Taylor & Francis
Taylor & Francis Group

Foducion e | International Journal of Production Research

ISSN: 0020-7543 (Print) 1366-588X (Online) Journal homepage: http://www.tandfonline.com/loi/tprs20

Supply chain models with corporate social
responsibility

Ying Wu, Haiyan Li, Qinglong Gou & Jibao Gu

To cite this article: Ying Wu, Haiyan Li, Qinglong Gou & Jibao Gu (2017): Supply chain
models with corporate social responsibility, International Journal of Production Research, DOI:
10.1080/00207543.2017.1346833

To link to this article: http://dx.doi.org/10.1080/00207543.2017.1346833

ﬁ Published online: 06 Jul 2017.

N
CJ/ Submit your article to this journal &

A
& View related articles &'

@ View Crossmark data (&'

CrossMark

Full Terms & Conditions of access and use can be found at
http://www.tandfonline.com/action/journalinformation?journalCode=tprs20

(Download by: [University of Connecticut] Date: 07 July 2017, At: 05:04 )



http://www.tandfonline.com/action/journalInformation?journalCode=tprs20
http://www.tandfonline.com/loi/tprs20
http://www.tandfonline.com/action/showCitFormats?doi=10.1080/00207543.2017.1346833
http://dx.doi.org/10.1080/00207543.2017.1346833
http://www.tandfonline.com/action/authorSubmission?journalCode=tprs20&show=instructions
http://www.tandfonline.com/action/authorSubmission?journalCode=tprs20&show=instructions
http://www.tandfonline.com/doi/mlt/10.1080/00207543.2017.1346833
http://www.tandfonline.com/doi/mlt/10.1080/00207543.2017.1346833
http://crossmark.crossref.org/dialog/?doi=10.1080/00207543.2017.1346833&domain=pdf&date_stamp=2017-07-06
http://crossmark.crossref.org/dialog/?doi=10.1080/00207543.2017.1346833&domain=pdf&date_stamp=2017-07-06

Taylor & Francis

Taylor & Francis Group

'.) Check for updates

International Journal of Production Research, 2017
https://doi.org/10.1080/00207543.2017.1346833

Supply chain models with corporate social responsibility
Ying Wu?, Haiyan Li®*, Qinglong Gou? and Jibao Gu®

4School of Management, University of Science & Technology of China, Hefei, P.R. China; b Management School, Chongqing University
of Technology, Chongqing, P.R. China

(Received 13 October 2016; accepted 16 June 2017)

Currently, corporate social responsibility (CSR) has become a critical issue because more than 88% of consumers think
companies should try to achieve their business goals while improving society and the environment. This paper focuses on a
CSR supply chain where an Original Equipment Manufacturer’s (OEM’s) sales can be significantly reduced because of its
oversea supplier’s social misconduct. Specifically, as in a conventional wholesale price contract the supplier determines its
wholesale price and the OEM decides its order quantity, but in a CSR supply chain, the supplier can autonomously change its
CSR cost once a minimum requirement is satisfied. A higher CSR cost means that the supplier invests more in its corporate
social responsibility and the OEM’s sales will be less likely to be influenced by negative CSR events. The equilibrium
solutions show an important dilemma — although the supplier’s profit increases in the basic CSR requirement, the supplier
will always use the minimum CSR cost under the conventional wholesale price contract, which eventually leads to a low
supply chain profit. Thus, we introduce two different contracts to handle this problem: the flexible quantity contract and
the wholesale price incentive contract, which are, respectively, a ‘tough’ way and a ‘beneficent’ way for the OEM to solve
the problem. Although the two ways cannot (always) coordinate the supply chain, we show that they both will significantly
improve the supply chain performance. Our results also show that in some conditions, one strategy will dominate, whereas
in different conditions the other strategy dominates.

Keywords: supply chain management; supply chain disruption; pricing model; corporate social responsibility; game theory

1. Introduction

With the increasing social consciousness of consumers, corporate social responsibility (CSR) has become a critical issue for
most firms. For instance, polls by Epstein-Reeves' in 2010 showed that more than 88% of consumers thought companies
should try to achieve their business goals while improving society and the environment, and 83% of consumers thought
companies should support charities and nonprofits with financial donations.

Under such a circumstance, a company’s reputations and sales could be significantly damaged by the misconduct of its
suppliers, a case in point being Mattel, a toy company. Because its independent oversea vendor in the upstream supply chain
outside of their direct hierarchical control manufactured the toys using lead paint, millions of toys had to be recalled, and
sales also declined (Hoyt, Lee, and Tseng 2008; Tang 2008). Another case was Sodexo. An Escherichia coli outbreak among
nearly 11,000 German pupils happened (FAZ 2012) because of contaminated frozen strawberries from its supplier. In both
cases, one member which did not realise the CSR’s importance eventually destroyed the CSR implementation and hurt the
entire supply chain.

While a downstream firm’s CSR strategy could be thoroughly damaged by its suppliers, the following factors compound
the difficulty when the firm is a multinational one. First, owing to the globalisation tendency most suppliers of the multinational
firms are located in developing countries overseas (Laudal 2011). While the long distance makes it hard to supervise the
supplier’s production activities, cultural and other differences will make the problem even more complex — an acceptable
CSR practice in one country may be strongly disapproved in another country. Second, unlike other clauses in a contract
which are derived from legal principles and the law, CSR clauses are usually based on frameworks that provide companies
with scorecards and guidelines to measure the effectiveness of their proposed CSR policies and evaluate the CSR ideas
propounded. A CSR clause is more likely to be a simple lip service because it has no actual legal implications and therefore is
not a contract clause in the strictest sense. Third, how to measure CSR is another problem. Different from any other corporate
activities, CSR deals with issues like environmental pollution, child labour and product safety. Those issues are often outside
of the traditional boundaries of a business and cannot be measured by using traditional indicators such as return on investment
(Mellahi 2013).
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Some interesting questions arise within such a situation. First, how will the supply chain members act when facing
ambiguous CSR clauses? Second, to what degree will a firm’s profit be hurt because it cannot control its supplier’s CSR
activities? Third, can a firm avoid or mitigate its oversea supplier’s misconduct through a proper supply chain contract?

To answer those questions, we focus on a CSR supply chain consisting of an OEM and its oversea supplier where the
OEM resells the supplier’s product under its own name and branding. The OEM is the leader, the supplier is the follower.
Under the conventional wholesale price contract where the supplier determines its wholesale price and the OEM decides its
order quantity, we suppose that the supplier can autonomously adjust its CSR cost. A higher CSR cost means that the supplier
pays more attention to its CSR, and there is a lower probability that misconduct will happen and be exposed. We also assume
that: (i) a minimum CSR cost requirement should be met, and (ii) the OEM’s sales will be reduced when one or more acts of
misconduct are exposed. The sequence of events is as follows. The supplier determines its wholesale price firstly and then
the OEM decides its order quantity. After that, the supplier produces the product with a certain CSR cost, where the CSR cost
is its decision variable. Misconduct may happen during the production process with a probability affected by the supplier’s
CSR investment. The market condition eventually is realised and the OEM sets its retail price to consumers.

Using the Stackelberg game we derive the equilibrium solutions and find a dilemma — the supplier’s profit increases with
the minimum CSR requirement, yet the supplier always uses the minimum CSR cost under the conventional wholesale price
contract. This eventually leads to a low supply chain performance. To handle this dilemma, we introduce two different CSR
supply chain contracts, i.e. the flexible quantity contract and the wholesale price incentive contract. The former contract
refers to a tough OEM who can change its order quantity without any cost, and the latter corresponds to a beneficent OEM
who will reward the supplier if no misconduct occurs. Although the two contracts cannot (always) coordinate the supply
chain, we show that they both can improve the supply chain performance significantly. Also, comparison between the two
contracts shows that neither strategy can always dominate the other one — the supply chain should choose the two alternative
contracts conditionally.

This paper contributes to the literature as follows. First, while most previous CSR literature comes from empirical studies
(Luo and Bhattacharya 2006; Gupta, Briscoe, and Hambrick 2017), our work is among the few papers using operations
management models to investigate the role of supply chain contracts in improving the CSR supply chain performance. Second,
our work also provides a new perspective on supply chain disruption management. Most previous literature incorporates the
disruption as an exogenous factor affecting the supply chain decisions (Hendricks and Singhal 2005; Tomlin 2006; Sawik
2013), our model differs by assuming the probability of the market disruption is endogenously affected by the supplier’s
CSR investment. Third, this study enriches the supply chain contract literature about the CSR environment. Different from
the conventional supply chain that can be coordinated by various contracts (Wang and Webster 2009; Gou et al. 2016), in
most cases we cannot find a contract always able to coordinate the CSR supply chain — the CSR supply chain can only be
coordinated under some specific conditions.

The remainder of this paper is organised as follows. Section 2 provides a general overview of the pertinent literature.
Section 3 develops the basic models, including the decentralised case and the centralised case. In Section 4, we consider
the flexible quantity contract under which the OEM can change its order quantity to any level lower than its original order
without paying any additional cost. Section 5 incorporates the case that the OEM encourages the supplier to invest more
in CSR activities with a wholesale price incentive contract in a beneficent way. Comparison between the two contracts is
provided in Section 6. Conclusions and future directions are in Section 7. We provide all proofs in the Appendix 1.

2. Literature review

Literature related to this paper comes mainly from three streams, i.e. (i) corporate social responsibility, (ii) supply chain
contracts and (iii) supply chain disruption management.

2.1 Corporate social responsibility literature

Most previous literature on corporate social responsibility involves case study and empirical research, trying to indicate that
the firm’s investment in social responsibility can create value from various aspects (Porter and Kramer 2006). For instance,
Moir (2001) proved that although it is expensive, consumers are willing to buy an environmentally friendly product; Fombrun,
Gardberg, and Barnett (2000) proposed that CSR activities can manage firm’s risk, especially, reputation risk from stakeholder
groups. As a consequence, most previous literature advocated that companies should carry out CSR activities as a means to
build customer loyalty (Sen and Bhattacharya 2001), to improve their business reputation (Lu, Wang, and Lee 2013), and
even just to respond to a government’s call (McWilliams, Siegel, and Wright 2006).

