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Abstract This paper studies the relation between endogenous and exogenous switch-
ing costs. A firm can determine the size of endogenous switching costs, but not the
size of exogenous switching costs. This paper develops a game theoretical model to
investigate whether these two types of switching costs complement or substitute each
other in a firm’s strategy. Our analysis uncovers a substituting relationship, i.e., the
equilibrium size of endogenous switching costs should be higher in markets with
lower exogenous switching costs. In the equilibrium, the endogenous switching costs
cause profit losses to competing firms; the amount of profit loss decreases with the
size of exogenous switching costs.

JEL classification L11-L13-M3
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1 Introduction

Switching costs refer to the costs that buyers have to incur when switching suppliers.
Klemperer (1995) classifies switching costs into two types: endogenous and exoge-
nous switching costs. Common examples of exogenous switching costs include
transaction costs, learning costs, and psychological brand attachment. These switch-
ing costs are considered exogenous because the size of these switching costs is not
subject to firms’ pricing and promotion decisions. In contrast, endogenous switching
costs arise from firms’ marketing decisions; hence, the size of endogenous switching
costs is determined by the firms’ actions. The most common example of an endog-
enous switching cost is the loyalty rewards that firms use to encourage repeat
purchases. These loyalty rewards can be offered in the form of customer loyalty
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programs (e.g., Kim et al. 2001; Lal and Bell 2003; Singh et al. 2008) or in-pack/on-
pack coupons to be redeemed when consumers make future purchases (Raju et al.
1994, 1996). These promotional devices artificially create switching costs because
the rewards will be forfeited if consumers switch to other suppliers. (In the rest of this
paper, we use endogenous switching costs and loyalty rewards interchangeably.) An
extensive review of both types of switching costs is provided by Klemperer (1995)
and Farrell and Klemperer (2007).

The objective of this paper is to study the relation between endogenous and
exogenous switching costs. To consumers, while exogenous switching costs impose
a negative penalty for switching to other suppliers, endogenous switching costs offer
a positive reward for loyalty. To the firms, offering endogenous switching costs is
costly, but exogenous switching costs are costless. In the situations when the exog-
enous switching cost is smaller, should the competing firms provide more or less
loyalty rewards? On the one hand, two types of switching costs can be substitutes in
generating customer loyalty. When the exogenous switching cost is smaller, a firm
may provide more endogenous switching cost to raise the overall level of switching
costs. On the other hand, two types of switching costs could be complements.
Consider loyalty rewards as delayed incentives for customer acquisition. When the
exogenous switching cost is smaller, the customer retention rate will be lower;
moreover, since the market becomes more competitive, the returning customers will
be less profitable. As the customer lifetime value becomes smaller, the competing
firms may offer less loyalty rewards to attract the new customers.

This paper applies game theoretical analysis to investigate the research question.
We develop a two-period symmetric duopoly model where two competing firms
decide the size of endogenous switching costs in the form of loyalty rewards accord-
ing to their exogenous switching costs. Our analysis shows that the equilibrium
endogenous switching costs decrease with the size of exogenous switching costs.
While both types of switching costs support customer retention in the second period,
the endogenous switching costs also help acquire customers in the first period. A key
intuition for our result is related to the probability of switching suppliers due to
preference change in the second period. When a consumer chooses between two
firms in the first period, the consumer incorporates the anticipated loyalty rewards in
his or her decision. However, if the consumer changes the relative preference and
switches to another firm in the second period, then the consumer will not redeem the
loyalty rewards. When such switching probability is higher, firms find it optimal to
offer a larger amount of loyalty rewards. Thus, when exogenous switching costs are
smaller, since consumers are more likely to switch, the equilibrium endogenous
switching costs should be greater. We also find the equilibrium outcome to be a
“prisoner’s dilemma,” as both competing firms suffer profit losses from offering
increased endogenous switching costs.

This paper is the first to study how endogenous switching costs should depend on
exogenous switching cost. The literature on exogenous switching costs has focused
on its impact on price competition and market dynamics (e.g., Klemperer 1987a and
1987b; Farrell and Shapiro 1988; Villas-Boas 2004; Shi et al. 2006; see Klemperer
1995 and more recently Farrell and Klemperer 2007 for a review). Research on
endogenous switching costs is more diverse due to different forms of loyalty rewards
observed in practice. For example, Caminal and Matutes (1990) studies the size of
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loyalty coupons; Kim et al. (2001) studies the size and type of loyalty rewards; Singh
et al. (2008) examines why not all competing firms may offer loyalty rewards;
Sjostrom (2002) studies the size of shipping rebates; and Raju et al. (1994, 1996)
investigates the profitability of on-pack and in-pack coupons. The common goal of
this stream of research is to investigate how such loyalty-inducing mechanisms may
create switching costs and affect price competition. To the best of our knowledge, the
existing research has studied either endogenous or exogenous switching costs, but
none has studied both simultaneously.

This paper is closely related to research on behavior-based pricing discrimination
(BBPD) strategies (e.g., Chen 1997; Villas-Boas 1999; Fudenberg and Tirole 2000;
Shaffer and Zhang 2000; Pazgal and Soberman 2008, and Shin and Sudhir 2010). In a
typical two-period model commonly adopted in the traditional BBPD literature, a
firm would charge a lower second-period price for those switching customers who
bought from another firm in the first period, but a higher second-period price for
returning customers (Chen 1997; Shaffer and Zhang 2000). Such a poaching pricing
policy is necessary to help new customers overcome their switching costs. As a
variation of the traditional BBPD model, in industries such as telecommunications
services, a firm can use long-term contracts to commit consumers to its second-period
prices in the first period (Fudenberg and Tirole 2000). Unlike the traditional BBPD
model, our model does not allow a firm to charge different second-period prices
based on consumers’ purchase behavior in the first period. Instead, each competing
firm offers a uniform price for all consumers. However, we allow each firm to offer
loyalty rewards for returning customers. Effectively, the loyalty rewards create price
discrimination between new and returning customers in the second period. But the
price discrimination facilitated by loyalty rewards differs from BBPD not only
conceptually, but also in the direction of discrimination. Specifically, the traditional
BBPD model posits a lower poaching price for new customers, while in our model,
returning customers receive better deals. Moreover, unlike the long-term contracts in
BBPD models, in our model, firms cannot commit to future prices in the first period.
Finally, while the short-term contracts in BBPD literature do not require the products
to be specifiable in the future, our model requires such products to be specifiable. Our
model fits in markets where firms cannot or find it too costly to implement BBPD
practices. Most consumer packaged goods companies sell their products through
retailers. It would be virtually impossible for a brand manufacturer to ask its retailers
to charge one price for the brand’s new customers and another price for repeat
customers of the brand, or to ask its retailers to implement long-term pricing
contracts. However, many packaged goods companies such as Lean Cuisine offer
loyalty rewards to encourage repeat purchases. Similarly, service firms like airlines
and hotels offer loyalty programs, but their retailers, including travel agencies and
other third-party ticketing agencies, do not price discriminate between new customers
and repeat customers for a given airline. Even the service firms that sell to consumers
directly, such as retail gasoline stations, provide loyalty programs but do not practice
BBPD strategies.

