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We study a model in which the seller of an indivisible object faces two poten-
tial buyers and makes an offer to either of them in each period. We find that
the seller’s ability to extract surplus from them depends crucially on the value
of the cost of switching from one buyer to the next. If the seller is pessimistic
about the buyers’ valuations and there is a switching cost, however small, then
the market is a natural bilateral monopoly; the second buyer is never called on.
If the switching cost is zero, or if the seller is optimistic, then switching, and
possibly recall of the original buyer, may occur.

1. introduction

Recent years have witnessed an upsurge in the interest in models of decentralized
markets. This interest stems from the unsatisfactory manner in which the standard
Walrasian model addresses the issue of price formation, together with the obvious
practical importance of the analysis of situations where the interlinked assumptions
of frictionless markets and of a large number of traders on both sides of the market
fail to hold.

As the excellent account by Osborne and Rubinstein (1990) highlights, the litera-
ture has drawn attention to the importance of the trading procedure. An important
distinction among the models proposed is between complete and incomplete infor-
mation. In the latter type, more realistically, (some of) the traders are privy to some
relevant information; on the other hand, to keep the analysis at a manageable level,
attention has focused on models of one-sided offers, where the informed agents have
little opportunity to issue signals. The model we present in this article is positioned in
this latter genus: We study the behavior of three traders, one of whom owns an indi-
visible object, which is more valuable to the other two traders than to herself. The
owner of the object is aware of this, but she does not know exactly just how valuable
the object is to the two potential buyers. She may make price offers to one of the
two potential buyers at a time, and if an offer is turned down, then she may go back
to a buyer to whom she had previously made an offer. Trade takes place only when
a price offer is accepted by a buyer.

∗Manuscript received May 1996; revised January 1999.
1 For helpful comments by Melvyn Coles, Jean Tirole, the seminar audiences at Birmingham,

Bristol, Essex, and York, and especially the editor, George Mailath, and two anonymous referees,
we are grateful.
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Our understanding of this situation is important: On the one hand, this is a
common way of selling a large, indivisible object or, symmetrically, of awarding valu-
able contracts for the supply of specified commodities; typically, the owner contacts
separately a limited number of potential purchasers and may well go back to some
of them if the need arises (firms, houses, and patents are often sold in this way).

On the theoretical side, our model occupies an intermediate position between
two related models studied in the literature: Fudenberg and Tirole (1983), Sobel
and Takahashi (1983), Fudenberg, Levine, and Tirole (FLT, hereafter) (1985), Gul,
Sonnenschein, and Wilson (1986), and Hart (1989) study the one-seller, one-buyer
case, while FLT (1987) study the one-seller, infinitely-many-buyers case.2 With respect
to the one-seller, one-buyer case, our model endogenizes the outside option; some
bargaining models assume that (one of) the parties can leave the negotiating table and
take up a given payoff option elsewhere. By modeling this outside option explicitly,
we provide a framework for the analysis of the role of this option.

A fundamental difference between our model and FLT (1987) is in our idea of
recall. Given the infinite number of buyers in FLT, it makes sense to assume that
the seller is unable to recall a buyer that she has met in a previous period, since
meeting the same buyer is a zero-probability event. With a finite number of buyers,
this anonymity is unrealistic, and we therefore assume that the seller can recall a
buyer whom she met in a previous period. This is an important feature of real-life
trading processes, in which only a few individuals are potentially interested in buying.

A main message of this article is that if there is a switching cost, no matter how
small, then (in the limit as the discount factor approaches one) the presence of a
second potential buyer adds absolutely nothing to the seller’s expected payoff. In
particular, the Coase conjecture continues to hold. This conclusion does not hold if
there are an infinite number of potential buyers and the seller cannot recall a buyer
she has previously passed over (see Proposition 3 and Section IV in FLT, 1987), and
therefore, it constitutes a specific feature of the case of a finite number of buyers. We
also identify situations in which the Coase conjecture does not hold. For example,
when the switching cost is zero, it does not hold in the limit as the discount factor
approaches one. For nonlimiting values of the discount factor, the Coase conjecture
does not hold if the switching cost is sufficiently small and the seller is sufficiently
optimistic about the probability of encountering a high-valued buyer.

This article is organised as follows. After presenting a description of the model
in the next section, we describe the unique perfect Bayesian equilibrium of the one-
seller, one-buyer case in Subsection 2.1, and we give an overview of our results in
Subsection 2.2. In Section 3 we present some preliminary results and derive the con-
ditions that must be verified for an equilibrium with no switching to exist. Section 4
studies the existence of equilibria with switching in the three cases of high and low

2 The one-seller, few-buyers case, which we study, therefore stands in a similar relation to these
models as the industrial organization oligopoly model relates to the monopoly and perfect competi-
tion models: potentially richer and more complex, as well as more realistic. Samuelson (1992) studies
a model of bargaining in markets with an infinite number of buyers and an infinite number of sellers
and obtains results similar to FLT (1987).
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switching cost (Subsections 4.1 and 4.3) and a boundary case between high and low
switching cost (Subsection 4.2). We conclude in Section 5.

2. the model

The market considered in the model is decentralized and operates at discrete
points in time, namely, at t = 0� 1� 2� � � � . It opens at time 0 with a single seller,
who owns an indivisible object, and two buyers, A and B. There is no further entry
into the market. The seller’s valuation of the object is common knowledge and is
normalised at zero. Each buyer’s valuation of this object is his private information.
It is common knowledge that the buyers’ valuations are independently and identi-
cally distributed. Buyer i’s valuation �i = A�B� is either high �H� or low �L�, where
H > L > 0. The probability that buyer i has high valuation is α, where 0 < α < 1.3

The market closes at time t �t = 0� 1� 2� � � �� if and only if at time t the seller and
one of the two buyers agree on a price.

The trading procedure underlying the market is as follows. At each time t the
following events occur instantaneously but sequentially. The seller selects a buyer i,
where i = A�B. Then the seller makes a price offer p ≥ 0 to buyer i. If buyer i
accepts this price offer, then trade occurs between the seller and buyer i. If, on the
other hand, buyer i rejects the price offer, then the process is repeated one period
later, at time t + 1. Without loss of generality, we assume that at time 0 the seller
selects buyer A.

In describing the payoffs, we allow for the possibility that switching from buyer i
to buyer j can be costly for the seller. Formally, a switch occurs at time t if the buyer
to whom the seller made the offer at time t − 1 is different from the buyer selected
at time t.

If the seller reaches an agreement with buyer i �i = A�B� at time t �t = 0� 1� 2� � � ��
on the price p �p ≥ 0�, then the payoffs to the three players are as follows. The seller
obtains a payoff of pδt −∑t

s=1 δ
sφ�s�, where δ �0 < δ < 1� is the players’ common

discount factor, φ�s� = c if the seller switched at time s �s = 1� 2� � � � � t� and φ�s� = 0
otherwise—where c �c ≥ 0� is the cost per switch, which is incurred by the seller at
the time a switch occurs. Buyer i obtains a payoff of �vi − p�δt and buyer j �j �= i�
obtains a payoff of zero, where vi ∈ 
L�H� denotes buyer i’s valuation. Finally, if
the players stay in the market forever, then each buyer obtains a payoff of zero, while
the seller’s payoff equals −∑∞

s=1 δ
sφ�s�.

We assume that the above-described game form, preferences, and information
structure are common knowledge among the three players. This completes the
description of the model, which is a dynamic game with asymmetric information. The
perfect Bayesian equilibrium concept (PBE, for short) will be employed to analyze
this dynamic game.