Besides the empirical studies, there are also a few papers using OM models to solve various CSR problems. Ni, Li,
and Tang (2010) considered a particular wholesale price contract under which the wholesale price is linearly related to the
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supplier’s CSR performance, i.e. w = wqo + ky where y is the supplier’s CSR performance, and k > 0 is the downstream
firm’s marginal pay for the supplier’s CSR performance. Specifically, the authors considered six scenarios within two different
dimensions. Comparison among the six scenarios demonstrated that it is optimal to let the supplier determine the k and y as
the Stackelberg leader. With a similar setting, Hsueh (2015) considered a three-echelon supply chain consisting of multiple
suppliers, a manufacturer and multiple retailers, trying to determine the CSR performance levels of all the supply chain
members and the transaction quantity between them with a bilevel programming model. Another important work is Hsueh
(2014). Within a newsvendor setting, the author proved that the CSR supply chain could be coordinated by a new revenue
sharing contract.

It should be noted that all those three papers assume that the sales are linear in the supplier’s CSR performance, either in a
deterministic and a stochastic form. Our paper differs from them by incorporating the fact that a scandal comes unexpectedly
and its negative effect on sales is often terrible. Also, the contracts proposed by our work are more enforceable because they
can avoid various difficulties in measuring the supplier’s CSR performance.

2.2 Supply chain contract literature

Supply chain coordination is among the most important issues of supply chain management. Researchers have introduced
various contracts such as buyback contracts (Taylor 2002; Pasternack 2008), revenue sharing contracts (Pasternack 2002;
Cachon and Lariviere 2005), quantity-flexibility contracts (Tsay 1999; Tsay and Lovejoy 1999), sales-rebate contracts
(Krishnan, Kapuscinski, and Butz 2004) and quantity discount contracts (Moorthy 1987) to coordinate the pricing and
inventory decisions of a supply chain, usually within a newsvendor model setting, other research tried to investigate whether
those contracts can still coordinate supply chains under various conditions or circumstances.

For instance, the behavioural OM literature supposed that the decision-makers will be affected by certain behavioural
factors and then analysed whether a specific contract can coordinate the supply chain (Cui, Raju and Zhang 2007; Wu and
Niederhoff 2014; Li, Sethi, and Zhang 2016; Zhang, Li, and Gou 2016), OM-Marketing interface literature usually included
the firm’s advertising or promotion decisions, trying to find a proper contract coordinating these decisions in a supply chain
setting (Yue et al. 2006; Krishnan, Kapuscinski, and Butz 2004; Zhang et al. 2013; Gou et al. 2014; Zhao et al. 2014; Li,
Petruzzi, and Zhang 2016). Other literature explored similar problems under various channel structures such as dual channel
(Dumrongsiri et al. 2008), online-to-offline (Zhao et al. 2016; He et al. 2017) or express supply chain (Meuffels et al. 2010;
Liu et al. 2016).

Our work is in line with the latter stream by considering contracts for the CSR supply chain where the sales may be
seriously reduced by the supplier’s CSR misconduct. Specifically, we propose two different contracts, i.e. the flexible quantity
contract and the wholesale price incentive contract, to improve the CSR supply chain performance, and we also specify the
conditions under which one dominates the other.

2.3 Supply chain disruption management literature

Supply chain disruption refers to disturbances caused by natural disasters and man-made disasters, including earthquakes,
hurricanes, floods, terrorist incidents and other unexpected occurrences (Yu, Zeng, and Zhao 2009). By treating those
disruptions as exogenous events, previous literature has investigated various strategies, either operational strategy or finance
strategy, to mitigate or manage the disruption risk. Tomlin (2006) and Schmitt, Snyder, and Shen (2010) focused on inventory
policies. Chopra, Reinhardt, and Mohan (2007) and Yang et al. (2009) considered the emergency sourcing strategy. Dada,
Petruzzi, and Schwarz (2007) suggested the dual sourcing strategy. Ang, lancu, and Swinney (2016) found that a firm with
dual sourcing or multiple sourcing strategy may still face the same tier 2 supplier, and thus they suggested firms should
optimise their sourcing strategy in the multitier supply chain network. Lodree and Taskin (2008) and Dong and Tomlin
(2012) investigated the role of ‘insurance’ in managing the disruption risk.

Our work is highly related to literature using contracts to coordinate the supply chain with disruptions. Xiao, Qi, and Yu
(2007) and Zhang et al. (2012) considered a supply chain with a supplier and two retailers where the two retailers face a
certain market disruption, and proposed mechanisms to coordinate the supply chain. Hou, Zeng, and Zhao (2010) studied a
buy-back contract between a buyer and a backup supplier when the buyer’s main supplier experiences disruptions, and found
that the two different types of disruptions, i.e. the supply disruption and the demand disruption, lead to different optimal
strategies in terms of order quantity for the buyer and the return price for the backup supplier.

Our work differs from the above literature by assuming the probability of the possible market disruption is endogenously
determined by the supplier’s CSR investment. To the best of our knowledge, this is the first paper that investigates how a
downstream firm should use contracts encouraging its supplier’s CSR investment to reduce its market disruption. Our results



4 Y. Wu et al.

also demonstrate why famous companies would more likely to outsource its products from suppliers in underdeveloped
countries — the low CSR requirement there plays an important role.

3. Model development

Consider a supply chain consisting of an OEM M and its supplier S. The firm M, as the brand owner, controls the design,
development, and distribution of the products, but purchases/outsources its products from/to the supplier S. Apple and
Foxconn is an example of such a relationship.

Due to the increasing consciousness of CSR issues among consumers, a firm’s goodwill is also influenced by the
performance of its suppliers. A supplier’s misconduct will reduce the OEM’s sales significantly. The social misconduct could
be irresponsible practices, including extended working hours, low payment, using child labour, and so on. To model this
phenomenon, we assume that the OEM M’s demand is D; = a; — bp if no exposure of the supplier S’s negative social
misconduct occurs and is D, = ap — bp on the contrary (Anand and Goyal 2009; Wang et al. 2017). Here, a; > a; > 0
are the maximum potential market under the two situations, p > 0 is the retail price and b > 0 is the price sensitivity. In
particular, a; — a will take a larger value when consumers are more conscious of a firm’s CSR, and will take a smaller one
on the contrary.

Following Xia, Zu, and Shi (2015), which developed an initial analytic framework that links a firm’s social performance
with its economic performance, we suppose that the occurrence of the supplier S’s negative social events follows a Poisson
distribution and the probability that one or more negative events happen is

E=1-e", (1)

where A is the average number of breakouts related to the supplier’s misconduct. A smaller A implies a higher level of the
supplier’s social responsibility performance. Consequently, the probability that no misconduct happensis 7 = 1 — & = ™.
As for the supplier’s CSR cost, we also follow Xia, Zu, and Shi (2015) and assume that for each unit of product, the CSR

cost is quadratic in 7, i.e.
c=Kt> 2)

While the quadratic form of Equation (2) reflects the diminishing return of the CSR investment, 7 = e~* € [0, 1] implies
that K is the firm’s maximum CSR investment. Combining Equations (1) and (2) we obtain the relationship between & and
¢ as shown in Equation (3),

E=1-(c/K)'?, 3)

where 0 < ¢p < ¢ < K. Here, cq is the supplier’s minimum CSR cost and K is the maximum one. Usually, the minimum
cost ¢q is to meet the basic requirement from either the government or other external social forces. The maximum cost K
indicates that a firm can avoid its misconduct completely with an extremely high CSR cost. Thus, one cannot expect to
produce higher profits with a CSR cost ¢ higher than K. We should note that once the supplier’s CSR cost is lower than
K, negative social events will happen with a certain probability. Another note is that a large K, as well as a large ¢, often
occurs in developed countries with high social responsibility awareness. Equation (3) indicates that a firm can reduce its
exposure probability of social misconduct by undertaking more social responsibility, under which a higher CSR cost will
occur. Specifically, when it just meets the basic requirement, its CSR cost is co and the exposure probability reaches its
maximum value, i.e. £ = 1 — \/co/K.

To simplify the mathematics, we assume that the condition a, — bK > 0 is held throughout the paper. This constraint
means that even when the supplier utilises the maximum CSR cost K but unfortunately faces the minimum potential market
base, the entire supply chain still has a positive profit margin.

For easy reference, we list all notation in Table 1.

3.1 The decentralised case

In this subsection, we consider that the two channel members use the traditional push wholesale price contract as a benchmark.
The supplier’s decision variables include its wholesale price w and its CSR cost ¢, whereas the OEM’s decision variables are
its retail price p and its order quantity ¢. The decision sequence is shown in Figure 1. Before the selling season, the supplier
S firstly declares its wholesale price w and then the OEM M determines its order quantity g. Then, the supplier manufactures
the products at a unit CSR cost ¢, under which harmful CSR events may happen at a probability & = 1 — /c/K. At the
beginning of the selling season, the demand uncertainty D = Dj or D> is resolved, and the firm M receives its order, i.e.
the ¢ units of product, and determines its retail price p.
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Notation Description

M A symbol to indicate the OEM

S A symbol to indicate the supplier

i An index to indicate whether there are exposures of the supplier’s negative social misconduct — i = 1 means no
exposure and i = 2 means at least one

D; The market demand under the above two situations

& The probability that one or more negative exposures occur

A The average number of breakouts related to supplier’s social misconduct

co The supplier’s minimum CSR cost per unit product to meet the public requirement

K The supplier’s maximum CSR cost per unit product

c The supplier’s cost related to its social responsibility — a supplier’s decision variable

w The supplier’s wholesale price — a supplier’s decision variable

q The OEM’s order quantity —a OEM’s decision variable

p The retail price — a OEM’s decision variable

TS The supplier’s profit

M The OEM’s profit

The supplier S firstly determines The supplier S manufactures the
its wholesale price w products at a unit CSR cost ¢

The market condition

realizes
The selling season >|
The OEM M determines The OEM M determines
its order quantity ¢ its retail price p

Figure 1. The sequence of events.