The rest of this paper is organized as follows. In Section 2, we develop a game
theoretical model of switching costs. We analyze the model and discuss the results in
Section 3. We conclude with main results and discuss the implications and future
research in Section 4.
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2 Model setup

Consider a market where two firms, denoted by i = 4 or B, compete in a two-period
game. We follow the standard Hotelling model and assume that these two firms are
differentiated by locating at the two ends of a unit interval [0, 1]. The market consists
of one unit of consumers uniformly distributed along the unit interval [0, 1]. We let
the unit transportation cost be . In each of the two time periods, each consumer
purchases one unit of product from either firm. Without loss of generality, we assume
the competing firms incur the same marginal cost ¢ that is equal to zero. We further
assume that each consumer is uncertain about his or her future preference defined by
the location on the Hotelling line. More specifically, each consumer expects his or her
future location to be uniformly distributed along the unit line. The change of
preference can be attributed to many factors. For example, a business traveler may
not know which route he or she would need to fly next time, and hence which airline
would offer preferred flights; a taxi driver may not know the preferred location to
refill gasoline next time because of the uncertainties associated with pickup locations
and travel routes. The change of preference can also result from the heavy influence
of ongoing marketing activities. The independent preference assumption is not
uncommon in the literature. Both Caminal and Matutes (1990) and Von Weizsacker
(1984) adopt the same independent preference assumption. This assumption has the
advantage of ensuring the existence of consumer switching in the equilibrium and
smoothing the demand function. In contrast, when consumers maintain the same
preferences over time, Kim et al. (2001) shows that switching may not occur, and the
demand functions are not always differentiable. Alternative model structures may
consist of two types of consumers — one segment with constant preferences and
another segment with independent preferences (e.g., Klemperer 1987a), allow con-
sumer preferences to be correlated between two periods (e.g., Shin and Sudhir 2010),
or include consumer uncertainty about future consumptions (Singh et al. 2008). Such
model structures are often required to explain specific observations, such as asym-
metric reward strategies; however, with this complexity, the analysis of endogenous
switching costs may no longer be tractable (Singh et al. 2008). Moreover, the
additional model complexity is unlikely to alter the qualitative implications of our
results.

In the first period, the competing firms simultaneously announce their loyalty
rewards (denoted by 7; for firm i) along with their first-period prices (denoted by p'
for firm 7). After observing the firms’ decisions, each consumer chooses a firm to
maximize total expected values from two periods. All first-period consumers will
return to the market in the second period. In the second period, the competing firms
set their prices (denoted by p), for firm i), and then each consumer chooses a firm to
maximize the second-period value. When a consumer makes a repeat purchase from
the same firm in the second period, the consumer receives the loyalty reward.'

In the second period, each firm faces two types of consumers based on their first-
period choices: the firm’s current customers and its competitor’s customers. We let 7,

! Committing to a loyalty reward assumes that a firm can specify the products being purchased in each
period. When a firm sells multiple products, the firm may need to devise a complex incentive system that
provides a unique reward for each bundle of products purchased.
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denote a consumer’s exogenous switching costs. We assume the exogenous switching
cost 7 is identical across all consumers. As a standard assumption in the literature,
we assume the exogenous switching cost 7, <f to ensure that some consumers switch
between the firms in the second-period equilibrium. This scenario is more common
and interesting than the scenario in which the exogenous switching cost is so large
that 7, >¢ and all consumers would stay loyal.

3 Model analysis

‘We now analyze consumers’ purchase decisions and firms’ equilibrium strategies. In our
model, both consumers and firms are forward looking and maximize their surpluses or
profits from the remaining part of the decision horizon. Given the dynamic nature of the
problem, the subgame perfect equilibrium is derived through a backward induction
method. The analysis starts with the second period, when a firm’s state is described by
the number of customers the firm has in the first period. After analyzing the subgame,
we move backwards to the first period and investigate each firm’s first-period prices and
loyalty-rewards decisions in a symmetric equilibrium.

3.1 Second-period price competition

In the second period, each firm decides its second-period price to maximize the firm’s
second-period profit. Given the prices set by the firms, each consumer chooses a firm
based on the consumer’s current preference as well as the consumer’s choice in the
first period. For notational convenience, we focus on discussing firm A’s customer
acquisition and retention strategy in the second period. The analysis for firm B is
essentially the same. We let x{ and xf denote the number of first-period buyers for

firm A and B, respectively, where xlA + xlB = 1. These xlA consumers who buy from
firm A4 in the first period need to decide whether to stay with firm 4 or switch to firm
B. They can enjoy loyalty reward 1t if they stay loyal to firm A. By switching to
another firm (B), they not only forfeit the rewards but also incur the exogenous
switching cost 7.

Recall that we assume independent consumer preferences over two time periods.
In other words, firm A’s first-period customers are uniformly distributed along the unit
interval in the second period. To determine firm A’s retention rate among the xit

consumers, we identify the marginal consumers located at point xi  who are
indifferent between buying from firm 4 or B.

v—x{'t—(pf’—m):v—(l—xf)t—pf—rm (1)

where v is the consumer’s common reservation price for the competing products and ¢
is the unit transportation cost. From Eq. (1), we can determine firm A’s second-period

soooA
market share among its x{ past customers.

1 sz—pzA-&-TA—i-To

A—_
X2—2+ % (2)
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Equation (2) provides firm A’s retention rate for its first-period customers. The
remaining xlA (1 — sz ) customers switch to firm B. Firm A’s retention rate increases
with both the endogenous switching cost (74) and exogenous switching cost (7).
While the endogenous switching cost enhances the value of a repeat purchase, the
exogenous switching cost reduces the value of the alternative option (firm B). In
Eq. (2), these two types of switching costs are substitutable in generating customer
retentions. Clearly, firm 4 enjoys a competitive advantage in this segment due to the
switching costs. The retention rate also increases with the competitor’s price and
decreases with the firm’s own price. Finally, the effect of prices and both types of
switching costs on the firm’s retention rate decreases with unit transportation cost (¢).
Thus, when the competing firms are further differentiated, product preferences
become more important, and then the switching costs become less important in
consumers’ decisions.