For notational convenience, let � denote the set of feasible values of the param-
eters H�L� δ, and α. Formally, � = 
�H�L� δ� α� 
 L ∈ �0�∞��H ∈ �0�∞�� L < H�

δ ∈ �0� 1�, and α ∈ �0� 1��.

3 This assumption—that the seller’s initial beliefs about the valuations of the two buyers are the
same—is without loss of generality.
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2.1. A Benchmark Result: The Single-Buyer Equilibrium. Consider our model
with only a single buyer. Such a model corresponds to the standard infinite hori-
zon bilateral bargaining game with asymmetric information, in which the uninformed
seller makes repeated offers to the informed buyer.4 The following proposition char-
acterizes the unique PBE in this bilateral monopoly model.

Proposition 1. (Equilibrium in the single-buyer model). For any �H�L� δ� α� ∈ �

there exists a unique PBE in the single-buyer model. Let V 
 � → � denote the function
that describes the seller’s equilibrium expected payoff for each �H�L� δ� α� ∈ �. Then

(i) for any �H�L� δ� α� ∈ �, V �H�L� δ� α� = L if α ≤ L/H and
V �H�L� δ� α� > L if α > L/H;

(ii) for any feasible values of H�L, and δ, V is nondecreasing in α; and
(iii) as δ→ 1, V �H�L� δ� α� → L for any feasible values of H�L and α.

Proof. See Fudenberg and Tirole (1991:409–410). �

Following the terminology introduced in Fudenberg and Tirole (1983), we distin-
guish between a soft seller and a tough seller: The seller is soft if α ≤ L/H, and
the seller is tough if α > L/H. If the seller is soft, then in the unique PBE of the
single-buyer model, agreement is reached immediately at the price L.5 In contrast, if
the seller is tough, then in the unique PBE of the single-buyer model, the seller first
attempts to skim the high-valuation buyer; there exists a t∗ such that along the equi-
librium path the price offers are decreasing and strictly greater than L, and then at
time t∗ the seller offers the price L.

For each �H�L� δ� α� ∈ �, define c∗ = V �H�L� δ� α� − L. It will be seen that this
number, c∗, constitutes a “critical” switching cost. Notice that c∗ = 0 if the seller is
soft and that c∗ > 0 if the seller is tough.

2.2. An Overview of the Results. In the following Theorem we collect the main
results of our article, which are proven formally in the next two sections. The Theo-
rem illustrates how the features of the equilibrium vary as the switching cost varies.

Theorem 1 (The Main Results). (i) If c > c∗, then there exists a unique
PBE. In this equilibrium the seller never switches from buyer A to buyer B, and she
obtains an expected payoff of V �H�L� δ� α�.6

(ii) If c = c∗, then for values of δ sufficiently high there exists a continuum of
PBE. Specifically, for any n = 0� 1� 2� 3� � � � there exists a δ∗ < 1 such that for any
δ ∈ �δ∗� 1� there exist a continuum of PBE in which with strictly positive probability

4 This model has been studied in FLT (1985), Gul, Sonnenschein, and Wilson (1986) and Hart
(1989).

5 Since the seller makes all the price offers, he or she will never offer a price below L.
6 It may be noted that if we extend our model by allowing the seller to choose the buyer to whom

she makes an offer at time 0, then there exists two such PBEs: The seller selects buyer i �i = A�B�,
and then he or she never switches from buyer i to buyer j �j �= i�. In either PBE, her equilibrium
expected payoff is V �H�L� δ� α�.
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exactly n switches occur. In the limit, as δ → 1, the set of PBE payoffs to the seller is
equal to the interval �L�αH + �1− α�L�.

(iii) If c < c∗, then there exists a PBE in which the seller offers buyer A the price
H, which is accepted by the high type with probability one, and then at time 1 the seller
switches to buyer B and does not recall buyer A. The seller’s equilibrium expected payoff
is αH + �1− α�δ�V �H�L� δ� α� − c�. Furthermore, in any other PBE the seller switches
with strictly positive probability from buyer A to buyer B. In the limit, as δ → 1, the
seller’s payoff in any PBE lies in the interval �L�αH + �1− α�L�.

Proposition 1 and part (i) of the Theorem imply that if the seller is soft, and
if there is a switching cost, no matter how small, then the equilibrium outcome in
the single-buyer market is immune from the competition created by the presence
of an alternative buyer.7 This result therefore could be interpreted as endogenizing
the emergence of bilateral monopoly. Models of bilateral monopoly normally assume
that one potential trader is present on both sides of the market but often leave
unexplained why other potential traders are not sought. We have therefore identified
the conditions under which the market is a natural bilateral monopoly.

If the seller is soft and there is no switching cost, or if the seller is tough and the
switching cost is equal to the critical value c∗ (which converges to zero as δ converges
to one), then there exists a continuum of equilibria—which, following Ausubel and
Deneckere (1989), can be interpreted as “reputational equilibria.”8 Since in many
of these equilibria the seller’s payoff is strictly above V �H�L� δ� α�, it follows that
if the seller is soft and there is no switching cost, then competition from a second
buyer can increase the seller’s expected payoff relative to her equilibrium payoff in
the single-buyer model.9

Lemma 2 shows that for any parameter values and in any PBE, trade occurs in
finite time with probability one. However, trade need not be efficient—either because
it occurs after some costly delay or because the object is sold to a buyer with low
valuation when the other buyer has high valuation. The latter type of inefficiency—
allocative inefficiency—may occur only if in equilibrium the seller never switches from
buyer A to buyer B. It is shown in Proposition 2 that such a no-switching equilibrium
exists if and only if c ≥ c∗. In particular, note from part (i) of the preceding Theorem
that if c > c∗, then the unique PBE is a no-switching equilibrium. Hence, if the switch-
ing cost exceeds this critical value, then with probability α�1− α�, trade is inefficient

7 This result carries through immediately to the case of more than two buyers. But it does not hold
if there exists an infinite number of buyers and recall by the seller is disallowed (see Proposition 3
and Section IV in FLT, 1987). Note, therefore, the importance of the finite number of buyers and
recall assumptions that underlie our model.

8 In any one of the continuum of equilibria, a price path is supported in a PBE by the credible
threat of reverting to the worst PBE for the seller were she to deviate from the path of play—where
this worst PBE satisfies the Coase conjecture. It is as if the seller has a “reputation” to set prices
according to the given price path, where that reputation is lost the moment she deviates from that
price path—hence the term reputational equilibrium.

9 Some of these equilibria may exhibit nonmonotonic price dynamics. For example, the seller
makes a decreasing sequence of price offers to buyer A; then, at some point, he or she switches to
buyer B, offering him a higher price than the last price offered to A, at first, and then reducing it
progressively. She may then switch back to A, and so on.
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in the (allocative) sense that the object is sold to a low-value buyer even though the
other buyer is high-value. This conclusion illustrates the importance of the switching
cost: In the limit as δ → 1, even an infinitesimally small switching cost implies that,
with positive probability, the unique PBE is allocatively inefficient.10

In any equilibrium, trade is inefficient in the other sense that with positive prob-
ability it occurs after some costly delay, where the costs of delayed trade arise due
to discounting and the switching cost. Note that in any limiting (as δ → 1) equilib-
rium, trade occurs after some costly delay only if in the limiting equilibrium the seller
switches at least once and the switching cost is strictly positive. However, it follows
from the preceding theorem that (since c∗ → 0 as δ→ 1) this is not possible.