To avoid messing in mathematics, we normalise all other costs and the product salvage value to zeroes (Guo 2009). The
supplier’s profit is then

s = (w —0)q,

and the OEM’s profit is

“)
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nl(lfl) = pmin(a; — bp, q) — wq, ®)
where i = 1 or 2. Here, i = 1 means that no exposure of social misconduct happens during the production season and
i = 2 means the contrary. Specifically, when the ordered products arrive the OEM and the market condition is realised at
the beginning of the selling season, the OEM’s objective is to determine its retail price p maximising its profit as given in
Equation (5). But when the OEM decides its order quantity, whether D = D or D3, is not known yet. As a consequence, its
objective at this time point is to maximise its expected profit given by Equation (6), i.e.

E(my) =1 - f)mgx [pmin(a; — bp, q) — wq] + Smlgx [pmin(az — bp, q) — wq], (6)

where & is given by Equation (3). In the following we utilise a backward induction approach to derive the equilibrium
decisions of the two channel members. Lemma 1 provides the OEM’s optimal retail price when the potential market is
realised.

LEMMA 1 Given the market demand function D = a — bp and the order quantity q, the OEM’s optimal retail price is

a—q ,'f 0<q<£
()={ b 4 (7
P % f qa>73,
under which the OEM’s profit is
2
Y9 —wg if 0<qg<%2
”MZ{ AR ®)
5wy if q>53.

The proof of Lemma 1 is provided in Appendix 1.

Lemma 1 illustrates that the OEM’s retail price is determined by both its order quantity ¢ and the market condition.
Specifically, we have dp(g)/da > 0 and dp(q)/dq < O, implying a large potential market a will lead to a high retail price
whereas a high order quantity ¢ will result in a low retail price. Since a; > a» > 0, the exposure of the supplier’s social
misconduct will usually reduce the retail price.

As for the supplier, once its wholesale price w and the OEM’s order quantity g are determined, it tries to determine its
optimal CSR cost ¢ to maximise its profit given by Equation (4). Noting that dwg/dc = —q < 0, we know that under the
push wholesale price contract, the supplier would always like to invest less in its CSR as shown in Proposition 1.

PROPOSITION 1  Under the push wholesale price contract, given the wholesale price w and the OEM’s order quantity q,
the supplier S’s optimal decision on its CSR cost is to use its minimum value, i.e. ¢ = cq, under which the probability of
negative CSR exposure is € =&y =1— /co/K.

The proof of Proposition 1 is provided in Appendix 1.

Proposition 1 demonstrates that despite the fact that the wholesale price w and the order quantity g are determined
before the supplier determines its CSR cost ¢, they do not influence the supplier’s CSR cost decision under the conventional
wholesale price contract. The contract gives the supplier no incentive to improve its social responsibility and the exposure
probability of its negative social misconduct reaches the maximum value, i.e. £ =&y =1 — /co/K.

With Lemma 1 and Proposition 1 we obtain the OEM’s problem when it decides its order quantity ¢, i.e.

(1 — &)U 290 g f0<qg<%
2
max E(ry) = 1 (1 - )95 + 0% —wg % <q<% ©)
(1 —&0)G + 5% —wg if q>%,

and the supplier’s problem when it determines its wholesale price w, i.e.

max as(w) = (w — cg)gq. (10)

Solving the game backward, we obtain the equilibrium solutions for the decentralised scenario as in Proposition 2.

PROPOSITION 2 Letéy = 1—+/co/ K. Suppose the supplier and OEM make their decisions independently with the wholesale
price contract, the equilibrium solutions of the CSR supply chain are as follows:

(1) when ay < a1 < 2ay holds, the supplier’s equilibrium wholesale price is

(I —&p)ay +épaz  co
* = — 11
w b + > (11)
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the OEM's equilibrium order quantity is
g = (I —&o)ar + boaz  beo

: = (12)
under which the (expected) profit of the two channel members are
((1 = &)ai + &oaz — bep)®
7k = - , (13)
and 5
((1 = &o)ar + Soar — beo)
Emyy = o : (14)
(i) when a1 > 2ay holds, the supplier’s equilibrium wholesale price is
_ ) _oa)?
(FSO);éJrSodz + %0 if (a|h—221?2) <co <K,
the OEM’s equilibrium order quantity is
be . (a1 —2ay)*
gt = %_ﬁ i 056()25% (16)
(I*SO)ZHLSO“Z _ % if (41}7—221?2) <co <K,
under which the (expected) profit of the two channel members are
((1—&y)ar —bco)® ; (a1 =2ay)”
jT; = 81?(1@50)‘0 5 if 0= COZS aleI?2 (17)
((1—50)611:3-50!12—1760) if (0117—221?2) <co <K,
and ,
foay | ((—f)a1—beo)® i () < o < (@1202)
Eny =1 % T T Teb(1-) if 0=co="pyg (18)

2 2
((1—50)0112%)02—b00) if (alb_zzl?Z) <co < K.

The proof of Proposition 2 is provided in Appendix 1.

Proposition 2 demonstrates that the CSR consciousness of consumers and the basic CSR requirement of a society will
interactively influence the supply chain decisions. Since & is the probability that the potential market a equals a> and 1 — &g
is the probability that the potential market a equals aj, the term (1 — &p)a; + &paz is the expected potential market. Then,
the expression of Equation (11) illustrates that when the CSR consciousness of consumers is not high, i.e. a» < a1 < 2a»,
the equilibrium wholesale price is mainly determined by the expected potential market and the supplier’s CSR cost c¢g.
However, Equation (15) demonstrates this is not always the case. Specifically, when consumers pay more attention to CSR
so that a; > 2a», a low wholesale price will result when the basic requirement ¢ is low, i.e. 0 < ¢¢ < (a; — 2612)2 / b’K.
Compared with the equilibrium wholesale price under the condition of ¢y > (a; — 20;2)2 /bZK , a term &gan /2b has been
deleted, implying that the equilibrium wholesale price will be significantly lower if 0 < ¢y < (a1 — 2a2)?/b*K . To make
this conclusion clear, we vary cg from 0 to 10 while keeping other parameters fixed, i.e. a; = 1850, a, = 900, b = 10 and
K = 10, and draw the equilibrium solutions in Figure 2. From Figure 2, we see that the supplier is more likely to use a low
price strategy to attract a large order quantity when cq is small, implying that the local government of the supplier has a low
basic CSR requirement.

The left subfigure of Figure 2 shows the trend of the wholesale price and the OEM’s order quantity as co changes when
co > (a1 —2a»)*/b*K , and the right subfigure reflects the tendency of the profits. We also plot the trends of the equilibrium
solutions for the case of ap < a; < 2a; in Figure 3, behind which the parameters are a; = 1500, a, = 900, b = 10, K = 10.
In Figures 2 and 3, 7§ is the supplier’s profit at equilibrium, and E7y;, and Ex™ are the expected profit of the OEM and the
entire supply chain, respectively.

Figures 2 and 3 illustrate the following dilemmas: (i) although the supplier’s profit is an increasing function in the basic
CSR requirement cg, the supplier will always use the minimum cg; (ii) although the supplier can benefit from a higher
requirement ¢y, the host country of the supplier has little incentive in increasing its basic CSR requirement.

We will investigate solutions to the first dilemma using supply chain contracts in Sections 4 and 5, but first the OEM’s
profit trend in Figures 2 and 3 will help us explain the second dilemma. In Figure 2, as cq increases, the OEM’s profit will
drop suddenly at the break-point ¢g = (a; — 2a2)*>/b*K and then increase gradually. Note the OEM’s expected profit is
significantly higher at the left of the break-point, when there are many suppliers competing for the same order, the OEM
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Figure 2. The equilibrium solutions with different ¢ when a; > 2a5.
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Figure 3. The equilibrium solutions with different ¢y when ar < a; < 2a5.

will more likely choose a supplier with a lower CSR requirement. Although Figure 3 indicates that the OEM would like a
high CSR requirement, the condition of Figure 3 indicates that such an intention exists only when consumers’ consciousness
of the OEM’s social responsibility is not so high, i.e. a2 < a; < 2a;. Therefore, the comparison between Figures 2 and 3
explains why most famous brands such as Apple and Dell prefer to outsource their production to oversea suppliers with a
low CSR requirement. When consumers in developed countries are more conscious of the social responsibility of their firms,
OEMs are more likely to outsource their production to oversea suppliers with lower CSR requirements.

Furthermore, Figures 2 and 3 illustrate that the supplier’s profit will be much higher than the OEM’s profit either when
the CSR consciousness of consumers is not so high (i.e. a» < a; < 2a») or when both the CSR consciousness of consumers
and the society’s basic CSR requirement are high (i.e. a; > 2a» and ¢y > (a; — 2612)2 /sz ). On the contrary, when the
CSR consciousness of consumers is high and the society’s basic CSR requirement is low, the OEM’s profit will be much
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higher than the supplier’s profit. This demonstrates that the CSR consciousness in a famous brand’s country or area, plays
an important role in the brand’s quest to earn a high profit margin in the current CSR supply chain.

3.2 Centralised decisions: a benchmark

While Section 3.1 shows the equilibrium solutions of the two channel members when they make independent decisions, in
this subsection we establish a performance benchmark by considering the case that the two members act as an integrated
firm.

When the demand is realised, we denote it as D = a — bp where a could either be a; or az, so the integrated system’s
profit function for any given production quantity ¢ is

7 = pmin(a — bp, q) — cq. (19)
Under such a condition, the system’s optimal retail price is exactly as given in Equation (7), under which the optimal profit is

2
aq—q ; a
—cq if 0<qg<35
T = A q if =q =3

B —Cq if q>73.

(20)
Here, Equation (20) has the same form as Equation (8) but w is replaced with c.