Similarly, the x{ consumers who buy from firm B in the first period are
uniformly distributed in the unit interval in the second period. Among these
consumers, the marginal consumers who are indifferent between staying with
firm B or switching to firm A4 are located at point x¥ determined by the following
equation:

xB:l+PzB—P51—TB—T0
) 21 ‘

(3)
Equation (3) measures firm A’s new customer acquisitions. Since these consumers
buy from firm B in the first period, in switching to firm 4, they have to overcome both
the exogenous and endogenous switching costs.
Each firm sets its second-period price to maximize its own second-period profit.
Specifically,

P = argmax 75" = x{’ (pzA - TA)sz +(1- x{’)pf‘xZB,

Pf* :argmaxn'ﬁg :xlAPf(l —sz) + (1 —xlA)(pf; —TB)(I —xf),

where x5 and x¥ are given by Egs. (2) and (3), respectively. We use the first-order
conditions to solve the above equilibrium second-period prices. (See the Appendix
for the derivation.)
1
pﬁ'* :t+xfri+2)cl34_lro,i:AandB. 4)
Equation (4) shows that a firm’s second-period price increases with the unit
transportation cost, the firm’s endogenous switching cost, and the firm’s first-
period market share. The effect of the exogenous switching cost depends on the
firm’s first-period market share. First, in this period, loyalty rewards become
additional costs in serving repeat customers. Such impact of the loyalty rewards
on the second-period price increases with the firm’s market share. Second, due
to the exogenous switching cost 7, a firm wants to price high to exploit the captive
consumers but price low to attract competitor’s customers. Overall, the exogenous
switching cost increases a firm’s second-period price if and only if the firm has more
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than half of the market share in the first period. Substitute the second-period prices
into the market share equations, and we have:

1o 1+t
x;:§+z|:(l—xi4)(TA+TB+TO)+ —’;))q 10:|7 (5)
p_ 11 {ea+ 15+ )+1+xlA (6)

X =377 X1 (T4 + 78+ 70 3 To|-

Equation (5) shows that the retention probability increases with both firms’ loyalty
rewards as well as with the exogenous switching costs. For firm A’s first-period
customers, loyalty reward 7, serves as the endogenous switching cost and increases
customer retention. Surprisingly, firm A’s retention rate also increases with firm B’s
loyalty reward 7z. This is because the loyalty reward 7p is costly to firm B; by
increasing firm B’s second-period price, the loyalty reward 7z increases firm A’s
retention rate. Finally, the retention rate increases with the exogenous switching cost
7. Since switching is the opposite of retention, as indicated by Eq. (6), the switching
probability is lower when firms’ loyalty rewards are higher and/or the exogenous
switching costs are greater.

Substitute Egs. (4), (5) and (6) into a firm’s profit function, and we can obtain the
equilibrium second-period profit.

i 2 A_B
ﬂﬁ—21t<t+2xl3110> —XI;;Tl(TAJrTBJrZTo), i=AorB. (7)

The above equation indicates that a firm’s second-period profit decreases with its
endogenous switching costs. Although a firm increases its retention rate through the
loyalty rewards, its profit margin decreases significantly due to the reward costs.
However, in the equilibrium, the firm’s second-period profit increases with its first-
period market share. Thus, in a market with switching costs as modeled in this paper,
a firm offers the loyalty rewards to acquire customers through delayed incentives. We
summarize these results in the following proposition.

Proposition 1:

1.1. A firm’s second-period equilibrium price and customer retention rate increases
with the endogenous switching cost.

1.2. A firm’s second-period retention rate increases with the exogenous switching cost;
the second-period equilibrium price increases (decreases) with the exogenous
switching cost if the firm’s first-period market share is greater (smaller) than 0.5.

We now move backwards to the first period to study the endogenous switching costs.
3.2 First-period price competition
In the first period, a consumer chooses a firm to maximize the expected (discounted)

value from two periods. A consumer not only considers the first-period price and
transportation costs, but also the expected second-period price and transportation
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costs. To compute the expected value in the second period, a consumer needs to
anticipate the probability of remaining with the same firm and receiving loyalty
rewards, as well as the probability of switching to another firm and incurring the
exogenous switching cost. The equilibrium market share xi' and x{ are determined
by the location of marginal consumers satisfying the following equation:

(v=pf —xe) + 8 (v = pd - 24) = Jy* vt + (1 =) (v = p8 = 70) = [1s (1 = )]
=[—pF—(1-x)]1 +6[x23(v7p§ —10) — fggxtder (1=xB)(v—pE+1s) — fxlg (1 7x)tdx},
(8)
where x§ and x§ are given by (5) and (6), respectively, pj and p? are given by (4),
and parameter ¢ is the consumer’s discount factor. Note that both x and x5 are
functions of x{ and are computed from the subgame equilibrium outcomes. On the
left side of Eq. (8), the marginal consumer chooses to purchase from firm 4 in the first
period. In the second period, with probability x4 this consumer will be located at
point x € (0,x3) , will make a repeat purchase from firm 4, and will incur transpor-
tation cost x¢; with probability (1 — x’z‘l) this consumer will be located at a point x €
(x4, 1), will switch to firm B, and will incur transportation cost (1 - x)z. Similarly, the
right side of Eq. (8) calculates the total expected value if the marginal consumer
located at x{ chooses to purchase from firm B in the first period.

Each firm sets the first-period price and loyalty rewards to maximize its total
expected profits from two periods.

<p1i*, rf) = argmax =+ :plix’i + 75 (xf), 9)

where x| is determined by (8), second-period profit 75 (x{) is given by (7), and i =
A, B. We use the first-order conditions to solve the equilibrium endogenous switching
cost and first-period price in (9). Given our interest in the symmetric equilibrium, we
apply the symmetry (x{ =x¥ =1/2,74 =7} ) to the first-order conditions. A
challenge with directly applying the first-order approach is the complexity of
Eq. (8). Since x5 , x5, p7 , and p§ are all functions of x{ , deriving the first-
period market share and calculating the first-order derivatives is rather complex.
Instead of obtaining the explicit expression for x{ , we use the implicit function method
to obtain the first-order derivatives, dx} /dp| and dx}/9z; . To ensure the validity of
this approach, following implicit function theory (Chiang 1984), we prove in the
Appendix that Eq. (8) defines an implicit function x} = A (p{,p%¥, 74, 75) , which is
continuous and has continuous partial derivatives dx}/9p| and Ox)/07; . We then
substitute the first-order derivatives Ox)/dp| and Ox|/07; into the first-order
conditions for the problem defined in Eq. (9), and solve the equilibrium strategies
in the first period. We keep in the Appendix the detailed derivations and the proof that
the Hessian matrix is negative definite to ensure the optimality of solutions.

X 480 2 45°
P :t+—t—§(3—62)70=t+ <—

2 5 2
- - 1
9 9 t+951’0> To (0)

3
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7" ==(6t —10),i = A, B. (11)

Equation (10) shows that the first-period equilibrium price decreases with exog-
enous switching cost but increases with consumer’s discount rate. First, Eq. (10)
shows that, since 3 >67, the first-period equilibrium price decreases with the exoge-
nous switching cost 7o. A higher exogenous switching cost implies a higher retention
rate, and hence greater customer lifetime value. Competing firms would charge lower
first-period prices in order to acquire these customers. Second, Eq. (10) shows that
the first-period price increases with the consumer’s discount rate (9). This is because
with a larger value of §, a forward-looking consumer values future payoff more, and
therefore the firm will offer more rewards. A larger loyalty reward would increase the
first-period price by increasing the firms’ expected costs of serving their customers.
Finally, Eq. (10) shows that the first-period equilibrium price can exceed #, which is
the equilibrium price in a static model without any switching costs. As firms offer
loyalty rewards, the cost of serving customers and hence the prices increases. Note
that the loyalty reward increases with ¢ and § as indicated by (11). Thus, when ¢ and §
are sufficiently large, the equilibrium loyalty reward is big enough that the first-
period price can exceed .

