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Abstract

We show that the expected price of an incumbent firm may increase in response to increasing
competition as it may become more profitable to exploit a rather immobile fraction of consumers
instead of capturing a larger but more contested segment of the market. To derive this result, we
consider two approaches of modelling the degree of competition. First, in a duopolistic setting
competition is said to be more intense if the entrant’s product becomes more attractive to the
mobile fraction of buyers. In this case we find that all buyers, i.e. both the mobile and the immobile
fraction, may lose if the market becomes more competitive. Secondly, in a model with two entrants
competition is said to become intense if entrants serve an overlapping segment of the market for
mobile buyers. © 2002 Published by Elsevier Science B.V.
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1. Introduction

We consider competition between an incumbent firm and new entrants. Itis assumed that
the customer base of the incumbent firm contains two fractions. One segment is perfectly
immobile and can only shop at the incumbent, while the other segment may also turn to one
of the entrants. We show how an increase in competition for the mobile fraction of buyers
may hurt all customers and particularly the fraction locked-in with the incumbent. These
results are derived under two different notions of competition which may play a role for the
policy formation of a regulator.

In the first approach, we suppose that the incumbent faces a single entrant. Firms engage
in Bertrand competition. While the former monopolist may serve the whole market, the
entrant can only provide services to a strict subset of buyers. Furthermore, the mobile
fraction of buyers, who may shop at both firms, incurs an additional cost (of substitution) if
it patronizes the entrant. Our main result is that the incumbent’s expected price is U-shaped
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in the cost of substitution of the mobile fraction. As a low cost of substitution makes the
entrant’s offer more competitive, it becomes less attractive for the incumbent to capture
the whole market. Note that the incumbent has always the option to focus on his locked-in
fraction of customers. Interestingly, we find that also mobile consumers may fare worse if
their costs of substitution decrease.

In the second variant we allow for two entrants. While the incumbent can still cover
the whole market, each entrant serves again only a strict subset. The entrants’ market seg-
ments may now be disjunct or overlapping. One might conjecture that entrants intend to
avoid head-on competition in overlapping segments, while a regulator may want to stimu-
late competition by requiring that all market participants cover a minimum size implying
overlapping segments. We show that this policy hurts the fraction of buyers who are still
locked-in with the incumbent. Increasing competition for mobile customers makes the ex-
ploitation of the locked-in fraction more attractive for the incumbent.

The possibility that a loyal share of costumers induces an incumbent to price less aggres-
sively has already achieved some attention in the literatufeidenberg and Tirole (1984)
call it the ‘fat cat’ effect, which becomes particularly instructive in multiperiod models with
switching costs and overlapping generations of buyers (see Padilla, 1995 and To, 1996 for
recent overviews¥. It has also been applied to answer questions relating to endogenous
price leadership (Deneckere et al., 1992), new market entry in an open oligopoly (see the
references in Klemperer, 1995), or the role of promotional strategies (Narasimhan, 1988;
Caminal and Matutes, 1990). In light of this literature, we think that the contribution of our
first approach, where we consider a single entrant, is as follows. We are not aware of any
results similar to our comparative statics on the costs of substitution where we show that
expected prices change in a U-shaped form. This applies as well to our possibly surprising
results that a decrease in these costs mayatlupuyers.

The rest of this paper is organized as follows. Section 2 considers the model where a
single entrant faces the incumbent who has the advantage of a locked-in fraction of buyers.
In Section 3, we introduce a second entrant and analyze the impact of overlapping market
coverage. Section 4 concludes.

2. Varying the costs of substitution

Envisage a market with two firms indexed by I = {1, 2}. We call firmi = 1 the
incumbent and firmi = 2 the entrant. Both firms produce a homogenous good at constant
marginal costs normalized to zero. We restrict attention to a static model where the market
operates for one period. In this period firms face a unit measure of buyers who demand at
most a single unit of the good. All customers have the same reservationrvale Firms
compete by simultaneously quoting a pair of prices. We assume that buyers are made up

1Instead of ‘loyalty’ as used in Rosenthal (1982), we may also speak of ‘buyer lock-in’ (Nilssen, 1997), ‘switching
costs’ (Klemperer, 1995), or ‘costs of substitution’ (von Weizsécker, 1984). At this point we should also mention
work by Schulz (1995), who argues that increasing the substitutability between products may lead to higher prices.
In contrast to our model, his result is driven by an increase in aggregate demand, which is endogenous as potential
buyers must incur information costs before deciding which good to purchase.