Consequently, when the integrated system determines its production quantity and its CSR cost, its objective function is

Er =(1- é)mlgx [pmin(a; — bp, g) — cq] + Smlgx [pmin(az — bp, q) — cql, (21

where £ = 1 — \/c/K is given by Equation (3).
Maximising Equation (21) with constraint of ¢ > ¢o and g > 0, we have the following proposition.

PROPOSITION 3 Let A = 2b/Kcy + ,/a% +b2Kcyg and B = 2bK + 1/a% + b2K2. When the OEM and the supplier

integrate as a single firm, their optimal production quantity is

(a‘_azgvc"/l{ + az_zbc" if a» <ap <a+byKco

. %—b—véﬁo if ax+by/Kcp<a <A
q = 21342 (22)
ajl 1 2 .
5 T 6 if A<a <B
e bT if a, > B,
and their optimal decision on the CSR cost is
o if a»<a <A
s 2a)—,/a?+3a3 .
Tl 52?2 if A<a<B (23)
K if a; > B,
under which the system’s expected profit is
2
(a1 uz)«/éo/K+a2 beo) if ar<a <a+ byKco
2 2
(a az)«/co/K hco./Kc a1c0 +% i a2+b\/K_C()<a1 <A o
ER = y (24)
(u +3u2)2+a1(a —9q2 ) .
> 254;;“51 2+4b if A<a =B
“1*“24_1&_%4_ if a; > B.

The proof of Proposition 3 is provided in Appendix 1.

4. The flexible quantity contract: the role of a tough OEM

In Section 3.1, a dilemma was observed between the supplier S and the OEM M under the push wholesale price contract —
although the two members could both benefit from a high CSR, the supplier will always manufacture the products with the
minimum CSR cost ¢q rather than a higher CSR cost, under which both channel members could obtain less profit. In this
section, we show that a tough OEM may resolve such a dilemma.
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The supplier S firstly determines  The supplier S manufactures the
its wholesale price w products at a unit CSR cost ¢

The market condition
realizes

The selling season

The OEM M determines its The OEM M determines the final quantity q' it
preorder order quantity ¢ will receive and pay, as well as its retail price p

Figure 4. The sequence of events under the flexible quantity contract.

Specifically, we consider the case that the OEM is so tough that it can change its order quantity from ¢ to any ¢’ which
is less than ¢ when the demand is realised. Such a case commonly exists between the famous brands and their suppliers in
developing countries. To cover such written and unwritten arrangements, we say that the supplier provides the OEM with a
flexible quantity contract so that the OEM can change the order quantity without any cost. The supplier S, owing to its inferior
status, has to produce a quantity of products sufficient to meet all the contractually possible requirements from the OEM.
That is to say, despite the fact that supplier’s production quantity is determined by the OEM, the supplier has to undertake
the entire market risk due to possible production misconduct.

The sequence of events is shown in Figure 4. The supplier S firstly announces its wholesale price w. Then the OEM M
determines its order quantity ¢g. The supplier has to manufacture enough products to meet the OEM’s possible requirement in
future, with a unit CSR cost c. The demand is realised at the beginning of the selling season. The OEM eventually determines
the quantity ¢’ for sales and pays the supplier wq’ for its products. Here, the only difference to that in the decentralised case
shown in Figure 1 is that the OEM can change its order quantity from ¢ to any ¢’ < ¢ just before the selling season.

Let g1 (¢q2) be the OEM’s optimal sales when no negative misconduct occurs (one or more harmful events happen)
conditioning that the OEM can purchase the products after the demand is realised. It is obvious that 0 < g2 < gj. Denoting
w as the wholesale price, the OEM’s objective function is

v = (p— w)(a; —bp), i=1or2. (25)

By maximising Equation (25) we obtain the OEM’s optimal retail price as p; = (a; + bw)/2b (i = 1,2), under which
q1 = (a1 —bw)/2 and q2 = (a2 — bw)/2.

Under the flexible quantity contract, although the OEM could theoretically obligate the supplier to any g large enough so
that the OEM will not take any demand risk, we should note that the OEM’s choice ¢ will equal g;. In fact, since the supplier
also knows the maximum potential market ay, it can anticipate the OEM’s optimal and maximum order quantity q;. Thus,
any choice of ¢ larger than ¢ is unbelievable —in such a case the supplier would prepare g unit of products at most. Also,
given the order ¢, the OEM will not change the delivery amount when no negative CSR events happen, but when negative
events do occur, it will change its order from g to ¢». Here, g1 = (a1 — bw)/2 and g2 = (az — bw) /2.

With the OEM’s decisions of g1 and g2, when the supplier determines its CSR cost ¢, its objective function becomes

Eng =[(1—-8)q1 +&q2]w — cqq, (26)

where £ = 1 — \/c/K given by Equation (3).
Maximising Equation (26) we obtain the supplier’s optimal decision on its CSR cost ¢ for any wholesale price w, which
is shown in Proposition 4.
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Figure 5. The equilibrium solutions with different w.

PROPOSITION 4  Under the flexible quantity contract, for any wholesale price w, the supplier’s optimal decision on its CSR
cost ¢ is

. < < 2a1+/Kco
T wz(acga )2 lf 2a \/é_ o me;;’a;(_az
W)= Rabr LBk <Y S Bhra-a 0
K if w = Zsz-T—IaI]{—az’
under which the supplier’s profit is
) w(al—azz)«/C(;W + (:12+12760)w _ % 4 ‘% if O<w< %\/2%%
Enxl(w) = Elc)z](:llb;)()%)lf + (azfgw)w #% <w< #la]f_az (28)
(alfbwz)(wfl() if w> %I(Zi%’
the OEM'’s expected profit is
_ _ —bw)? .
T (a1 +ay=2bw)(a; izb)«jmﬂaz bwi if 0<w< %
Ejp(w) = | (bGripnGuar 4 (g if o i < w < st @

and the expected profit of the entire supply chain is

(a}—a3)Jco/K +a3 n 2(bw—ay)co—bw? if 0<uw< 2a;/Kcg
4b 4 ) - — 2byJ/Kco+a1—ar
EnT(w) = | @—bw—a)@—ap*wt2kp?w’-2kp>w> | a3 .. 2a1/Ke < _ 24K (30)
SBK (a1 —bw) % ¥ iRara—a <Y = BEta-—a
(a1 —bw)(a;+bw—2Kb) f - 2a1 K
b L W= %K +ar—a;

The proof of Proposition 4 is provided in Appendix 1.
While Proposition 1 indicates the supplier S will always utilise the minimum CSR cost ¢ under the push wholesale price,
Equation (27) demonstrates that under the flexible quantity contract the supplier’s CSR cost ¢ is mainly determined by its

wholesale price w. As shown in Figure 5, when the wholesale price is low, i.e. 0 < w < JJ%T %, the supplier will
still use a minimum CSR cost ¢o. However, such a case will change as the wholesale price increases. Specifically, when the

wholesale price is extremely high, i.e. w > ZbKZi%’ it will set its CSR cost ¢ = K; and for a moderate wholesale price,

. 20] KCO 2a|K . ’ . H
—_— P bl S—
e 5 X o < W S mEraar the supplier’s CSR cost ¢ increases in w.
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Figure 6. The equilibrium solutions with different w.

Since the supplier’s CSR cost depends on the wholesale price now, the flexible quantity contract should solve the dilemma
mentioned in Section 3.1, and the supply chain performance should be improved. To show the performance of the flexible
quantity contract, we vary w from 0 to 80 while keeping other parameters fixed (a; = 2000, a = 900, b = 20, K = 20
and ¢o = 5) and draw the profits of the supplier, the OEM and the entire supply chain in Figure 6. In Figure 6, 7§, Emy,
and Ex* are the equilibrium profit of the supplier, the equilibrium expected profit of the OEM and that of the entire supply
chain for the decentralised case, E JTST (w), EnAT,I(w) and Ex T (w) are those under the flexible quantity contract, and E7 is
the optimal supply chain profit under the centralised case.

From Figure 6 we can find that: (i) although the supply chain performance is lower than that under the centralised case,
in a large range of the wholesale price w the supply chain’s total profit is much higher than that under the decentralised
case — the flexible quantity contract can improve the performance of the CSR supply chain significantly; and (ii) when
the wholesale price w is between the points B and F, both the supplier and OEM can benefit from the flexible quantity
contract (compared with the decentralised case). It should be noted that although we use specific values here, the tendency in
Figure 6 is a typical one — we experimented with changing all the parameters using a large variation but found the trends are
all similar.

In fact, the flexible quantity contract is effective because of the following two aspects. First, owing to the flexible quantity
contract, the OEM can be free from the demand risk and increase its order quantity, which eventually increases the expected
sales and the supply chain profit. This explains what we see in Figure 5 and the left part of Figure 6 — when the wholesale
price is low, the supplier’s CSR cost stays the same as that in the decentralised case, but the profit of the entire supply chain
increases. Second, since the supplier has to undertake all the possible misfortune resulted from its misconduct, it has to
increase its investment in CSR cost. The rule ‘each one should carry his own load’ benefits both the supplier and the OEM.

5. The wholesale price incentive contract: the role of a beneficent OEM

While Section 4 indicates that the flexible quantity contract can solve the dilemma that under the wholesale price contract the
supplier will always manufacture the products with a minimum CSR cost, we also find the profit of the entire supply chain
cannot reach the optimal under the centralised case. In this section, we try to investigate whether a beneficent OEM with an
incentive program can do a better job.

In particular, we consider the case that besides the conventional wholesale contract, the OEM M offers the supplier S the
following reward program — the OEM will give the supplier an additional reward s if no exposure of negative CSR events
occurs during the production period. We call this a wholesale price incentive contract.