Therefore, in any limiting (as δ→ 1) equilibrium, trade is efficient in the sense that
it occurs with probability one without any costly delay but, with just an infinitesimal
switching cost, is inefficient in the allocative sense: With positive probability, not all
the gains to trade are exploited.

The results stated in the Theorem are illustrated in Figure 1, which describes the
nature of the equilibria as a function of c and α for fixed values of L�H, and δ.
The parameter space is divided in two regions by the curve RE. In the region CC,
the switching cost is high relative to the prior α. There is a unique PBE that does
not involve switching. It satisfies the Coase conjecture, and in the limit, as δ → 1,
the seller’s expected payoff is L. Along the boundary between the regions of high
and low switching costs there exists a continuum of PBE, which may be interpreted
as “reputational equilibria” �RE�; in the limit, as δ → 1, the set of PBE payoffs to
the seller is equal to the interval �L�αH + �1− α�L�. In the final region, SE, there
exists a (nonstationary) PBE in which switching occurs exactly once; in the limit, as
δ→ 1, the seller’s expected payoff in this equilibrium is αH + �1− α�L. Note that in
Figure 1 the curve RE tends to the horizontal axis as δ→ 1; the area SE disappears
in the limit as the discount factor tends to one.

3. preliminary results

3.1. Basic Properties of Equilibrium. The following lemma is straightforward:

Lemma 1. For any �H�L� δ� α� ∈ � and c ≥ 0, in any PBE the seller will never,
for any history, offer a price strictly less than L.

Proof. Similar to the argument on page 409 in Fudenberg and Tirole (1991). �

At each point in time t ≥ 1, the first decision node, which is the “switching” deci-
sion node, belongs to the seller: she has to choose the buyer to whom an offer will
be made. We restrict attention to those PBEs in which the seller does not random-
ize at any switching decision node. For each n, where n = 0� 1� 2� � � �∞, we define
an n-switch equilibrium to be a PBE such that in equilibrium, with strictly posi-
tive probability the seller switches exactly n times between the two buyers and with

10 Note that c∗ = 0 if the seller is soft and that c∗ → 0 as δ→ 1 if the seller is tough.



PARTNER SWITCHING IN BARGAINING 855

Figure 1

the partition of the �α� c� parameter space according to the nature of the equi-
libria. the three regions are labeled CC for coase conjecture, RE for reputational
equilibria, and SE for switching equilibria

zero probability she switches more than n times.11 Lemma 2(i) below establishes the
nonexistence of ∞-switch equilibria. The intuition for this result is straightforward:
Along the equilibrium path of a potential ∞-switch equilibrium, the seller would at
some finite point in time become sufficiently pessimistic12 that, since L > 0, she could
profitably deviate by instead offering the price L. Lemma 2(ii) follows from a similar
line of argument.

Lemma 2. (i) For any �H�L� δ� α� ∈ � and c ≥ 0, there does not exist an ∞-switch
PBE, and (ii) for any �H�L� δ� α� ∈ � and c ≥ 0, in any PBE trade occurs in finite
time with probability one.

Proof. See the Appendix. �

The final result of this subsection is straightforward:

Lemma 3. For any �H�L� δ� α� ∈ � and c ≥ 0, in any PBE the seller’s expected
payoff is at least as large as V �H�L� δ� α�, the seller’s equilibrium expected payoff in the
single-buyer model.

Proof. The proof is trivial and hence omitted. �

11 It is evident that any PBE is, for some n, an n-switch equilibrium.
12 That is, for both i = A and i = B, her posterior probabilistic belief that buyer i has high

valuation would become sufficiently small.
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3.2. No-Switching Equilibria. This subsection investigates the possible existence
of 0-switch equilibria; i.e., PBE in which no switching ever occurs. The following
lemma characterizes the seller’s expected payoff in any no-switching equilibrium.

Lemma 4. For any �H�L� δ� α� ∈ � and c ≥ 0, in any 0-switch PBE the seller’s
expected payoff equals V �H�L� δ� α�, the seller’s equilibrium expected payoff in the
single-buyer model.

Proof. As in the single-buyer model, the equilibrium price path in a 0-switch
equilibrium is given by (i) the high-type buyer A being indifferent between accepting
in any given period and accepting in the following period and (ii) the fact that, by
Lemmas 1 and 2, at some finite point in time the seller will offer the price L.13 By a
standard argument, it can be established that the equations that define the equilib-
rium path cutoff beliefs in a 0-switch equilibrium and in the single-buyer equilibrium
are identical. Hence the lemma follows. �

The main result of this subsection is

Proposition 2. Fix �H�L� δ� α� ∈ �, and define c∗ = V �H�L� δ� α� − L.

(i) If c∗ > 0 and 0 ≤ c < c∗, then there does not exist a 0-switch PBE, and
conversely,

(ii) if 0 ≤ c∗ ≤ c, then there exists a 0-switch PBE.

Proof. We first establish part (i) by contradiction. Thus assume that c∗ > 0 and
c ∈ �0� c∗�, and suppose that there exists a 0-switch PBE. It follows from Lemmas 1
and 2 that with strictly positive probability along the equilibrium path at some finite
time T the seller will offer buyer A the price L. Hence the seller’s equilibrium
expected payoff at time T is L. Suppose the seller deviates at time T from this
equilibrium path by switching to buyer B. It follows from Lemma 3 that in any equi-
librium beginning with the seller’s offer to buyer B the seller’s equilibrium expected
payoff must be at least as large as V �H�L� δ� α�. Hence the seller’s expected pay-
off (net of the switching cost) at time T from such a deviation is at least as large as
V �H�L� δ� α� − c. Since c∗ > 0 and c ∈ �0� c∗�, it follows that V �H�L� δ� α� − c > L,
and hence the deviation is profitable.

The preceding argument fails if c ≥ c∗. Indeed, for such values of c we now
establish the existence, by construction, of a 0-switch PBE. Consider the follow-
ing strategies and beliefs: The seller never, for any history, switches from buyer i
to buyer j (i� j = A�B and i �= j). Furthermore, in any subgame beginning with
the seller’s offer to buyer i, play proceeds according to the (unique) PBE of the
single-buyer model. It follows from the “one-shot deviation” property that this con-
stitutes a perfect Bayesian equilibrium provided that it is optimal for the seller

13 It should be noted that although in our model the seller has the option to switch from buyer
A to buyer B, the equilibrium price path in a 0-switch PBE is unaffected by this out-of-equilibrium
option.
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never to switch from buyer i to buyer j. This will be the case if for any pair of
posterior beliefs µi and µj , V �H�L� δ�µi� ≥ V �H�L� δ�µj� − c, where µi (respec-
tively, µj) denotes the seller’s posterior probability that buyer i (respectively, buyer
j) has high valuation. Thus we have to establish that for any14 µi� µj ∈ �0� α�, c ≥
V �H�L� δ�µj� − V �H�L� δ�µi�. This follows trivially since (by hypothesis) c ≥ c∗

and (by Proposition 1) V �H�L� δ�µi� ≥ L and V �H�L� δ� α� ≥ V �H�L� δ�µj�. �

From Proposition 1 it follows that if the seller is soft, then c∗ = 0, and if she is
tough, then c∗ > 0. Consequently, if the seller is soft, then for any c ≥ 0 there exists a
0-switch PBE. However, if the seller is tough, then there exists a 0-switch PBE if and
only if the switching cost c is sufficiently high, namely, c ≥ c∗. It is straightforward to
verify that Proposition 2 extends immediately to the case of an arbitrary, but finite,
number of buyers. Hence

Corollary 1. Consider the variation of our model in which there is an arbitrary,
but finite, number of buyers. Proposition 2 applies verbatim.