2 Their analysis is similar to that in Bulow et al. (1985).
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by two fractions denoted by A and B with respective masses (0, 1) and = 1 — «.

A buyer of type A has only access to the product of the incumbent. The fraction B may
patronize both firms, but buyers incur a cost of substitutianith 0 < ¢ < r if they turn to

the entrant. Hence, the willingness to pay reduces-tac if a mobile customer purchases
ati = 2. Below we will propose some examples and interpretations.

Consumers of type A shop at the incumbent if his price does not exceglile the
incumbent can only attract a member of fraction B if his price does not exceed that of the
entrant by more than We apply the deterministic tie-breaking rule that consumers of type
B choose the incumbent in case of indifference between the two firms. Though our main
result for low values of would still hold with a random tie-breaking rule, we have to choose
this specification to ensure existence of an equilibrium for high valuesfofr which all
buyers are served by the incumbent.

Our equilibrium concept is that of a Nash equilibrium in possibly mixed strategies. In any
equilibrium the incumbent will only charge prices in the interfak [c, ] as the entrant
will never quote negative prices. Without loss of generality we can restrict the entrant’s price
to the interval [Qr — c] as prices above — ¢ will not attract any customer. The exposition
of the further arguments is now heavily abbreviated if the entrant’s strategy space consists
out of ‘gross prices’ including the costs of substitutiariVe denote the respective gross
prices for firms = 1, 2 by p;, wherep; € P andp, € P.

For low values of- we find a (unique) equilibrium in mixed strategies, while the equi-
librium is in pure strategies for highh where only the incumbent trades. To save notation,
we generally denote the firms’ strategies as (possibly degenerate) distribution furiGtions
for i € I with respective support$ € P. (Recall that the support is the smallest closed
set with probability one.) Definé;” (p) = sup;_, Fi(p) such thatF; has an atom ap if
Fi(p) — F7 (p) > 0.1f §; C P holds strictly, the distribution can be extended over the
whole interval P in an obvious way. The expected profit of fiinfrom charging a gross
price p while the other firm plays according #; equals

Ii(p, F2) = pla + (1= F, (p))), IT2(p, F1) = (p — 0)p(1 = Fu(p)). (1)

We will suppress the distributioR; as an argument aff; whenever this does not lead to
confusion. A pair of distributionsFy", F;) with respective supportssy, S5) constitutes a
(Nash) equilibrium if it satisfies the following requirements for both I:

m;(p, F}) = Ii(p, F) = M1}, forall p, p e S,
II; (p, FJ’-") <mrr, forall p¢S;.

We solve next for an equilibrium of the game. In a first step boundaries on the equilibrium
supports(Sy, S5) are determined. It can further be shown that supports must be connected
and that distributions can only have an atom at the upper boundary of the respective sup-
port. With these preliminary results we can next derive the equilibrium distribution functions
from the Nash conditions. Readers who are familiar with these steps may skip to the char-
acterization of equilibria in Proposition 1.

Denote now the boundaries of the supportgpBy= maxS; andp;' = mins;. Recall that
we consider gross prices. Lemma 1 derives first characteristics for an equilibrium.
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Lemma 1. In any equilibriumit holds that p}' = p4 = p". For p! > ¢ we obtain IT} =
(pY —¢)p and IT} = p", whilefor p! = ¢ it holdsthat p? = p“ and I} = 0.

Proof. For p§' < p4 it follows from (1) thatTi(p) > IT1(pf) for p € (pi, py). As
the same argument applies for= 2 in casep) < pj, we obtainp] = py = pU.
This implies 1] = MM (pY) = p“. If F* has forp" > ¢ an atom atp", there exists
p € (c, pY) with 11} = IT(p") < IT2(p). Without an atom we obtaifil; = (p" —
c)B > 0. AsI1; = 0 follows from p" = ¢, we obtain in this casp) = p" as otherwise
the entrant could strictly improve by choosing a priges (pY, p?) to realize(p — ¢)
B(L— F{(p)) > 0. g

Lemma 1 distinguishes between equilibria where the lower boundary of the supports is
equal or different to the cost of substitutionFor p" > ¢ an equilibrium has the following
characteristics.

Lemmaz2. Inanequilibriumwith p" > citholdsthat S} = S5 = [ar, r]. F hasno atom,
and F} hasno atomat prices p < r.