The sequence of events is shown in Figure 7. Before the supplier manufactures the products at a unit CSR cost ¢, the
supplier should determine its wholesale price w, and the OEM should decide its unit additional reward s and its order quantity.
Then, just as in the push wholesale price contract, the market will be realised at the beginning of the selling season and then
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Figure 7. The sequence of events under the wholesale price contract.

the OEM will try to find its optimal retail price to maximise its profit. Here, a difference from the decentralised case is that
an additional reward s should also be determined when the supplier declares its wholesale price w. In particular, because the
supplier’s wholesale price w will be influenced by the reward s significantly, it is more likely that the supplier and the OEM
will collaboratively determine (w, §) in a cooperative manner.

While the sequence of decisions on w, s and ¢ may differ, once those three variables are given, the supplier’s decision
on ¢, as well as the OEM’s pricing strategy on p, will be the same. Specifically, if no negative CSR events occur, the OEM
aims to maximise

iy = pmin(a;r — bp, q) — (w + 5)g; (31)
otherwise, it maximises
7wy = pmin(a; — bp, q) — wq. (32)

From Equations (31) and (32) we see that the value of w and s do not influence the OEM’s decision on p, the OEM’s
optimal p will be the same as that given by Equation (7). When the OEM decides its order quantity, its objective function is

(1 — £)(U=2 _ 5q) +s“2‘f*‘12 —wq if 0<q=<%
Etu=1 (- 5L s +e5-wg  if $<q<9 49
(1 s)(4,, sq)+s4b wgq if q>%.

When the supplier S decides its CSR cost ¢, it tries to maximise its expected profit given by the following equation, i.e.
Eng = (w —0)g + (1 - §)sq, (34)

where £ = 1 — /c/K is the probability that one or more negative CSR events occur. Maximising Equation (34) with the
constraint of ¢y < ¢ < K, we have the following proposition.

PROPOSITION 5  Under the wholesale price incentive contract, given the wholesale price w, the order quantity q and the
additional unit reward s, the supplier S’s optimal decision in CSR cost is

co Iif 0<s<2JKco

c= % if 20/Kcgp <5 <2K (35)
K if s > 2K.

The proof of Proposition 5 is provided in Appendix 1.

Proposition 5 demonstrates that the dilemma mentioned in Section 3.1 may also be solved by an incentive program. While
under the flexible quantity contract the supplier’s CSR cost ¢ depends only on its wholesale price w (see Equation (27)),
for this type of contract Equation (35) illustrates that the supplier’s CSR cost ¢ depends only on the OEM’s unit additional
reward s — the OEM’s order quantity ¢ and the supplier’s wholesale price w do not influence the supplier’s decision about
its CSR cost c.
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While Equation (35) shows that the OEM’s reward can affect the supplier’s decision on its CSR cost, the following
observations indicate that the reward strategy may work at low efficiency. First, the supplier’s CSR cost retains at ¢ = ¢y when
0 < s < 24/Kcg, implying that the OEM’s reward strategy is entirely in vain under such a condition — its incentive reward s
does not affect the supplier’s decision about CSR cost c. Second, let ¢ = c/s, the ratio between the supplier’s investment in
improving its social responsibility and the OEM’s reward. It can be easily proved that 0 < ¢ < 1/2 when s > 2/ K c¢. This
means that the supplier will use no more than a half of the OEM’s reward to improve its social responsibility performance.
As a consequence, a doubt arises here about whether the OEM’s wholesale reward strategy can work in improving the supply
chain performance with social responsibility concerned consumers. To answer this question, we first present the optimal
(w, s) contract that maximises the supply chain profit in Proposition 6.

PROPOSITION 6  Under the wholesale price incentive contract, for any w and s satisfying

w =co—s+/co/K andw > 0, (36)
the supply chain will obtain its maximum profit, i.e.
2
((a1—az)v/co/K+ar—bco) ifay <ai <ar+b /Kco

ET[B = (aziaz)m b4b\/K7 a2 (37)
1 24b° + = AR L4 f a) > az + b/Kco.

The proof of Proposition 6 is provided in Appendix 1.

Comparing Equation (37) with Equation (24), we find that when a; < a; < 2b+/Kco+/ a% + b2K ¢ the supply chain’s
maximum profit under the wholesale price incentive strategy equals the supply chain’s maximum profit in the centralised case.
Furthermore, Proposition 6 indicates any (w, s) satisfying Equation (36) can make the supply chain achieve its maximum
profit under the wholesale price incentive contract. It may seem that the wholesale price incentive contract can coordinate the
CSR supply chain and allocate the supply chain profit between the two members, and do so with high flexibility. Unfortunately,
this appearance is false for the following reasons.

First, for any w and s satisfying Equation (36), we have 0 < s < +/Kc¢. Under such a condition, Equation (35) indicates
that the supplier’s optimal decision on its CSR cost is cg. Substituting ¢ = ¢ and w = ¢g — s+/co/K into Equation (34), we
always have Emg = 0. This means that even though the wholesale price incentive contract can coordinate the supply chain
under certain conditions, a transfer payment from the OEM to the supplier is necessary, otherwise the supplier will never
accept such an arrangement because its profit will be zero.

Second, since the supplier’s optimal CSR cost is always cg, just as in the decentralised case, the wholesale price incentive
contract cannot solve the dilemma raised in Section 3. In fact, although Emp = E7 when a; < a; < 2by/Kco +

\/ a% + b%K ¢ holds, we can see under such a condition the supply chain’s optimal decision is also ¢ = ¢¢. The reason that
the wholesale price incentive contract can achieve the supply chain’s maximum profit here is because it transfers the demand
risk from the OEM to the supplier, which eventually enlarges the OEM’s order quantity.

For clarity we summarise the above conclusion in the corollary below.

COROLLARY 1

(i) Whenay < ay < 2b/Kco+,/ a% + b2K ¢y is satisfied, with a proper transfer payment, any wholesale price incentive

contract satisfying
w=co—s+/co/K andw > 0,

can coordinate the CSR supply chain;
(i) The wholesale price incentive contract cannot solve the CSR supply chain dilemma.

6. Tough or beneficent: a comparison

In Sections 4 and 5, we introduce two different contracts to improve the CSR supply chain performance, i.e. the flexible
quantity contract having the OEM act in a tough way, and the wholesale price incentive contract in which the OEM has
a beneficent attitude. In this section, we will compare the two contracts to investigate under what condition one of these
will perform better than the other. Since the wholesale price incentive contract can coordinate the supply chain when

ay < ay < 2by/Kcy+ /a% + b2K ¢ but the flexible quantity contract cannot, we have the following corollary.

COROLLARY 2 When ay < a1 < 2b/Kco + /a% + bXK ¢ is satisfied, combined with a proper transfer payment, for
any wholesale price w, there always exists a wholesale price incentive contract performing better than any flexible quantity
contract.
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Figure 8. Comparison of the two contracts when ay < ay < 2b/Kco + / a% +b2K cy.

To illustrate Corollary 2 clearly, we vary w from O to 80 and plot the optimal supply chain profits under the two contracts
in Figure 8 (other parameters are fixed as a; = 1400, a = 1000, » = 20, K = 50 and ¢9p = 15). Figure 8 shows that
the supply chain’s optimal expected profit under the flexible quantity contract is always lower than that under the wholesale
incentive contract.

In fact, under the condition of a; < a; < 2bs/Kco + , /a% + b2K ¢, the supply chain’s optimal CSR cost under the
centralised case is ¢ = cp, implying that the supply chain has no incentive to improve its CSR cost and the CSR dilemma
does not exist. Thus, the flexible quantity contract looks useless to solve the CSR dilemma under such a condition. On the
contrary, the wholesale incentive contract can flexibly change the risk allocation between the two channel members” and
eventually coordinate the supply chain. Thus, the wholesale incentive contract dominates the flexible quantity contract in
this case.

However, when a; > 2b+/Kco + , /a% + b2 K ¢y, the situation changes. The flexible quantity contract can solve the CSR
dilemma but has limitation in allocating the risk, whereas the wholesale incentive contract can allocate the risk flexibly but
cannot solve the CSR dilemma. Which contract will perform better? The answer is no longer apparent.

Because of the mathematical complexity, we cannot provide an analytical answer for the above question. As an alternative,
we vary the parameters in a large range, plot the trends of the supply chain profits along with the changing of w under the two
contracts, and eventually obtain three patterns as shown in Figure 9. For the three subfigures of Figure 9, all other parameters
except a; are the same as those in Figure 8, i.e. ap = 1000, b = 20, K = 50 and c¢p = 15. Figure 9(a) with a; = 2300

represents the scenario that ay is slightly larger than 2b/ K co +, /a% + b2K cg, Figure 9(b) with a; = 2900 is for the scenario
that a; is moderately higher, and Figure 9(c) with a; = 3500 shows the trend when a; is extremely large.

From Figure 9 we find the following trends. First, as w increases, the supply chain expected profit under the flexible
quantity contract, i.e. Exr”, has two local maximum points, J and H. Second, while Ex” (J) is always larger than Emp for

alla; > 2b/Kco+ 4/ a% + b2Kco, EnT (H) has an increasing trend when a; increases. While the former demonstrates that

whena; > 2b/Kco+ N a% + b2K ¢( holds, there always exists a w making the flexible quantity contract perform better than
the wholesale incentive contract, the latter indicates that the flexible quantity contract will do a better job when a; is larger.
In fact, under the flexible quantity contract, from Figure 5, we can see the following results. First, the supplier’s equilibrium
decision in CSR cost is always c¢op when w is small (the left of point L). Although ¢ is smaller than in the centralised case,
because the supplier undertakes all the demand risk, the OEM’s order quantity will be large enough. This eventually makes
the flexible quantity perform better than the wholesale incentive contract. However, we should also note that the OEM’s
order quantity decreases in w, which is why we see that the supply chain profit Ex” decreases in w to the right of point
J. Second, when w is between points L and H, the supplier’s CSR cost will increase sharply as w increases. Because the
CSR dilemma can be solved under such a condition, we see that Ex T also increases in w. Figure 9 shows that the flexible
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Figure 9. Comparison of the two contracts when a; > 2b/Kcq + , /a% +b2Kcy.

quantity contract’s ability to resolve the CSR dilemma will improve the supply chain profit significantly when a; is large.
Third, when w is large enough (to the right of point H), the supplier’s CSR cost stays the same at K. In such a case, the
increasing of w will just exacerbate the double marginalisation effect — Ex” is then decreasing in w.

