NP1l BERLIN

Discussion
Papers

Price Guarantees, Consumer
Search, and Hassle Costs

Pio Baake and Ulrich Schwalbe

\
N N
\
\



Opinions expressed in this paper are those of the author(s) and do not necessarily reflect views of the institute.

IMPRESSUM
© DIW Berlin, 2013

DIW Berlin

German Institute for Economic Research
Mohrenstr. 58

10117 Berlin

Tel. +49 (30) 897 89-0
Fax +49 (30) 897 89-200
http://www.diw.de

ISSN print edition 1433-0210
ISSN electronic edition 1619-4535

Papers can be downloaded free of charge from the DIW Berlin website:
http://www.diw.de/discussionpapers

Discussion Papers of DIW Berlin are indexed in RePEc and SSRN:
http://ideas.repec.org/s/diw/diwwpp.html
http://www.ssrn.com/link/DIW-Berlin-German-Inst-Econ-Res.html



http://www.diw.de/
http://www.diw.de/discussionpapers
http://www.ssrn.com/link/DIW-Berlin-German-Inst-Econ-Res.html

Price Guarantees, Consumer Search, and Hassle Costs
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Abstract

The paper deals with the competitive effects of price guarantees in a spatial duopoly
where consumers can search for lower prices but have to incur hassle costs if they want
to claim a price guarantee. It is shown that symmetric equilibria with and without price
guarantees exist but price guarantees will have no effect on prices if search costs are
low, hassle costs are high and the number of uninformed consumers is small. However,
when both firms use price guarantees, there also exist payoff-dominant equilibria where
both firms use mixed pricing strategies in the form of “high-low” pricing schemes,

provided that the search costs are sufficiently high.

Keywords: Price Matching Guarantees, Search Costs, Oligopoly Pricing
JEL-Classification: L11, L13, L15, L41

1 Introduction

Price guarantees are a widely used pricing strategy that is employed in various forms
in many retail businesses as e.g. hardware, electronics, furniture etc. Price guarantees
take different forms and may differ with respect to the details of the guarantee. A price
guarantee in the form of a “meeting competition clause” promises each buyer to pay out
the difference between the price charged in the shop granting the guarantee, and the lower
price than the one the customer has found in a different shop. A variant of this type,

mainly used in the context of long term contracts, is a “meet or release clause” where the
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customer can either cancel a contract at no cost if he has found a contract with lower
payments, and/or the conditions of the better contract are met. Another form of a price
guarantee is the “beating competition clause”, or price beating guarantee, that promises to
repay any price difference plus a fixed amount or plus a percentage of the price difference.
Sometimes price guarantees are granted only when certain conditions are met, e.g. that
internet dealers are excluded from the price guarantee, that price guarantees apply only to
the advertised price that is displayed or announced in an advertisement by a competitor
or to the actual selling price, or that a lower price has to be presented within a certain
time period after the purchase.!

Our paper aims at integrating different aspects of price guarantees that have been dis-
cussed in the literature: We consider a simple spatial duopoly model with differentiated
products where some consumers have only limited information about the prices charged
in the market, i.e. they observe only one price. These consumers can gather additional
price information which, however, is costly. The signalling role of price guarantees is not
considered in our model since we assume identical firms. The setup of the model is closely
related to the work of Moorthy/Winter (2006) on the one hand and the contributions by
Mao (2005) and Jannsen/Parakhonyak (2010) on the other but integrates the different
aspects into one coherent framework. First, we allow for consumer search in a similar
fashion as in Mao (2005) and in Jannsen/ Parakhonyak (2010). Second, we consider the
fact that claiming a price guarantee incurs some cost (hassle cost). Third, we allow for
the firms to use a mixed strategy with respect to their pricing decision in a form that
is known as a “high—low” pricing strategy where firms change their prices at irregular
intervals by switching between two prices, the higher regular price and the lower sales
price. This type of pricing behaviour is described in the marketing literature but is also
empirically observed, e.g. in the food retail business (see e.g. Pesendorfer (2002)). It has
also been noticed by competition authorities.? In this framework, we confirm the anticom-

petitive effects of price guarantees under certain conditions on search and hassle costs. We

'For recent surveys on the economic literature on price guarantees c.f. Arnold/Schwalbe (2009), Hviid
(2010), and Winter (2008).

2In a merger case of two large grocery chains, the German competition authority has carried out an
empirical examination of the pricing behaviour of several products. It has found the “high—low” pricing
behaviour to be a common feature. C.f. Bundeskartellamt B2 333/07.



also demonstrate that the use of mixed strategies with respect to prices, i.e. a “high—low”
pricing strategy, yields higher profits for the firms.

Our paper is organized as follows. In section two, we give a short review of the literature
on price guarantees. In section three a duopoly model of price guarantees that allows
for hassle costs as well as imperfect information on the side of consumers is spelled out.
Section four analyses the equilibria in the game with and without price guarantees, and

with pure and mixed pricing strategies. Section five concludes.

2 Literature Review

Economic theory has been dealing with price guarantees for some time and has discussed
several reasons why price guarantees are employed by firms. The first reason why firms
might use a price guarantee has been pointed out by Salop (1981) who demonstrated that
price meeting guarantees can be used in oligopolistic industries as a facilitating practice
that makes it easier for the oligopolists to establish and to stabilize tacitly collusive be-
haviour. If firms in an industry grant price meeting guarantees, the incentive to deviate
from the coordinated equilibrium will be reduced. A firm that deviates from the coordi-
nated price cannot gain additional profit, since all other firms immediately charge the same
price, because of the price guarantee. In addition, market transparency is increased since
customers will keep other firms informed if there is a deviation from the coordinated price.
This argument has been formally analysed and extended in several directions in the work
by Arbatskaya (2001), Baye/Kovenock (1994), Belton (1987), Doyle (1988), Edlin (1997),
Edlin/Emch (1999), Holt/Scheffman (1987), Logan/Lutter (1989), Lu/Wright (2010), Sar-
gent (1993), Schnitzer (1994), Zhang (1995) among others.

The competitive effects of price beating guarantees have been analysed in particular by
Corts (1995), Hviid/Shaffer (1994, 2011) and Kaplan (2000). This literature has pointed
out that the effects of a price beating guarantee depend on whether the guarantee refers
to the advertised price or to the actual selling price. In the former case, the price beating
guarantee does not reduce the incentives to lower the price in an oligopoly while in the
latter, a collusive equilibrium might be stabilized by a price beating guarantee. If costs of

using a price guarantee are introduced, Hviid/Shaffer (1999) show that, with these “hassle



costs”, the anticompetitive effects of price guarantees are reduced but not completely
eliminated when firms differ e.g. with respect to location.

Moreover, the literature has pointed out that price guarantees can be employed to price
discriminate between groups of customers who differ with respect to the price elasticity of
their respective demand function, e.g. because they face different costs of acquiring infor-
mation about the competitor’s price. The early literature (Belton (1986), Levy/Gerlowski
(1991), Png/Hirshleifer (1987)) has shown, that in a duopolistic equilibrium, price guar-
antees are an effective way to price discriminate. Uninformed customers pay the higher
price while informed customers pay less by claiming the price guarantee. The implica-
tions of price guarantees with respect to consumer welfare, however, are ambiguous since
one group of customers is favoured while the uninformed customers pay higher prices, as
compared to a situation without price guarantees. This literature has been extended by
Corts (1996) who shows that, with price beating guarantees, competition for informed
consumers becomes very intense, which implies low selling prices. When consumers are
differentiated with respect to two dimensions, e.g. the costs of acquiring price information
and with respect to store loyalty, Chen et al. (2001) demonstrate that in this case, price
guarantees can lead to lower prices and increased consumer welfare.