Proof. We abbreviate the formal argument asiitis analogous to thatin Narasimhan (1988) or
Padilla (1992). First, strategies will not simultaneously put an atom on ajpes¢he entrant
earns strictly more from a marginally lower price. (Recall that we can restrict consideration
to pricesp > p" > ¢.) Andifonly F;* has anatom gi < r, the discontinuity in7; induces

the entrant to shift all mass away from a sufficiently smallintepval[ (5, p+¢)]. 3 Butthis
impliesITy(p) > IT1(p) = I for p € (p, p+¢). Similarly, if F;’ hadanatomai < r,the
incumbent would not put positive probability gne (p, p+¢). This argument also implies

pi = py = p° aspf > pJ would inducei = 1 to withdraw all probability mass from

(p € [p3, pY) such thatlTz(p9) < IT2(p) for p € (p3, p?). (The same argument applies
for p{ < p$.) With no atom atp < r, p§ = r follows fori = 1 as otherwiseTi(p) >
IT1(p) holds forp = r. But then/T; > 0 implies thatF} has no atom at, which yields

IT§ = 1 (r) = ar and thugy" = ar. To prove that the supports are connected, suppose to
the contrary that firm puts zero mass on an intervale (p, p) € [ar, r] and choose this
interval as large as possible. (This uses the closedness of the support.) Without gtoms at

r this cannot be optimal, as itinducgw withdraw all probability mass from € (p, p—e¢),
which then implies71(p) > IT1(p) = Iy (i = 1) or2(p) > M2(p) = IT5 (i = 2) for
pep,p—e). O

As supports are equal & = S5 = [ar, r] for p" > ¢ due to Lemma 1, we obtain for
all p € [ar, r] the requirements

II1(p) = pla + B(L— F5(p))) = I} = ar,
ITo(p) = (p —c)B(L — F{(p)) = M5 = (ar —c)B, 2

3 As the number of atoms is countable, we can cheosed to rule outatoms ovep € P = (p—e, p+e)\{p)},
which makesiT>(p) continuous forp € P such that the discontinuity gt assuredTx(p — t) > II(p) for
p € [p, p + €] and a sufficiently small value > 0.
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which transform to
oa(r — p) " oar —c¢

g W=
Note thatF;* has an atom gt = r of size(ar — ¢)/(r — ¢). Recall that we consider gross
prices where the costs of substitutions added to the (net) price charged by fiime= 2.
The net pricep of the entrant is distributed ovexf — ¢, r — c] according to the distribution
function(p + ¢ — ar)/(B(p + ¢)).

So far we restricted attention to an equilibrium candidate satisfyithg> ¢. From
Lemmas 1 and 2 we obtain in this caB§ = p" = ar. As the incumbent can always
focus on the immobile fraction A and realize the prafitby charging the monopoly price
r, it must hold from optimality thap" > «r. Hence, we can exclude the existence of an
equilibrium with p¥ > ¢ in case the costs of substitution satisfies ar, while p¥ > ¢
must hold in any equilibrium in cage< «ar. We are now in the position to fully characterize
the set of equilibria.

Fy(p)=1- (3)

Proposition 1. Equilibria are characterized as follows:

1. for ¢ < ar the equilibrium distributions of gross prices (F;, F;) are uniquely charac-
terized by (3) with the support S7 = S5 = [ar, r];

2. for ¢ > ar there exists an equilibrium in pure strategies where both firms choose the
gross price p; = ¢ with probability one. As a consequence, all buyers purchase at the
incumbent. There is no equilibrium where the incumbent chooses a different strategy.

Proof. Recall thatp" > c is implied byc < ar. For this case we already derived a unique
equilibrium candidate witl§y = S5 = [ar, rland(Fy, Fy) satisfying (3). Though an offer

p € [0, ar] would allow a firm to capture the whole contested segment B, the realized profit
is strictly smaller thai7} = ar andI1; = (ar —c)B. This ensures that the specified mixed
strategies constitute an equilibrium. For «r it is straightforward that the strategies of
assertion (ii) constitute an equilibrium, while from LemmaF{ must be concentrated
onc. O

We now analyze how expected equilibrium prices changerenote the expected price
of the incumbent b;pf(c). As the incumbent’s strategy is unique for all levelscothis
function is well defined. For the entrant’s gross price we define a funp@ﬁa) which is
calculated from the unique equilibrium distributi@i} (p) if ¢ < ar. Forc > ar we set
the gross price equal l;mZE(c) = ¢. The expected net price for the entrant is calculated by
[52E(c) = sz(c) — ¢. Forc > ar the incumbent chargesand attracts all customers, while
for ¢ < ar the expected pric¢f(c) is derived by

