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This paper develops a unified framework for analyzing markets in which
users can endogenously reduce their switching costs through costly invest-
ments. While the classical switching-cost literature treats these frictions as
exogenous, we show that allowing users to influence their own future ability
to switch suppliers fundamentally alters pricing, market power, and welfare
outcomes.

We begin with a series of monopoly models in which users may invest
either discretely or continuously to lower their switching costs before choosing
between an incumbent and a competitive fringe. A central insight is the
emergence of a free-rider problem: when some users invest in lowering their
switching costs, the incumbent optimally reduces its retention price, thereby
decreasing the incentives of other users to invest. As a result, users with
initially lower switching costs or weaker attachment to the incumbent invest
more aggressively, generating a first-order stochastic dominance shift in the
distribution of realized switching costs and a more dispersed distribution
overall. This mechanism is already visible in the simplest Stackelberg and
Nash formulations, where investment incentives depend on whether prices
are set before or after users choose their switching-cost reductions .

We then extend the analysis to a continuous-investment environment with
convex cost of reducing switching costs. When prices are set before invest-
ment, the incumbent extracts all surplus from the option to switch, and
users optimally make no investment. When investment precedes pricing, the
unique equilibrium features a continuum of switching costs on an interval
[s*, 0], with a mass point at the upper bound, where s* is the switching cost
that the users would have chosen had their been sure to switch supplier..



Prices are mixed over the same interval, and both distributions are jointly
determined by users’ indifference conditions and the incumbent’s require-
ment to be indifferent across all prices in its support. We show that the
incumbent’s expected profit equals what it would earn under a fixed switch-
ing cost s*, while users bear additional investment costs, leading to **lower
welfare** than in the Stackelberg benchmark. The equilibrium distribution
of switching costs is explicitly characterized by
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and the corresponding price distribution satisfies

Fy(p) =1—y(o —p).

We next study coordination among users. If users could jointly choose
their investments to minimize total buyer costs, they would induce the in-
cumbent to charge the lowest switching cost in the population. Surprisingly,
the coordinated optimum does not necessarily correspond to the individually
efficient switching-cost level s*. Depending on the curvature of the invest-
ment cost function, coordinated users may prefer a switching cost **higher
or lower™ than s*, illustrating that internalizing the externality does not
always push investment in the intuitive direction.

We then generalize the model to a continuum of initial switching costs.
We show that no pure-strategy pricing equilibrium exists, and we character-
ize the unique mixed-strategy equilibrium. The equilibrium switching-cost
distribution is a first-order stochastic improvement over the exogenous dis-
tribution, and the equilibrium price distribution is a downward shift relative
to the no-investment benchmark. Users are strictly better off, even those
who never invest, since the incumbent’s expected price is always lower. A
key result is that the highest switching cost at which users switch with prob-
ability one equals the price the incumbent would charge under the exogenous
distribution, linking endogenous and exogenous models.

Finally, we explore a duopoly extensions. We assume that the users
have different relative valuations for the services of the two firms and are
originally allocated to the firm whose service they prefer. The game then
unfolds as follows: a) the users whether or not to reduce their switching cost,
and the amount by which they do so; b) a proportion p of the users draw
new preferences; c¢) the firms choose prices, discriminating between old and



new users; d) the users choose from whom to purchase. We show that the
users who have less differentiated preferences invest more in switching cost
reduction and that the equilibrium may feature one or two switching-cost
levels depending on the shock structure and pricing regime .

Across all environments, a consistent message emerges: endogenous switch-
ing costs weaken incumbency advantages, reduce equilibrium prices, and gen-
erate rich heterogeneity in user behavior—even among ex-ante identical con-
sumers. The models highlight new forms of strategic interaction between
users and firms, and open avenues for studying platform competition, cloud
migration, and markets where users can invest in portability or interoper-
ability.