4. switching equilibria

This section investigates the possible existence of PBE in which at least one switch
occurs in equilibrium.

4.1. High Switching Cost: c > c∗. In the following proposition it is established
that if the switching cost c is above its critical value c∗ [where c∗ = V �H�L� δ� α�−L],
then for any finite n ≥ 1 there does not exist an n-switch PBE. Indeed, the unique
PBE is a 0-switch equilibrium.

Proposition 3. For any �H�L� δ� α� ∈ � and c > c∗ there exists a unique PBE,
which is a 0-switch equilibrium, and in which the seller’s expected payoff equals
V �H�L� δ� α�, her equilibrium expected payoff in the single-buyer model.

Proof. We first establish, by contradiction, that for any finite n ≥ 1 there does
not exist an n-switch PBE. Thus suppose that there exists, for some finite n ≥ 1, an n-
switch PBE. Along the equilibrium path, immediately after the nth switch, play must
proceed according to a 0-switch PBE. It follows from Lemma 4 and Proposition 1
that in such an equilibrium the seller’s expected payoff must be bounded above by
V �H�L� δ� α�. Thus, since by hypothesis V �H�L� δ� α� − c < L, the seller can prof-
itably deviate from the n-switch equilibrium path by not making the nth switch but
instead offering the price L. The proposition now follows immediately from Lemma 4
and Proposition 2(ii). �

Therefore, if the seller is soft, then the existence of a switching cost, no matter how
small, makes the single-buyer equilibrium outcome immune from the competition

14 Note that in any PBE, µi ≤ α because a low-type buyer rejects with probability one any price
p > L, while both types will accept p = L. The only way that µi > α is following the acceptance of
a price p > L, but then the game ends.
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created by a second buyer. If the seller is tough, then this conclusion equally applies
provided the switching cost c > c∗. The following result is an immediate consequence
of Proposition 3, since c∗ → 0 as δ→ 1.

Corollary 2. Fix feasible values of H�L, and α, and assume that c > 0. Then
in the limit, as δ → 1, the seller’s expected payoff in any PBE is uniquely defined and
equals L.

Corollary 2 contains a main message of this article: If there is a switching cost,
no matter how small, then (in the limit as the discount factor approaches one) the
presence of a second potential buyer adds absolutely nothing to the seller’s expected
payoff. In particular, the Coase conjecture continues to hold. This result continues to
hold in the variation of our model in which there is an arbitrary, but finite, number
of buyers. This conclusion does not, however, hold if there are an infinite number
of potential buyers and the seller cannot recall a buyer she has previously passed
over (see Proposition 3 and Section IV in FLT, 1987), and therefore, it constitutes a
specific feature of the case of a finite number of buyers.

4.2. Switching Cost c = c∗. We now establish that if c = c∗, then there exists a
continuum of switching PBEs. Furthermore, we shall show that in the limit, as δ→ 1,
the set of PBE payoffs to the seller is equal to the interval �L�αH + �1− α�L�. The
main idea behind the switching equilibria is straightforward and is as follows: A
path of play is supported in a PBE by the credible threat of reverting to the worst
equilibrium for the seller were the seller to deviate from the path of play. This worst
equilibrium is a no-switching PBE that gives the seller an expected payoff of at most
V �H�L� δ� α�; it exists since c = c∗ [see Proposition 2(ii)]. Following Ausubel and
Deneckere (1989), these equilibria may be interpreted as “reputational equilibria.”
The following result characterizes (for values of δ sufficiently high) a continuum of
1-switch (switching-without-recall) PBEs:

Proposition 4. Fix feasible values of H, L, and α. There exists δ < 1 such that
for δ ∈ �δ� 1� and any p0 ∈ �p∗�H�, where p∗ = �V �H�L� δ� α� − �1 − α�δL�/α, if
c = c∗, then there exists a 1-switch PBE in which along the equilibrium path the seller
offers buyer A the price p0 at time 0, which is accepted with probability one by the high
type, and then at time 1 the seller switches to buyer B, where play proceeds according to
a no-switching PBE. The seller’s expected payoff in this PBE is αp0 + �1− α�δL.

Proof. Notice that such an equilibrium exists provided H > p∗. Since in the
limit, as δ → 1, p∗ → L, and since p∗ is continuous in δ, there exists a δ < 1 such
that for any δ ∈ �δ� 1�, H > p∗. The remaining features of the 1-switch PBE are
as follows. If the price p0 is rejected, and if the seller were to stay with buyer A
at time 1, then immediately play proceeds according to a no-switching PBE, which
gives the seller an expected payoff of L. Furthermore, if at time 0 the seller were
to offer a price p′

0 �= p0, then immediately (before buyer A responds) play proceeds
according to a no-switching PBE, which gives the seller an expected payoff of at most
V �H�L� δ� α�. It is straightforward to verify that this constitutes a PBE. �
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We now use Proposition 4 to characterize the set of all PBE payoffs to the seller
in the limit, as δ → 1. First, notice that in this limit the set of PBE payoffs to the
seller supported by the set of 1-switch PBE constructed in Proposition 4 equals the
interval �L�αH + �1− α�L�. In the following lemma we establish an upper bound on
the limiting, as δ→ 1, set of n-switch (where n ≥ 1) PBE payoffs to the seller:

Lemma 5. Fix any feasible values of the parameters H, L, α, and c. In any limiting
(as δ→ 1) n-switch PBE, where n ≥ 1, the seller’s expected payoff is bounded above by
αH + �1− α�L.

Proof. See the Appendix. �

Since the seller can guarantee a payoff of L, it thus follows that in the limit, as
δ → 1, the seller’s payoff in any n-switch PBE (where n ≥ 1) lies in the interval
�L�αH + �1− α�L�. Hence, in conjunction with Lemma 4 and Proposition 1(iii), we
have the following result15:

Corollary 3. Fix feasible values of H and L.

(i) If the seller is soft (i.e., α ≤ L/H) and c = 0, then in the limit, as δ→ 1, the
set of PBE payoffs to the seller is equal to the interval �L�αH + �1− α�L�.

(ii) If the seller is tough (i.e., α > L/H), then there exists a path in the �c� δ�
space such that in the limit, as c → 0 and δ → 1 along this path, the set of
PBE payoffs to the seller is equal to the interval �L�αH + �1− α�L�.

The next result shows that for any finite n ≥ 1, provided δ is sufficiently high,
there exists a continuum of n-switch PBEs. The result follows from a construction
similar to that of Proposition 4 above: A path of play involving exactly n switches is
supported by an n-switch “reputational equilibrium.” It is evident that in an n-switch
equilibrium, the successive price offers made to the same buyer are decreasing, both
within a spell of offers to that buyer and across successive spells. However, while
successive price offers made to the same buyer must be decreasing through time, the
first offer made to a buyer after the seller has switched to him can be higher than
the last offer made before the switch.

Proposition 5. For any feasible values of H�L, and α, and for any finite n ≥ 1,
there exists a δ∗ < 1 such that for any δ ∈ �δ∗� 1�, if c = c∗, then there exists a continuum
of n-switch PBE.

Proof. See the Appendix. �

In general, the lower bound δ∗ of the discount factor for which an n-switch equi-
librium exists depends on n. This is so because the possibility of trade occuring in
the nth period represents a costly delay for the seller, which is higher the higher is n.