E, N _ _ " p r
pl(c) - (ar C)( o (p _C)de+ r —C) ’

which transforms to

r—c¢

plE(c) = (ar —c¢)In + ar.

ar — ¢
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This expression is intuitive. The expected price strictly exceed$or all ¢ € [0, ar].
Differentiatingpf(c) for fixedc with respect tar yields the derivative In(r —c) / (ar —¢) >

0. The larger the locked-in fraction of buyers, the less willing is the incumbent to engage in
price competition for the mobile fraction. Note that from J.m,plE(c) = ar the function
plE(c) is everywhere continuous. Differentiatimxf(c) for ¢ € [0, ar] yields

ﬂzlnar—c_’_ rB ’
dc r—c r—c

which is strictly negativet While for ¢ > «r the incumbent reacts to a decrease iy

adjusting his price downwards to still capture the whole market, the sign of the reaction

is reversed for < ar. Defending the whole market becomes increasingly expensive as

decreases. We derive next the entrant’s expected priceforr. As F; is independent of

¢, the expected gross prigé (c) remains constant such that the net pi§éc) = p5(c)—c

is strictly decreasing in. Precisely, we obtain

5E(c) f Ty %rin
PO = | B2 P T T

Though mixed strategies do not lend themselves to an easy interpretation, we feel that

our results have some intuitive appeal. Recall that the incumbent has always the option to

exploit the locked-in segment of buyers. As the contested market segment becomes more

competitive, he becomes more inclined to exploit the locked-in segment.

Denote next the expected price of atype A customqrEJQp), which must necessarily be
equal to the expected price of the incumbpﬁ(c). In contrast, a mobile buyer may shop at
either firm. To calculate consumer welfare, we must consider gross prices.<av the
gross price paid by a type B buyer is continuously distributed according to the distribution
functionM (p) = 1— (1 — F{(p))(1 — F3(p)), which from (3) transforms to

M(py=1- 2 =cer=p

p—c PBp

Note thatM (p) is distributed overdr, r] for all values ofc. Moreover, we obtain[8if (p)/
dc] > O for p > ar. Hence, if we choose two cost levels¢ with ¢ < ¢ < ar, the
distribution of the gross price incurred by a mobile buyer for a cost of substitéistictly
dominates the distribution f@rin the sense of first-order stochastic dominance. This implies
that a mobile buyer’s expected gross price is strictly decreasiaddnc < ar. Precisely,
if we denote the expected gross price;ig(c), we obtain forc < ar

o) mar 4+ 2@ =9 | _ TN (X
pelc) =ar + Be |:(r C)In<ar—c> rIn(ar):|,

which has a continuous derivatielpE)/(de) on p € (0,ar).® As pE(c) is equal to
¢ for ¢ > ar, the function is everywhere continuous. kor= 0 we obtainpg(O) =

4To see this, note that the (right-side) derivativecat 0 equals(dpf)/(dc)hzo = B — Ina < 0, while
[(dzpf)/(dcz)] < 0. The strict monotonicity is also immediate by differentiatifgwith respect ta and arguing
with first-order stochastic dominance.

5We obtain d?EF;/dc =a/(BA[crB + A In[(r — ¢)/(ar — )] — ar?In[(a[(r — ¢)/(ar — c)]].
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Fig. 1. Expected gross purchasing prices.

ar(2 + (a/B) Ina), which has the intuitive limits |im_>opg(0) = 0 and Iim)HlpE(O)
=r.

To summarize results, we can conclude that for small costs of substitutiorer a
decrease im increases the expected gross prices for all buyers. In other words, consumer
welfare must strictly decrease if costs of substitution are lower.

Proposition 2. The expected price of a locked-in buyer pE (¢) and the expected gross price
of a mobile buyer pg(c) exhibit the following characteristics: They are continuous in c,
equal to ¢ for ¢ € [ar, r], and strictly decreasing for ¢ € [0, ar].

Recall at this point that the downwards sloping segment of the curve in Fig. 1 stems from
the mixed strategy equilibrium for low, while the upwards sloping segment is created by
the pure strategy equilibrium for high where the incumbent captures the whole market.

