Finally, Section 8 summarizes the key findings, the managerial implications, and
future research prospects.

2. LITERATURE REVIEW

Our study builds on two streams of research: (a) supply chain decisions considering online reviews and (b)
supply chain decisions with spillover effect.

2.1. Supply chain decisions considering online reviews

The first stream of literature is on supply chain decisions considering online reviews. Shin et al. [31] model the
process of consumer learning based on Bayesian theory to study the impact of online reviews on the interaction
between a dynamic pricing firm and a consumer population. They suggest that consumers could update their
beliefs about the product’s quality and the expected degree of misfit between the product and their needs by
reading online review information. Moreover, some studies simplify the model to focus on the increased sales
effect of online reviews on consumer valuation of products to investigate the role of online reviews in brand
competition, consumer return, remanufacture, and so on [27,34]. Besides, some scholars attempt to model the
process of consumer rating [21,29, 35, 37]. However, the role of online reviews in offline consumer purchasing
behavior is rarely considered in the above studies. Yang et al. [39] investigate the impact of online reviews on
the players in the dual-channel supply chain, finding that online and offline prices can be higher or lower with
online reviews in the decentralized channel structure. Different from Yang et al. [39] that online reviews are
assumed to have the same impact on both online and offline consumers, Li et al. [15] find that offline retailers
have the incentive to display online reviews in-store, therefore, offline consumers can reduce their uncertainty
about product fit rely on in-store information and online reviews. They explore the online review integration
strategy of the offline retailer, finding that the offline retailer should be cognizant of its online competitor’s sales
format before integrating online reviews. Li et al. [15] and Yang et al. [39] showed that online reviews have an
increased sales effect in the offline channel. Different from Li et al. [15] and Yang et al. [39] treat online reviews
as an independent parameter, we consider the online rating to be determined by the product quality and online
service level to study the impact of online reviews and its spillover effects on the manufacturer and retailers
decisions.

2.2. Spillover effects in dual-channel supply chain

Our study also related to the spillover effects in dual-channel supply chain [38]. In this stream, Bell et al. [5]
proves that physical stores generate operational spillovers to the other channels by attracting customers with
a higher cost-to-serve. The spillover effects from offline to online have been investigated by many scholars. The
most prevalent spillover effect from offline to online channels is showrooming. It occurs when consumers enjoy
the services or advertising from physical retailers but complete their purchases at an online store [18]. However,
there is also a spillover effect from online to offline channels. Zhen et al. [42] find that for digital products,
internet sales can boost offline sales, particularly in the absence of piracy. Dong et al. [9] investigate the impact
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TABLE 1. Literature summary of closely related research.
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of online-to-offline spillovers on the price and quality strategies among competing firms. Moreover, Sanchez et al.
[30] and Chae et al. [8] have focused on the spillover effects of online word of mouth. According to Chae et al.
[8], the WOM of one product could spill over to affect the WOM of its competing products. Kwark et al. [14]
investigate the spillover effects of online reviews for the substitutive and complementary products. However,
researchers rarely study the spillover effects of online sales to offline sales caused by online reviews. Li et al.
[15] prove that physical stores benefit from integrating online reviews from online channels. Different from the
above studies, we consider that offline consumers read online reviews and that online reviews could spill over to
affect offline sales.

2.3. Research gap

By summarizing the connections and distinctions between our work and the existing related research, we find
research gaps between our work and the existing related research. Table 1 shows that there are rare studies on
the quality and service level decisions and the sales format selection strategy in dual-channel supply considering
the spillover effects caused by online reviews.

In reality, however, the quality of the product and the online service level are two important factors that
influence online reviews. On the other hand, online reviews have spillover effects on offline sales. Thus, it is
important to explore the optimal quality and service level policies in a dual-channel supply chain, considering
online reviews and the spillover effect. Besides, there are two main online sales formats, namely reselling and
agency selling, therefore, it is also important to investigate the choice strategy of sales formats based on the
above background.

3. PROBLEM DESCRIPTION, NOTATIONS AND ASSUMPTIONS

3.1. Problem description

In a dual-channel supply chain with one manufacturer, one offline retailer, and one online retailer, the manu-
facturer sells homogeneous products with quality ¢ through both the offline and the online retailers. The supply
chain structure is shown in Figure 1.

The offline retailer and the manufacturer enter into a reselling arrangement in which the offline retailer
purchases products at wholesale prices w from the manufacturer and resells them to consumers at retail prices
p and service levels s;.
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FiGURE 1. The structure and interaction process of supply chain with online reviews and
spillover effects.

The online retailer and the manufacturer may enter into a reselling arrangement or an agency selling agree-
ment. In the resales format, similarly with the offline channel, the online retailer purchases products from the
manufacturer at wholesale price w and then resells them to consumers at retail price p and service level ss.
While in the agency sales format, the online retailer acts as an online platform providing a service level so. The
manufacturer sells products directly to consumers with price p and pays an agency fee of £ percent of sales
revenue to the platform.

Consumers buy products through both online and offline channels based on online reviews. Online consumers
estimate the quality of products by reading online reviews posted by early consumers. After receiving the
products, they publish new online reviews based on their experience as a reference for future consumers. Offline
consumers estimate product quality and make purchasing decisions based on their experience in the store (such
as touch, try, salesperson’s explanation, etc.). However, for some products, such as computers, cameras, mobile
phones, etc., a short experience may not be able to learn all the information about the product. Therefore, some
offline consumers search for online reviews about the product before purchasing. Thus, online reviews affect not
only online sales but also offline sales [39].

Online reviews of products are positively correlated with product quality and online service level. As expected,
improving product quality helps to increase the proportion of positive reviews [37]. On the other hand, better
online service (including online retailers’ speed in responding to messages, ability to handle after-sales service,
etc.) helps to increase the proportion of positive comments. For example, when a consumer receives an unsatisfied
product, if the seller can respond to the message promptly and propose a good solution, the consumer may not
post negative comments.

The decision sequence in this paper is as follows: the manufacturer is the Stackelberg leader and decides the
wholesale price w and the product quality ¢ first; the offline and the online retailers are the followers who decide
their service levels. The game between online and offline retailers is the Nash game.

3.2. Notations and assumptions
The notations involved in this paper are listed as follows:

Decision variables

Si The service level of the retailer 4, ¢ = 1,2 represent offline and online respectively;
q The quality level of the product;
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w The wholesale price per unit of the product.
Parameters

P Retail price per unit of the product;

a The basic market demand of the product;

1) Consumers’ preference for the online channel;
I6] Service level elasticity of the demand,;

A Applause rate elasticity of the demand;

k Spillover parameter;

by Online service level elasticity of the applause rate;
b Product quality elasticity of the applause rate;

0 Basic applause rate;

£ Agency fee;

v Quality cost coefficient of the manufacturer;

i Service cost coefficients of the retailer i, ¢ = 1, 2.
Functions

r The applause rate;

D; Demand function, i = 1, 2;

j Profit of j, j = M (manufacturer), R1 (offline retailer), R2 (online retailer).
Moreover, to facilitate model building and solving, we propose the following assumptions:

Assumption 3.1. This paper uses a uniform pricing strateqy to reduce channel conflicts, i.e., the same retail
price for online and offline channels [35]. To highlight the research focus: on product quality and service level,
this paper assumes the retail price is an exogenous variable determined by the wholesale price, i.e., p = tw and

t>1 /7.
Assumption 3.2. The agency fee is exogenous, as the agency fee does not change after publication [36].