The third strand of the literature considers the role of price guarantees as an instrument
to affect the search behaviour of consumers by credibly signalling that a firm using such
a guarantee actually is low priced. In an important paper by Moorthy /Winter (2006) it is
shown that this type of signalling can occur in equilibrium in an oligopoly with differenti-
ated products and costly price information, provided that the firms are characterized by
significant cost differences and there is a sufficiently large number of informed consumers.
However, Moorthy/Winter make no assumption about the incentives for a consumer to
gather information and become well informed. The search behaviour of consumers in the
presence of price guarantees has been analysed by Mao (2005) and Janssen/Parakhonyak
(2010). Mao shows that, with search costs, price guarantees will lead to higher prices
than under competition without price guarantees. This supports the anticompetitive role
of these pricing strategies. Jannsen/Parakhonyak (2010) show that price guarantees can
change a consumer’s willingness to pay, in particular if they allow for post—sale search

since searching for a lower price at a later date may be considered a valuable option.



The theoretical literature thus gives the overall impression that the economic effects of
price guarantees are mainly anticompetitive, leading to higher prices, higher profits and
reduced consumer welfare. However, circumstances can be identified where price guaran-
tees actually lead to lower prices, thus benefiting consumers. This ambiguous role of price
guarantees is mirrored in the empirical literature. An early paper by Hess/Gerstner (1991)
compares the prices of US supermarkets and shows that the data are consistent with the
collusive role of price guarantees. In several studies, Arbatskaya et al. (1999, 2004, 2006)
empirically examine the effects of price guarantees. While the first study finds some sup-
port for the price-increasing effect of price guarantees, the data in the two other studies
are compatible with all three effects mentioned. They also pointed out that the details of
a price guarantee are important. Moorthy /Zhang (2006) consider retailers of goods such
as electronics, sporting goods, etc. and find some support for the signalling role of price
guarantees. Recently, there has also been some experimental research on price guarantees,
in particular with respect to its collusion enhancing capacity, e.g. Fatas et al. (2013), Fa-
tas/Manez (2007), Dugar (2007), Mago/Pate (2009) among others. All the experimental
results provide a strong support of the anticompetitive, collusion enhancing effects of price

guarantees.

3 The Model

We consider a spatial duopoly with two symmetric firms, 1 and 2, competing on the unit
interval where firm 1 is located at the left endpoint of the interval and firm 2 is positioned
at the right endpoint. It is assumed that the firms produce with constant marginal cost
which is set equal to zero to simplify the analysis.®> Competition is in prices and the
firms have to decide simultaneously and independently about the price of the product. In
addition, each firm has to decide whether to offer a price guarantee.

We assume a unit mass of consumers where each consumer 6 € [0, 1] buys at most one
unit of the product. The consumers are uniformly distributed over the unit interval. A
consumer 6 incurs transport costs of %92 when buying from firm 1 and transport cost of

%(1 — 0)? when buying from firm 2. There are also costs of claiming a price guarantee,

3Positive marginal cost would not lead to a change in the results but would make the calculations more
cumbersome.



so called hassle costs of v € [0,0.5]. A price guarantee is defined as a firm’s promise to
meet any lower price that might be offered by the competitor, i.e. the consumer is paid
exactly the price difference. Stated otherwise, we consider price-meeting clauses but not
price-beating clauses.*

There are two groups of consumers that differ with respect to their information about
prices. One group of size v € (0,1) is perfectly informed about the prices charged by
the two firms, e.g. by costlessly visiting both locations. Consumers in the other group
with size 1 — v observe only the price of the firm that is visited first, i.e. they can visit
one firm free of cost and are informed only about the price charged at this location. To
acquire information about the price of the other firm, however, the uninformed consumers
have to incur a search cost s € [0,0.5], i.e. we assume that search cost (and hassle cost)
cannot be higher than the maximal transport cost. While the informed consumers are
characterized by a low opportunity cost of time (normalized to zero) so that they can
acquire information about prices in different shops at no cost, the uninformed consumers
are characterized by increasing opportunity costs of time, which are zero for collecting
the first price information but positive when information about the second price is being
gathered.

Both groups are uniformly distributed over the unit interval. A firm can offer a price
matching guarantee which is observed by both groups of consumers. The assumption can
be justified by the fact that shops often advertise the fact that they offer price guarantees,
for example in the internet, but do not advertise the prices. A consumer that is perfectly
informed about the prices and the price guarantees will base his decision where to buy
on the prices charged by the two firms, the price guarantees, the transport costs and the
hassle costs. Consumers with imperfect information about the prices decide where to buy
depending on their expectation of the unobserved price, the price guarantees, transport,
search and hassle cost. We assume that the consumers’ willingness to pay for the good is
sufficiently high compared to prices and costs such that every consumer buys a unit, i.e.
that the market is fully covered.

The timing structure of the game is as follows. First, the two firms decide whether to offer

a price guarantee, and what price to charge for their product. Secondly, all consumers are

“For a recent model that discusses both types of price guarantees in one model, see Hviid et al. (2012).



informed whether or not the firms offer a price guarantee. A fraction v of the consumers
is also informed about the prices charged by both firms. The remaining uninformed con-
sumers (1 — v) are informed only about the price of the firm visited. Thirdly, given their
information, consumers decide where to buy, whether to search and whether to claim the
price guarantee in case such a guarantee is offered. To solve the game we concentrate on
fulfilled expectations equilibria, where we also assume beliefs that expect the equilibrium

strategy of a firm when the other firm deviates from the equilibrium path.

3.1 Consumers
3.1.1 Informed Consumers

An informed consumer 6 incurs the following costs when buying from firm located at

i,7 € {1,2}, j#1i (where \; =0 for i =1 and \; =1 for i = 2):

ci(pi) = pi + 3(N — 0)? PG not offered W
¢ (pispj) = (pj +7) + (N — )2 PG offered and used

Here, ¢; denotes the cost an informed consumer incurs when firm ¢ does not offer a price

guarantee. Similarly, ciG denotes the cost a consumer incurs when firm ¢ offers a price guar-

antee which is used by the consumer. Obviously, using the price guarantee is worthwhile

only if p; — p; > .

Defining

I ci(pi) if firm ¢ does not offer PG
¢; (pi,pj) = (2)
min{c;(p;), cz-G(pi,pj)} if firm 4 offers a PG

an informed consumer is indifferent between buying at firm 1 or firm 2 if the following

condition is satisfied:

0'() = 5 + A1) with AT() = ch(pa, 1) — 1,12, g

where the superscript I stands for ‘informed’. Notice that the location of an indifferent

consumer depends on the respective subgame, i.e. whether both firms, only one firm or no



firm offer a price guarantee.

3.1.2 TUninformed Consumers

To analyse the decision of uninformed consumers, note first that after going to firm i first,
an uninformed consumer has essentially three options: Either he buys from firm ¢ without
any search, or he searches and buys from the firm where the actual costs are lower. If
firm ¢ offers a PG, the consumer can also decide to search and to use the PG. Given the
observed price p;, the expected costs for these options can be written as (where p; = 1 for

i=1and u;, = —1 for i = 2)

no search:

o (pi) =pi + %()\i —0)? ()

search and switching:

Pr{p; < pj + pi (5 = 0)} (pi + 5(Ni — 0)%)

+Pr{p; > pj+pi (3 —0)} (Elpjlpi = pj+ i (5 — )]+ 350 —0)?) +s
(5)

CZ'ES(piv ) =

search and use of PG:

Pr{p; <pj+~} (pi + (N — 6)?)

(6)
+Pr{p; > pj + 7} (Elpjlpi = pj +9] + 7+ 35N — 0)%) +s.

Similar to the case of informed consumers, c? denotes the cost without search. The ex-
pected costs ciES with search and switching consist of three parts: First, the cost of buying
at firm ¢ weighted with the probability that p; is not high enough to induce the consumer
to switch to firm j. Second, the cost of buying at firm j which consists of the expected
price p; and the transport cost weighted with the probability that buying from firm j is
optimal, and finally the search cost s.