Corollary 3 summarises the above discussions.

COROLLARY 3 Whenay > 2by/Kco + +/ a% + b2K ¢y satisfies, there always exists a flexible quantity contract performing
better than any wholesale price incentive contract.

7. Conclusions

Corporate social responsibility (CSR) has become an increasingly vital issue for multinational enterprises. In particular,
within the supply chain, a firm’s sales and reputation can be deeply damaged by the misconduct of its suppliers.

In this paper, we investigate how a firm should use supply chain contracts to avoid or mitigate a supplier’s possible
misconduct, focusing on a CSR supply chain consisting of an OEM and an overseas supplier, and introducing a decision
model for the CSR supply chain. Our model incorporates these two facts: (i) the possibility of the market disruption can
be reduced through a higher CSR investment, and (ii) the society has a minimum requirement for the supplier’s CSR. The
supplier has to determine its wholesale price and CSR cost, while the OEM has to decide its order quantity and retail price.

A dilemma of the CSR supply chain appears from its equilibrium solutions — the supplier always utilises the minimum
CSR cost, which eventually leads to a low supply chain efficiency. This paper considers two contracts, the flexible quantity
contract and the wholesale price incentive contract, to solve this problem. Our results show that while both types of contract
can improve the supply chain performance, neither contract always dominates the other. A contract dominating in some
conditions will be dominated in other conditions. Besides the above dilemma, our results can also explain why, in most cases,
the OEM prefers to select a supplier whose host country has a relatively low CSR requirement.

A practical value of our paper is that although most CSR clauses have no actual legal implications and are difficult to
apply, our model proves the usefulness of some simple CSR contracts just considering the market results. Specifically, the
model indicates that a proper supply chain contract will help the OEM induce its supplier to invest more in its CSR, reduce
the possible market disruption, and, moreover, benefit both the OEM and the supplier profits. The CSR contracts which we
have proposed are especially suitable for a multinational OEM and its oversea supplier.

Limitations and possible future research of this study include the following. First, we consider that the sales total is
only affected by the supplier’s CSR cost in the current setting, which implicitly assume that the OEM itself has no CSR
misconduct. This assumption could be relaxed if one needs to incorporate the synergy effect of the OEM and the supplier’s
CSR investment. Second, we use deterministic models in the current paper to avoid the mathematical complexity — an
extension of the current work to a newsvendor setting could be an interesting work. Third, because of the difficulties in
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mathematics, we cannot derive an explicit expression of all the decision variables for the proposed contracts. A simple
mathematical model that does not lose the properties of the CSR supply chain should be investigated.
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Notes

1. James Epstein-Reeves, ‘Consumers Overwhelmingly Want CSR’ 15 December 2010, Forbes (online) http://www.forbes.com/sites/
¢s1/2010/12/15/new-study-consumers-demand-companies-implement-csrprograms/.

2. The flexible quantity contract also changes the risk allocation between the two supply chain members, but it lets the supplier undertake
all the risk — it cannot allocate the risk with flexibility.
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Appendix 1
Proof of Lemma 1
Proof. When the market demand is realised, the OEM has to find an optimal p to maximise the following objective function, i.e.
7y (p) = pmin(D, q) — wq, (A1)

where D =a — bp and a = aj or ap.
The OEM could set either a price low enough, i.e. 0 < p < (a — ¢q)/b, leading to the situation that the demand is larger than its order
quantity g (D > q), or a price high enough to lead to D < ¢. Thus, Equation (A1) turns into the following,

—w if 0<p<®4
() = { L ) (A2)
(a—bp)p—wq 1 P> =5
It is easy to examine that the function 77 (p) in Equation (A2) is a continuous function. Also, we have
9 if 0<p<®d
™ _ { q 1 =p _a—bq (A3)
ap a—2bp if P> 5,

and

(A4)

2

a2nM:{ 0 if05p5:_;qq
op —2b if P>

Equations (A3) and (A4) indicate 77 (p) increases linearly in p when0 < p < (a—gq)/b andis aconcave function when p > (a—q)/b.
Letting a — 2bp = 0 we obtain p = a/2b, which is the point leading to the maximum value for the function (¢ — bp) p — wq without any
constraints.

Thus, we have the following: (i) when p < (a — q)/b, i.e. ¢ < a/2, mp;(p) obtains its maximum value at p = (a — ¢q)/b, under
which my; = aq — q2/b — wgq; (ii)) when p > (a — q)/b,i.e. g > a/2, mp;(p) obtains its maximum value at p = a/2b, under which

M :a2/4b—wq. O
Proof of Proposition 1
Proof. Given the value of w and ¢, the supplier determines the optimal ¢ to maximise 7§ = (w — ¢)g with constraint ¢ > ¢(. Since
dmg/dc = —q < 0, the supplier would always prefer a smaller c. As a consequence, its optimal decision in CSR costis ¢ = ¢g. Substituting
¢ = ¢q into Equation (3), we have §y = 1 — /co/K. O
Proof of Proposition 2

Proof. When the OEM determines its order quantity, its objective function is given by Equation (9), and the supplier aims to maximise
its profit given by Equation (10) when it decides its wholesale price w. Here, the supplier acts as a leader and the OEM as a follower.
We use backward induction to solve the problem. We first derive the OEM’s optimal decision on g given the supplier’s wholesale
price w.
First, differentiating the objective function of Equation (9) with respective to ¢, we have

S En M_w_zﬂ if 0<q<%
aqM = Ut 2ble g @ g (A5)
—w if q>%,
and
—£ if 0<g=< @
02En e =2
p 2M = _2(1;50) if% <qg< ‘171 (A6)
4q 0 if q > %1
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Figure Al. The equilibrium solutions with different q.

Second, we note that the objective function in Equation (9) and d Emy; /dq in Equation (A5) are both continuous functions of g. Also,
Equation (A6) indicates that d Ewps/0q is a nonincreasing function of ¢g. With the above properties of Emyy, and noting a < b, we can
conclude that:

If dﬂM lg=a > 0 and aEnM lg=b < 0, then the point leading to the maximum value of E )y must be located in the internal [a, b].

Consequently, the OEM’s optlmal q can belong to the following three cases (see Figure Al).

Case 1: When BE”M lg=0 <0, (le. w > w), the optimal order quantity is ¢ = 0.

Case 2: When 8E%M lg=0 >0 and 2£7M |q:a2/2 < 0 (.e. M <w=< U_&))Z(?M), the optimal order quantity g falls
in [0, a2/2], and g = 71 So)d1+oay _ wa

Case 3: When ¢ aq 3%2’” lg=a;/2 <0.(Ge.0 <w < w}w), the optimal order quantity ¢ = % — %.
Summarising the above three cases, we obtain the OEM’s optimal order quantity ¢ in response to the supplier’s wholesale price w, i.e.

a b : (=) (a1—ay)

= if 0<w< ——0H=22
gw) = { (=fa+ha _wh i (—f—a) _, < (=fon+ha (A7)

0 if w> (1—50)11171-‘1-50!12_

Substituting Equation (A7) into Equation (10), we obtain the supplier’s objective function when it determines its wholesale price,
given that it can anticipate the OEM’s best response, i.e.

(w—Co)[z((ll—éé)))al—wb] if 0<uw< (1—50)2(11—02)
Tg(w) = (w—Co)[(l—So%al()+$oaz—wb] if (l—So)éal—az) <w< w (A8)
0 if w> (]750)‘;7&&0“2’

For convenience, we denote wg = (I—E())l(jﬂ and w| = U=f0)ar+50aa g4 temporary use here. We can see that 7 g is continuous
at points w = wq and w = wj. Differentiating Equation (A8) with respect to w we have

P (- So)al+§oaz + ) 22w)b it wy<w < w (A9)
0 if w > wi,
and b
— it 0<w<w
3’mg —g M Usw=wo
Fy =1 —b if wyg<w<w (A10)
w 0 if w > wj.

From Equations (A9) and (A10), we have a S| p=0 > 0 and 82715 /ow? < 0 when 0 < w < wj. Furthermore, we can verify
%7;5 l == %7115 = wg These two facts illustrate that drg/dw is a monotone decreasing function of w. In addition, we can also see
0
a, ams _(a dz)vco/K _ a=bco
that3w|w0 +2(1§)>Oanddw|ww 5+ < 0.

Thus, similar to the way seen in the proof for der1v1ng the OEM s optimal order quantity ¢, the supplier’s optimal wholesale price will
belong to the followmg three cases (see Figure A2).
Case 1: When 2 3w |w wy = < 0(i.e.a; > 2ap+b+/cyK), the optimal wholesale price w*

condition must be located in [0 wo] and be the maximum point.

= % which satisfies the first-order
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Case 2: If = 8” LS == > 0 and Iw w+ = 0 hold simultaneously, the optimal wholesale price must be w* = wg. However, the

0 0
former condmon is equivalent to a; < 2ap + b/Kcq and the latter is equivalent to a; > ap + bj%. Since c¢g < K, the above two
0

conditions result 1n an empty set, implying such a case does not exist.
Case 3: If 2 8 - |w w— > 0 (e a; < 2ay + by/Kcp), the optimal wholesale price must be located in the interval (wo, wi], and

w* = U=faithartbey Here, w* = U=fo)ar +80arbeo g the wholesale price which leads to %Z}S =0.
Synthesising the above cases we obtain the optimal wholesale price in Equation (A11).

e [ R L B ifay <4y < 2a; 4 bVE G QLD
T oa 50)"1 + ”"0 if ) > 2ay +byKcp.