Assumption 3.3. The manufacturer’s quality investment (vq®) and the offline and the online retailers’ service
investments (11512 and pzse?) are increasing and convex in quality level q, service levels s and sz, Tespectively

[8].

Assumption 3.4. To simplify the model and calculation, the cost of the manufacturer product per unit product
is assumed to be 0 [41].

4. MODEL AND EQUILIBRIUM SOLUTION

4.1. Demand functions

The demands are the linear decreasing function of the retail price and the increasing function of the service
level and the applause rate. Then, the demand functions in the offline and the online channels are represented
by equations (1) and (2).

Dy =(1—¢)a—p+ Bs1 + \kr (1)
Dy = ¢a—p+ fBsy+ Ar. (2)

The first part in equations (1) and (2) represents the potential market demands for the offline and online
channel, in which consumers’ preference for the online channel ¢ € [0, 1]. The second part represents the impact
of price on market demands. The third part represents the impact of service level on market demands, in which
B > 0 [12]. The fourth part represents the impact of online reviews on demands. As online reviews have a
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stronger impact on the online channel than the offline channel [18], the spillover parameter k € [0,1]. The
applause rate, r, can be regarded as the proportion of positive reviews.

The improvement in product quality and online service level helped increase the proportion of positive
reviews. Thus, the applause rate is a linear and increasing function of the product quality and the online service
level. In addition, the applause rate is also influenced by platform policies, consumer types, logistics, etc. The
basic applause rate, g, describes the applause rate generated by these components. Thus, the applause rate is
represented by equation (3).

T:b182+b2q+7’0. (3)

4.2. Game model and equilibrium analysis

4.2.1. Resales format

In resales format, offline and online retailers procure products from the manufacturer with the same wholesale
price w and then resell them to consumers with different service levels. For example, JD Supermarket and Tmall
Supermarket, two typical resale online retailers, wholesale products from manufacturers like Huawei, Lenovo,
Dyson, etc., and then sell them to consumers. According to the demand functions as shown in equations (1)
and (2), and the applause rate function as shown in equation (3), the profit functions of the manufacturer, as
well as offline and online retailers can be characterized by equations (4)—(6).

S = w(Dy + Do) — vg? (4)
T = (p— w)Dy — sy (5)

Ty = (p— w)Da — pas®.

—~
(@)
=

As the manufacturer is the Stackelberg leader, the offline and online retailers are the followers. The optimiza-
tion problem of the supply chain in resales format can be characterized by Model RS.

Model RS

max e (s1(q, w), $2(g, w), g, w)
max 1} (s1]q, w),
st ¢ %t

H};aXﬂ'%g(Sﬂq, w).
S2

By using the backward induction to solve the Model RS [24-26], the optimal product quality ¢"5", wholesale
price wRS", offline service s85" and online service s85 are summarized in Theorem 4.1.

Theorem 4.1. In resales format, only when v1 > 0 there are uniquely optimal policies. The optimal product

quality ¢®5", wholesale price wS™, offline service s%5° and online service s55° are:

&S = boA(k + 1)papa(a + (k +1)Aro)

gg!
RS 241 pov(a J;l(k + 1)Aro) ()
GBS Bua(t — 1)“((171‘" (k+1)Aro) )
858* _ H1 (t — ].)’l}(bl)\ + 6) (a + (k + 1))\7“0) ] (10)

71

In which, 1 = 8y patv — b3N2(k + 1)2py o — 20(t — 1) (8% + p1(bi A + B) (b1kX + byA + B3)) > 0. (The proof is
in the appendiz.)
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By comparing the optimal service level between offline and online channels, we have Corollary 4.2.
Corollary 4.2. In resales format, when p1 = s, the optimal online service level is higher than the offline.

Corollary 4.2 states that the optimal service level of the online retailer (s¥57) is higher than the optimal
service level of the offline retailer (s§") when the service cost coefficient of the offline retailer and the online
retailer are equal. This is because the level of the online service can directly impact online reviews, and as online
reviews affect both online and offline consumers’ purchase decisions, the level of the online service is much more
important than offline service. This explains why many online retailers, such as JD.com and Vipshop, offer
door-to-door return services to gain a good WOM.

Furthermore, substituting equations (7)—(10) into equations (1) and (2), then the optimal demand function
in both channels (D}S™ and DS™) and total demand function (D®S7) in resales format which are summarized
in Corollary 4.3.

Corollary 4.3. In resales format, the optimal offline demand D:ll)”s*, online demand D2RS* and total demand
DRS™ qre

. t—1 2 kb Aby)| =2 t 2p,2(1
RS =(1—¢)a+/\kr0+vw( ) (1287 + 1 Akby (B + Aby) | — 207241 p12 LN (14 K)y

2p1 21 2m
2
. U2 [(t —D(B+Ab1)" — 2u2t] A2b,% (14 k
DRS™ = a+ \ro + R M St )l (12)
2271 27
prs' _ 72 Xb(L+ k)" (13)
4piq o 4y

In which, v2 = 2uipa(a+ (k+ 1)Arg).

Substituting equations (7)—(12) into equations (4)—(6), then the optimal profit of the manufacturer, as well
as offline and online retailers in resales format which are summarized in equations (14)—(16).

2
RS* U2
RS = Y2 14
M Ay pra pro (14)
Jrsr _ (t—DvyDy B2(t — 1)*v?y3 (15)
i " 43
rsr _ (E=DvpDs  (E—=1*(B4Mb1)’v?3 16)
2 " Apor?

4.2.2. Agency sales format

In the agency sales format, the online retailer becomes a platform, the manufacturer becomes an e-seller. The
manufacturer sells products to consumers through the platform and then pays an agency fee £ to the platform.
For example, some brands, like Uniqglo, Muji, Sephora, etc., sell products to consumers directly through their
own Taobao online shop and pay Taobao.com agency fees. The profit functions of the manufacturer, as well as
offline and online retailers, can be characterized by equations (17)—(19).

ﬁ]‘éfs =wD; + (1 —&)pDy — vg? (17)
T = (p— w)D1 — sy (18)
TR = EpDa — pasa’. (19)

Similar to Model RS, the manufacturer is the Stackelberg leader, then the optimization problem of the supply
chain in the agency sales format can be characterized by Model AS.
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Model AS

If]l%}X 7T1\A/[S(51 (Q7 U.)), 52 (Q7 U/), q, U.))

H}Q?X W%?(sl |q7 'LU),

s.t.
max W§§(52|q, w).
2

By using the backward induction to solve the Model AS, the optimal product quality ¢™S", wholesale price
wAS”, offfine service 525" and online service 555 are summarized in Theorem 4.4.