Equation (11) shows that the equilibrium loyalty rewards increase with unit
transportation cost 7 and discount factor 6§, but decrease with the exogenous switching
cost (7g). The positive relation with unit transportation cost ¢ is not difficult to
understand, because when two firms are further differentiated, any incentives —
including lower prices and higher rewards — become less effective in attracting
consumers. As a result, the prices are higher and the endogenous switching costs
are lower. However, the negative relation between the endogenous switching costs
and exogenous switching costs is not straightforward. Further examination of the
analysis reveals the key intuition that the firms would offer more loyalty rewards
when consumers are less likely to redeem them. As indicated by Eq. (5), the retention
rate, and hence the anticipated chance to redeem the reward, increases with the size of
the exogenous switching cost. Since the firms have to commit to the loyalty rewards
in the first period, the loyalty rewards and the first-period prices are two alternative
instruments used to acquire new customers. Either a reduction in first-period price or
an increase in future loyalty rewards can boost customer acquisition. While the price
reduction leads to an immediate loss of profit margin, the cost of loyalty rewards is
delayed to the second period. When consumers are less likely to redeem the rewards
due to smaller exogenous switching costs, it is better off for the firms to offer more
loyalty rewards because the loyalty rewards become a more efficient customer
acquisition tool. 2

2 This paper focuses on the situations where § is sufficiently large that reward 7; in Eq. (11) is positive. A
very small § implies that consumers are myopic and their current decisions ignore expected payoff in the
second period. In such a case, firms’ commitments to future rewards will not affect consumer decisions in
the first period. Consequently, it is optimal for the firms to charge repeat customers higher prices in the
second period (i.e., a negative 7;) to exploit switching costs. Given the focus of this paper on the use of
loyalty rewards as a form of endogenous switching costs, it is necessary that consumers anticipate these
future rewards and incorporate the future payoffs into their current decisions; in other words, ¢ should be
sufficiently large.
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We summarize the main equilibrium results discussed above in the following
proposition.

Proposition 2:

2.1. The first-period equilibrium price increases with unit transportation cost ¢ and
discount factor § but decreases with the exogenous switching cost 7.

2.2.  The equilibrium endogenous switching cost increases with unit transportation cost
t and discount factor d but decreases with the exogenous switching costs 7.

3.3 Discussion: equilibrium results

In this section, we further discuss the properties of our equilibrium results in three
directions. First, we study the competitive effect of endogenous switching costs by
comparing our results with the model without endogenous switching costs.
Specifically, we examine how the presence of endogenous switching costs could
affect equilibrium prices and profits. Second, we compare our paper with Caminal
and Matutes (1990) and discuss the new insights from our model and analysis.
Finally, we discuss the differences between models with endogenous switching costs
and traditional BBPT models.

3.3.1 Competitive effects of endogenous switching costs

To examine the effects of endogenous switching costs on market competition, we first
derive the equilibrium results for the benchmark case where neither firm has the
option of offering loyalty rewards, i.e., we impose the constraints T4 = T3=0 in the
analysis (see the Appendix for details of the derivation). We denote this case by “o0”.
Note that we cannot derive the equilibrium prices for the benchmark case directly
from Eq. (10) because the equilibrium prices in Eq. (10) are optimal only when both

firms offer the equilibrium rewards given by Eq. (11).

Effect of switching costs on equilibrium prices and price dynamics over two
periods In the benchmark case, the equilibrium price for the first period pY? =¢—
279(t — 879)/(3) < ¢ and for the second period p¥ = ¢ . Since the equilibrium price
without any switching costs is equal to ¢ in both periods, the presence of exogenous
switching costs decreases the first-period price but does not change the second-period
price; as a result, the equilibrium price increases from period one to period two. The
firms charge a lower price in the first period to acquire customers, hoping to exploit
their switching costs in the second period. Interestingly, once we include the endog-
enous switching cost, the first-period equilibrium price increases to p| as given by
Eq. (10). The price increase is caused by two factors: 1) the increased costs incurred
to serve customers due to the costs of loyalty rewards, and 2) the reduced price
sensitivity due to consumers being forward looking. When the discount factor ¢ is
sufficiently large, the first-period price is greater than the second-period price (py =
t+ ‘S’*TT" ), exhibiting a downward price dynamic. Therefore, the endogenous switch-
ing costs can dramatically alter the price dynamics. (See the Appendix for the proof
for the above results.)
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Effect of switching costs on customer retention rates and social welfare In the
absence of any switching costs, the markets would be equally shared by two
competing firms in both periods. In our model, with independent brand preferences
over time, both the retention rate and the switching rate are 50 %. Once we consider
the exogenous switching costs in the benchmark model, the retention rate increases to
x4 = 0.5+ 10/(2t) and the switching rate decreases to x5 = 0.5 — 79/(2¢) . Thus,
the exogenous switching costs increase the retention rate by 7¢/(2t) and decrease the
switching rate by the same amount. If we incorporate the endogenous switching cost,
the equilibrium retention rate becomes x4 = 0.5 + (25t + 70)/(6¢) , and the switch-
ing rate becomes x5 = 0.5 — (26t + 7)/(6¢) . Thus, the endogenous switching cost
further increases the retention rate by (8¢ — 79)/(3¢) , which is proportional to the
endogenous switching cost 7; . Note that the marginal increase of the retention rate
due to the endogenous switching cost is greater when the exogenous switching cost
(79) is smaller. This can be explained by the result that when the exogenous switching
cost is lower, the equilibrium loyalty rewards offered by the firms are higher. Within
our model framework, since consumers’ brand preferences are independent over two
periods, a higher retention rate means that a larger percentage of consumers use less
preferred brands in the second period, leading to a loss of consumer welfare.

Effect of switching costs on equilibrium profits In a model without any switching
costs, each firm earns an equilibrium profit of #2 in each time period. With exoge-
nous switching costs as in the benchmark model, both firms set lower prices in the
first period to compete for customers. As a result, each firm’s first-period profit
decreases to %" = 1/2 — 70(t — 879)/(31) , the second-period profit remains the same
at 7% =1/2 , and each firm’s total profit decreases by 7o (¢ — 579)/(3¢) . Once we
incorporate the endogenous switching costs in our model, the competing firms
increase their prices but have to incur the cost of loyalty rewards. As a result, the
first-period profit increases to 7} = ¢/2 — 7,/3 + 8*(26t + 79)/9 , but the second-
period profit decreases to b = /2 — (6t — 70)(25t + 70)/(3t) . Overall, the com-
peting firms’ total profits decrease with the adoption of endogenous switching costs,
representing a prisoner’s dilemma. (See the Appendix for the derivation and proof.)
The amount of additional profit loss increases with the size of the discount factor and
endogenous switching cost. In our model, the market is always fully covered, and
each firm shares half of the market in the equilibrium. As firms offer more loyalty
rewards to attract customers, the profit margin goes down, and the equilibrium profit
decreases for each firm. Thus, the exogenous switching costs hurt profits because the
firms lower their prices to aggressively compete for customers, from whom they
expect to reap loyalty benefits in the future. In contrast, the endogenous switching
costs hurt profits due to the cost of the loyalty rewards. When the redemption rate for
loyalty rewards is low, the firms use the rewards excessively to compete for new
customers, leading to the “prisoner’s dilemma” in the equilibrium.