Substituting Equation (A11) into (A7), we have

* {“‘50%41*50“2_20 ifay <ay < 2a; + by/Keo (A12)
9 = (I1=&p)a bc, .
4(1—0&))' - 4(1—050) if a; > 2ay + by/Kcy.
Rewriting the conditions of Equations (A11) and (A12) into these of c(), we obtain the results in Proposition 2. 0

Proof of Proposition 3
Proof. When the integrated firm determines its CSR cost ¢ and its production quantity ¢, it aims to maximise its expected profit given by
Equation (21) where max [ p min(a; — bp, q) — c¢q](i = 1, 2) can be obtained by substituting @ = g; in Equation (20), i.e.

a —s>‘”“2 +s“2q*qz —cq if 0q<%
Enr = %.)alqzq +$4b cq if% <q< 1171 (A13)
. a
(1-&5 +65 it g>%.
where £ =1 — /c/K.
Here, we firstly derive the firm’s optimal production quantity ¢ for any possible CSR cost c.
The first derivative and second derivative of Ex on production quantity g are
—ay)/c/R+ay—2
SEm (@1—ay) le Q2= _¢ 1f0§q5072
T = (0172?VC/K —c lf% <q < ap (A14)
q =
—c if q > %‘,
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and )
22K -5 if0=<qg=<%
b4
el e U )
1 0 if " g>9"

It is easy to prove that both Ex in Equation (A13) and 0 Exr/dq in Equation (A14) are continuous by examining their values at points
q = %2 and ¢ = 4-. When ay — bK > 0 holds, we can prove that %M:O > 0. Also, we have aaETHIqml/z = —c < 0. Consequently,
the firm’s optimal ¢ can belong to the following two cases (see Figure A3).
p 2 —a) IR _
Case 1: When ‘)f—qnlq:az/z <0(e. c> %), the optimal quantity ¢ must be in [0, a5 /2] and ¢ = (@ azz) /K | azsz.

2 Ke
Case 2: When %M:az/z >0@Ge0<c< (albzi‘l?)), the optimal order quantity must be in (a3 /2, a1 /2] and g = a2—1 — b%
Summarising the above two cases we obtain the optimal production ¢ for any given CSR cost ¢, i.e.

%_L/KC if()fci% (A16)
q = 2
(a1—a))/e/K | ap—bc .o lai—ay)
) =+ 3 if Cc > 17271(,
under which the integrated firm’s expected profit turns into
@i—a)Ve/K | peyKe _aic | 95 - (@1—ay)?
Ex =] T r —phg i0ses Tt (A17)
(a1 —ap)/e/K +ay—be)® i s laza)’
4b K
2
Now, we should derive the optimal ¢ that maximises the expected profit given by Equation (A17). Letting ¢ = (albzl‘?) , we have
2
En|._.- =En| _.+= %2, implying that Em(c) in Equation (A17) is a continuous function of c.
The first and second derivative of Equation (A17) are
2_ .2 2
VEm gl + e -4 it 0<c< @) Al
_ = c
de | la—a)Ve/K+@=—bola—ay=2bVKe) ¢ . (a1—a2)’ (A18)
4bv/Kc b K
and 5 s
3b“cK —as+a . (a1—a»)*
2 - 1t << W1—492)
IET _ 16bcv/Ke if 0=<e= Tpg (A19)
ac? Gbeta)@=—a) | b i o (@-a)’
8bcv/Kc 2 ’K
: _3bVKe | 44 _a _ (a1=ay) Ve[R+ar—be)(a1—ar=2bv/Ko)
For convenience, we let f| = ==g=~ + Shvke 2 and f> = NI —
For the first derivative in Equation (A18) we have daEC” lomem = 9 gcﬂ lomet = —%2, indicating that "{If—c” is also a continuous function
= =
of ¢ and Bgcﬂ le=¢; < 0.In combination with the relationship between ¢ and K, we have the following three cases.
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. . . . . 92
Case 1: If ¢ > K, i.e.a; > ap + bK, we discuss the optimal solutions under the case ¢y < ¢ < K. We examine PEm _ 0, the

dc?
objective function is a concave function with respect to c.
. . 2a)—./a?+3a? 2ay+,/a?+3a3 . .
Let f1 = 0, the first-order condition gives the CSR cost ¢y = %(#)2 and c3 = %(%)2. Comparing ¢ with

¢p and ¢3, we have ¢p < ¢ and ¢3 > c;. Thus, we have one solution to discuss, i.e. ¢, (see Figure A4).

(1) If2b/Kco+ ‘/a% +b%2Kcog < a; < 2bK + 1/a% +b2K2,ie.cy < cp < K, the optimal CSR cost ¢ = ¢;.
(i) Ifa; < 2by/Kecg + /a% + b2Kcp, i.e. ¢a < cp, the optimal CSR cost & = ¢(.
0 5 0 0 p 0
(iii) Ifa; > 2bK + ,/a% +b2K?2,ie. ¢ > K, the optimal CSR cost ¢ = K.

Case 2: In this case, cg < ¢ < K,i.e.ar + b/ Kcg < aj; < apy + bK. Now, since the objective function is a piecewise function, we
discuss the optimal solutions under c) < ¢ <cjandc; <c¢ < K.
When ¢; < ¢ < K, we have 85—(” < 0, that is to say, the optimal CSR cost is always c;. Due to the fact that < 0, the firm’s
profit function decreases in ¢ at the point ¢, thus, the optimal CSR cost cannot be c{. That is to say, the optimal CSR cost is in [cg, c1).
. 1 24 7,/a12+3a% 2 .
When ¢ < ¢ < ¢y, let fi = 0, referring to case 1, the CSR cost ¢) = & (——55—)7, we derive ¢; < c|. Thus, we have
following analysis (see Figure A5).

JEm
5 le=c,

2
(i) Ifay <2byKeo+ /a3 +b2Ke. ie. ¢y < cg, we derive 335” < 0 in the interval [0, cg]. Combining the facts that ¢; < cg,
% le=cy < 0, %lc:cl < 0, and the integrated firm’s profit decreases in c(, the optimal CSR cost is ¢ = ¢.

22
(i) Ifa; > 2by/Kco + ‘/ag + b2KC(), ie.co < cp <c1 <K, we derive "852” < 0, the optimal CSR cost turns into ¢ = ¢;.

Case 3: If ¢ < cq, 1.e. a1 < ap + b/ Kcp, we discuss the optimal CSR cost under ¢ < ¢ < K. In this case, we have the first

derivative of Ex with respect to c, ad% < 0, thus, ¢ = ¢q (see Figure A6).

Summarising the above analysis and using notation A = 2b/Kcg + ,/a% +b2Kcpand B = 2bK + ,/a% + b2K2, the optimal CSR

cost is

co if ag<a;p <A

c— 2a)—/a?+3a3

c= %( 1 3171 2)2 if A<a <B (AZO)
K if a; > B.

Substituting Equation (A20) into Equation (A16), the optimal order quantity expression turns into

(m—m%v /K 4 azabco ifap <ay <ar +by/Kco

y _ b/Ea ifay +byKeg <aj < A
1/a%+3a% (AZI)
e if A<a <B
4 - bk if

5~ 5 a; > B.
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Figure A6. The equilibrium solutions with different c.

Substituting Equation (A20) and Equation (A21) into Equation (A13), the integrated firm’s profit turns into

(1112*(4%)\/00/[( + beo/ K ¢ _ajc + ﬁ
4b 4 2 4b

(@1 —az)«/co4/bK+a2—bc0)2

Em(c) = 3
© 2(a?+3a3)2 +2a)(a}—9a3)+27a3bK
R 10862K R
L) bK2 a1k + ay
b 4T 2 T

Proof of Proposition 4

if ap+b/Kcy<ay <A
if ay <ar +byKcy

if A<al <B

if a) > B.

(A22)

Proof. When using the push wholesale price contract with flexible quantity, the OEM decides its retail price p, and the order quantity g
can be determined accordingly, whereas the supplier decides its wholesale price w and the CSR cost ¢. Knowing from Equation (25), we
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have the retail prices p = a‘;bbw, Py = ﬂz;rbb ¥ and the order quantities g1 =

and the OEM’s profit function can be described as follows, i.e.

Eng = <\/%q1 + (1 —\/%> q2>w—cq1, (A23)
Emy = \/%(Pl —w)q) + (1 - /%) (P2 — w)qa. (A24)

We use backward induction to solve the problem. We first derive the supplier’s optimal decision on ¢ given the supplier’s decisions on
wholesale price w.
Differentiating Emg with respect to ¢ , we have the first derivative and second derivative,

a|—bw
2

L =% Ebw . Thus, the supplier’s profit function

and

0Emg  bw—a n (a1 —ap)w

A25)
dc 2 4/ cK (
and
82E7r5 _ _(al —a))w (A26)
dc2 8c/cK
Thus, letting Blg Z $ = 0, we have the supplier’s CSR cost
_ wia —a)’ (A27)
4K (a; — bw)?’
2
From Equations (A25) and (A26), we have 9 ali f S < 0, and 3%35 lc=0 > 0. These two facts illustrate that the objective function is

concave function. Consequently, the supplier’s optimal w can belong to the following three cases (see Figure A7).
Case 1: If %lczco > 0and 2£78| _p < 0,ie ——2dvKa ) - %, the optimal CSR cost must be located in the

X 32C 2b+/Kco+ar—an = 2bK+a
: t_ wilai—ap)
interval (cq, K], and ¢’ = 1K (@ —bw)?”

1 ETs dEms . - < 2aJKq . . .
Case 2: If =573 [e=¢y < Oand =52 |c=g <0,ie.0<w < 2/ Reota)—a3” the supplier’s optimal CSR cost is ¢! = ¢g.