Theorem 4.4. In agency sales format, only when p1 > 0 there are uniquely optimal policies. The optimal

product quality ¢S, wholesale price w™S™, offline service S?S* and online service s4S" are:
« A
AS 202
= 20
q o (20)
AS* p2v
w = 21
o+ (1-00) 2!
AS* Bpa(t — v
S = 22
U S+ -0 22)
AS* p2tU€(b1>\ + ﬂ) (23)

2 T g+ (1= 0)t)

In ’th'Ch, pP1 = 7b%A2,u1pJ2(k - £t+t)2 - 2u1§tv(b1>\+ﬂ)(b1k)\+ (1 - f)t(b1A+ﬂ)) - Q/BQ[LQ(t — 1)11 +4[L1[LL2tU(1 —
Et+1) >0, po = 2appio(k—Et+1) (1= E)tp—p+1) + 2 g paro(k —Et+1)% > 0. (The proof is in the appendiz.)

By comparing the optimal service level between offline and online channels, we have Corollary 4.5.

Corollary 4.5. In agency sales format, when py = pa, there exist a threshold value & = B(t — 1)/[t(8 + Aby)]
that sf‘s* > s?s* only if € < &y, otherwise, slAS* < sQAS* if € > &.

Corollary 4.5 shows that different from the resales format, in agency sales format when the service cost
coefficient of the offline retailer is equal to that of the online retailer, online service level s?s* may or may not
higher than offline service level s7, depending on the agency fee £. If the agency fee £ is large enough, online
service level SQAS* is higher than offline service level 5‘1“5*. By simplifying the thresholds &j, we find that only
when the online retailer’s marginal profit (p€) times the impact extent of its service level on demand (8+ A\by) is
higher than it is in the online channel (G(p—w)), then the online service level is higher than offline. Consequently,
there are two forces driving retailers to improve their service levels: one is high marginal profit, and another is
service level has a significant impact on their demand. Both are equally important.

Substituting equations (20)—(23) into equations (1) and (2), then the optimal demand function in both
channels (D$5" and D4%") and total demand function (D*8") which are summarized in Corollary 4.6.

Corollary 4.6. In agency sales format, the optimal offline demand DlAS*, online demand D?S* and total
demand DAS" are:

pav (bikApn &t (b1 A + B) + B2 s (t — 1))
2p1p2p1(k+ (1= €)t)
b2kA2pa(k + (1 — €)t) — 2patv

2p1(k+ (1= €)t)
Epatv(bi X + 3)? b3 *pa(k + (1 = §)t) — 2patv
Suapr(k + (1 )1 200 0h (1 6)1)

DS = (1 —¢) +

+ k/\’l”o (24)

D3S" = ap+ + Ao (25)
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- p2v (pét(bi) + B) (b1 (k + DA+ ) + B2pa(t — 1))
2prpzpr(k + (1= €)t)
B3N (k + Dpa(k + (1 — §)t) — 4patv
+ (k+ 1)Aro. 26
20 (k + (1= 8)1) (e 20
Substituting equations (20)—(25) into equations (17)—(19), then the optimal profit of the manufacturer, as
well as offline and online retailers in agency sales format are summarized in equations (27)-(29).

DAST _

ﬂ_AS* B 4p1p21}(D2(1 — f)t + Dl) — b%)\2[)§’0(k + (1 — g)t)

o= 130k + (1= £)) @)
ase  p2(t = Du((k+ (1= t)(2p1(a(l — §) + kArg) + b3kAp2) — 2patv)
T 207k + (1 1)
p3(t — 1)v? (201 kApr EL(bi A + B) + B2 pa(t — 1))
i dpiaptk+ (L= D72 (28)
AS* (2/12(/€ +(1-&)n) (2p1 (ad + Aro) + b%)\ng) + pg’U(ét(bl)\ + 6)2 — 4,u2t)) X Epat. (29)

T =
2 Apgp3(k + (1 — &)t)?
5. SENSITIVITY ANALYSIS

In this section, we explore the impact of key parameters, such as online service level elasticity (b1), product
quality elasticity (b2), spillover effects (k), applause rate elasticity of the demand ()), basic applause rate (rg),
consumer’s channel preference (¢), service cost coefficients (1 and ps), and quality cost coefficient (), on the
optimal policies and profits of the manufacturer and the retailers, and discover several interest results.

5.1. Sensitivity analysis to optimal policy

Proposition 5.1 summarizes the impacts of by, bs, k, A, ro, ¢, p1, o and v on the optimal policies of the
manufacturer and the retailers in resales format.

Proposition 5.1. In resales format, the impact of parameters on optimal product quality ¢®5", wholesale price
wiS™ | offline retailer’s service level slfs*, and online retailer’s service level sgs* are as follows:

(1) The higher by, by, k, X or o, the higher ¢®5", wiS™ | s85" and s557;
(2) The higher w1, po or v, the*less qf‘s*, wRS*,* sBSTand sBS7;
(3) ¢ does not affect ¢®5", wiS" | sBS" and s8S". (The proof is in the appendiz.)

According to Proposition 5.1-(1), when online service level or product quality has a significant impact on the
applause rate, or when online reviews strongly affect market demand, then the manufacturer improves product
quality, and the online retailer improves online service level to get a higher applause rate. For this reason, the
manufacturer’s production cost and the online channel’s market size increased. Consequently, the manufacturer
higher the wholesale price, and the offline retailer improves the offline service level. Surprisingly, when online
reviews spillover affects offline sales strongly, the online retailer improves service level. This is because the more
important online reviews are to offline consumers, the higher the offline demand caused by online reviews,
leading the manufacturer to improve product quality to increase the applause rate. Proposition 5.1-(1) also
indicates that when the basic-applause rate ry increases, the manufacturer and retailers are willing to improve
product quality and service level. As a result, the manufacturer increases the wholesale price for high-quality
and high-service-level products.

According to Proposition 5.1-(2), the manufacturer reduces the product quality when the quality cost coef-
ficient (v) increases. For this reason, the applause rate decreased, and then the market size shrank in both
channels. Consequently, the retailers reduce service levels to decrease operation costs, and the manufacturer
lower the wholesale price for poor-quality products. Similarly, the online retailer reduces the online service level
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when the online service cost coefficient (us2) increases, which leads to a lower applause rate. Thus, the manufac-
turer reduces the quality and wholesale price of the product, and the offline retailer reduces the offline service
level. However, surprisingly, the higher the offline service cost coefficient (u7), the lower the service levels in both
channels and the quality and wholesale price of the product. This is because the lower offline service level leads
to lower offline demand. Then, the manufacturer reduces product quality, which reduces online sales indirectly.
Thus, the online retailer reduces service levels.

Proposition 5.1-(3) indicates that in resales format, the consumer’s preference for the online channel does
not affect the manufacturer’s, the offline retailer’s, and the online retailer’s optimal policies. This is because, on
the one hand, the manufacturer gets the same marginal profit from both channels, resulting in a fixed revenue
for the manufacturer when the consumer channel preference changes. Thus, the consumer’s channel preference
does not affect the manufacturer’s policy. On the other hand, retailers get the same quality product at the same
price, leading to a fixed service level policy when consumer channel preference changes.

Proposition 5.2 summarizes the impacts of by, by, k, A, rg, ¢, p1, po and v on the optimal policies of the
manufacturer and the retailers in agency sales format.