3.3.2 Distinctions from Caminal and Matutes (1990)

Our paper analyzes a model very similar to that in Caminal and Matutes (1990). Like
Caminal and Matutes (1990), we derive the endogenous switching costs in a two-

@ Springer



216 M. Shi

period model. In addition to modeling horizontal product differentiation through
transportation cost as in Caminal and Matutes (1990), in this paper, we also incor-
porate the exogenous switching costs. In the analysis, we replicate the positive
relation between the endogenous switching cost and unit transportation cost as
demonstrated by Caminal and Matutes (1990). More importantly, we extend the
literature by showing that endogenous switching costs decrease with exogenous
switching costs. This new result is not trivial because exogenous switching costs
and product differentiation affect market competition very differently.

Endogenous switching costs decrease with exogenous switching costs but increase
with transportation cost. Although both product differentiation (as measured by
transportation cost) and switching costs mitigate price competition, conceptually
these two factors affect consumers very differently. A consumer incurs transportation
costs in each purchase of a firm’s product because these costs represent the discrep-
ancy between the consumer’s ideal preference and the firm’s product positioning. In
contrast, a consumer incurs exogenous switching costs if and only if the consumer
changes suppliers. Exogenous switching costs do not apply to loyal customers who
make repeat purchases from the same brands, and thus these costs act only as
deterrents for brand switching. Because of these conceptual differences, exogenous
switching costs and transportation costs play different roles in determining the size of
endogenous switching costs. First, these two factors affect retention rates and reward
redemption rates differently. Specifically, a larger exogenous switching cost means a
higher retention rate, but a larger transportation cost means a lower retention rate. As
the expected cost of loyalty rewards increases with retention, and hence the redemp-
tion rate, the competing firms offer smaller loyalty rewards. Second, when the
transportation cost is high, consumers place higher weights on their brand preference
and lower weights on prices and rewards in their consumer decisions. Since consum-
ers are not responsive to the loyalty rewards, in the equilibrium, the endogenous
switching cost is smaller.

3.3.3 Loyalty rewards versus BBPD

Our model assumes that each firm charges the same second-period price for all
consumers. Each firm also commits to a loyalty reward for returning customers in
the second period. Effectively, in the second period, returning customers pay less than
new customers by the amount of 7; =% (6t — 79) given by Eq. (11). In contrast, a
BBPD model (e.g., Chen 1997) assumes that each firm charges different second-
period prices for new and returning customers. We analyze a BBPD model with our
demand structure in the Appendix and find that in the second period a returning
customer pays ¢ + %ro , while each new customer pays ¢ — %ro . Thus, the price for
new customers is lower by the amount of %ra . Intuitively, under BBPD, the firm
should charge a lower price for new customers to help overcome these consumers’
switching costs 1, and charge a higher price for returning customers to exploit their
switching costs. Clearly, the results from our model are opposite to the results under
BBPD: while in our model the firm commits to a discount for returning customers,
the BBPD model leads to a discount for new customers. Moreover, while the amount
of reward received by each returning customer decreases with switching costs, the
price difference under BBPD increases with switching costs. Finally, our analysis
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shows that the first-period price under BBPD is p| =t — %ro , which indicates a
lower price (than #) for customer acquisition 3in the first period. This price is always
lower than the first-period price pi =+t —2(3 — )7y given by Eq. (10) in
our model. Thus, while a BBPD strategy intensifies price competition in the first
period, the loyalty rewards could mitigate the price competition in the first period.

4 Conclusion

This paper studies the relation between endogenous and exogenous switching costs in a
symmetric duopoly model. We find that endogenous switching costs decrease with
exogenous switching costs. Higher exogenous switching costs lead to greater customer
retention rates, and hence greater redemption rates for loyalty rewards. For a given size of
loyalty reward, when the redemption rate is high, the firm’s cost of offering the loyalty
rewards will be high, thus making loyalty rewards a costly promotional tool for customer
acquisition. Consequently, in the equilibrium, competing firms will provide smaller
endogenous switching costs. Our analysis also shows that, while exogenous switching
costs decrease the first-period price, endogenous switching costs increase the first-period
price. Both types of switching costs increase customer retention rates and reduce the
extent of brand switching. Finally, our equilibrium results represent a prisoner’s dilemma,
as firms lose more profits when both firms offer higher endogenous switching costs.
Our paper provides theoretical predictions for the relation between endogenous
and exogenous switching costs. This result seems consistent with casual observations
in certain industries. For example, exogenous switching costs are considerably low in
the airline and retail gasoline industries, and these industries typically offer very
generous loyalty programs. Future research should more systematically examine the
empirical relation between endogenous and exogenous switching costs. One industry
worth attention is the packaged goods industry, which frequently uses in-pack and on-
pack coupons to encourage repeat purchases (Blattberg and Neslin 1990; Raju et al.
1994). One could measure the brand differentiation and exogenous switching costs in
different categories within this industry and study their relation with coupon sizes.
Future research may further extend the domains of switching costs. In this paper,
we limit endogenous switching costs to loyalty rewards. There are many other types
of switching costs, which are often considered as exogenous, can be treated as
endogenous decisions. For example, in wireless communication industry, consumers
may have to change phone numbers when switching between service operators. Such
switching cost is often considered as exogenous, but becomes endogenous when
regulators impose number portability to reduce consumer switching costs (Shi et al.
2006). For another example, switching costs may arise from product compatibility.
When competing products are not compatible, consumers have to forego their
investment in previous purchases when switching to another supplier. In some
markets, competing firms can manage the extent of compatibility through product
design (Marinoso 2001). Future research can examine the relationship between the
optimal level of compatibility and the size of switching costs. Switching costs may
also arise from a customized benefit that a supplier can offer based on preference
information collected from previous purchases (Pazgal and Soberman 2008).
When a consumer switches to a new supplier, a new learning process is required
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before the new supplier can start offering customized benefits. Such switching
costs could be mitigated through information sharing among the suppliers
(Bouckaert and Degryse 2004). Future research may examine how the size of
exogenous switching costs may affect a firm’s incentive to invest in such
information-based value-creating capabilities. Finally, future research may also
extend the domains of exogenous switching costs. For instance, Villas-Boas
(2004) shows that exogenous switching cost may arise when consumers learn about
the products they purchase. Our paper can be extended to study how the size of
loyalty rewards may depend on the distribution of product valuations.

Appendix
Second-period price competition
The firms’ second-period pricing problems are defined as follows:
pd = argmax 73 = x{' (pf — rA)sz + xPpilxf
PE =argmax 73 = xi'p7 (1 —x3') +xf (p7 — 75) (1 —x7)

where market shares are given below

4 1 pl-plruito
= _ . Al
X2 2+ 2 ( )
s 1 ph—pi—15—1
—— . A2
X2 2+ T ( )

Substitute (A1) and (A2) into the optimization problem, we take the first order
conditions and solve the second-period prices.