15 It should be noted that if α ≤ L/H, then c∗ = 0, and if α > L/H, then c∗ → 0 as δ→ 1.



860 DE FRAJA AND MUTHOO

In order for this costly delay to be preferable to deviation to a no-switching equi-
librium, the seller must be sufficiently patient (which also implies that the switching
cost c = c∗ is sufficiently small), and hence the range of values of δ for which an
n-switch equilibrium exists shrinks as n becomes large.

4.3. Low Switching Cost: c < c∗. Note that the switching cost c can be strictly
less than c∗ only if the seller is tough, since if the seller is soft, then c∗ = 0. It has
been established that if c < c∗, then there does not exist a no-switching PBE [see
Proposition 2(i)]. Hence the reputational-type switching equilibria as constructed in
Subsection 4.2 do not exist when c < c∗. However, in the next proposition we establish
the existence of a switching PBE:

Proposition 6. For any �H�L� δ� α� ∈ � such that α > L/H and for any 0 ≤ c <

c∗, there exists a 1-switch (nonstationary) PBE. Along the equilibrium path, at time 0 the
seller offers buyer A the price H, which is accepted by the high-type with probability one,
and then at time 1 the seller switches to buyer B and stays with him until trade occurs in
finite time. The seller’s equilibrium expected payoff is αH + �1−α�δ�V �H�L� δ� α� − c�.

Proof. See the Appendix. �

If c < c∗, then in any PBE the seller will switch at least once. In Proposition 6 we
have established the existence (by construction) of such an equilibrium. Although we
have not addressed the issue of the uniqueness of the PBE when c < c∗, it follows
from Lemma 5 that in the limit, as δ → 1, in any PBE the seller’s expected payoff
will lie in the interval �L�αH + �1− α�L�. Hence, in conjuction with Proposition 6,
we have the following result:

Corollary 4. For any feasible values of H and L and for any α > L/H, if c = 0,
then in the limit, as δ → 1, the seller’s expected payoff in any PBE lies in the interval
�L�αH + �1 − α�L�. Furthermore, there exists a PBE that gives the seller an expected
payoff of αH + �1− α�L in the limit, as δ→ 1.

5. concluding remarks

An important message of this article is that switching costs play a significant role
in determining the nature of the market outcome. We have shown that if the seller
is sufficiently pessimistic about the chance of finding a keen buyer, and if there is a
switching cost, no matter how small, then the presence of a second potential buyer
adds absolutely nothing to the seller’s expected payoff. In particular, the Coase con-
jecture holds, and the outside option is useless. These conditions, therefore, could
be seen as endogenously defining a bilateral monopoly situation. Once a buyer is
chosen, the seller is locked in with that particular buyer, even when other buyers
are potentially available. Competition ex ante becomes bilateral monopoly ex post:
This situation therefore could be defined a natural bilateral monopoly. If the seller
is more optimistic, then the presence of an alternative potential buyer can increase
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the seller’s expected payoff, as long as the switching cost is not too high. However,
the maximum value of the switching cost that allows the seller to increase his or her
expected payoff shrinks to zero as the discount factor approaches one. A loose but
appealing way of interpreting this result is that in order for the seller to escape the
outcome associated with the Coase conjecture, the cost of switching from one buyer
to the next must be smaller than the cost of waiting for a time period to lapse.

In terms of the functioning of markets, our results are disappointing on the one
hand and encouraging on the other. Given our trading mechanism, the presence of
switching costs make a large finite market essentially identical to bilateral monopoly.16

Since, in practice, markets are finite, this may cast serious doubts on the reliance on
Walrasian ideas for the analysis of nonanonymous markets, however large, at least
for the types of markets resembling the stylized model studied in this article. On
the plus side, however, we seem to have identified in the plausible and appealing
concept of the switching cost a powerful tool to reduce the multiplicity of equilibria
endemic in these types of models. The existence of extra costs involved in contacting
a different trade partner naturally complements the other standard friction normally
introduced, namely, the cost of letting time lapse without trade being accomplished.
They are both reasonable ideas, and their analytical bite is most apparent in the
limit, as they become negligible, but without quite disappearing. Further analyses
will clearly be needed, but we believe that the important goal of understanding the
functioning of markets with a finite number of traders will hinge around the twin
ideas of discounting and switching costs.17

Given the importance of this kind of study, alternative models of small, decen-
tralized markets with asymmetric information ought to be studied, including models
that allow for alternating offers and models that assume common values. The pur-
pose of this research program is to explore, in a precise and rigorous manner, the
impact and role of asymmetric information and competition on the equilibrium mar-
ket outcomes. These, to quote Robert Wilson (1987), “are building blocks in the
construction of a genuine theory of price formation” (pp. 33–34).

In our model it is implicitly assumed that the seller has located two buyers and
incurs a cost when she switches between them. Consider an extension of our model
in which the seller has already located one buyer and has to decide whether or not to
search for a second buyer before negotiating with any buyer. If the seller chooses to
search for a second buyer, then she incurs a search cost s > 0 and locates a second
buyer. The game continues according to our model if the seller locates a second
buyer, but otherwise it continues according to the standard bilateral monopoly model
(mentioned in Subsection 2.1). Using the results derived in Sections 3 and 4, we can
sketch the main properties of the limiting PBE, as δ → 1, of this simple extension
of our model. It follows from Proposition 1(iii) and Corollary 2 that for any search
cost s > 0 and any switching cost c > 0, in the unique limiting PBE, the seller will

16 This is reminiscent of the well-known Diamond (1971) result: A large market with price setting
firms in which consumers have a strictly positive search cost will generate the monopoly outcome.

17 We note that the discontinuity in the equilibrium set at the zero switching cost �c = 0� parallels
closely the situation encountered with respect to the other source of friction, the discount factor, at
δ = 1. This confirms that the appropriate way to study these types of market games is by analyzing
their limit behavior.
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choose not to search for a second buyer. Now suppose that c = 0. In this case, there
exists a continuum of limiting PBEs. If the search cost s > α�H − L�, then in any
such limiting equilibrium the seller will not search for a second buyer. However, if
s < α�H − L�, then there exists limiting equilibria in which the seller will search for
a second buyer.18

appendix

Proof of Lemma 2. We shall only prove part (i), since—given Lemma 2(i)—
part (ii) can be proven along very similar lines. We argue by contradiction and thus
suppose that there exists an ∞-switch PBE. Let �pt�∞t=0 denote the infinite sequence
of price offers made along the equilibrium path. And let �µA

t � µ
B
t �∞t=0 denote the

seller’s posterior beliefs along the equilibrium path, where µi
t is the probability at time

t assigned to high-type buyer i. For each t �t = 0� 1� 2� � � ��, pt > L, for otherwise
a contradiction is obtained by appealing to Lemma 1.19 Consequently, for each i

�i = A�B�, µi
t+1 ≤ µi

t for all t = 0� 1� 2� � � �—since pt > L for all t implies that the
low type of either buyer never trades.

We first note that if, at some finite point in time T , µA
T ≤ α∗ and µB

T ≤ α∗, where
α∗ = 1 − √

1− �L/H�, then the seller can profitably deviate from the equilibrium
path at time T by instead offering the price L. This is so because if, at time T ,
µA
T ≤ α∗ and µB

T ≤ α∗, then the seller’s expected payoff along the equilibrium path
at time T will be bounded above by α∗H + �1− α∗�α∗δH, which is strictly less than
α∗�2 − α∗�H, which, in turn, is equal to L. Note that α∗ > 0, since L > 0.

Consequently, if µA
0 = µB

0 = α ≤ α∗, then a contradiction is obtained. It follows
from the Claim below that if µA

0 = µB
0 = α > α∗, then there exists a finite point

in time T such that µA
T ≤ α∗ and µB

T ≤ α∗. Hence a contradiction is also obtained
if α > α∗.