Proposition 5.2. In agency sales format, the impact of parameters on optimal product quality ¢™S", wholesale
price w?S”, offline retailer’s service level s?s*, and online platform’s service level 598* are as follows:

(1) The higher the by, by, k, X or rq, the higher the ¢™S™, w*S", s857, and 555" ;
(2) The higher py, ps or v, the lower qAS*, wAS”, sfs*, and sHS” ;
(3) There is a threshold value &, when £ < &, *S7, wAST, s?s*, and s?s* increase with ¢, otherwise, ™S,

wAS”, s{*s*, and sQAS* decrease with ¢. (The proof is in the appendiz.)

According to Proposition 5.2, in agency sales format, the manufacturer raises the wholesale price and product
quality, and the retailers improve service level when online reviews-related parameters increase or when quality
and service costs decrease. This result is similar to the resales format. However, different from the result in
the reselling case, consumers’ preference for the online channel, ¢, affects the optimal wholesale price, product
quality, and service levels in agency selling. Counter-intuitively, the offline (online) retailer may decrease service
level when consumers prefer more on the offline (online) channel depending on the agency fee. By simplifying
the threshold value ¢, we find that only if the manufacturer’s marginal revenue from online sales is higher than
offline sales, i.e., p(1 — &) > w, the manufacturer increases the product quality and the wholesale price when
consumers prefer more on the online channel. For this reason, the platform and the offline retailer increase
service levels because of the higher price. However, when consumers prefer more on the online channel if the
marginal revenue from online sales is lower than from offline sales, i.e., p(1 — §) < w, the manufacturer reduces
the product quality and the wholesale price. Then the platform and the offline retailer reduce their service levels.

5.2. Sensitivity analysis to optimal profit

Proposition 5.3 summarizes the impacts of by, bs, k, A, 19, ¢, 1, p2 and v on the manufacturer’s optimal
profit in resales format.

Proposition 5.3. In resales format, the impact of parameters on the manufacturer’s profit 71']1:\{45* are as follows:

(1) The higher by, ba, k, A, or rg, the hz';qher 7TAR45*,'
(2) The higher uy, pa or v, the less Th ;

(3) ¢ does not affect T3 . (The proof is in the appendiz.)

According to Proposition 5.3 the manufacturer’s profit increases with online reviews-related parameters,
such as online service level elasticity of the applause rate by, product quality elasticity of the applause rate
ba, applause rate elasticity of the demand A, spillover effects k& or basic applause rate rg, but decreases with
product and service costs, 1, po or v. This is because when by, bs, k, A, or ry increase, the manufacturer
improves the product quality and retailers improve service levels which have been shown in Proposition 5.1,
and the manufacturer gains more sales as a result. On the other hand, when by, by, k, A, or rg increase, the



3274 T.-H. YOU ET AL.

manufacturer raises the wholesale price, resulting in a higher marginal profit for the manufacturer. As a result
of the increased marginal profit and sales, the manufacturer’s profit rises. Similarly, an increase in p1, uo, or
v results in lower sales and lower marginal profit, reducing the manufacturer’s profit decrease. Besides, in the
resales format, consumers’ preference for the online channel does not affect the manufacturer’s profit. This is
because, Proposition 5.1 shows that the manufacturer and the retailers have a fixed wholesale price, quality,
and service level policy when consumer channel preference changes. Thus, the manufacturer’s marginal profit
and sale volume do not change with consumer channel preference.

Proposition 5.4 summarizes the impacts of by, be, k, A\, 79, ¢, p1, po and v on the manufacturer’s optimal
profit in agency sales format.

Proposition 5.4. In agency sales format, the impacts of parameters on the manufacturer’s profit WJ%IS* are as
follows:

(1) The higher by, ba, k, A or 7o, the higher w4 ;
(2) The higher w1, po or v, the less wff*;

(3) When & < é, 71']‘\*45* increases with ¢, otherwise, 71']‘?‘/[8* decreases with ¢. (The proof is in the appendiz.)

From Proposition 5.4, the manufacturer’s profit increases with online reviews-related parameters but decreases
with product and service costs in agency sales format. This result is similar to the resales format. However,
different in the result in the reselling case, consumers’ preference for the online channel ¢ affects the manufac-
turer’s profit in the agency sales format depending on the agency fee £. Only if the agency fee is small enough
that the marginal revenue from online sales is higher than offline sales, i.e., p(1 — ¢) > w, when consumers
prefer more to the online channel, the manufacturer gains more demand due to the product quality and service
levels increase and more marginal profit due to wholesale price increases and, as a consequent, get more profit.
Otherwise, if the agency fee is large enough that the manufacturer’s marginal revenue from online sales is lower
than offline sales, i.e., p(1 — &) < w, his profit decreases when consumers prefer more on the online channel.

As the impacts of by, bo, k, A\, 79, ¢, 1, p2 and v on the offline and the online retailers’ profits are too
complex, it is impossible to derive the analytical result. For this reason, we use a set of numerical examples to
illustrate the impacts of by, ba, k, A, 7o, ¢, t1, p2 and v on the offline and the online retailers’ profits. Base on
Li et al. [18] and Song et al. [33], we take the following baseline parameters: a = 30, § = 0.75, k = 0.8, A = 0.5,
t=15,rg=5v=32,u1 =15, uy =12,y =12, b3 =1.8, » = 0.5, £ = 0.15. In which, the unit of ¢, k, and
£ is 1 as these parameters are between 0 to 1, the unit of other parameters like a, o, 5, A, b1, ba, u1, p2 and
v are depended the specific industry. The numerical analysis in this paper provides conclusions on the overall
impact trend. In practice, we need to adjust the parameter’s value based on the actual situation of firms.

Figure 2 shows that optimal profits of the manufacturer and the offline retailer increase with online service level
elasticity (b1) and the product quality elasticity (b2) in both sales formats, but the online retailer’s profit may
decrease with b;. This is because when the online service level significantly affects the applause rate, the online
retailer has to take responsibility for WOM for the dual-channel. It is unfair to the online retailer. However, the
manufacturer can get revenue from both channels, so her profit is not reduced when the manufacturer takes on
more responsibility for word-of-mouth (by increase). Moreover, Figure 2a also indicates that the resales format
is a win—win strategy when the online service level has a moderate impact on online reviews (by € [1.5,3]), as
the profits of the manufacturer, offline and online retailers in resales format are higher than in agency format.

Figure 3a shows that optimal profits of the manufacturer and retailers increase with basic applause rate (rg)
in both sales formats. This is because a better applause rate always benefits both channels. Figure 3b shows
that the offline retailer’s profit decreases with consumers’ preference for the online channel (¢), while the online
retailer’s profit increases with ¢ in both sales formats, whereas the manufacturer’s profit increases with ¢ in
agency selling and does not change with ¢ in resales format. Moreover, the resales format is a win—win strategy
when consumers’ preference for the online channel is moderate (i.e., ¢ € [0.2,0.4]) in Figure 3b.

From Figure 4, the optimal profits of the manufacturer and the offline retailer decrease with the offline service
cost coefficient (1), online service cost coefficient (u2) and product quality cost coefficient (v), but the online
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retailer’s profit changes minimally when online with the service cost increase. This is the result of the online
retailer lowering online service level. Figure 4 also indicates that the quality cost significantly impacts profits
more than service costs.