2x’i -1

Py =t+xit+ 79, i = A and B. (A3)

Substitute the prices (A3) into the market share Egs. (A1) and (A2), we have

gl 1t (l—xA)(T +7 +f)+1+x'Br (A4)
=517 1) (za+ 78+ 70 dE
xB:l—i xt(ta+t +T)+l+xi41 (AS5)
2 2 ¢ 1 (¢4 B 0 3 0f-

Substitute (A3), (A4), and (AS) into firms’ profit functions, we obtain the equi-
librium second-period profit.
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; 1 fo—l : xlengi
”225(t+TTO> - (t4 + 75+ 2170),i = A or B. (A6)

Proof of Proposition 1:

(1). First, from (A3), we see that a firm’s second-period price p), increases with its
own endogenous switching cost 7;, but is independent of competing firm’s
endogenous switching cost. Second, from (A4), we see that a firm’s second-
period customer retention rate (xj for firm A) increases with its own (z,) as
well as competitor’s endogenous switching cost (7).

(2). First, from (A4), we see that a firm’s second-period customer retention
rate (x5 for firm A) increases with exogenous switching cost (z4). Second,
from (A3), we see that a firm’s second-period price p) increases with its
exogenous switching cost 7 if the firm’s first-period market share x| is greater
than 0.5. When a firm (say, firm A) sets the second-period price, the firm
balances between the need to acquire new customers (in segment x? ) with a
low price in order to overcome these consumer’s switching costs 7y, and the
need for a high price to exploit existing customers (in segment x{ ). The
equilibrium price (for firm A) increases with exogenous switching cost (7) if
and only if the need to exploit the existing customers has a larger weight (when
x{ is larger than x¥ ). Q.E.D.

First-period competition

To determine the first-period market shares, we identify the marginal consumers who
are indifferent between buying from A and B.

(v = —xle) + 8 (v = pd =+ 24) = Jy* st + (1 =) (v = P& = 70) = [l (1 = )]
= [ =pf = (1 =] + 8 [ (v =t = 7o) = Jy*xtdx + (1 =) (v = pf + 74) = [}y (1 = x)ed]

(A7)

where x§ and x§ are given by (A4) and (A5) respectively, and p§ and p5 are given
by (A3). (A7) can be simplified to the following equation:

2

H = pj +X’14t+5{x§(p‘; — )+ 5+ (1= ) (pf + 7o) + (l’f)zt]

(1 fxf)th{xg(p’§+To)+x;t+(lfxg)(pgffg)vL(IjZ)zt} 0.

Each firm sets the first-period price and rewards to maximize its total expected
profits from two periods. The problem is defined as follows:

(P}, 7;) = argmax 7' = 7} + 75 = pix| + 75 (x])
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where x| is determined by (A8), 2nd-period profit 75 (x{) is given by (A6), i=4, B.
Note that we assume a firm does not discount future profit. To solve the
equilibrium endogenous switching cost and first-period price, we take the first
order conditions:

onl oxl omh (x})
i A i B L DAY (A9.1)
op ! ! op, p}
on' ,ox  Omh(x{)
=p ———2 =0 A9.2
87.',' P 81’,’ + 87,» ( ? )
From (A6), we have
or 270 X -1 T4+ 75 + 270 N
2 _ |20, - (1—26) [ 2L (Al0.1
oy {3: ( L 2 a(l=24) - (A0

orh  [27o 2 —1 T4+ 15 + 270 | Ox
=22 (s - (1= 2x)
o7, [3t ( LR =) 5

T4+ T3+ 7+ 270 ;
e R ()

(A10.2)

To solve the equilibrium first-period prices and endogenous switching costs with

Egs. (A9.1), (A9.2), (A10.1), and (A10.2), we need to obtain g—; and % A
' i

common and direct approach is to solve x{ from Eq. (A8), H=0, and then obtain
these derivatives. However, in Eq. (A), x4 , x5, p , and p5 are all functions of x/
given by (A3), (A4), and (A5). Since Eq. (A8) involves nonlinear functions of x{ , the
direct approach, which solve x| from (A8) before obtaining first-period equilibrium
is quite cumbersome. Instead, it is easier to obtain partial derivatives 0—17,‘ and gf
from Eq. (A8). To ensure that such an approach is valid, one needs to show that the
partial derivatives gi} and d ‘ from (A8) are continuous. We prove this property
with implicit functlon theory (Chlang 1984).

Proof with implicit function theory According to implicit function theory (Chiang
1984, page 204), to ensure that (A8) defines an implicit function x| =h

. . . . P Ox'
(p’f, p¥,74,75) that is continuous and has continuous partial derivatives 5} and

!
0.

3—’;‘ it is sufficient to show that (a) H has continuous partial derivatives g’f , g—’? ,and
d—’j and (b) derivatives 371{ can be non-zero at some points. Since H is a quadrat1c

function of first-period shares (x} ), first-period prices (p} ), and endogenous

switching costs 7;, condition (a) is clearly satisfied. To demonstrate that condition

(b) is also satisfied, we examine STFA( .

Ut — 1+ 8[55 (0 — w) + Lt + St + (1= ) = 55 (o2 + o) — (1 = )1(0xf) / (o)
{85 ot o) + T 4 G (1= ) G 5 (6 ) — (1 - af)e(0d) (0x)) ] }

ax] axf
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We use (A3), (A4), and (AS) to obtain partial derivatives and substitute into above
equation. After further simplification, we obtain

OH

Ox{

Thus, both conditions (a) and (b) for implicit function theory are always satisfied.

Q.E.D.
Take first-order derivative on Eq. (A8) with respect top{ ,

1) 4
221+Z<T,4—|—TB+§‘L'0>(TA+TB—|—2TQ) >0

o1 S 80 (o — ) + A xS (1= ) 28— 55 (0 4 w0) — (1 )]

Jp{ Jp{ Jp{
B 5[ o)+ B B (1) B 2 (pf )~ (1 )]} =0
(A11)
From Egs. (A3), (A4), and (A5), we take first-order derivative with respect to p{ .
op4 2 Oxf
2 Al12.1
C()pf T4 + a 9,40 ( )
8p2 2 x|
Al12.2
(2 5m) o 122
ot 1 1 ox
opt = |t ARty G0
1 4\ Oxf
:_E(A'i'TB“F )8/47 (A123)
Oxd 17 o
@: 5 (TA+TB+10)+ 70 o
1
1 4\ oxf
=3 (rA + ety ) o (A12.4)
Substitute (A12.1)~(A12.4) into (A11), we simply the expression and have
OH 8xA 8xA T4+718 270
o 1+2t?+6 pA< o +3t>(TA+TB+2‘L'o) 0 (A13)

From the above equation, we can solve

ot _ .
8[7’14 2t + 5(77“‘;:3 + 23%0) (t4 + 78+ 270)