Claim. For each i = A�B, there exists Ti ∈ 
0� 1� 2� 3� � � �� such that µi
Ti
≤ α∗.

Proof of the Claim. It is helpful first of all to introduce some notation and
define some concepts. For each i = A�B, define �i ⊆ 
0� 1� 2� 3� � � �� as follows: �i =

t ≥ 0: at time t the seller offers the equilibrium price pt to buyer i�. Furthermore,
for any t ∈ �i, let γit denote the equilibrium probability with which the high-type
buyer i accepts the equilibrium price offer pt . It follows from Bayes’ rule that for
any t ∈ �i,

γit =
µi
t − µi

t+1

µi
t�1− µi

t+1�
(A.1)

18 Due to the underlying stationary structure of our bargaining game, these results continue to be
valid if, instead, the seller is allowed to choose to search for a second buyer at any point during her
negotiations with the first buyer whom she has already located.

19 Lemma 1 implies that for all t, pt cannot be strictly less than L. Furthermore, if for some t,
pt = L, then the game ends at time t with probability one—since either buyer of low or high type
would accept this price offer with probability one, which contradicts the supposition that this is an
∞-switch PBE.
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Define for each i = A�B and t = 0� 1� 2� ���:

θit =
{
µi
tγ

i
t if t ∈ �i

0 if t ∈ �j

For each t ∈ �i, θit is the equilibrium probability that at time t the equilibrium price pt

is accepted (since pt > L implies that the low-type buyer i rejects pt with probability
one). Now define for each i = A�B, for any t = 0� 1� 2� � � � and for any k ≥ 1:

πi�t� k� = θit +
k−1∑
n=0

θit+n+1

[ n∏
s=0

�1− θit+s�
]

πi�t� k� is the equilibrium probability with which buyer i and the seller trade between
times t and t + k (inclusive), conditional on buyer j rejecting with probability one any
price offered to him between times t and t + k (inclusive). Hence πi�t� k� is an upper
bound on the equilibrium probability that an offer is accepted by buyer i between
times t and t + k (inclusive). Since 1− θit ≤ 1 for all t = 0� 1� 2� � � � , it follows that

πi�t� k� ≤
k∑

n=0

θit+n

If 
t� t + 1� t + 2� � � � � t + k� ⊆ �i, then [after substituting for γit in θit using (A.1)],
we obtain that

k∑
n=0

θit+n =
k∑

n=0

µi
t+n − µi

t+n+1

1− µi
t+n+1

≤ µi
t − µi

t+k+1

1− α

where the latter inequality is obtained by using the fact that µi
t ≤ α for all t ≥ 0.

Hence, since θit = 0 if t ∈ �j , it follows that

πi�t� k� ≤ µi
t − µi

t+k+1

1− α
(A.2)

We now establish the following preliminary result:

Step. Fix i ∈ 
A�B�. If µi
t > α∗ for all t = 0� 1� 2� � � � , then ∀k ≥ 1 and ∀ε > 0

∃T ≥ 0 such that ∀t > T , πi�t� k� < ε.

Proof of the Step. Given inequality (A.2), it suffices to show that ∀k ≥ 1 and
∀ε > 0 ∃T ≥ 0 such that ∀t > T , µi

t − µi
t+k+1 < ε�1 − α�. Suppose, to the contrary,

that ∃k ≥ 1 and ∃ε > 0 such that ∀T ≥ 0 ∃t�T � > T such that µi
t�T � − µi

t�T �+k+1 ≥
ε�1− α�. Define the sequence �tn� as follows: t1 = t�0�, and tn+1 = t�tn + k+ 1� for
n = 1� 2� 3� � � � . Thus, µi

tn+k+1 ≤ µi
tn
− ε�1− α� for all n = 1� 2� � � � . Hence, since the

sequence �µi
t� is nonincreasing (and since tn+1 > tn + k+ 1 for all n = 1� 2� 3� � � �), it

follows that µi
tn+k+1 ≤ µi

t1
− nε�1− α� for all n = 1� 2� � � � . Hence, when

n =
[
µi
t1
− α∗

ε�1− α�
]
int

+1

µi
tn+k+1 ≤ α∗, which is a contradiction. This establishes the Step.
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We are now ready to establish the Claim. First suppose, to the contrary, that there
exists TA ≥ 0 such that µA

TA
≤ α∗ and that for any t ≥ 0, µB

t > α∗. This implies that
for any t > TA, the seller’s equilibrium payoff VS�t� at time t satisfies

VS�t� ≤ α∗H + πB�t� k�H + δk+1H(A.3)

This is because the seller’s equilibrium payoff at time t > TA from trading with buyer
A cannot exceed µA

TA
H (which, by supposition, is less than or equal to α∗H), and her

equilibrium payoff at time t from trading with buyer B cannot exceed πB�t� k�H +
δk+1H—since πB�t� k� is an upper bound on the equilibrium probability that an offer
is accepted by buyer B between times t and t + k (inclusive).

Since α∗�2 − α∗�H = L, the right-hand side (RHS) of inequality (A.3) is strictly
less than L if πB�t� k� + δk+1 < α∗�1 − α∗�. Hence, for any t > TA, VS�t� < L if
πB�t� k� < α∗�1 − α∗� − δk+1. Since α∗�1 − α∗� > 0, there exists a k̄ such that for
any k > k̄, α∗�1− α∗� − δk+1 > 0. It follows from the Step above that for any k > k̄

and ε = α∗�1− α∗� − δk+1, there exists T ≥ 0 such that for any t > T , πB�t� k� < ε.
Hence there exists t > TA such that VS�t� < L, which is a contradiction (since the
seller can benefit by deviating at time t by instead offering the price L).

Now suppose that there exists TB ≥ 0 such that µB
TB

≤ α∗ and that for any t ≥ 0,
µA
t > α∗. A symmetric argument to that given above—with the roles of A and B

reversed—establishes a contradiction.
Finally, suppose that for each i = A�B and for any t ≥ 0, µi

t > α∗. For any t ≥ 0,
the seller’s equilibrium payoff VS�t� at time t satisfies

VS�t� ≤ πA�t� k�H + πB�t� k�H + δk+1H(A.4)

Hence, for any t ≥ 0, VS�t� < L if πA�t� k� + πB�t� k� < α∗�2 − α∗� − δk+1. Since
α∗�2 − α∗� > 0, there exists k′ such that for any k > k′, α∗�2 − α∗� − δk+1 > 0.
Letting ε = �α∗�2− α∗� − δk+1�/2, it follows from the Step above that for any k > k′

there exists T ′
i ≥ 0 such that for any t > T ′

i , π
i�t� k� < ε. Hence there exists t >

max
T ′
A� T

′
B� such that VS�t� < L, which is a contradiction. �

Proof of Lemma 5. Fix any feasible values of the parameters H, L, α, and
c and any limiting (as δ → 1) n-switch PBE, where n ≥ 1. The argument to follow
concerns the equilibrium path of this limiting PBE.

Let tk �k = 1� 2� � � � � n� denote the time at which the kth switch occurs;
note that tk ≥ tk−1 + 1 �k = 1� 2� � � � � n�, where t0 = 0. Furthermore, let λk
�k = 0� 1� 2� 3� � � � � n − 1� denote the probability with which the seller trades
between times tk and tk+1 − 1 (inclusive). Let buyer i denote the buyer to whom the
seller makes the nth switch; since (by assumption) at time 0 the seller makes a price
offer to buyer A, it follows that i = A if n is even and i = B if n is odd.