The expected cost cf;G when firm ¢ offers a PG also consists of three parts: First, the
price charged by firm ¢ plus the transport cost weighted by the probability that the price
difference between p; and p; is smaller than the cost of using the price guarantee. Second,

the expected price of firm j conditional on the price difference between p; and p; is larger



than the hassle cost plus the hassle and the transport costs, all weighted with the prob-
ability that the price difference between p; and p; is larger than the hassle cost. Finally,
the expected cost depends on the search cost s.

Defining

. E ES . .
NI min{c;” (ps, ), c;> (pi, )} if firm ¢ does not offer PG

piy) = (7)

min{cf(pi, ) cEs(pi, s cij(pi, )} if firm i offers a PG,

()

where the superscript NI stands for ‘uninformed’. Taking expectations, an uninformed
consumer is indifferent between going first to firm 1 or firm 2 if the following condition is
satisfied:
1
NI NI . NI NT NI

0 () = 5 + AT () with AT() == Bley " (p2, )] = B [er” (p1,)] - (8)
In the next section, we derive the fulfilled expectations equilibria of the game. We start
by analysing the four subgames that might arise in the game: First, the subgame where
no firm offers a price guarantee, secondly, the subgame where both firms offer a price
guarantee and use either pure or mixed strategies in the form of a “high-low” pricing
strategy. Finally, we consider the subgames where only one firm offers a price guarantee.

This allows us to compute the equilibria of the overall game.

4 Equilibria

4.1 Equilibrium in the subgame without price guarantees

We derive a symmetric equilibrium where both firms i,j = 1,2, ¢ # j choose a price p*.
To simplify the exposition we focus on the case where both firms use a pure strategy such
that uninformed consumers do not search and buy from the firm they visit first. We show
in appendix B that equilibria where firms use mixed strategies and uninformed consumers
may search do not exist.?

Assume that firms choose prices p; and po, respectively. For informed consumers being

5Notice that we do not intend to characterize the equilibrium set of this game but concentrate on the
analysis of pure strategies and a special type of mixed strategies.



indifferent between buying at firm 1 or firm 2 and uninformed consumers being indifferent

between going to firm 1 or firm 2 first, (3) and (8) simplify to

1 1
0' () = 5 tr2—m and 0N () = 3 +p¥ —pf. 9)

The profits of the two firms are given by

i (p1,-) = p1 [0 () + (1 =)™ ()] (10)

(s p2) = p2 [V(1 = 01()) + (L= v)(1 = 6V())] . (11)

In a fulfilled expectation equilibrium, the prices chosen by each firm have to be mutually
best replies given the strategy, i.e. the price charged by the other firm, and the beliefs
have to be confirmed.

Using (9) and taking into account the fulfilled expectations condition pZ = p;, the first

order conditions are given by

om(-) 1 B oma(-) 1 B
oy 2 (1+v)p1 +p2 =0 and O 2 (14+v)p2 +p1 =0. (12)

The second order conditions for a profit maximum are satisfied as

0?mi(-)
8p?

=—2<0 i=1,2 (13)

Thus, the first order conditions imply that there is a unique symmetric solution. The result

is summarized in the following lemma.

Lemma 1 In the subgame where no firm offers a price guarantee, the unique symmetric

equilibrium prices are given by p; = p* = % and the equilibrium profits are w7 = 4*11/'

Proof. See appendix A.

Notice that equilibrium prices and profits are positively correlated with the number of
uninformed consumers in the market. The larger the fraction of uninformed consumers in
the market, the higher the firms’ prices and profits, i.e. the lack of information is exploited

by the firms.
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4.2 Equilibria in the subgames where only one firm offers a price guar-

antee

Consider a situation where only one firm, say firm 1, offers a price guarantee and assume
that firms choose prices p; and ps, respectively, such that informed consumers do not use
the price guarantee and that uninformed consumers do not search. Then, price guarantees

do not change the behavior of consumers’ in the first place and we again get

1 1
91(.) =3 + po — p1 and QNI(') =5 +p2E _pjlg' (14)

Accordingly, analysing the firms’ profits and first order conditions we get the same equi-
librium prices as in the case without price guarantees. However, offering a price guarantee
increases the firm’s incentives to deviate from the proposed equilibrium: Deviating by
choosing a higher price implies that some informed consumers would use the price guar-
antee instead of buying from the other firm. Hence, deviations become more profitable if
a firm offers price guarantees. More precisely, we show that a pure strategy equilibrium
does only exist if the search cost are low enough. Rather high search costs imply that the
firm which offers a price guarantee randomizes between a high and low price while the
other firm plays a pure strategy.

Starting with pure strategy equilibria we get

Lemma 2 In the subgame where only firm 1 offers a price guarantee a symmetric equi-

librium in pure strategies with p; = p* = 2—11/ and w7 = ﬁ exists as long as s < s

/(1= ).

P(’Y? V) =

Proof. See appendix A.

For sufficiently high search costs the pure strategy equilibrium just analyzed does not exist.
To construct a mixed strategy equilibrium we consider a special type of strategy where
the firm offering the price guarantee, i.e. firm 1, randomizes between a high “regular”
price, denoted by p; and a low “sales” price, denoted by Py The probabilities that firm 1
chooses the high price, Pr(p; = p;) is denoted by p; and the probability that the low price
is charged, Pr(p; = gl) is accordingly 1—p;. Firm 2 plays a pure strategy. Furthermore, we

concentrate on the case where the price guarantee is only used if the high price is charged

11



by firm 1, i.e. Dy —p2 > v > Py — P2 and where uninformed consumers do not search if
they observe the high price.®
Using these assumptions, the demand of informed consumers at firm 1 is given by
7 F+p—pr if p1L=p,
0°(:) = B (15)

-7 if p1=p;.

Considering uninformed consumers, (8) can be written as
1 _
O () =5+ —pip + (- p)py (16)

where p}’ denotes the expected probability that firm 1 chooses the high price p}’. Note that
ON1(.) is only determined by the consumers’ expectation. This is due to our assumption
that observing the high price does not induce an uninformed to search.

The profit of firm 1 when it charges the regular (high) price is given by

1

mEnm) = (5-) + B0 (17)

When firm 1 charges the sales price, its profit is given by

1

M) =p, [v (g 4m ) + 0000 (18)

Expected profits or firm 2 can written as

Bratpa) =2 v (1 (5-) + Q=G +pa-p)) + -0 (1-0Y) ()] (19

To compute the fulfilled expectation equilibrium of the subgame, the following equilibrium
conditions have to be satisfied. First, the prices of the firms have to be mutually best

replies, i.e.

Dy - or , E .
87T1(p17 ) Z 0 fOI‘ ﬁl :p2+5’ 1(81 ) :0 and a 7T2(p27 )

_ =0. 20
aﬁl 8121 apQ ( )

51f the low price were higher than ps + -, both prices of firm 1 would be higher than py which cannot
be an equilibrium.

12



Secondly, expectations have to be fulfilled in equilibrium.

PU =Di; pY =py; vy =pa and pi’ = py (21)

Thirdly, if a mixed strategy is used, firm 1 has to be indifferent between the high and the
low price,

™1 (Pr,) = TPy, )- (22)

Finally, the price guarantee is used only if firm 1 charges the high price, i.e. p; —p2 > v >

p, — P2 Analyzing these conditions we obtain

Lemma 3 In the subgame where only firm 1 offers a price guarantee and s > s*(y,v) :=

v/(1 —v), a mized strategy equilibrium ezists and is characterized by

P =p2+s

21— p1) +u(L 420 (01— (L= w)p1) — (1= v —2pi(1 — »))s))
. 201~ p)2+v— (L-v)p1)

_, 2w+ 20 -v)2-ps)
PR T - et v — (1-v)p)

and p1 such that w1 (py,-) = 771(]317 ).