Figure 5 shows the impact of the spillover parameter (k) on optimal profits with different agency fees. From
Figures 5a and 5b, the optimal profits of the manufacturer and the offline retailer increase with the spillover
effects (k). This is because when online reviews spillover affects offline sales strongly, the demand of the offline
retailer and the manufacturer increases, leading to higher profits. Surprisingly, Figure 5c¢ indicates that the
online retailers’ profit benefits from the spillover effect, although the increase in profits is very small. This
is especially true when the online retailer charges a high agency fee from the manufacturer. The reason is
that the manufacturer improves the product quality if the online reviews strongly affect offline sales, which
has been proved in Propositions 5.1 and 5.2. The improved product quality can compensate for the costs of
over-investment in online services by online retailers.
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6. RESELLING vS. AGENCY SELLING

6.1. Optimal sales format from the perspective of firms

In this section, we compare the optimal policies, demands, and profits between the reselling and agency sales
formats to examine the optimal format of the sales from the perspective of firms. The results are compiled in
Propositions 6.1-6.4.

Proposition 6.1. For the product quality, wholesale price, offline and online service levels:

(1) ¢®" > ¢AS" only if € < ¢ and ¢ < ¢q, or &> € and ¢ > ¢q, otherwise, ¢™5" < qAS*

(2) wRS™ > wAS™ and sBS" > 857 only if € < € and ¢ < G, or £ > € and ¢ > ¢y, otherwise, wRS < wAS
and sBS" < s7S7;

(3) sRS" > 5857 only if € < € and ¢ < b, or € > € and ¢ > ¢, otherwise, sB5" < 5557,

h 6 t=1 o r 7 pilevityev)+Tv 2 pi(k+t) (e +y2v)+DEty _ .2
In which € = 57, b = et v = Zupmpsot—eern” 5 = Baruntiti-gor 0 L = Hikpe(iA+

B)((brkX + b1 X + B)(dav(k + t) + Mk + t)%(4rov — bic(k + 1)) — de(k — 1)(t — 1)tv) — da(k + 1)Etv(bi A + B) +
At (b1 (k+ DAk +1t)+ B(k*+2k+1)) (b3c(k+ 1)\ —drov) + Bbick(k+ 1) N2t — 8BckEttv) + B2 pa pd (t — 1) (4v(a —
ckt + 3ct) + b3(—c)(k+ 1)A?(3k — £t +t +2) + 4Arou(2k — &t +t + 1)) + 2u3p3(2(1 — k)t (b3c(k + 1)\ — 2v(a +
2ct + kAo +Arg)) — Ak — &t +1) (b3 (k +1)A(a — 2ct) + 8rotv)) + 282 cuypa(t — v (bi A+ B) (B(két —t +1) — by (k+
DAt — 1)) + 2Bcku3é(t — Dto(by A + B)2(brkX + by + B) — 2B%ud(t — 1)%v. (The proof is in the appendiz).
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FIGURE 5. The variation of the optimal profits with k.

Proposition 6.1 indicates that when the agency fee and consumers’ preference for the online channel are both
small or large, the optimal product quality, wholesale price, and retail prices in the resales format are higher
than those in agency sales format. This means that when the online platform has a high basic market size,
consumers profit in the resales format if the platform receives a high agency fee in an agency sale, and they
profit in agency sales format if the platform receives a low agent fee. However, when the online platform has a
low basic market size, consumers profit in the agency sales format if the platform receives a high agency fee in
an agency sale, and they profit in the resales format if the platform receives a low agent fee.

Proposition 6.2. The manufacturer prefers resales format if I'py > 0, and agency sales format if Tpy < 0. In
which, Uap = p1(pa(biA+ B)(b1kA+b1A + B)(cvi(k + ) (L= &)t = 1) +v2(t = Nv(k — &t +1)) — pape(r2(k — £+
t)(4tv — b3 (k 4+ 1)>A%) +deyit (1= &)t — 1)) + B ua(t — Dleyi (1 =)t — 1) +y2v(k — &t +1)]) +y1p2{pa pra[4tv —
W3(k + 1)A2(k — &t + )] — Pua(t — 1)v — pi&to(bid + B)(bikX + A + 3)}.

Proposition 6.3. The offline retailer prefers resales format if I'r1 > 0, and agency sales format if Tr; < 0.
In which, T g1 = p2{2u1pafy2(k — &t +1)2(2v(ay1 (1 — @) — 2cy1t + y1kArg — y2tv) + b3k(k + 1)A%(cy1 + 7ov)) +
20v3((1 =t — D) ((k+ (1 = Ot)(a(l — ¢) — ct + kdrg) — c(k + 1)t)] + 2b1 kApy (1A + B) (22 (1 — &)t — 1) ((k +
02 — €4t — 1)) +2(t — 1)0(2091 +720)(k — €8+ 2) + Ppa(— (¢ = 1)) (92 (+1)2 — (71 +720)2(— €8+ 1))} —
2vip1pa{pipe(k — &t +t)[2av(1 — @) + b3ck(k + 1)A% + 2kArgv] + c(k + 1)v(2b1 kA1 EE (D1 A + B) + BPua(t — 1) —
dpipat) } + 7 p3v{2pipa (2t — B3EN* (K — € +1)] — 2bikApi Etv(bad + B) — B pa(t — 1)v}.
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Proposition 6.4. The online retailer prefers resales format if 'ro > 0, and agency sales format if T'ro < 0. In
which, Trz = pt{(b1A+0)*[77 (€6 —t+1)(EL((k+1)*+(t—1)) = (t = 1) (k+1)?) +720(t = 1)?(2c71 +720) (k— €L+
1]~ 2 (t— 1) (2632((1— )t — 1) ((k—Et-+1) (—ad+ ct— o) (1)) 7 (k— €t+1)° (20 (a1 — 271 t-+41 A —
Yotv) + b3 (k + 1)A%(cy1 +720))) } + 273 p1p2{pa(t — 1)[4e(k + 1)tv — (k — £t + 1) (2ave) + bie(k + 1)A% + 2Argv)] +
cfto(k+1) (&t =2t +2) (A + B)%} + v p3v[2ua(t — 1) (bEN2EL — kb3NZ — 3Nt + 2tv) + Etv(Et — 2t + 2) (A + B)?].

Propositions 6.2—6.4 indicate that the optimal sales format for the manufacturer as well as offline and online
retailers is not uniquely determined and may be either resales or agency sales, depending on the value of the
specific parameters.

As the expressions for the threshold éq, g?)w, g{)s, Iy, T'r1, and I'go are cumbersome, we explore the optimal
sales format through a numerical example. Specifically, we show the variation of the difference in optimal policies
and profits between resale and agency sales with the changing £ and ¢.

