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Abstract:
In the past decade, with the proliferation of digital social networks and social media such as Facebook, Twitter and Instagram, we have observed that
businesses have been increasingly using referral programs to increase their market exposures and sales. We examine the impact of social learning in a
referral program when customers' preferences are positively correlated in a social network. We characterize customers’ purchasing strategies based on
their information types, and derive the demand distributions when customers are involved in social learning in a referral program. While customers’ lack of
knowledge on their own preferences will introduce bias to the demand expectation, social learning reduces the bias at the expense of increasing demand
variance. We investigate the firm's inventory decision when customers are involved in social learning in a referral program. We find that the stock-out of one
product would suppress the demand of the other product when customers are involved in social learning. Allowing customers to make multiple referrals
would reduce the negative externality of stock-out but meanwhile significantly increases the demand variance. The optimal design of referral program
generates market exposure with a moderate increase of inventory cost.
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