Proof. See appendix A.
Let Eny = m1(Py,-) = mi(p,,-) denote the equilibrium profit of firm 1 in the mixed
strategy equilibrium. Comparing this profit with the profit firms get if no firm offers price

guarantees we obtain

Corollary 1 A mized strategy equilibrium yields higher profits for the firm which uses
price guarantees, i.e.

Eni > 7"

Proof. See appendix A.

The different types of equilibria are shown in figure 1.

13



1.0

: s°(g n) Pi(s.g.n)
o8l M ixed 2.0 pz(s’g’ n)
strategy equilibrium
0.6 1.5
p*(n)
0.af 1.0f Bl(syg, n)
ot Pure strategy equilibrium osh
‘ 0.‘1 — ‘0,‘2 — 0.‘3 — O.‘4‘ — 0.‘5g 0_‘1 0.‘2 O.‘3 0.‘4 0.‘5 g
M ixed strategy = Pure strategy
equilibrium equilibrium

Figure 1: Equilibria in mixed and pure strategies (prices for s = v = 0.5)

On the left side two different areas with equilibria in pure and mixed strategies are dis-
played. For a given value of v a pure strategy equilibrium exists if the search costs s are
low in relation to the hassle costs . In this case, prices and profits are the same as in the
case where no firm offers a price guarantee, i.e. for high values of «y, price guarantees have
no impact on the market outcome. When search costs are high in relation to hassle costs,
however, the firm that offers a price guarantee mixes between two prices, a high regular
price and a low sales price as shown in the right hand figure. Notice that for given levels
of v and s, the spread between the two prices is a decreasing function of the hassle costs
and the uniform price charged by the firm that does not offer a price guarantee is between

the regular and the sales price and also decreases in the hassle costs.

4.3 Equilibria in the subgame with price guarantees

The analysis of the subgame where both firms offer price guarantees is similar to the case
where only one firm offers a price guarantee. It turns out that equilibria in pure as well as
in mixed strategies exist, depending on the level of search and hassle costs as well as the
ratio of the uninformed consumers. We consider pure strategy equilibria first.

Applying the same reasoning as in the subgame where only one firm offers a price guarantee

we immediately get

Lemma 4 In the subgame where both firms offer price guarantees and use pure strategies

with respect to prices, the prices and profits in a symmetric equilibrium are given by p;* =

p* =5 and m* =}

= 4 provided that s < s (v,v).

14



Proof. See appendix A.

If, for a given ratio of uninformed consumers, the hassle costs are sufficiently higher than
the search costs, the introduction of price guarantees has no effect on the equilibrium
prices. The market outcome is the same as in the situation without price guarantees.
This generalizes the result of Hviid/Shaffer (1999) who show that in a situation with
symmetric firms and without search costs, even arbitrarily low hassle costs will eliminate
the anticompetitive effects of price guarantees.

However, if the search costs are sufficiently high or if the hassle costs are very low, there
is only an equilibrium in mixed strategies as shown in the next paragraph.

To show that for sufficiently high search costs there exists an equilibrium in mixed strate-
gies, we again focus on mixed strategies with respect to prices where firm ¢ has a choice
between a high “regular” price, denoted by p; and a low “sales” price, denoted by P,
The probabilities that firm ¢ chooses the high price, Pr(p; = p;) is denoted by p; and the
probability that the low price is charged, Pr(p; = Bi) is accordingly 1 — p;.

In the subgame we consider, both firms offer a price guarantee and to exclude the case
where a price guarantee is never used, we assume that p; — p; > . Furthermore, we
consider only the case where uninformed consumers do not search if they observe the high
price and analyze symmetric equilibria only.”

The demand of informed consumers at firm 1 is given by (see (3))

14y if p1=p, <p2 =Dy
I ' p
0°()=9 35—~ if P1=Dp1 > P2=Dp, (23)
2 +p2—p1 otherwise

If the product is on sale only at firm 1, additional consumers are attracted that have high
costs (hassle as well as travelling costs) to claim the price guarantee at firm 2 and vice
versa if it is on sale only at firm 2. If both firms charge the same price (either regular or

sale), demand of the informed consumers is split evenly.

"Our focus on symmetry is justified by lemma 6 of Dasgupta/Maskin (1986). Furthermore, we show in
appendix B that a mixed strategy equilibrium where uninformed consumers may search does not exist.
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Considering uninformed consumers, (8) can be written as
1 _ _
OV () =5 +ppy + (= p)py — prPr + (1= p1)py (24)

where pf denotes the expected probability that firm ¢ chooses the high price Taf . Note that
ON1(.) is only determined by the consumers’ expectation. This is due to our assumption
that observing the high price does not induce an uninformed to search.

The expected profits of firm 1 when it charges the regular price is given by (analogous

expressions apply for firm 2)

Eﬂ-l(ﬁla ) = pZWl(ﬁlaﬁ% ) + (1 - P2)771 (ﬁlvﬂg’ ) (25)
. _ _ ro_ NI
with m1(p1,Das ) = Py [V <2 + Py — p1> +(1—v)o (')}

1
and m1 (P, p,y, ) = pyv (2 - ’Y) +71(1 =)oV ()

When firm 1 charges the sales price, expected profits are given by

E7T1(2217 ) = p2771(£pﬁ27 ) + (1 - 02)771(]21792, ) (26)
: _ 1 NI
with 7 (3 7a0) =1, | (5 +7) + (=100
and T1(p,,p,. ") =P, |:I/ <; +p, — p1> +(1— V)9N1(~):|

To compute the fulfilled expectation equilibrium of the subgame, the following equilibrium
conditions have to be satisfied. First, the regular and the sales prices have to be mutually
best replies, i.e.

8E7g}§?i") =0 and 8E7;;fi") = 0. (27)

—1

Secondly, expectations have to be fulfilled in equilibrium.

P =p; and pf =p; pF =p (28)

Thirdly, if a mixed strategy is used, the firms have to be indifferent between the regular
and the sales price, Em; (Bz" ) = Emi(p;,-) and finally, the price guarantee is used if only

one firm charges the sales price, p; — p; >
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Using (23)—(26) as well as symmetry, i.e. p; = Py = P, p, =p, =paswellas p; = py = p,

the first order conditions for the profit maximizing prices are given by

AR S w1 = p+20) = 0 (29)
8E7TZ' 5"
81()])) = % +v(yp—p(l—r))=0. (30)

The respective second order conditions are satisfied as

82Eﬂ—i (E? )
op*

82E7Ti(ﬁa )

=—-2v(1—p)<0 and o

= —2up < 0. (31)

Solving (29) and (30) for the sales price p and the regular price p, respectively, yields

14 2qvp _ 1-v(1l-p)
b 2v(1 —p) and - p 2up (32)

Inserting these prices, the equilibrium profits are given by

(14 2qvp)?
Eni(p,) = ———
if the low price is charged and by
_ 14+v(=24+ B =2Y)p+ vl +p(—=2+ p+ 2yp — 4>
Eri(p, ) = ( B—=2y)p+ v+ p(=2+p+27p—47°p))) (34)

4dvp

if the hight price is charged. Since the two pure strategies have to yield the same profits,

the probability p must satisfy

Emi(p,-) = Emi(p, ). (35)
Analyzing (35) leads to

Lemma 5 There exists a unique probability p*(v,v) € (0,1) such that Em;(p, ) = Em;(p,-)
holds.