Figure 6a shows that ¢®5" > ¢*5" when ¢ and ¢ are both small (the left bottom part in Fig. 6a) or when ¢
and ¢ are both large (the upper right part in Fig. 6a); w®S™ > w?S", sBS" > ¢857 'and sB5" > 45" when ¢ is
small or when ¢ and £ are both large. This suggests that: when consumers prefer more on the online channel
and platform agency fees are lower, or when consumers prefer more on the offline channel and the platform
agency fee is higher, the manufacturer sets the higher quality and wholesale price in agency sales format, and
both the offline and online retailers set higher service level, which verifies the results in Proposition 6.1.
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Figure 7a shows that the manufacturer prefers resales format when ¢ and & are both small (i.e., ¢ € [0,0.4]
and & € [0,0.3]) or when ¢ and & are both large (i.e., ¢ € [0.4,1] and & € [0.4, 1]), otherwise, the manufacturer
prefers agency sales format. This is because when ¢ and £ are both small or when ¢ and £ are both large, the
manufacturer has more demands due to the high service levels and product quality; on the other hand, the
manufacturer earns higher wholesale price. Figure 7b shows that from the perspective of the offline retailer,
the optimal sales format of the online channel is reselling when ¢ and & are both small (i.e., ¢ € [0,0.6] and
¢ € 10,0.3]). Figure 7c shows that the online retailer prefers agency sales when ¢ and £ are both small (i.e.,
¢ €10,0.2] and & € [0,0.3]) or when ¢ and £ are both large (i.e., ¢ € [0.3,1] and £ € [0.4,1]).

Next, Figures 8 and 9 illustrate the impact of the spillover effects and applause rate elasticity on the optimal
sales format. Figures 8a and 9a show that when online reviews have a significant effect in both online and offline
channels, then compared with the agency sales format, the manufacturer set a higher product quality and gain
more profit in resales format. Figure 9b also shows that the offline retailer prefers the resales format when online
reviews strongly spillover affect the offline channel. Figure 9c shows that the online retailer always prefers the
resales format.

Figures 7 and 9 indicate in some circumstances it exists an optimal sales format for the online channel satisfies
the preferences of each member of the supply chain. Such as when ¢ € [0.2,0.4] and & € [0,0.3] in Figure 7, or
when k, A € [0.5,1] in Figure 9 both the manufacturer and retailers prefer reselling; while when ¢ € [0.3,0.4]
and ¢ € [0.4,0.8] in Figure 7, all members prefer agency selling.
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6.2. Optimal sales format from the perspective of society

In this section, we compare the optimal social welfare between the reselling and agency sales formats to
examine the optimal format of the sales from the perspective of society.
The social welfare is the sum of profit of supply chain members and consumer welfare as:

sw=mp+7r1 +7r1+U. (30)

Following Johari and Hosseini-Motlagh [13], the consumer welfare is the difference between the maximum
price that consumers are willing to buy the product and the real market price. The maximum prices that
consumers are willing to buy the product from offline and the online channels are p*®* = (1 — ¢)a + Bs1 + \kr
and po*** = ¢a + Bs2 + Ar, the real market price that consumer buy from offline and the online channels are
Pt = (1 — ¢)a — Dy + Bs1 + Akr and p™™ = ¢a — Dy + (52 + Ar. Then, the consumer welfare as follows:

max

DY Py D2 4+ D2
P P

min min 2
1 2

Subsisting equations (11)—(16), (24)—(29), and (31) into equation (30), then the optimal social welfare in
resales and agency sales formats are summarized in equations (32) and (33).

Rs* _ pRs* (@A (2tv — b3(k + 1)A?) N Y2t — D)v((br A + 8)% + 4pz)
2 2 dm 41 p2

sw

n DRS® a(l — d)) + kArg n ’Yz(t — 1)U(ﬁ2ug + blk’)\ula)l)\ + ﬁ) + 4#1/12)
! 2 dy1papte

v2 (2t0 — b3EA2(k + 1)) ’Y%v((t - 1)%(5% + pa(brA + 6)2) - 71) -

Am A7 o

. <1 b3kX2py  pov(bikAui&t(biA + B) + B2 pa(t — 1) + 21 pat)
AS — DAS - 1 _ + k)\ + 2 2 +
. o2 (all =9) o) 4p1 dpapapr(k + (1= €)1)
«f 1 b3X2py  patv(E(b1A + B)% + 2uz)
+ DS [ = (agp + Arp) + 2

? <2( ¢ o) 4p dpap1(k+ (1 =E)t)

P (B3N i pa(k — &t + 1) + mEPo(biA + 8)® + B2 ua(t — 1)%v) ' (33)

Apnpop? (—k + &t — )2

As the expressions for equations (32) and (33) are cumbersome, we explore the optimal sales format for the
society through a numerical example.

Figure 10 illustrates the impact of ¢ and £ on the optimal sales format for the society. Figure 10 shows that
when ¢ and & are both small (i.e., ¢ € [0,0.2] and £ € [0,0.3]) or when ¢ and & are both large (i.e., ¢ € [0.3,1]
and & € [0.4,1]), agency sale is best to the society. When ¢ is large but ¢ is small (or ¢ is small but £ is large),
resale is best for the society. This is because when ¢ and £ are both small (or both large), the price in the
resales format is higher than that in agency sales, leading to low consumer welfare in the resales format and,
consequently, lower social welfare.

7. MANAGERIAL INSIGHT AND ROBUSTNESS CHECK

In this section, we summarized the managerial implications based on the theoretical results in propositions
and corollaries and main observations in numerical analysis. Moreover, we take a uniformly random sample
of size 1000 to show the robustness of the conclusion on optimal online sales format selection strategy. Each
parameter in the robustness check is from the value ranges used in the numerical study.
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FIGURE 10. The variation of the difference in optimal social welfare between resale and agency
sales with the changing ¢ and &.

TABLE 2. The robustness analysis of the sales format selection from the perspective of manu-
facturer.

b1 bo 1751 2 v E ¢ k
Low High Low High Low High Low High Low High Low High Low High Low High

RS 13% 100% 0% 0% 0% 0% 10% 0% 0% 0% 31% 100% 90% 0% 0% 0%
AS 8% 0% 100% 100% 100% 100% 90% 100% 100% 100% 69% 0% 10% 100% 100% 100%

(1) From the perspective of consumers, regardless of sales format, consumers benefit from the high impact of
service level and product quality on online reviews, from the high impact of online reviews on online and
offline channels, and from the low quality and service cost. Because the manufacturer improves the product
quality and retailers improve service levels. For the same reason, consumers benefit from the reselling
(agency selling) format when they are more prefer the online channel and the platform charges a high (low)
agency fee, or when they are more prefer the offline channel and the platform charges a low (high) agency
fee.