Define a number N as follows: N = n/2 if n is even, and N = �n + 1�/2 if n is
odd. Now define for each m = 1� 2� � � � �N:

Zn−�2m−1� = 1−
m∏
s=1

(
1− λn−�2s−1�

)
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By definition, Zn−�2m−1� is the probability with which the seller trades with buyer j
(where j �= i) from time tn−�2m−1� onward. Since the seller does not trade with the
low-type buyer j, it follows that

Zn−�2N−1� ≤ α(A.5)

For any k �k = 0� 1� 2� � � � � n− 1� such that λk > 0, consider the sequence of prices
accepted with positive probability by buyer g between times tk and tk+1 − 1 (inclusive),
where g = A if k is even and g = B if k is odd. Since the high-type buyer g is
indifferent between accepting any one of these prices, it follows that (in this limiting
equilibrium) these prices are identical; let pk denote this price.

Let Vk �k = 0� 1� 2� � � � � n� denote the seller’s expected payoff (along the equilib-
rium path) at the beginning of time tk. We have to establish that V0 ≤ αH + �1−α�L.
The Claim stated below establishes that V0 ≤ Zn−�2N−1�H + (

1− Zn−�2N−1�
)
L. Hence,

using (A.5), it follows that V0 ≤ αH + �1− α�L.
Claim. V0 ≤ Zn−�2N−1�H + �1− Zn−�2N−1��L.
Proof of the Claim. We first establish the result stated in the following Step.

Step. Define a number N∗ as follows: N∗ = N if n is even, and N∗ = N − 1
if n is odd. Then, for each m = 1� 2� 3� � � � �N∗: (i) Vn−�2m−1� ≤ Un−�2m−1�, and (ii)
Vn−2m ≤ Un−�2m−1�, where Un−�2m−1� = Zn−�2m−1�H + �1− Zn−�2m−1��L.
Proof of the Step. (By induction.) We first establish the Step for m = 1. Then

we assume that the Step is true for m = r, where 1 ≤ r < N∗, and deduce that it is
true for m = r + 1.

It follows from Lemma 4 and Proposition 1(iii) that Vn = L. Hence it follows that
if λn−1 > 0, then Vn−1 ≤ λn−1pn−1 + �1 − λn−1�L, and if λn−1 = 0, then Vn−1 = L.20

This implies that Vn−1 ≤ Un−1. Now note that if λn−2 > 0, then Vn−2 ≤ λn−2pn−2 +
�1 − λn−2�Vn−1, and if λn−2 = 0, then Vn−2 = Vn−1. Furthermore, if λn−2 > 0, then
H − pn−2 ≥ �1 − λn−1��H − L�, which implies that pn−2 ≤ Un−1. Hence we obtain
that Vn−2 ≤ Un−1. In summary, we have thus established the Step for m = 1.

Now assume that the Step is true for m = r, where 1 ≤ r < N∗. We shall deduce
that it is true for m = r + 1. Since part (ii) of the Step holds for m = r, it follows
that if λn−�2r+1� > 0, then

Vn−�2r+1� ≤ λn−�2r+1�H + (
1− λn−�2r+1�

)
Un−�2r−1�(A.6)

and if λn−�2r+1� = 0, then Vn−�2r+1� ≤ Un−�2r−1�. Since the right-hand side of (A.6) is
equal to Un−�2r+1�—and since Un−�2r−1� ≤ Un−�2r+1�—we have thus established part (i)
of the Step for m = r + 1. Hence it follows that if λn−�2r+2� > 0, then

Vn−�2r+2� ≤ λn−�2r+2�pn−�2r+2� +
(
1− λn−�2r+2�

)
Un−�2r+1�(A.7)

and if λn−�2r+2� = 0, then Vn−�2r+2� ≤ Un−�2r+1�. Furthermore, if λn−�2r+2� > 0, then
H − pn−�2r+2� ≥ (

1 − Zn−�2r+1�
)�H − L�, which implies that pn−�2r+2� ≤ Un−�2r+1�.

20 Recall that pk is defined above only for any k �k = 0� 1� 2� � � � � n− 1� such that λk > 0. As such,
the expression λkpk is not defined for any k �k = 0� 1� 2� � � � � n− 1� such that λk = 0.
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It thus follows [using (A.7)] that Vn−�2r+2� ≤ Un−�2r+1�. We have thus established
part (ii) of the Step for m = r + 1. This completes the proof of the Step.

It follows immediately from the Step above that if n is even, then V0 ≤ Z1H +
�1−Z1�L. Now suppose that n is odd. If λ0 > 0, then V0 ≤ λ0H + �1− λ0�V1, and if
λ0 = 0, then V0 = V1. It follows from the Step above that if n is odd, then V1 ≤ U2.
Since λ0H + �1 − λ0�U2 = U0 and U2 ≤ U0, it follows that V0 ≤ U0, where U0 =
Z0H + �1− Z0�L. This completes the proof of the Claim. �

Proof of Proposition 5. (By construction.) Fix n ≥ 1, and assume (without
loss of generality) that n is odd.21 Since Proposition 4 has established the existence
of a continuum of 1-switch PBEs, we assume that n ≥ 3. First we introduce some
parameters. Fix γ ∈ �0� 1� and define µ̂ = α�1− γ�m̂/�1− αγ

∑s=m̂−1
s=0 �1− γ�s�, where

m̂ = �n − 1�/2. It is easy to verify that since γ < 1, µ̂ > 0. Furthermore, fix η ∈
�p̂�H�, where p̂ = �V �H�L� δ� µ̂� − �1 − µ̂�δL�/µ̂. If the seller is tough, then fix
γ = 0, but if the seller is soft, then choose any γ ∈ �0� 1�.

We begin by describing the path of play of the (proposed) n-switch PBE. At each
time t �t = 0� 1� 2� � � � n − 3� n − 2� the seller offers a price pt > L, where pt is
specified below. At time 0 the seller makes her offer to buyer A. Thereafter, if t
is odd, then the seller switches to buyer B, while if t is even, she switches to buyer
A. At any such time t ≤ n− 2, the high-type buyer i accepts the price offer pt with
probability γ, and the low-type buyer i rejects pt with probability one (where i = A if
t is even and i = B if t is odd). Then, at time t = n− 1, the seller switches to buyer A,
and play immediately proceeds according to a 1-switch PBE: The seller offers buyer
A a price pn−1 = η, which is accepted with probability one by the high-type buyer A
(and rejected by the low-type buyer A with probability one), and then at time t = n,
the seller switches to buyer B, where play proceeds according to a no-switching PBE.
Let µi

t denote the seller’s posterior belief (at the beginning of time t) that buyer i is
high-type. Given pn−1 = η, the prices p0� p1� p2� � � � � pn−2 are defined recursively as
follows: For each m = 0� 1� 2� � � � � �n− 3�/2,

H − p2m = δ2�1− γµB
2m+1��H − p2m+2�

and for each m = 0� 1� 2� � � � � �n− 3�/2,

H − p2m+1 = δ2�1− γµA
2m+2��H − p2m+3�

where pn is the first price offer in the single-buyer equilibrium (where pn will depend
on the value of µB

n )
If the seller deviates at any point along the above-described path of play, then

immediately play proceeds according to a no-switching equilibrium.
Along the path of play the seller’s posterior beliefs are derived using Bayes rule.

