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Optimal Incentives for Customer Satisfaction

in Multi—-channel Setting’

Kim, Hyunsik™
Abstract

CS 1s one of the major concerns of managers in the world because it is well known
to be a key medium construct for firms’ superior outcome. One of the major agents for
CS management is retailers. Firms try to manage not only employees but also retailers
to promote CS behaviors. And so diverse incentives are used to promote their CS
behaviors under diverse channel setting such as multi—-channel.

However in spite of the rising needs there has been scarce studies on the optimal
incentive structure for a manufacturer to offer competing retailers at the multi—-channel.

In this paper, we try to find better way for a manufacturer to promote the competing
retailers’ CS behaviors. We investigated how to promote the retailers’ CS behavior via
game-theoretic modeling. Especially, we focus on the possible incentive, CS bonus type
reward introduced in the studies of Hauser, Simester, and Wernerfelt(1994) and Chu and
Desai(1995).

(Table 1) Related Research

Hauser,Simester, and
’ ' Ch d Desai(1995) This stud
Wernerfelt(1994) 1 and Hesal 15 Sty
Objecti f
.]ec IYe © CS enhancement CS enhancement CS enhancement
mcentive
Receiver of . . . ) .
. . Single salesman Single retailer Multi retailers
mcentive
Method of CS b &
'e O, © CS bonus onus' CS bonus
incentive cost—subsidy

* This work was supported by National Research Foundation of Korea Grant funded by the Korean
Government (KRF-2006-332-B00136).
** Associate Professor of Marketing, Hallym University Business School
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We build up a multi stage complete information game and derive a subgame perfect

equilibrium using backward induction. Stages of the game are as following.

(Stage 1) Manufacturer sets wholesale price(w) and CS bonus(n).

(Stage 2) Both retailers in competition set CS effort level(e;) and retail price(py)

simultaneously.

(Stage 3) Consumers make purchasing decisions based on the manufacturer’s initial

reputation and retailers’ CS efforts.

(Figure 1) Structure of the Model

Manufacturer
CS
Incentive
Retailer, Retailer,
CS
behavior
A 4 A 4
Consumer

We investigated four issues about the topic as following: (1) How much total
incentive is adequate for a firm of a specific level of reputation to promote retailers’ CS
behavior under multi-channel setting ?, (2) How much total incentive is adequate under
diverse level of complimentary externalities between the retailers’ CS efforts to promote
retailers’ CS behavior?, (3) How much total incentive is adequate under diverse level of
cost to make CS efforts to promote retailers’ CS behavior?, (4)How much total
incentive is adequate under diverse level of competition between retailers to promote

retailers’” CS behavior?

Our findings are as following.

(1) The higher reputation has the manufacturer, the higher incentives for retailers at
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multi-channel are required in the equilibrium. <Figure 2> shows the increasing pattern

of optimal incentive level along the manufacturer’s reputation level(a) under some
parameter conditions(b=1/2;c=0;8=1/2).

(Figure 2) Optimal CS incentive level along the manufacturer’s reputation(a)
(b=1/2;c=0;8=1/2)

200 F

Total

incentive
150 | .
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mcentive

100 e
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1

incentive

50+

(2) The bigger complimentary externalities exists between the retailers’ CS efforts,
the higher incentives are required in the equilibrium. <Figure 3> shows the increasing
pattern of optimal incentive level along the complimentary externalities level(3) under
some parameter conditions(a=1;b=1/2;c=0).

(Figure 3) Optimal CS incentive level along the complimentary externalities(B3)
(a=1;b=1/2;c=0)

/)

8 Total .
Retailer 2

incentive

incentive
60

/l/

40 /
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(3) The higher is the retailers’ cost, the lower incentives are required in the
equilibrium. <Figure 4> shows the decreasing pattern of optimal incentive level along
the cost level(c) under some parameter conditions(a=1;b=1/2;3=1/2).
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(Figure 4) Optimal CS incentive level along the cost(c) (a=1:b=1/2;8=1/2)

2
1.5
\ Total
Low coStincentive
1 channel \
\%entive
0.5 High cos \
channel
incentive
‘ ‘ ‘ ‘ C
0.5 1 1.5 2

(4) The more competitive gets those two retailers, the higher incentives for retailers
at multi-channel are required in the equilibrium. <Figure 5> shows the increasing
pattern of optimal incentive level along the competition level(b) under some parameter
conditions(c=0;a=1;3=1/2).

(Figure 5) Optimal CS incentive level along the competition(b)(c=0;a=1;3=1/2)
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One of the major contribution points of this study is the fact that this study is the

first to investigate the optimal CS incentive system under multi-channel setting.

Key Words: multi-channel, CS(customer satisfaction), incentives, rewards, game theory