Proof. See appendix A.
Employing Lemma 5 and considering the properties of p and p and the implied behaviour

of consumers, we obtain that the proposed mixed strategy equilibrium exists if the search
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costs are high enough:

Lemma 6 In the subgame where both firms use price guarantees, there exists an equi-
librium in mized strategies provided that the search costs s is higher than a critical level

sM(y,v) given by

My ) = L2207 0) — v = 72 — P () = 290" (1,7))
o 2vvp*(v,7) '

The prices between the firms miz are given by

L+ 2yvp*(v, )
p(y,v) =

) = _1-v(d—p" ()
2v(1 = p*(v,7)) '

and ]7)(771/) - 21//)*(V ’Y)

Proof. See appendix A.
For later reference note first, that compared to the case where only one firm offers price
guarantees a mixed strategy equilibrium exists for even lower hassle costs. By simple

numerical calculations it can be shown that

sT(y,v) > sM (v, v) for all v,v € (0,1). (36)

We can also conclude, that profits in a mixed strategy equilibrium with price guarantees
are higher than in a pure strategy equilibrium with or without price guarantees and that

they increase in v as long as v and v are sufficiently small.

Corollary 2 If both firms use price guarantees, the firms’ expected profits En;* = Em**

i a mized strategy equilibrium are given by

1+ 2yvp* 2 1
EW**('):( * 2yp(v,7)) > — =7

Al —p*(rv,y) v

Furthermore, comparative statics with respect to v show that En**(-) increases in 7 as

long as v and v are small enough.

Proof. See appendix A.
This could indicate a reason why firms tend to increase the consumers’ hassle costs by

making it more difficult to claim the price guarantee.
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The different equilibria in the subgame where both firms are offering price guarantees are
illustrated in Figure 2. Assuming v = 0.5 and calculating s” as well as p*, s™ and the

respective equilibrium prices we get the graphs depicted in the Figure.

S p

10F 20l Plyv)
o8 Mixed
strategy equilibrium Pure and mixed 15F P(Y.V)
06l strategy equilibria .
p*(v)

10F

041 SM(Y,V)
051

021

Pure strategy equilibrium
‘ 0.‘1 — 0.‘2 — 0.‘3 — 0.‘4 — 0.‘5 y 0.10 6.15 6.20 ‘0.25 ‘0.30 ‘ O.35y

0.05
Mixed strategy equilibrium

Pure strategy equilibrium

Figure 2: Existence and equilibrium prices for v = 0.5and s = 0.2 (for the equilibrium
prices)

In the left hand figure the three different areas for the pure and the mixed equilibria are
shown as the areas below s (y,v) and above s”(v,v). In the region between the two
boundaries, pure and mixed equilibria coexist. The figure on the right hand side displays
the prices for the three situations. For high values of ~, only a pure strategy equilibrium
exists where the price p* is charged. For intermediate values of the hassle costs, equilibria in
pure and mixed strategies coexist. For low values of v, only the mixed strategy equilibrium
exists with the two prices p and p. Notice that the spread between the regular and the
sales price is an increasing function of ~.

Note further, that we have p > p > p*. The intuition for this result is based on the fact
that a (small) increase in p; and/or pa does not recude the number of informed consumers
buying from either firm 1 or firm 2 as long as either p; > ps 4+ or pa > p; +-y holds. Since

this increases the firms’ incentives to choose rather high prices, the equilibrium sales price
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p is higher than the equilibrium price p* in the pure strategy equilibrium.

4.4 Equilibrium in the overall game

After having derived the equilibria in the different subgames, we can now determine the
equilibrium in the overall game. Summarizing our above results, the firms’ profits do not

depend on the use of price guarantees as long as

sP(v,v) > sM(y,v) > s

Hence, for search costs low enough or hassle costs high enough the firms are indifferent
between offering price guarantees or not.

For intermediate values of s or v, i.e. for

sP(v,v) > s> sM(y,v)

there also exist mixed strategy equilibria in the price subgame if both firms offer price

* > m* it is easy to see that offering price guarantees is a

guarantees. Employing Em
(weakly) dominant strategy: Since En** > 7* if the firms play the mixed strategy equi-
librium in the price subgame and 7* if firms play a pure strategy equilibrium, each firm
is better off by offering price guarantees (note also that the firms’ profits are given by 7*

if only one firm offers price guarantees).

Finally, turning to high search costs and low hassle costs, i.e. to

s> s"(y,v),

the equilibrium in the overall game is given by the solution of the following 2 x 2 game

(Ems denotes the expected profit of firm 2 if only firm 1 offers price guarantees):

Firm 2
PG no PG
Firm 1
PG Ern**, Ex** | En}, En3
no PG Er3, En] T,
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To determine whether the equilibrium is given by (PG, PG) or by either (PG, no PG) or
(no PG, PG) we state the following

Result 1 For all s > s”(7y,v), the best reply of firm 2 to PG by firm 1 is to choose PG,

i.e. Em** > Enj.

Proof. See appendix A.

Using this result we can conclude

Proposition 1 If hassle costs are sufficiently low or search costs sufficiently high, the
unique equilibrium in the overall game is given by (PG, PG). Otherwise, choosing PG is
a weakly dominant strategy. For hassle costs sufficiently high and search costs sufficiently
low neither the equilibrium prices nor the firms’ profits depend on whether the firms offer

price guarantees.

Thus, price guarantees either have no anticompetitive effects (if hassle costs are sufficiently
high and search cost are sufficiently low) or price guarantees lead to higher prices and
profits for the firms and to a reduced consumer welfare. Additionally, price guarantees
reduce social welfare if they lead to higher aggregate transportation costs of consumers,
i.e. if firms play a mixed strategy equilibrium and if the actually chosen prices are such

that one firm sets the sales price while the other firm sets the regular price.

5 Conclusions

In a simple spatial duopoly model with informed and uninformed consumers where firms
have the option to offer price guarantees, at least one firm offers a price guarantee in all
equilibria of the game. This holds even if consumers incur — in addition to travel costs —
search costs for gathering price information and hassle costs for using a price guarantee
thereby integrating several of the models of price guarantees. Some of the results derived
in the literature are reproduced in our model. So the argument that hassle costs have
no impact on the competitive effects of price guarantees in the case of symmetric firms
as shown by Hviid/Shaffer (1999) also follows in our model provided that consumers are

perfectly informed about prices in the market and thus no search costs have to be incurred.
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Also, similar result as derived by Mao (2005) apply in our model: Competitive pricing can
be an equilibrium with price guarantees if search costs are sufficiently smaller than hassle
costs. If this condition is not satisfied, however, equilibria exist where firms realize higher
profits. A novel feature of our model that has not yet been analysed in the literature
is the use of a mixed strategy in prices that is described in the marketing literature as
“high—low” pricing and that is observed in many retail businesses.

There are several points where the model presented here could be extended. First, the
restrictive assumption of the symmetry of the firms could be relaxed and firms with dif-
ferent marginal cost, i.e. different degrees of efficiency could be considered. This would
allow on the one hand to analyse — in the asymmetric equilibrium — which firm offers a
price guarantee and on the other hand to examine the role of price guarantees as a signal
for low prices as e.g. demonstrated under certain conditions by Moorthy/Winter (2006).
The model could also be extended to allow for price beating guarantees in addition to the
price meeting guarantees as considered in Hviid/Shaffer (2011). Together with asymmetric
firms, this could yield further insights why some firms use price meeting guarantees while

others employ price beating guarantees.
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Appendix A

Lemma 1 In the subgame where no firm offers a price guarantee, the unique symmetric equilib-
rium prices are given by p; = p* = i and the equilibrium profits are w; = ﬁ.
Proof. The prices and profits can be calculated by solving the first order conditions. To show that
these prices are indeed an equilibrium, we have to check that no firm has an incentive to unilaterally
deviate from the price p*. Consider a deviation by firm 1 with a price p; > p*. For the informed
consumers, this raises the cost of buying at firm 1 and thus reduces the ratio of informed consumers
buying at firm 1. For uninformed consumers who visit firm 1 first, i.e. uninformed consumers with
6 < 1/2, an increase in the price by firm 1 triggers a search for a lower price only if the increase
in price is at least as large as the search cost, i.e. if p; > p¥ := p* + s. Hence, an uninformed
consumer with § < 1/2 is just indifferent between buying at firm 1 and searching and buying at
firm 2, if the following condition is satisfied

Y * 1 *
oM (p1,p ):§+p —p1+s. (37)

To analyze whether a deviation with p; > pX := p* + s is profitable for firm 1, the profit of firm 1
evaluated at the equilibrium price ps = p* can be stated as

™ (p1,p") = vy (2 +p —p1> + (1= v)p1 (2 +p —p1+s>7 (38)

where the superscript D stands for ‘deviation’. Differentiating with respect to p; yields

orP() 1 1
o —§+5—2p1+s(171/). (39)

Evaluating at the critical price p& = p* + s yields

orP (") 1—v+2v(l+v)s
= — . 4
o 5 <0 (40)

plZP{{

As this expression is always negative, a deviation with a price p; that would trigger a search by
the uninformed consumers given their equilibrium beliefs would not be worthwhile. An analogous
argument holds for firm 2.