<0 (A14)
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Similarly, we take first-order derivative on Eq. (A8) with respect to 74,

LH:‘?*”?Ha[”f(pgﬂ)ﬂA(”F 1)+tﬁ%+(17¢)%7m(pﬂ+fo) (pf)idﬁ}

0ty Ity Jt4

{8 [5E (p o) 4 G (1) G () — (1= )]} =0

Ity 2 Oty 2 Or,

(A15)
Again, from Eqgs. (A3), (A4), and (AS5), we take first-order derivative with respect
to 14,
p4 2 Ox
-2 =x Al6.1
6TA 1 + Ty + aTA ( 6 )
op 2 ox
—= = A16.2
81,4 s + 6 A ( )
x4 1 4 oxt 1
—E=—— =70 ) it +—(1—xf A16.3
Py 2t<TA+TB+3TO>8TA+2t( D (A16.3)
x5 1 4 oxt 1
2= = ——x{. Al6.4
oty 2 (TA ot TO) oty 2t ( )

Substitute (A16.1) ~ (A16.4) into Eq. (A15), we simplify the expression and have

OH _ BxA 6xA T4 +718 270 ) 5 _
F i {2 Tm+5@( T 3t>(rA+rB+ro)} 727{[7 (2xf - 1)<1A+r3+§10>} =0
(A17)
From the above equation, we can solve
5 5
a_xf_ﬂ[t_<2xf_l)(TA+TB+§To)] (A18)

Ots 24+8(2F2 4+ 22 ) (24 + 75 + 270)

Substitute (A10.1), (A10.2), (A14), and (A18) into (A9.1) ~ (A9.2), we then apply
the symmetry and have

. 45° 2
pl=t+ — = (3-8, (A19)

979
(6t — 10). (A20)

Substitute (A19) and (A20) into (A3), (A4), and (AS), we obtain 2nd period
equilibrium results.
ot — 19

=1
+ 3

(A21)
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.1 1 28t+19
=4 A22
2 =ty T3 o (a22)
" 1 1 26t + 79
B e —
LI T TR (A23)
~ t (0t —19)(261 + 10)
== ) A24
”2 2 3t ( )

Proof for Proposition 2

2.1. From (A19), it is clear that first-period equilibrium price p! increases with the
unit transportation cost (z) but decreases with the exogenous switching cost
(70).

2.2. From (A20), it is clear that the equilibrium endogenous switching cost (7} )
increases with unit transportation cost (£) but decreases with the exogenous
switching costs (zq). Q.E.D.

Validate second-order conditions

Here we validate that (A19) and (A20), which are solutions to the first-order
conditions (A9.1) and (A9.2), indeed maximize respective firms’ profits. A sufficient

.. . . . . . . . 2 0
condition is negative-definite Hessian, which requires three conditions: 2_1”2 <0,
2 i 2 0 o2 i 2 i . P
%—1’5 < 0,and g—”z %T’ﬁ > ( 02,- gr) . Next we verify each of these three conditions. For
i, Py YT 194
notational convenience, we analyze firm A only. From (A9.1) and (A9.2), we have

Pt ax’i. . 0% N O*rh (x‘l“)

— =2 = 5 (A25.1)
ot Topy Topt  oph
Pr O OPrh(x)

= A25.2
87,—2 pl 8112 * 87[2 ( )
P ox P O (x]) (A253)

opior,  on  Dloplor, | oplor
From (A13), we can obtain following second-order derivatives,
0*H 0*xf

—u s

2 t 2 2
op{ ot opi

Pxt [ty +15 2719 52
1 < T +?> (za + 78 + 279) = 0, and then Bp‘flz =0.

(A26.1)
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PH A, Ox] Pxl it | 210
opron 2t oproc, + 66p’481',4 ( + )(TA + 78 + 270)

(o e ) 0. T
3(21343m)

(A26.2)
82x‘|“ (TA+TB+ To)
IO oo (750 (e ew200)] [2z+26( +2§“>(r*+m)r

t A

From (A17),
PH 2t 8)6"‘ (TA+TB + 2ro)(T R )+531 (ZTA+2TB+210 T 210)
aTAZ Br A B 0 dty 2t

T > (=1) [(ZXA ) dXA (TA ++3 To):| = 0. Then,

ﬁ o 7—(21/4 +§‘L’o)

el 7
4 [2t+5( 4 ZIO) (ZrA*+2‘m):|

(A26.3)

Finally, from (A10.1), we take second-order derivatives, and apply symmetry,

2 2 *(2p* L2 2 2

o' _ [470 i, TO)} (aif) L O (A27.1)

opt 9t t op 3 Opf
s 40> | 70(27] +270)] Oxf Ox] 279 x|

_ : (A27.2)
Oploty 9¢ ¢ apt oty 3 oplory
* * 2

Ori _[4n? | mQn2n)] (0d)T | 2n O 1 (A27.3)
Oty? ot t Oty 3 Ory? 4t

Substitute (A14), (A26.1), and (A27.1) into (A25.1), upon simplification, we have

or {[4102 N T (27 +210)] a_xf+ 2} oxf
op’ 9t t pi op

From (A14), we know that % < 0 always holds. To see if the first part of

expression is always positive, we substitute equilibrium solutions and derive follow-
ing condition:

42 (20 +2 20 2
4w +20) <2fara(BE20) (2 b 2m)|

which is equivalent to 36/% 4 165°¢* + 8%ty > 370> + 262> — 57yt . This condi-
tion always holds because t >, and 6 <I. Thus, 32—72 < 0.
o

Substitute (A26.3) and (A27.3) into (A25.2), upon simplification, we have

fr = =g { R a) (ol +300) - [+ 6+ ) N
where M = 1/[20+8(55 +22) (27 + 2m) .
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Upon further simplification, we have

o 1 10 2792\ | 487 5 &> M?
= (4= =) T+ (5t — =) + = (207 + 210 ) (26t
e " {( T —T0)T) + <3 ol == )+ 5 ( 7 +310)( s +To)] 5

Since t >, and t >T;", it is clear that % < 0.

i

Finally, substitute (A18), (A26.2), and (A27.2) into (A25.3), upon simplification,
we have

=M {305+ 30) (o 30) - [ e (e + )|}
where M = 1/ {Zt + 5(% + 23%") (277 + 210)} :

Upon further simplification, we have

n 1 10 2702\ 4682 5 5*M?
= — (W=7 =)t + (ot — ) +— (207 + 210 | (26t
oz 4 [( 7 TO)fl + <3 T 9 ) + 5 ( 7 + 3 To)( +To):| 5

v .2
. . .. Fa i 920 32 i .
To verify the third second-order condition gz—’; ‘,’T’Z > (62,»’51) , we substitute
p| 0; 107

simplified expressions given above. After further simplification, we reduce the
condition to

. . S\ 2
P Prl _ Pl _ M 5_2 2 2102 * « Mz
: (apf]f)f,-) =x—TM 5+ 7t +70) | 537

o 0%
+ M e = (20 + 370) (] + F20)M] (277 + § 20) (o + 3 70)

To prove that the above expression is positive, we show that, first, after substituting
equilibrium outcomes, the first line of expression is always positive.