. JEmyg JEmyg . 2ay L, . -
Case 3: If =573 [c=¢y > Oand =52 |c=g > 0,1e. w > WK +ta—a;° the supplier’s optimal CSR costis ¢! = K.
. _ 2a1+/Kcp _ 2a1 K
Here, for convenience, let wy = %Koty and w3 = WK Fa—a

Summarising the above cases, we obtain that the supplier’s optimal CSR cost is

i 2a1/Kcy
if <w< —=4vARe
) 0 , 0=w = S eota—a
T _ w=(aj—an) . 2a1+/Kco 2a1 K A28
¢ = < sk
4K (a1 —bw)? if 2by/Kco+a)—ar < W= %K+a-a ( )
K if 2a1 K

w > 2bK+aj—ay
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Substituting Equation (A28) into Equation (A23), we have

w(a;—ar)/co/K (a+bcp)w M ajco . < < 2a1+/ K cq
> +2 2 >t if 0 w—zbm+a1 %
Ent(w w”(a;j—ap) (ap—bw)w . 2a1+/Kco 2a1 K A29
5 ) = @—bwsk T 2 S Rara—a = Y = BK+a—a (A29)
(a;—bw)(w—K) if w > 2a1 K
2 2bK+a1—ay "

Substituting Equation (A28) into Equation (A24), we have

(@1+ar=2bw) (@1 —a») /oo /K+(@—bw)® ;¢ 0<w=< - 2avKe
4p ) s - 2b\/ﬁ+a1 —an
T _ (aj+ar—2bw)(a)—ay)“w (ap—bw) s 2a1+/K co 2a1 K
Emy(w) = 142 1) 2 < 1 A30
m ) 8bK (a1 —bw) s + 4b if 2by/Kcotai—an < W= %Kta—a ( )
(a1—bw) 2a1 K
- if W= %pK+a—ay
Summarising Equation (A29) and Equation (A30), we have
(al_az)VCO/K+a2 + 2(bw— al)LO bw? if 0<w< _ 2a1/Kcg
— 2b{/Kco+ta—ay
EnT(w) = (aszwfal)(al7a2)2w+2Kb2w372Kb2 2 + ﬁ if _ 2a1/Kcg “w 2a1 K (A31)
8DK (a1—bw) a Yoy Keta—a = WK+a—a
(aj—bw)(a;+bw—2Kb) if w> 2a1 K
4b 2bK+aj—ay”

Proof of Proposition 5

Proof. We use backward induction to solve the problem. We first derive the supplier’s optimal decision on ¢ given the OEM’s decisions
and supplier’s wholesale price w.
First, differentiating the objective function of Equation (34) with respect to ¢, we have

TS m g+ 2;‘57, (A32)
and
2 .
S - - (A33)
Thus, let ‘)‘,% = 0, the CSR cost is
§2
c=1x (A34)

2
From Equation (A33), we have 3 712 < 0, so the objective function is a concave function. Be51des, 3 9IS | .—¢ indicates that the objective
function i 1ncreases at the point ¢ = O Consequently, the supplier’s optimal ¢ can belong to the following three cases.

Case 1. If == ” |C —co > 0 and ”S le=g < 0,1e.2/Kcy < s < 2K, the optimal CSR cost must be in the interval [c(, K], and

T _
¢ = 4K
Case 2: If |C o <0and? Slc g <0,ie.0<s <2./Kc ,theoptlmalCSRcostlsc =0.
Case 3: If == d |L =co > 0and 6”5 lc=k > 0,1i.e. s > 2K, the optional CSR cost is T =K.
Summarlsmg the above three cases we obtain the CSR cost ¢ for any given additional reward s, i.e.
cg if 0<s <2 Kcy
2
c=19 3¢ if 2J/Kcy <s <2K (A35)
K if s > 2K.
O
Proof of Proposition 6

Proof. From the expression of the optimal CSR cost we know that it is just related to the additional reward s, so we can calculate the
optimal w and ¢ without taking optimal CSR cost ¢ into the objective function.
We derive the OEM’s optimal decision on ¢ given the supplier’s wholesale price w and the additional reward s.
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Figure A8. The equilibrium solutions with different g.

First, differentiating the objective function of Equation (33) with respective to ¢, we have

. @b TRA020 i< q <%
% = @220 bR i g < Y (A36)
—Jes—w it q>%,
and 2 ax
PEmy Q_BC .lfa(z)iqu
meo ) gE va e =

Second, we can observe that the objective function Emy; and
0Emy E M

agg M are both continuous functions of ¢. Furthermore, we can verify
Mo—ar/2 < 0.
The OEM'’s optimal order quantity q will belong to the following three cases (see Figure A8).

Case 1: If BE"M lg=0 > 0 and o aq M|i=ary2 > 0,ie.0 < w < % ‘C/K, the optimal order quantity will be located in

lap/2, ay /2], the optlmal order quantlty will be g = % VC%{K_bw

Case 2: If E”M lg=0 > 0and 2£7m |q —ay2 <0 ie. % velk oy < (al_az_hsb)vc/[(

9 the optimal order quantity will
be in [0, ay /2], and the optimal order quantlty will be g = (a‘_az_zb Sve/K 4 azabw.

Case 3: If aEZM lg=0 < Oand “7M 3 |q —ay2 < 0,ie.w> (alfaszsb) Ve/K+ar e optimal order quantity will be g = 0.
Therefore, synthesising the above cases we obtain the optimal order quantity as

ay—bs bw : (aj—ar—bs)/c/K
T T 3/gR if O<w=<——"F7"—

g8 = (al—az—zbs)«/c/l( 4 az—zbw i (al—az—:s)q/ci/K < (al—az—bsb)«/c/l(-i-az (A38)
0 if w > Wb e/Kia

In addition, the OEM makes the same decisions on order quantity as in centralised system. We have calculated the optimal order
quantity of integrated firm in the proof of Proposition 3 as follows, i.e.

4 _ bvKe 0 <c< @)
9= az)F/K wbe o (ae? (A39)
5 if ¢> T

We now discuss the OEM’s order quantity in different cases.
Case 1: The optimal CSR cost is ¢ and the additional reward s is in [0, 24/ K cg]. Therefore, we have following analysis.

. ay _ byKcy _ aj—bs bw . o N . . X (al—az)z
»H If3 > =" NS we derive w = ¢ — s+/co/ K, and that requires conditions that 0 < ¢y < Kk

e —tr—b)Je IR ar— _ a2
(ii) If%l—h fco = e b” co/K | @ bw,wederivew = M—i—(l(—s)«/co/l(,requiringconditionsO <c¢p < (“11727;2)

(a1 —a)*
and =52

<co < ﬁ These last two conditions imply the empty set, so such a case does not exist.
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(i) If (“1_“2%V co/K “2*21’00 = ‘“;bs — 2%, we derive w = % veo/K (cop — §)+/co/K, which requires conditions
(a)—ay)*

€0 > g and ¢ . Since these two conditions result in an empty set, we see that this case also does not exist.
Giv) If (01—02%#00/1( + a2—2bco _ (al—az—l;s)»,/co/K + az—zhw

< (@ ;az)2

, we derive w = c¢g — s4/co/K, which requires conditions that

(a1—ap)*
b’K

We obtain the supplier’s optimal wholesale price w in response to the OEM’s additional reward s, i.e. w = c¢g — s+/co/K. This
{a1—ay++/(a1—ar)*+4a)b K }?
4h2K

aj—ar+~/ (a1 —ar)>+4arbK }*
<CO§{1 2 (41b21<2) 2bK}”

expression requires the conditions 0 < ¢ <

,thatis, 0 < cg < K.

2
Case 2: The optimal CSR cost ¢ = 45? and the additional reward s are located in (2./Kcq, 2K].

. 2a1—bs _ aj—bs _ bwkK
0 If == =" -, s
(i) If 2a1—bs _ (al_izK_bs)s + az_zbw,we derive w = (a'_az)s"'zazlg;?l{_bs —20,K requires conditions that 0 < s < M

and M <co < 2%, which imply the empty set, so such a case does not exist.

aj—bs _ 2(aj—ar)s+4ay K —bs?
2 8K

. 2 . . .. _
we derive w = — 7%, and it requires conditions that 0 < s < M

(a1—ax)s | 4arK—bs*> _ aj—bs  bwk
(i) If 7 + = - ==

s > M and s < , which imply the empty set, so such a case does not exist.

. (a1—ap)s 4ar K —bs? _ (ag—ap—bs)s ar—bw
V) If =g~ + 3~ = ik T2

, we derive w = ( )bLK' It requires conditions that

2(a1—ar)
b

. 2 . . .. _
, we derive w = —‘f—K, which requires conditions that M <s <

ay—ax++/ (a1 —az)? +4a,bK
5 .

Case 3: The optimal CSR cost ¢ = K and the additional reward s is in (2K, 4-00).

, we derive w = K — s, requiring the conditions a; > a> + bK.

G If alEbK _ alfbgfbw
(i) If a1—bK _ ay—ay—bs + azEbw

5 , we derive w = K — s, implying condition thata; > a +bK and bK < a; < ap +bK, which
imply the empty set, so such a case does not exist.

(iii) If 952 + “ZEbK = “lfazrbs, we derive w = K — s, requiring conditions a; < ap 4+ bK and a; > ap + bK, implying the
empty set, so such a case does not exist.

(iv) If 4592 + aZEbK = alfazszx + azzb“), we derive w = K — s, requiring the conditions bK < a| < ap + bK.

Summarising the above cases, we have the

co —s+/co/K if 0 <s <2 /Kcy
w= —ir  if2JKcp <s <2K (A40)
K —s if s > 2K.

From Equation (A40), it is easy to know that the supplier’s wholesale price w cannot be —% and K — s on account of w > 0.
Therefore, when 0 < s < /K c( holds, the supplier’s wholesale price is

w=cy— s/ co/K. (A41)

From the above analysis, we can derive the profit of total supply chain as follows.
If0 <s <2{Kcp, we have ¢ = ¢g and w = ¢g — s+/co/K. According to the centralised case, we obtain the profit of the entire
supply chain, i.e.

(@?—a3)eo/K | begy/Keg  are a . (a1—a»)?
5 + e - T gy i 0o = Tape (A42)

En’B = 2 2
{(alfaz)\/L'o‘l/bK+aszC0} if (alb;‘l?) <cp<K.

O
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