We conclude this section with some interpretations of Proposition 2. For a first exam-
ple, consider the case of the mailing business where after deregulation a single entrant
offers services to private customers. The entrant is constrained it two ways. First, it should
be prohibitively expensive to ensure full market coverage, which will always leave some
fractiona to the incumbent. Second, when starting operations, the service network in the
covered area may not be very tight. For instance, dispatching private mail may still be more
comfortable with the former monopolist. This is captured by the costs of substitufion
As time passes, we may suppose that the service network improves suchidtatases.

Our comparative statics suggest, however, that competition need not necessarily become
more effective over time. Indeed, this result may be cautiously linked to some empirical
findings. As competitors catch up over time, an incumbent firm may choose to focus on
its (rather immobile or loyal) core segment of customers instead of facing competition on
the whole market. For instance, it has been observed in the pharmaceutical industry that
competition by generic drugs after the expiry of a patent may lead to a price increase by the
former patent holder (see Scherer, 1993). Moreover, after deregulation prices for a range of

6 Hence, in this interpretation the goods offered by the incumbent and the entrant are vertically differentiated for
buyers who have access to both firms.
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products or services oftenincrease. Typically, this is explained by previous cross-subsidization
(see, e.g. Harris and Kraft, 1997).

For another example, suppose thaan be chosen by a regulator. For instance, a former
monopolistic phone company is told to charge a (maximum) additional feeustomers
who use a competing firm for certain services\ fraction of customers may stick with the
incumbent regardless of his price as they are simply not aware of the alternative service.
Observe that in the one-shot setting it is realistic to assume that the incumbent cannot
identify the different market segments, which precludes price discrimination. A regulator
interested in consumer welfare would be advised not to lawsglow ar. Increasing the
degree of (potential) competition even further may induce the incumbent to focus more on
his locked-in segmert.

3. Competition between entrants

We now introduce a second entrant with the index 3 (I = {1, 2, 3}). All buyers have
still access to the incumbent’s product, but only a fracjipg (0, 1) can also shop at firm
i = 2, 3. For simplicity we now assume that there are no costs of substitution, i.e. that
buyers are willing to pay regardless of which firm offers the produet£ 0). We denote
the measure of buyers with access to both entrantsdnch thatg; = y; — § equals the
mass of buyers for which only the incumbent and the firm{2, 3} compete. The fraction
of buyers locked-in with the incumbent becomes- 1 — y» — y3 + §. We assume > 0
andg; > 0. Moreover, we restrict consideration to the symmetric case whetes, = 8.

We compare now the case where entrants serve disjunct seghen®) (with the case
where segments are overlappidg= 0). A regulator may intend to increase competition
by requiring firms to serve overlapping segments. For instance, this may be achieved by
prescribing a minimum size of market coverage or the coverage of a core segment. While
this may stimulate competition among entrants, we show that it has a detrimental effect on
buyers who are still locked-in with the incumbent.

We extend the notation from Section 2 in an obvious way. If firms choose the distributions
F; (i € I)andifthese distributions have no atom, we obtain the following payoff functions:

IM(p, F2, F3) = p(a + B(1 — F2(p))+B1 — F3(p)+6(1 — F2(p))(1 — F3(p)),
I(p, F1, F3) = p(1— F1(p))(B + 8(1 — F3(p))),
I3(p, F1, F2) = p(1 — F1(p))(B + (1 — F2(p))). 4)

We can again restrict prices to the intervalff) Recall that Section 2 applied a deterministic
tie-breaking rule in favor of the incumbent to ensure existence of an equilibriusrefarr,
where only the incumbent trades. With= 0 this is no longer necessary. Though our results

7We do not address any issues of (strategic) access pricing, which are covered in a recent strand of literature (see
Armstrong and Vickers, 1998).

80f course, we have completely ruled out any dynamic issues. This has the advantage that we can interpret
¢ both as a switching cost (away from the incumbent) and, more generally, as an indicator of vertical product
differentiation. In a multi-period model, these two interpretations would clearly give rise to different results.
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are independent of the specific tie-breaking rule, it is convenient to assume now a symmetric
(random) tie-breaking.

It turns out that equilibrium strategies with overlapping segments become quite compli-
cated. We, therefore, refrain from explicitly deriving an equilibrium. Theorem 5 of Dasgupta
and Maskin (1986) allows to conclude that an equilibrium in mixed strategies éxibte
following lemma states some characteristics which any equilibrium must exhibit regardless
of whethers = 0 oré§ > 0 applies. The proof is in the Appendix A.