2 2
'(T?+ro)}£:M2K1 —£+%63) +5(1—j5)m} >0

M & 2 273
212 36

Second, after substituting equilibrium outcomes, the second line of expression is
also positive as
t= (257 +370) (o1 +370)M

= M[th + té(zzf’; +%°)(21,-* +2179) — (21,-* +§To) (p‘l1 + %To)]
= M[(2-36+58" —58Y)2 + (56" -5 = §6") 170 — %677
—M[(3-48+58 — 1882 + 12— ) + (38— §8) im0 + (5 - F8) | > 0

.. . 2 i 2 i
Thus, the second-order conditions are satisfied: g—’i <0, % <0, and
1’1 !

Pl O*r ( P

2
. . E.D.
opr 0z2 ~ \op] ar,) 0
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Net effect of reward on second-period equilibrium profit

A firm’s second-period equilibrium profit given by (A6) depends on the firm’s
endogenous switching cost in two ways. First, the second-period profit (75 ) can
decrease with T; because, given all others the same, the profit is lower when the cost of
reward is higher. Second, the second-period profit (7, ) can increase with T; because,
given all others the same, profit increase with the first-period market share (x! ),
which is higher when the firm offers more reward. To examine the net effects, we take
first-order derivative on 75 given by (A6) and evaluate it at symmetric outcome

(] =1/2).

om(aix)) _ omh(rd) | om(nd) o)
a0 o On
1 279 %

T ®(r42n) 3 On

Substitute % with Eq. (A18), and further simplify the results with equilibrium

reward (A20), we have

on, (‘r,.xi) N 5 s
281’,’ == _Z+%M

where M = 1/[21‘—1—5(%—&-%)(27}‘ +21‘0)}.

Since M <1/(2¢) and ¢ >7,, clearly the net effect w < 0. Thus, the negative
effect of reward cost overweighs the positive effect from a higher market share.

Case 1 for comparison: no endogenous switching costs

As the benchmark case, we derive equilibrium outcomes without endogenous switching

€ 9

costs by imposing 14 = 73=0 in the first order conditions. We denote this case by “0”.

o_ 2 I A2
Py =t+ 3tTo(5To 1) =t 370+ 3t6TO 3 (A28)
PP =1, (A29)
oLl % (A30)
22 o
1
xBo:_ t— A31
5 Zt( 70), (A31)
w b, t 1 o2 o 1 1
Ty =5 —§—§To+3—;’,andn' =t—§70+§5702<f (A32)
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Equilibrium properties
Since 67y <t, from (A28) it is clear that p¥ < ¢ = p¥ . Since the equilibrium price
with any switching costs is equal to t, exogenous switching costs decrease first-period
price.
Now compare (A28) with (A19), we have
P2 +453t+252 Sp =i 242
=t——t0+—t+-071 =t—=70+—
Py 3o 9 g0 o P 30T
if and only if (267 + 37,)(6¢ — 7,) > 0, which is always satisfied because bt - 70 >0
as assumed. Thus, endogenous switching costs increase first-period price.
Now compare the equilibrium prices in two periods, (A19) and (A21)

2
ot

P PO AU A S RPN
Pr=imgiom gttt =iy = 3
if and only if 6°(61—1,) > 3(6t+17,)(1 — &%) , which will be satisfied with & is
sufficiently close to 1.
We now compute and compare the equilibrium profits,

1, .+ ot 1 280 1, t (8t—10)(28t+10)
——— - _ _ _ =5 s < 7o
R T S A L U 31 d

1 1
B
37030

which can be simplified to §(26¢ + 37,)(6¢ — 7,) < 3(26¢ + 7,)(6¢ — 7,) . Clearly,
this condition is always satisfied. Thus, equilibrium profit decreases with endogenous
switching costs; the larger the loyalty rewards, the greater the loss.

Case 2 for comparison: traditional BBPD

Consider a traditional BBPD model like Chen (1997). In the second period, each firm
sets two prices, one for new customers (denoted by péﬂn for firm #), another for
returning customers (denoted by ng for firm A).

Second-period price competition

The firms’ second-period pricing problems are defined as follows:

(ph,pt, ) = argmax 74 = xi (pd, — 7)o + 8 8
(p5,.p%,) = argmax 2 =i p8, (1 =) + ¥ (pE, = 4) (1 = %)

where market shares are given below

1 pg,n_pg,r—i_ff“_‘_ro

N =5+ 5 (A33)
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1 pgr_pgn_TB_TO
=— : : . A34
0=+ 5 (A34)
Substitute (A33) and (A34) into the optimization problem, we take the first order

conditions and solve the second-period prices.

; 1
p’27,=t+f,-+§fo, i=AandB. (A35)

: 1
Po,=1t— 3 70 i=A4andB. (A36)

Equation (35) shows that, first, endogenous switching cost is perfectly covered in
second-period price for returning customers. Thus, under traditional BBPD, endog-
enous switching cost becomes a meaningless device. Second, the net price for
returning customers ( pé_’r —1; =1+ 10/3 ) is always higher than the price for new

customers ( pé,n =t—10/3 ). The difference between two prices (214/3) increases

with the size of exogenous switching cost. Substitute the prices (A35) and (A36) into
the market share Eqs. (A33) and (A34), we have

11
M=-+—= A37
T (A37)
11
B
- 1, A38
Ty T (A38)

We can then obtain the equilibrium second-period profit.

;X 1 \> 1-x 1\ .
m=—\t+57) + t—=1y| ,i=AorB. (A39)

2t 3
First-period competition

To determine the first-period market shares, we identify the marginal consumers who
are indifferent from buying from A and B.

(v—pi —x{1) +5[ (v pﬁ(y,+rA> - fgg xtdx + (1 —x4) (v—pgn - ro> - fé 1 —x)tdx] =
[v-pf—(1-x1)]{] +5[x§<vfp§"n - ‘L'o) - fggxtdx+ (1-x5) (vfp‘zg‘,,JrrB) - ng (1 7x)tdx]
(A40)

where x4 and x% are given by (A37) and (A38) respectively, and second-period
prices are given by (A35) and (A36). After simplification, from (A40) we have

%_5+“2fﬁ (A41)

Equation (A41) is very different from the model without price discrimination. This
simplified outcome is essentially due to two observations discussed briefly after (A39).
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Each firm sets the first-period price to maximize its total expected profits from two
periods. Since T; is a meaningless device, we no long include it as a decision variable.

i S I N
Py = argmax 7' = 7 + 5 = pixy + 5 (x})

where x} is determined by (A41), 2nd-period profit 775 (x{) is given by (A39), i =4,
B. To solve the equilibrium first-period price, we take the first order conditions:

or’ i Oxl | Om(x])
=X +pP et =0 A42)
op\ 1 1 op} op, (
Submitting (A41) and (A39), we have
» 2
Py =t— =70, (A43)

3

Total equilibrium profits:
IS U0 WD O U U SR Y R U S I
nrm U)o 2 ) T \T3) | T T T
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