A deviation with a price p; < p* induces some of the informed consumers that bought at firm
2 at the price p* now to buy at firm 1, i.e. the consumers that where indifferent between the
firms. With respect to the uninformed consumers, a reduction in p; will not change their behavior.
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The uninformed consumers with 6 < 1/2 will still buy at firm 1, the uninformed consumers that
visit firm 2 first will not change their behavior given the equilibrium expectations. The increase in
demand by the informed consumers caused by the lower price does not outweigh the decrease in
the per unit profit. m

Lemma 2 In the subgame where only firm 1 offers a price guarantee a symmetric equilibrium in
1

pure strategies with p; = p* = 5= and 7} = - ewists as long as s < s¥(y,v) :=v/(1 —v).

Proof. To show that these prices are indeed an equilibrium, we have to show that no firm has an
incentive to unilaterally deviate from p}. Note first that firm 2’s deviation profits are the same as
in the case without price guarantees as long as ps > p* — 7. For ps < p* — v firm 2’s deviation
profits are even lower as (informed) consumers opt for the price guarantee instead of switching to

firm 2.
Turning to firm 1, consider first a deviation by firm 1 with a price p* < p; < p* + . Firm 1

increases the price above the equilibrium price by an amount smaller than the hassle costs v. As in
the case without price guarantees, only prices p; > pi := p* +s are relevant as otherwise the search
costs are higher and an increase in p; would not change the behavior of the uninformed consumers
buying at firm 1. However, even if p; > p{( , the hassle costs are larger than the possible saving
and no uninformed consumer will search and claim the price guarantee. Therefore, an increase in
the price by an amount smaller than the hassle costs cannot be profitable.

Second, if firm 1 deviates with a price p; that satisfies p* + v < p; and p* + s > p1, the informed
and uninformed consumers that are indifferent whether to buy at firm 1 or firm 2 are characterized
by the following conditions:

o 1 7 o1
QI(pl,p)zi—wandHNI(pl,p):? (41)

Given these demand functions, the profit of firm 1 is given by

o) =rv (5 -7) +mla -0y, (42)

Differentiation with respect to p; yields

o ()
Op1

(- y)% > 0. (43)

This implies that firm 1 will set the price p; = p* + s = p¥, i.e. the firm will increase the price up
the critical level where an uninformed consumer would begin to search for a lower price. Evaluating
the profit of firm 1 at this price gives

PPl == 2y — (1= )s)]. (44)

P1 =p{( 4u

Therefore, a deviation is not profitable as long as

fyf(lfl/)sZO@sgljy. (45)

We also have to consider the case where firm 1 deviates from p* by charging a price p; that satisfies
p* + max{~, s} < pi, i.e. firm 1 deviates with a price p; that makes a search as well as using the
price guarantee worthwhile. For the informed consumers, the demand is again given by

- 1
0" (prp") =5 — - (46)
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For the uninformed consumers, two cases have to be considered. First, the uninformed consumers
who searches for a lower price and switches to the other firm but do not use the price guarantee.
Second, the uninformed consumers who search for a lower price and use the price guarantee instead
of buying from the other firm. However, the total costs for search and using the price guarantee
are given by s + v > s. Hence, we can focus on a deviation with p* + s+~ > p; > p* + s. Then,
demand of uninformed consumers is given by

ey * 1 *
O (p*,p1) = By +p1—(p" + 3). (47)

The profit of firm 1 can be written as

P (p1,) = vp*0 + (1 — v)p ™. (48)

a’n—lD (ph )
Op1

1—v(1—2s)

2u

=(1-v)
p1=p*+s

<0, (49)

an increase of p; above p* 4+ s can not be profitable. As p; > p* 4+ s 4+ 7 would induce consumers
to use the price guarantee such a deviation can not be profitable either.

Finally, considering deviations with a lower price, a similar argument as in the case without price
guarantees applies. Some additional informed consumers are attracted but the increase in demand
is more than offset by the decrease in per—unit profits. The uninformed consumers—given their
equilibrium beliefs—will not change their behavior. m

Lemma 3 In the subgame where only firm 1 offers a price guarantee and s > s¥(y,v) == v/(1—-v),
a mized strategy equilibrium exists and is characterized by

pPL=p2+t+s

p 2= (421 (00— (L= w)pr) = (L= v = 2p1(1 = ¥)s))

& 201~ p) 2+ v — (- v)p1)
A2 +2(1 - v)(2 - p1s)

Pl T )@y - (- v)p)

>0

and p1 such that m(py,-) = m(p,,)-

Proof. We start with p, and p,. Using (15) and (16) and p; = p2 + s we obtain

8771 5"
(‘9(;1)—;+p2p1(1+u(1v)p1)(1V)ﬂ1(P2+5) (50)
E)E%p?) = 2 4p, — (L 0pa(1 = p1) = pap, + 1oy + (1~ v) (51)

Solving these equations leads to the prices p L and py given the lemma. Defining p := 17—”3 > 1 due

to s > s¥(v,v) we also get

Om(pr,-) _ A=v)2+v(A+pi(1+29))) +6ypip (52)
9py 22+v—(1-v)p1)
p1(1+ 29 +29(2 — p1)p)

21— p) 2+ v— (- v)p)’

p2—p, =
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Turning to 71 (p;, ) = m1 (Ql, -) substituting p;, p, and py shows

Jim Iy (P, o) = m(py, )] = (1 =) > 0 and (54)
Jim [m1(Py, ) = mi(p,, )] <O (55)

Hence, there always exist a p; such that firm 1 is indifferent between charging the high and the
low price, respectively. Furthermore, (52) and (53) reveal dm(py,-)/0p; > 0 and ps —p . =0
Finally, we have to check whether profitable deviations exist such that uninformed would search.
Consider first firm 1. Any deviation by firm 1 such that uninformed consumers who visited firm
1 first would search can not profitable. Choosing p; > ps + s implies that demand of uninformed
consumers is given by with

~ 1
oNl(p*,Pl):§+p1—(p2+5)- (56)
Using the profit of firm 1
D _ 114 ANI
T (p1,) = vp20" + (1 — v)p2b (57)

and evaluating the first derivative with respect to p;, shows

aﬂ—lD(plv )

<0. 58
pn (58)

p1=p2+s

Similar reasoning applies to firm 2. An increase of ps above the level at which uninformed consumers
visiting firm 2 first start to search can not be profitable: ps is optimal given no search and search
implies that some uninformed consumers may switch to firm 1. m

Corollary 1 A mized strategy equilibrium yields higher profits for the firm which uses price guar-
antees, t.e.
Eni >n*