Lemma 3. Any equilibrium for the model with two entrants, « > 0,81 = 82 = 8 > 0O,
and zero costs of substitution, has the following characteristics.

1. Ff hasnoatomsat p < r.

2. §5 =83 and F; = F3, where F;* hasno atoms and S7 is convex for i = 2, 3.

3. With p/' = min S and pP = max S} it holdsthat p3 = p§ < pj and pP = r fori € I,
whichimplies I7] = ar.

Select now for both cases with= 0 ands > 0 an equilibrium. We can now prove that

locked-in customers are strictly worse off if the entrants’ segments are overlapping.

Proposition 3. Taketwo values§ = Oand § > 0, and select for any choice an equilibrium
of the model analyzed in Lemma 3. Then the expected price of the incumbent is strictly
higher in the equilibrium chosen for § = 0 than in the equilibrium chosen for § > 0.

Proof. Denotef; = ffors = 0andp; = g = B —1/25 for § > O withi e {2, 3}.
We select for each case an equilibrium denoted by distributishsver s° for § = 0, and
analogously by ands? for § > 0.

Take firsts = 0. Recall from Lemma 3 that] > p" = p5 = p5 . Note now that
py > p" would imply ITx(p) > ITx(pY) = IT; for all p € (p, p}) as entrants do not
compete with each other dy= 0. FromIT} = ar we then obtairp" = ar.

Turn next tos > 0. From now on all notations regarding boundaries of the supports and
profits refer to this case. We distinguish between two subcases. Suppogg' fiestp,
which again implieg" = ar and thusl1; = I1; = ar(B + §). Using continuity of the
distributions from Lemma 3, we obtain from (4) fpre [ar, r]

p(L— F)(p)(B+ 81— F(p) = ar(p +9),
p— FX(p)B = arp,

such thatF(p) > F}(p) holds strictly onp € (ar, r) given F3(p) > 0. Hence,F} (p)
strictly dominatesFlO(p) in the sense of first-order stochastic dominance, which proves
the assertion ip] = p". Assume nexp} > p". Substitution into (4) yieldg} > ar to
ensurelli(py) = 11 = ar. This impliesFlo(p) > F}(p)forall p € [ar, p}]. Recall now
that all distributions are continuous fpr< r. Hence, ifFf (p) does not strictly dominate

9 With random tie-breaking a player’s profit is lower semi-continuous in his own strategy. If the tie-breaking rule
was deterministic favoring the incumbent, we could still apply their theorem as the incumbent'’s profit is ‘weakly’
lower-semicontinuous according to their Definition 6. (Use 0 for i = 1 in this definition.)
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Ff(p) in the sense of first-order stochastic dominance, there must exist ajpridth

ar < p¥ < p <randF}(p) = F2(p). We show that this cannot be the case. Note $Bat
anng are convex by Lemma 3 and thais strictly above the lower boundary of the support
in both cases. Substitution into (4) fér= 0 yields (1 — FL(j))f = arf, which from
F}(p) = F2(p) transforms tg>(1— F{ (p)) = ar. An entrant must realize his equilibrium
profit for § > 0 both atp and atp§ > p". This implies

M3 = p(l— F{(p)(B+ 8L — F)(p) = ar(B + 81— F3)(p)),
T3 = p(B + 81— F5(pY)),

which cannot hold simultaneously fropy > ar and F3(p) < F3(p) with pY < j. We

have thus proved for any choices of equilibria undlee 0 ands > 0 that it holds for

the respective distribution functions for the incumbent’s pm“tfeand F} that F{ strictly
dominates? in the sense of first-order stochastic dominance. This proves the assertion in
Proposition 3. O

By Proposition 3 the locked-in fraction of buyers is strictly better off if the entrants
cover non-overlapping segments. From their perspective a regulator should thus not require
entrants to serve, for instance, a core segment of the market in order to stimulate competition.
It may now be asked which market structure emerges if entrants are allowed to choose
freely their respective market coverage. Our conjecture would be that they might indeed
opt for non-overlapping segments to stifle competition. Solving the respective entry game
is, however, beyond the scope of this paper.