(2) From the manufacturer’s perspective, regardless of sales format, the manufacturer benefits from the high

impact of service level and product quality on online reviews, the high impact of online reviews on online
and offline channels, and the low quality and service cost. Additionally, the manufacturer can ignore the
consumers’ channel preference in the resales but not in the agency sales format.
Moreover, the optimal online sales format for the manufacturer generally tends to be agency sales. But in
some circumstances, the optimal online sales format could be resales, depending on the agency fee, online
service level elasticity of the applause rate, and consumer channel preference. For example, the manufacturer
prefers the resales format for the online channel if online service strongly affects online reviews, the platform
shares more sales revenue, or consumers prefer the offline channel more. Table 2 summarizes the proportions
of optimal online sales format from the perspective of the manufacturer in the 1000 samples demonstrating
that the above conclusion is robust.
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TABLE 3. The robustness analysis of the sales format selection from the perspective of offline
retailer.

by ba 23 2 v ¢ ¢ k
Low High Low High Low High Low High Low High Low High Low High Low High

RS 62% 100% 100% 100% 100% 100% 69% 0% 92% 100% 69% 0% 100% 54%  14% 100%
AS  38% 0% 0% 0% 0% 0% 31% 100% 8% 0% 31% 100% 0% 46% 86% 0%

TABLE 4. The robustness analysis of the sales format selection from the perspective of online
retailer.

b b2 B M2 v ¢ ¢ k
Low High Low High Low High Low High Low High Low High Low High Low High
RS 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 69% 0% 58% 100% 100% 100%
AS 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 31% 100% 42% 0% 0% 0%

(3) From the perspective of the offline retailer, the offline retailer should proactively display online reviews

in-store to benefit from the online reviews spillover effect. To get more positive reviews, offline retailers
should share the cost of improving reviews with online retailers.
Moreover, the optimal online sales format from the perspective of the offline retailer generally tends to be
resales. But in some circumstances, the optimal online sales format could be agency sales, depending on
the agency fee, spillover effect, service cost, etc. For example, the offline retailer prefers the manufacturer
to sign an agency sales agreement with the online retailer if the platform shares a high agency fee or online
reviews have a low spillover effect on offline sales. Table 3 summarizes the proportions of optimal online
sales format from the perspective of the offline retailer in the 1000 samples, demonstrating that the above
conclusion is robust.

(4) From the online retailer’s perspective, the online retailer should allow offline retailers to display online

reviews in-store, as the spillover effect of online reviews on offline sales benefits the online retailer in some
cases.
Moreover, the optimal online sales format for the online retailer generally tends to be resales. However, in
some circumstances, the optimal online sales format could be agency sales, depending on the agency fee. For
example, the online retailer prefers the agency sales format if it shares high revenue. Table 4 summarizes the
proportions of optimal online sales format from the perspective of the online retailer in the 1000 samples,
demonstrating that the above conclusion is robust.

8. CONCLUSIONS

This paper studies the sales format selection strategy in a dual-channel supply chain considering online
reviews and spillover effects. We construct the demand function based on the fact that both online and offline
consumers read online reviews before purchasing. Then, the joint product quality and service level decision
models for resale and agency sales are constructed, respectively. Next, we analyze the optimal sales format of
the online channel from different perspectives by evaluating the equilibrium decisions and profits in two sales
formats.

We find that: (1) the manufacturer improves the product quality and the wholesale price, and retailers
increase service levels only if the online service and product quality affect online reviews strongly, online reviews
affect both online and offline sales strongly, or low service and product quality cost. And as a consequence,
the profit of the manufacturer increases. (2) In the resales format, consumers’ preference for the online channel
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has no impact on optimal policies and the manufacturer’s profit. However, in the agency sales format, when
the consumer’s preference for the online channel increases, if the marginal profit in the online channel is higher
(lower) than the wholesale price, the manufacturer improves (reduces) the product quality and the wholesale
price, and retailers increase (reduce) their service levels. (3) Not only the manufacturer and the online retailer
but also the offline retailer may benefit from the spillover effects of online reviews on offline sales. (4) The
optimal sales format could be different from each perspective. In some threshold ranges, there exists an optimal
sales format for the online channel that satisfies the preferences of each member of the supply chain.

There are two interesting extensions to future research. First, This paper focuses on the decentralized supply
chain in which the manufacturer is the leader while two retailers are the follower. However, in a decentralized
supply chain, the manufacturer and the retailers all aim to maximize their profits, resulting in a double marginal
effect that lowers the overall benefits of the supply chain. Therefore, it would be interesting to study the
coordination of the supply chain with the impact of online reviews and spillover effects in the future. Second,
this paper focuses on the service competition between online and offline channels without considering price
competition. In reality, not all products are sold at a unified price, and there may be differences in online and
offline prices for some products, such as fast fashion items like clothing. Therefore, it would also be interesting to
study the pricing and service competition with the impact of spillover effects on sales format selection strategy
in the future.

APPENDIX A.

Proof of Theorem 4.1. According to equations (1)-(3), (5), and (6), taking the second-order derivatives of
mr1(s1) and 7ra(s2) with respect to s1 and sa, respectively, it is easily to verify that mgi(s1) and 7ra(s2)
are concave functions of s; and ss, respectively. Let Omgi(s1)/0s1 = 0 and Onga(s2)/ds2 = 0, we can obtain
the best response function of offline and online retailers, i.e.,

s1 = (25—2;3105 (A.1)

Substituting equations (A.1) and (A.2) into equation (4), we can obtain the Hesse matrix of mps(q, w), i.e.,

—20 Aba (1 + k)
Hy = A3
Db+ E) SRy (4.3)

in which L = p1(8 + Ab1)(8 + Ab1 + kAby) + B2 pa.

According to equation (A.3), we find that only when [8vt — 20L(t — 1) /(1 12) — A2b2(1 + k)* > 0 the Hesse
matrix H; is negative definite and mps (g, w) is the joint concave function of ¢ and w. Let dmas(gq, w)/dqg = 0
and Omps (g, w)/0w = 0, we can obtain the optimal product quality ¢®5" and the optimal wholesale price wRS".

Substituting ¢™%" and w5 into equations (A.1) and (A.2), we can obtain the optimal offline service level s}
and the optimal online service level s&5". O
Proof of Theorem 4.4. The proof is identical to the proof of Theorem 4.1. (I
Proof of Proposition 5.1. (1) Taking the first-order derivatives of gRS™ WwhST s{{s*, and SQRS* with respect to by,

ba, k, A and rq:
Aq™S" by N2 (k + D)pdpua(t — Do(a + (k + 1)ro) (261 (k + DA+ Bk +2)) 0 (Ad)

OwRS™ AR pa(t — Dv2(a + (k 4+ 1)Arg) (2b1 (k + 1A + B(k + 2))
obr "