Proof. Using the equilibrium prices given in lemma (3) and E7] = m1(p,,-) we obtain

m(py) (2= 21+ v(1+ 201 (v +y(=1+ V)pr (=1 + v + 2p1 — 2vp1)s)))>

= Lt p P+ — (=) -t )
S (1+2w)pr1(L+ (=14+v)p1) =2(=1+v)rpi(=1+2p1)s > 0 (60)
<pi(1+(=14+v)p1 —2(=1+v)v(=1+2p1)s) >0 (61)

where the last inference follows from
d
%((1 +2w)p1(1 + (=14 v)p1) = 2(=1 +v)rpr(=1+42p1)s) = 2vp1(1+ (=1 +v)p1) > 0 (62)
Analyzing the sign of 1 4+ (—=1+v)p1 — 2(—1 4 v)v(—1+ 2p1)s and using
d2

m[l—k(—l—kl/)pl—2(—1+1/)V(—1—|—2p1)8] =0 (63)
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as well as

1+ (=1+v)pr =2(-1+v)r(=1+2p1)s|, o =1-201-v)rs 20V s <2 (64)
L+ (-1+v)p —2(-1+v)v(=1+2p1)s|, ., =v+2(1 —v)ys 20 (65)
we get
Vpr €[0,1] : 1+ (=1 +v)p1 —2(=1+ v)v(=142p1)s > 0 (66)
]

Lemma 4 In the subgame where both firms offer price guarantees and use pure strategies with
respect to prices, the prices and profits in a symmetric equilibrium are given by p;* = p* = % and

T =t = ﬁ provided that s < SP(’Y,V)~

Proof. The proof is analogous to the proof of lemma 2. m

Lemma 5 There exists a unique probability p*(v,v) € (0,1) such that Em;(p,-) = Em;(p,-) holds.

Proof. We start by defining

AEm :=Em(p,-) — Emi(p, ) (67)

_2p=14+vR2—-p(=3p—29(1+p)) —v(l —p—2yp)(1 = p(2 =27 — p)))
4v(1—p)p

Solving AEw = 0 for v we get that there exist two solutions 1 (v, p) < 0 < y2(v, p) with

72(1/’ ,0) _ % l/p\/(l - p)(5 - 1/(2(4 — p) — 1/(2 — P)2)(1 — P) — p) (68)
e —up(1+ (1= (1= )p)

Analyzing (v, p) with respect to p shows that

W<ovu,pe(o,1) (69)

1
lim 2 (v, p) = o0; lim v (v, p) = —— < 0 and sign
p—0 p—1 2v

Thus, for any given v > 0 there exist a unique p*(v,7y) € (0,1) such that y2(v, p) = 7 and thus
AET=0.m

Lemma 6 In the subgame where both firms use price guarantees, there exists an equilibrium in
mized strategies provided that the search costs s is higher than a critical level s™ (y,v) given by

SM(,Y V) = 1—2p*(v,y) — v(1 — p*(1,7)(2 — p*(v,7) — 2vp*(v,7)))
7 2vvp*(v,7)

The prices between the firms miz are given by

1+ 2qwp*(v,y)

_ 2T ) _1-v(l=p"(,7))
2v(1 = p*(v,7)) '

PO = )

p(v,v)
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Proof. Using (29) and (30), the condition that price guarantees are used, i.e. p — p > ~ can be

written as Loy a 22 )
_ —20" —v(l=p"2=2y—p
p—(p+v)= " - > 0. (70
p+7) 2vp*(1 = p*) )

To show that (70) is satisfied, we substitute y2(v, p) defined in (68) instead of p*(v, ) which leads
to

p—(p+rp)=>0s (71)

v(3—1(2 = p)(L = p)p = vp/ (L= )6 — v (2 — p) — 2= PP) (L — p) — )

While inequality (72) does not hold for all p € (0,1), (68) also implies that there exist an upper
bound for the equilibrium values of p, i.e.

v+yv1—-v-—1
v

Y =72(v,p) > 0= p"(r,7) < (72)

Tedious calculations show that  — (p + ) > 0 holds for all p € (0, “A=r=1),

In addition, the critical level of the search costs s™ such that uninformed consumers will not search
is determined by

1 1 1
§+§92§p* <p+292) +(1—p*) <p—|— 2(1—(9)2> + s. (73)

This is equivalent to (using § = 1/2)

o 1=2p" —v(1 = p"(2 = p" = 29p"))
- 2up* '

s (74)

To show that mixing between p and p is indeed an equilibrium, we have to consider possible

deviations from the mixed strategy, i.e. the choice of a uniform price. As in the proof of lemma 2,
different types of deviations have to be considered.
First, suppose that p +v < P — v and consider a deviation with a uniform price p; that satisfies

p+7 < p1 <Pp—=. Then, demand for firm 1 by informed consumers is determined by the consumer
that is indifferent between buying at firm 1 or firm 2.

- 1 ~ 1
91(1)1,19)25—7 and 0’ (p1,p) = 54‘7- (75)

As p; < p, uninformed consumers have no incentive to search. Accordingly, the expected profit
EnP(p1,-) from a deviating with P+ <p1 <P— can be written as

% )l — *\, N 1
Eny(p1,-) = v(p*pi0' (p1,7) + (1= p")p0" (p1,p)) + (1 = V)P (76)
1 ,
= (1= 27+ 2p1 = 2up1 +20(7 - 292 + p1 + 29p1)p”).

Differentiating this profit with respect to p; yields

OETP (p1,-)

o, = %(l—u(lfrf?yp*)) > 0. (77)
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Thus, the firm will set the price p; at the level p; = p — . The difference between the profit from
a deviation given that value of p; and the profit using the mixed strategy is given by

E?TlD —E7T1 = (78)

1-2p" —v(2—p"(5-3p" —29(1+p")) —v(1 —p"(3— (1 +27)p" (3 — 47y — p"))))
4vp* '

Again, substituting 72 (v, p) instead of p* and taking into account p*(v,7y) < “A—2=1 tedious

calculations show that Erf — Em; < 0 holds for all p < @ and v € (0,1).

Secondly, we consider a deviation with p < p; < p+ . Notice that only prices p; are relevant that
satisfy the condition p; > p := p*p + (1 — p*)p + s, i.e. searching for a lower price is worthwhile
for consumer 6 = 1/2.

The uninformed consumer that is just indifferent between searching for a lower price and switching
to firm 2 and not searching is determined by the condition

~ 1
OV (p1) = 5 +p D+ (1= p)p—p1ts. (79)

The informed consumer that is indifferent between buying at firm 1 or firm 2 is again characterized
by

1 ~ 1
Gj(pl,g):§—7 and Hl(phf?):i—i-v. (80)

Given the demand of the informed and uninformed consumers, the expected profit of firm 1 can
be written as

Exl (1) = p1 [v (00 (p1,7) + (1 = p)0 (p1,p) ) + (1 =)0 (p1)] - (81)

To examine whether a deviation is profitable, we differentiate firm 1’s expected profit with respect
to p; which yields

OETP (p1,-)

1 1
o =(=1+v)p1 + 51/(1 —A4Ap1 +2D)p" + (1 —v)(5z —p1+p P+ (1 =p")p+s) (82)

2

Inserting the equilibrium values for p and p, evaluating the derivative of OEmP / Op1 at p; = pf
yields

(I—v)@2—v( —p" —2yp" —25))

<6E7r1(p1, ) 5E7Tf)(p1r)> _ > 0. (83)
apl 8p1 p1=p% 2v
As pK > p, it follows that
9Em(py, ) <o BP0 <. (84)
aﬁl ZI1=P{( apl Plzpf(
(84) together with
2E D .
OEr () _ 5, 20(1—p*) <0 (85)

op}

show that a deviation from the mixed strategy by choosing a uniform price p; withp < p; <p+7~
such that part of the consumers search is not profitable. The same reasoning holds for even higher
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pricesp; >p+v.m

Corollary 2 If both firms use price guarantees, the firms’ expected profits En}* = En** in a
mized strategy equilibrium are given by

ey (A 29wp (7)) 1,
O = =) T

Furthermore, comparative statics with respect to v shows that En**(-) increases in vy as long as vy
and v are small enough.