4. Conclusion

This paper analyzes price competition in a market where an incumbent enjoys the
advantage of having a locked-in fraction of buyers. We study how prices react to an in-
crease in competition. In a first model we consider the case of a single entrant whose
product is also less attractive to the mobile fraction of buyers. We investigate how equilib-
rium prices change if the entrant’s product becomes more attractive. We find that in this
case all buyers, i.e. both the locked-in and the mobile fraction, may become worse off. In
a second model we consider two entrants and distinguish between the case where entrants
serve overlapping segments of the market or where their coverage is non-overlapping. We
find that the fraction of buyers locked-in with the incumbent is worse off if competition
between entrants is more intense as they serve overlapping segments. In both models, an
increase in competition for the mobile fraction of buyers may induce the incumbent to focus
more on the locked-in segment, which may rise expected prices for all buyers.

In the current analysis we have taken many parameters as exogenously given. For in-
stance, in the second model we only compared market structures where entrants’ segments
were overlapping or disjunct. As already suggested in the previous section, we should be
interested in the equilibrium market structure arising if entrants can freely choose their
market coverage. Similarly, allowing for free entry to study the number of entrants would
be a worthwhile exercise. Regarding the first model of duopolistic competition, we should
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endogenize the “costs of substitution) between the entrant’s and the incumbent’s product
offered to the mobile fraction of buyers. As indicated in Section 2, these costs may change
over time as the entrant improves his service quality by extending facilities or by simply
moving up his learning curve. The speed of this switch could represent a strategic variable
for the entrant.
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Appendix A. Proof of Lemma 3

As all steps are analogous to the two-firm case, we only sketch the formal arguments. As
py = ar holds from optimality,8 > 0 impliesIT;* > 0 and, thereforep}' > 0 fori € 1.
We argue next thak;"(p) has no atom at any < r fori € I, which implies assertion (i)
fori = 1.

Take nows > 0. If i had an atom ap, both ij" with j # i would put zero mass on a
sufficiently small intervap < (p, p + ¢). But thenlT;(p) > IT;(p) = IT must hold for
p € (p, p + ¢). This argument extends directly 8o~ 0 and thus proves assertion (i). The
argument also implies that only one firm can have an atom=atr, which from/7* > 0
can only be the incumbent. Hendg; has no atom for € {2, 3}. If p" = min;¢; p;' was
only attained by one firm, 17,~(min(,~¢,~p;’) > IT; (p;") would hold as min.; p;.‘ <r(F3, F}
have no atoms). Suppogg > pi = p5 = p". With p§ < r we obtain

T3 = M3(p§) = p3(L— F{(p$)(B + 8(L— F3(p§))) = Ma(p") = p(B +9),

which implies
Uy _ U *0 U u p+4 *0 U o r7*

IT2(p3) = p3(L— Fy(p3))(B+38) = p (B + S)m(l —Fy(p3)) > B+ =11,
where we used’ (pg) > 0fromp" < pY. Asthe argumentis symmetric (in fact, it does not
evenrequirgs, = B3), we obtainpy = p§ = p! > pfandthusT; = IT} = p“(B+35). We
show next that his implies identical strategies for the entrants. We argue to a contradiction
and assume existence of sope= (pY, r), where O< F*(p) < 1L andF;(p) # F5(p).
Suppose without loss of generali&j (p) < F3(p), which implies

IIx(p) = p(L— F{(p)(B +8(1— F3(p)))
< p(L—=F{(p)(B+ 81— F5(p)) = IT3(p).
With IT3(p) < IT3 = I1; we obtainp ¢ S3. Similarly, atp = minpesgm[ﬁ,,]p < r, which

uses the closedness &, we still havell(p) < I13(p) < I13 = I1; such thatF; (r) =1
cannot be obtained. Hence, we must indeed have symmetryfita F3 andS; = S3.
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If S is now not connected, it would contain an interval p] with F3(p) — F5(p) =0,
where we use thak; has no atoms. We choose this interval as large as possible, where
closedness of; ensures that the maximum is attained. By optimalify has no mass
on [p, p], which implies IT>2(p) > IT2(p) = I1; for any p € (p, p). We have thus
proved assertion (ii). For assertion (iii) we have already propgd= p5 < pj. With
p° = max¢; py it follows thatp® = r as there are no atomspat< r. This impliespy = r
to ensurell; = I15 > 0. Otherwise, fronmpd = p3 < p? the incumbent would put zero
mass orp € [p3, r] such thatlTo(p) > IT2(p9) for p € (p9, r). (Recall that there are no
atoms atp < r.) Finally, this also impliedT} = ar.
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