>0 (A.5)
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9% ABApy 2t — 1)%02 (a + (k + 1)Aro) (261 (k + DA + B(k + 2)) =0
by 297
DsRS” _ Apa(t —1)%0 (bid + B)(a+ (k + 1)Aro) (261 (k + 1)A + B(k + 2)) N At —1)(y2v)
dby 29 a2 2712
O™ Ak +1)(203(k + 1) A% po + 1)
= > >0
662 2’}/1
AwRS” 209722 (k 4 1) g pov 0
8b2 o ’}/% >
aslfs* _ pavBA2ba(t — 1)(1 + I€>2’)/2 0
0by B ’Y% ~
ds5S” ~ pabav A (B + b (E—1)(1 + k)20
abg a ’}/% - 0
g™ 2by(k + 1) Apapi(a+ (k+ 1)Aro) (b3 (k + 1)A%pg 4+ biA(t — Du(bi A+ 3))
ok 2
1
N bapap (a + 2(k + 1)Arg) 50
7
OwtS" dpapiv(a + (k +1)Aro) (03(k + DN + biA(t — Do(biA +6)) | 2\uaparov
_ 5 + >0
ok 71 §a!
* sz*
o5t (B(t— 1)) %55 =0
8]{1 2,LL1
* wRS*
55 _ 25— ((t=DA+P)
ok 2#2
O™ by(k 41 2(k + 1)\
(59/\ = )MQ(;L £ 2R D) o\ + D pa(a + (k + 1))
1
(B3 + 1N + (= Du((bik +b)(BIA + ) +bi(bakA +BA+5))
2
7
Hwhs” 2(k + 1) g prorov 9
= + 4pipov(a+ (k +1)Aro)
oA et
(03 (K + 1)2 At + (t — D)v((bik + b)) (bid + B) + by (bikA +bid + 5)))
X ’y% >0
* wRS*
o5t (B(t—1))%%5 .
oA 2/J,1
DsRs” t — Dw(aby + (k + 1) (201 ) +
882)\ = = ien t (7 FUREALO) 2pfv(a+ (k +1)Aro) (bi) + )
1
(= D3+ )2z + (0= Do((bak +b)(biA+8) +bibikA+bIA+B)
2
71
04" _ b (L4 K)”
87"0 o ’71 =
RS*
2
ow _ vApgp2(1 + k) >0
drg 7

>0 (A7)

(A.8)
(A.9)
(A.10)

(A.11)

(A.12)

(A.13)

(A.14)

(A.15)

(A.16)

(A.17)

(A.18)

(A.19)
(A.20)

(A.21)
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DsS” _ wavBA(t —1)(1 + k)

>0 A.22
67‘0 '-Yl ( )
RS* _
Os3° VNS + b A)(t—1)(1+ k) S0 (A.23)
dro T
(2) Taking the first-order derivatives of gRS™, wRS™ SI{{S*, and 52RS* with respect to p1, p and v:
RS* 2 204 _
dq _ CAba AR + Dps(t ;)v(a + (k4 1)Aro) <0 (A.24)
O 277
RS* 46202(¢ — 1)v2 1
QW™ _AFus(t = Nuilat (k+ Do) (A.25)
o]0} 71
Osts _ 4B ps(t = 1)%0%(a + (k2+21)>\r0) + Byiva(t — 1w “0 (A.26)
oy 2y p
RS* 2 _1)2.,2
Osy> 48 pa(t — 1)%v* (b A —|; B)(a+ (k4 1)Aro) <0 (A.27)
O 27
0gRS Aba A(k 4+ )3 (t = Do(bi A + B)(a + (k + 1)Aro) (bikA + bid + )
= 5 <0 (A.28)
8,[42 271
RS* 201 1\n2
OwS” 4Rt — 1) (A + B)(a + (/;+1)>\r0)(b1k>\+b1)\+6) “0 (A.29)
O 71
dshS” _ 4Bt - 1203 (by A + B)(a + (2k + 1) A1) (bikA + b1 A + B) <0 (A.30)
8/12 271
FsHST  4pd(t — 12 (b A + B)%(a + (K + 1)Arg) (kX + bi)d + B)
Opz 277 e
—1
2vp5
AgRS” bayaA(k + 1) (b3 (k + 1)2)2 +
"5 by (R + 1) (B5( ! )N pipz +m) “0 (A32)
ov 2vyiv
RS* b2 2(k +1)2
Qu= _ _bed k1 e (A.33)
v M
OstS" _ BbiyeA’(k +1)%ua(t — 1)
= — Aa 4
v 2v2 <0 (A-34)
RS* 2,12 2 _
Osy” _ b3yA(k+1) ulgt 1)(biA + B) <o. (A.35)
ov 2%

(3) Taking the first-order derivatives of gRS™ whs”, s{‘s* , and 555* with respect to ¢, we find that 9¢RS” /0d =0,
OwlS” /0 =0, 9s8S" /0p = 0, 085" /g = 0.
O

Proof of Proposition 5.3. Taking the first-order derivatives of 7TAR/[S* with respect to by, ba, 1o, @, p1, o and v:

orRs"  vM3(t— D1+ k)(B + 2Xb1) + 5]

= >0 A.36

9by 2p27} (A.36)
RS* 2 2 2

Omyy _ v (1 +k)75 (A.37)

6()2 2’)/12
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orlS"  2papfu(a+ (k4 1)Aro)? (b3 (k + 1)A%ua + biA(t — Du(bi A + 3))

ok gk
2\ kE+1)A
n pzprov(a + (k + 1)Aro) -0 (A.38)
!
RS™ 2(k+1 k -+ 1)\
Oy _ (k + Dpgparov(a + (k + 1)Aro) 4 2uap2v(a+ (k + 1)Aro)?
o\ Y1
b3(k +1)*Aug + (t — 1)o((brk 4 b1) (1A + B8) + by (bikX + by +
y (03 (k + 1)z + (t = L)o((ba 12)( 1A+ B) + b1 (by 1A +5))) -0 (A.39)
71
orRST w1 +k
LBVECA e B (A.40)
87‘0 71
877%3*
=0 A.41
o (A41)
OnRS” 232,204 _ |
v 722( : ) <o (A.42)
O 2ﬂ1 71
oris’ 2t—1 b by + kXD
Olio 24192 '7
RS N2’ (1+ k)42
=— . A.44
ov 4~3 <0 ( )
U
Proof of Proposition 5.2. The proof is identical to the proof of Proposition 5.1. O
Proof of Proposition 5.4. The proof is identical to the proof of Proposition 5.3. O

Proof of Proposition 6.1. By comparing the optimal policies in Theorems 4.1 and 4.4, we can obtain equations
(A.45)—(A.48).

I — 2ary; puy poplk + (1 — §)]

S — MY = oAt —1—&t) 5 (A.45)
Y1P1
. . T'v—2 k+t(1—
wRS o U}AS (t 11— ft) P1 (C’yl + ’YQ,U) + 1w (1’71[141/1,2(]51)[ + ( g)] (A46)
Y[k + (1 = €)]
. . Tv—-2 k+t(1—
SRS GAST B 1)(t— 1 — €1) p1(evt +72v) + T'v — 2ay1 pry padulk + ¢(1 = §)] (A7)
2y1ppr [k + (1 = )]
R ase _ Pk +1)(ern +y2v) + Tétv — 2amyipapoltu[k + t(1 — §)]
s —s = X (A +0)(t —1—&t). A .48
2 ? 2v1p2p1[k +t(1 = €)] (12 + ) ). )
Fo_ n T cy1+y2v)+ v
A Ask+t(1—¢) >0, v > 0and p; > 0, let £ = tTA bg = = S ET b = —2;,;1&323(2,6)&“)
Ps = p;g’;ﬁ)f:zg;ﬁg);ﬁ?“, thus ¢®5" > ¢*5" only if € < £ and ¢ < ¢,, or € > € and ¢ > @, otherwise,
@5 < ¢ wBST > w8 and 51118* > s/fs only if £ < f and ¢ < d)w, or £ > 5 and ¢ > cZ)w, otherwise,
wi" < wh 5 and s?s* < slAS*; sgs* > sQAS only if & < 5 and ¢ < qﬁs, or £ > { and ¢ > qbs, otherwise,
SRS* < SAS* 0
27 S8y .
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