Proof. The first part of the corollary follows from the equilibrium prices given in lemma 6. Fur-
thermore, using lemma 5 and assuming v = 0 we obtain

9p*(v,7)

* 2—2v1—
< 0 and pav + n_ Y

v 1—v

v=0

v—1++1—n
v

P, 0) =g =

Using these expressions and differentiating E7;(p,-) with respect to v we get

aE'/Ti(Ba )
o

:i<3m—l—\/11_7y>

v=0
and therefore dEm;(p, -)/8’7|7:0 >0forallv <041. m

Result 1 For all s > sP(v,v), the best reply of firm 2 to PG by firm 1 is to choose PG, i.e.
Ent > Ens.

Proof. The following proof is based on numerical simulations. To incorporate the restrictions
s> s (y,v) and s,v € [0,0.5]

we define the following two variables
~ P 1 - 1
0,7, 0) = As” () + (1= X5 and 30, 5) = w3 (1 - v).

Considering A,k € [0, 1] and substituting 5§ and 7 for s and v in the firms’ profit functions, we
can analyze the difference Enj — Emj for all parameter constellations for which a mixed strategy
equilibrium exists if only firm 1 offers price guarantees.
Using lemma 3 and 6, solving 71 (py, ) = m1 (pl, -) for p; as well as Em;(p,-) = Em;(D,-) for p*, the
following figure shows the graph of Enf — Em3 as a function of A and « for » = 0.2 and v = 0.8.
Considering different values of v, we find that Enj — Ex} is positive for all v, A,k € [0,1] and we
get

31—>m1 Em} — Emy|y—p—o = 0-

Hence, we can conclude that Ex} > Emj holds for all s > s”(y,v) and s,y € [0,0.5]. m
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Figure 3: En] — Emj for v = 0.2 (left) and v = 0.8 (right).

Appendix B

Non-existence of mixed strategy equilibria without price guarantees

In order to show that without price guarantees there are no equilibria in mixed strategies we focus
on mixed strategies where firms use only two prices.

Assume first that both firms randomly choose either a low price p, or a high price p; > P, and
assume that observing p; does not induce uninformed consumers to search. Let pf and p? denote
the expected high and low price of firm ¢ and let p; be the probability that firm ¢ chooses p§. Then,
the indifferent informed and uninformed consumers are given (p; refers to the actually chosen price
of firm i)

0'(-) = % +p1 — p2. (86)
OV () = 5+ [poms + (1= p2)pg] — [aB5 + (1= p)pt] (87)

Turning to the firms profits and focusing on firm 1, we obtain
™5 (py) = VP, [pz@f(fol,ﬁz) +(1- P2)9I@1>QQ>] + (1 =)o (5, 5,75, p5) (88)
5 (p,) = vp, [szI(zgl,T?z) +(1- pz)HI(zgl,zgg)] + (1= v)0™ (o1, ¢, P5, p5) (89)

Using the respective expression for firm 2, solving the first order conditions for the optimal prices
p; and B: and using fulfilled expectations, i.e. p{ = p; and Bf = g;f, we obtain

Pi=p = 5 (90)

which contradicts p; > p..

Again, assume that p; > p, but that observing p; induces (some) uninformed consumers to search.
Assume that an uninformed consumer goes first to firm 4, searches if firm i sets the higher price
p; and buys from firm j if he observes p;. Then, the expected expenditures cPS and & for going
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first to firm 1 or 2, respectively, are given by

B = oo (4 30°) + (=) (g5 50-0) | o 4507 o)

B = pa o (3 + 50-0) + =) (154 56°) ] + =) g + 5007 02

Solving E[cF®] = E[cF*] for 0 leads to the consumer #V(-) who is indifferent between going first to
firm 1 or 2. To calculate the firms’ expected profits we also need to determine the consumer who—
given the actual firms’ prices—is indifferent between searching (and switching) and not searching.

Focusing on the price combinations which lead to a switch of consumers, the consumers g{V IS(py, )
and 615 (p,, -) who are indifferent between searching (and switching) are implicitly given by

Yt 1 1 1

00 By ) By + 507 = p2 <p2 + 292) +(1=p2) (p§ +5(1 - 9)2) + s (93)
~ 1 1 1

05" (Do, ) : Do + 5(1 —0)>=p (PS + 5(1 - 9)2> +(1=p1) <pi + 292> +s. (94)

Accordingly, firm 1’s expected profits can be written as

71 (Py) =Dy [0291@1@2) + (1 - Pz)(”el@bljz) + (1 - V)giws@i ))} (95)

mi(p,) =P, [02(%1(1317132) + (1= )05 (B, ) + (1 = p2) (W0’ (p,,p,) + (1 — V)GNI(-))} . (96)

Note that with p; and P, the indifferent uninformed consumer searches and therefore behaves
as the informed consumers. Using the respective expression for firm 2, restricting the analysis to
symmetry, i.e. p = p1 = ps, and solving the first order conditions for the optimal prices p; and BZ‘

we get (again using fulfilled expectations)

14+ v+2(1-vvs

P e+ 2 07)
L1 p(+(1-0)s)
pr = . 98
L= T )t —p) &%)
Substituting these prices in 6375 (5, -) leads to
s,y - Lo LzpmvA —204)s — pA 20 =) gy e 0,12 (99)

2 2(1 - p)(p+2v(2 - p)

But since 6579(p3,-) < 1/2 violates the assumption that at least some uninformed consumers

would search if they observed a high price, the proposed equilibrium does not exist.

Non-existence of mixed strategy equilibria with search and price guarantees

In order to show that with price guarantees a mixed strategy equilibrium where some uninformed
consumers may search does not exist, we start by characterizing the conditions that have to be
satisfied in such an equilibrium. We then show that these conditions lead to a contradiction with
respect to the assumed pricing structure. We again focus on symmetric equilibria where firms
randomly choose among two prices only.

As in the case without search of uninformed consumers, the behavior of informed consumers can
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be characterized by (see (23))

T4+ if p1=p, <p2 =Dy
07 (-) = 1y if pL=D1>p2=p, (100)
% + po —p1  otherwise

Considering uninformed consumers, the expected expenditures for going first to firm 1 or 2, re-
spectively, are given by (E[cF®] and E[cF%] denote the expected costs for searching and switching
and searching and using the price guarantee, respectively)

B = [pn (754 30°) + (0= pa) (15 + 50-0) 5] + -0 [+ 502 a0

BIEC =g [oa (54 536°) + (1= pn) (5404 30 4]+ 0= | 32 o

BIeE*) = pa o (354 31— 007) + (1= p0) (54 30°) +] (103
+- o) g+ 30— 0]

B = oo o1 (73 + 50 07) + (1= pu) (404 5007 ) 4] (104
- po) [+ 51 -02].

Note that symmetry with respect to expected prices and probabilities, i.e. p{ = pf, Pl =D and
0§ = pS, and solving E[cFS] = E[cF®] and E[cFC] = E[cFC] for 6 leads to the same solution
ON1(.). Furthermore, given that actual prices are given by p; > P the uninformed consumers that

are just indifferent between using the price guarantee and switching to the firm with the lower
price are given by

— 1 — 1
¢ (prp,) = 5 — v and 027 (B2,p)) = 5+ (105)

The expected profit of firm 1 can now be written as

7§ (B1) = P1p20 (Br.Da) + 1, (1 — p2) W0 (By. p,) + (1 — )T By, p,)) (106)

i (p,) = p, [p2(v0" (p,,P) + (1 = )03 (D5, ) + (1 = p2) (6 (p,,p,) + (1 — V)9NI('))} :

Using the respective expressions for firm 2, restricting the analysis to symmetry, i.e. p; = p{ and
p| = p; as well as p = py = pa, the solutions of the first order conditions are given by

_ 1 1+ 2vp
*=—andp'= ——. 107
P MOl T o0 o (107)
Thus, we also have
pr—p <0 (108)

which shows that the proposed equilibrium does not exists.
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