It is easy to show that for m = 1� 2� 3� 4� � � � � �n− 3�/2� �n− 1�/2,

µA
2m−1 =

α�1− γ�m
1− αγ

∑s=m−1
s=0 �1− γ�s and µA

2m−1 = µA
2m

21 A slightly modified argument establishes the proposition when n is even.
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Furthermore, for m = 0� 1� 2� 3� 4� � � � � �n− 5�/2� �n− 3�/2,

µB
2m+2 =

α�1− γ�m+1

1− αγ
∑s=m

s=0 �1− γ�s and µA
2m+1 = µA

2m

Note that µB
n = µB

n−1 = µA
n−1 = µ̂ > 0.

It is straightforward to verify that the above-described path of play is in a per-
fect Bayesian equilibrium. The equilibrium path beliefs described above have been
derived using Bayes rule. Neither high-type buyer at any point will have an incentive
to deviate because the two recursive equations that define the equilibrium path prices
ensure (by construction) that the high-type buyers are indifferent between accepting
and rejecting equilibrium price offers.22 Finally, provided δ is sufficiently high, the
seller will not have any incentive to deviate at any point of this path of play. Let us
verify that this is the case at the beginning of time t = n (when the seller has to decide
whether to switch from buyerA to buyer B). If she conforms with the above-described
path of play, she will switch to buyer B, and her payoff equals V �H�L� δ� µ̂� − c∗.
However, if she deviates and stays with buyer A, then her payoff is L. If the seller is
soft, c∗ = 0, and hence the seller cannot profit from deviating [for any γ ∈ �0� 1�—
i.e., for any 0 < µ̂ ≤ α]. If the seller is tough, c∗ = V �H�L� δ� α� −L > 0, and hence
the deviation is not profitable provided V �H�L� δ� µ̂� ≥ V �H�L� δ� α�. This is true if
and only if µ̂ = α (which follows since we have fixed γ = 0 when the seller is tough).

Let us also verify that when the seller is tough, she does not have an incentive to
deviate at time 0 (provided that δ is sufficiently high). If she does deviate at time 0,
then play immediately proceeds according to a no-switching PBE. Hence, her payoff
from such a deviation is V �H�L� δ� α�. By the construction of the n-switch PBE,
when the seller is tough, γ = 0 and µ̂ = α. Hence it follows that when the seller is
tough, her payoff in the n-switch PBE is

W = −c�δ+ δ2 + · · · + δn−1� + δn−1
{
αη+ �1− α�δ�V �H�L� δ� α� − c�

}

Since c = c∗, it follows that

W = −c∗�δ+ δ2 + · · · + δn−1� + δn−1�αη+ �1− α�δL�

Since c∗ → 0 as δ→ 1, it follows that

lim
δ→1

W = αη+ �1− α�L

Furthermore, it follows from Proposition 1 that

lim
δ→1

V �H�L� δ� α� = L

22 If price pt is rejected by buyer i, then, with probability γµj
t+1, the price pt+1 will be accepted by

buyer j next period and hence, with (the complement) probability 1− γµ
j
t+1, buyer i will be recalled

in period t + 2.
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Since η > L, it thus follows that

lim
δ→1

W > lim
δ→1

V �H�L� δ� α�

This implies that there exists a δ̂ < 1 such that for any δ ∈ �δ̂� 1�,

W > V �H�L� δ� α�

as required. �

Proof of Proposition 6. It is straightforward to verify that the strategies and
beliefs described below are in a PBE. Following Osborne and Rubinstein (1990), it
is convenient to describe these (nonstationary) strategies and beliefs using the finite
automata language involving “states” and “transition rules.” Play begins, at time 0,
in state sA.

State si �i = A�B�. In this state the seller believes that each buyer, A and B, is
high-type with (the prior) probability α. She will offer buyer i the price H. The high-
type buyer i accepts any price p ≤ H, whereas the low-type buyer i accepts any price
p ≤ L.

State γ�µ� (γ = A�B and 0 ≤ µ < 1). In this state the seller is with buyer γ, and
she believes that buyer γ is high-type with probability µ and that buyer γ∗ (where
γ∗ �= γ, γ∗ = A�B) is high-type with probability zero. The seller always selects buyer
γ and will never, for any history, switch from buyer γ to buyer γ∗. The seller’s
and buyer γ’s behavior is characterized by the unique equilibrium in the single-
buyer model (with the seller’s “initial” belief being that buyer γ is high-type with
probability µ).

State γ∗�µ� (γ∗ = A�B and 0 ≤ µ < 1). In this state the seller is with buyer γ∗,
and she believes that buyer γ∗ is high-type with probability zero and that buyer γ
(where γ �= γ∗, γ = A�B) is high-type with probability µ. She offers buyer γ∗ a price
L if L ≥ δ�V �H�L� δ�µ� − c�, and if L < δ�V �H�L� δ�µ� − c�, then she will offer
him some price p > L.

Transitions from state si �i = A�B�.
1. If a price p > H is offered and rejected, then play remains in state si.
2. If the seller selects buyer j �j �= i� j = A�B�, then play immediately switches

to state sj .
3. If a price p ≤ H is offered and rejected, then play immediately switches to

state γ�α� with γ = j, where j �= i, j = A�B.

Transition from state γ�µ� (γ = A�B and 0 ≤ µ < 1). If the seller selects buyer γ∗

(where γ∗ �= γ, γ∗ = A�B), then play immediately switches to state γ∗�µ�.
Transitions from state γ∗�µ� (γ∗ = A�B and 0 ≤ µ < 1)

1. If buyer γ∗ rejects any offer and V �H�L� δ�µ� − c > L, then play immedi-
ately switches to state γ�µ� (where γ �= γ∗, γ = A�B).

2. If the seller selects buyer γ �γ �= γ∗� γ = A�B�, then play immediately
switches to state γ�µ�.



PARTNER SWITCHING IN BARGAINING 869

references

Ausubel, L.M., and R.J. Deneckere, “Reputation in Bargaining and Durable Goods Monopoly,”
Econometrica 57 (1989), 511–31.

Diamond, P.A., “A Model of Price Adjustment,” Journal of Economic Theory 3 (1971), 156–68.
Fudenberg, D., and J. Tirole, “Sequential Bargaining with Incomplete Information,” Review of

Economic Studies 50 (1983), 221–47.
and , Game Theory (Cambridge, MA: MIT Press, 1991).
D. Levine, and J. Tirole, “Infinite-Horizon Models of Bargaining with One-Sided Incom-

plete Information,” in A. Roth, ed., Game-Theoretic Models of Bargaining (Cambridge, England:
Cambridge University Press, 1985).
, , and , “Incomplete Information Bargaining with Outside Opportunities,” Quar-

terly Journal of Economics 102 (1987), 37–50.
Gul, F., H. Sonnenschein, and R. Wilson, “Foundations of Dynamic Monopoly and the Coase

Conjecture,” Journal of Economic Theory 39 (1986), 159–90.
Hart, O., “Bargaining and Strikes,” Quarterly Journal of Economics 104 (1989), 25–44.
Osborne, M., and A. Rubinstein, Bargaining and Markets (San Diego: Academic Press, 1990).
Samuelson, L., “Disagreement in Markets with Matching and Bargaining,” Review of Economic

Studies 59 (1992), 177–86.
Sobel, J., and I. Takahashi, “A Multi-Stage Model of Bargaining,” Review of Economic Studies 50

(1983), 411–26.
Wilson, R., “Game-Theoretic Analysis of Trading Processes,” in T. Bewley, ed., Advances in Eco-

nomic Theory (Cambridge, England: Cambridge University Press, 1985).


