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1 Introduction

Three-part tariffs are prevalent features in telecommunications and Information Tech-
nology (IT) markets (Grubb, 2009, 2014). These contracts include a fixed fee, an
allowance of free units, and a positive price for additional units beyond the allowance.
This pricing pattern is hard to explain within the rational paradigm.! This article
shows that the presence of consumers with naive habit forming behavior is sufficient
for the optimality of three-part tariffs. More specifically, it is sufficient that the con-
sumers are not entirely aware of how much their past consumption affects their current
valuation for the good. Importantly, this type of behavior has been well documented
in telecommunications and IT markets (Oulasvirta et al., 2012; Bianchi and Phillips,
2005; Park, 2005).2

I solve a dynamic pricing model in which a firm sets the price at the contractual
stage, and the consumers decide whether or not to buy, based on their expectation
of the value of their future consumption. The consumers have two consumption op-
portunities within the contract period: namely, they can buy the good once or twice
during the contract period, depending on their needs and their valuation of the good.
At the end of the period, they make the payment.

In the benchmark model, I consider sophisticated consumers who are aware that
today’s consumption affects future consumption. In this case, it is optimal for the
monopolist to charge a two-part tariff. As consumers know the value of their future
consumption exactly, the firm finds it optimal to maximize the consumer surplus by
setting marginal prices equal to the marginal cost, and to charge a fixed fee that
extracts all of the consumer surplus.

This changes when I consider naive habit-forming consumers. These consumers

LGrubb (2009) provides analysis of a standard model that could explain the introduction three
part tariff, showing though that could not be relevant to this market.

2Psychological literature provides evidence that these goods are habit forming (Oulasvirta et al.,
2012). There are studies on the type of habits and to whether resemble overuse or even addiction
(Billieux, 2012).



are unaware of their habit forming behavior at the contractual stage. The monopolist,
however, can recognize that they are habit-forming. In this second case, the optimal
contract offered by the firm is a three-part tariff. The firm charges a marginal price
above marginal cost for high volumes, a marginal price below marginal cost for low
volumes, and a fixed fee.

As an intuition, naive habit forming consumers underestimate the probability of
having high demand at the contractual stage. They do not expect that they will
acquire a habit and thus fail to realize that the probability of consuming the next
unit of the good or service will be larger. Given this bias, the firm finds it optimal
to distort marginal cost pricing by charging a marginal price above marginal cost for
this and, thus, for high volumes. This resulting pattern is similar to the pricing of
hyperbolic discounted leisure goods, where the underestimation of demand also arises
(DellaVigna and Malmendier, 2004; Eliaz and Spiegler, 2006).

Naive habit forming consumers do not make mistakes about the probability of
having low demand at the contractual stage. It is only after consuming that they
experience an unexpected change in their demand (Pollak, 1975). Moreover, the naive
habit forming consumers evaluate their consumption decisions sequentially, and they
are forward-looking. This means that they can foresee that there will be a price
change in the future and they internalize this information into their decision as to
whether or not to consume in the current period. They can also foresee that they may
forego utility if they consume today, and expect that the next unit will be charged
differently and will possibly be more costly. Thus, the monopolist finds it optimal to
charge a price below marginal cost for low volumes, since the consumers are forward-
looking, with the second unit priced above marginal cost, for the reasons explained
before. In this way, the probability of consuming the first unit increases and the cost
of forgone future utility decreases. The firm finds it optimal to increase the probability

of consuming the first unit, not only because it will lead to more future consumption



but also because the firm can fully extract the surplus produced from the first unit.
Since, the consumer makes no mistake at the contractual stage for the first unit, the
perceived expected utility is equal to the actual expected utility. Thus, the fixed fee
can fully extract the surplus.

Finally, the third part of the tariff is the fixed fee. The fixed fee is equal to the gross
expected surplus of the consumers at the contractual stage. However, the consumers
undervalue the contract offered by the monopolist at the contractual stage, because
they cannot foresee that they will value the good more highly the more they consume.
They participate in the market, considering themselves as non-habit forming. For this
reason the firm cannot extract all of the consumer surplus actually produced with the
fixed fee. The monopolist mitigates the contract undervaluation, and thus extracts
as much consumer surplus possible by distorting marginal prices. The direction of
the distortion of the marginal prices is as discussed. The consumers, in turn, are
left with a positive misperception rent®, as given by the difference between their true
expected surplus and the surplus they mistakenly perceive at the contractual period.
Consequently, the naive consumers cannot be exploited through the pricing scheme.
Though, the underestimation of the value of the contract at the contractual period,
causes some consumers not to participate in the market, even if they actually value the
good more than its cost, leading to participation distortion (Heidhues and Ké&szegi,
2015).

Interestingly, if the good is addictive, the consumer still underestimates high de-
mand but overestimates the value of the contract at the contracting stage. 1 show in
Section 4 that the welfare implications are the opposite, and the firm can exploit the
naively addicted consumer.

The literature to date has focused on consumers’ overconfidence as the main ex-

3Three part tariff is optimal also when the good is addictive but with opposite welfare implications.
See Appendix A for the full analysis.

4T use the notion of exploitation according to Eliaz and Spiegler (2006), where “An exploitative
contract extracts more than the agent’s willingness to pay, from his first-period perspective”.



planation for the use of three-part tariffs (Grubb, 2009). Overconfidence means that
consumers overestimate their demand when it is low, and underestimate it when it
is high. The main difference between overconfidence and habit formation is that for
three part tariffs to be optimal, in Grubb (2009) both mistakes are necessary. This
article shows that is sufficient that the consumers underestimate high demand.

In Section 4, I also relax the assumption of full information and study the pricing
strategy of a monopolist when the firm cannot observe the consumer type. I study the
optimal screening of habit-forming consumers with differing degrees of sophistication.
I contend that frequently observed contract menus, comprise both two and three-part
tariffs, can be explained by the presence of consumers with different levels of sophis-
tication. In this way, the firm screens between sophisticated and naive consumers.
Three-part tariff is still the optimal contract for naive consumers.

To understand why, consider that the sophisticated consumers would have an in-
centive to mimic the naive consumers. Even if they know that they are more likely to
consume in the future, they would choose a contract that penalizes large consumption
levels with high marginal prices. The sophisticated consumers — by mimicking the
naive consumer — would be left with a positive rent ex-post, because the contract
made for naive consumers charges a fixed fee that does not extract all the surplus.
For this reason, the optimal contract for sophisticated consumers charges the same
marginal prices as in the full information case, but a smaller fixed fee. Consequently,
the presence of naive consumers in the market exerts a positive externality on the
sophisticated consumers.

The optimal contract for naive consumers is still a three-part tariff as in the full
information case because of the same economic forces. The difference now is that
the contracts should be incentive compatible and not attractive for the sophisticated
consumer. For this reason, I observe an increase in the marginal prices per unit. The

firm still cannot exploit the naive consumers who are left with a positive but smaller,



in this case, misperception rent. Thus, the naive consumers are worse off when there
are sophisticated consumers in the market.

Even if the optimal marginal price for low volumes is smaller than the marginal cost,
the naive consumer underconsumes compared to the sophisticated case. The firm does
not charge a pricing scheme that induces the efficient probability of consumption but a
smaller one. On the one hand, a decrease in the low volume marginal price would have
only second order efficiency losses since the firm can fully extract consumer surplus on
these units. Moreover, it would lead to an increase in the second unit surplus as its
consumption becomes more probable. Though, the firm can extract only a part of the
second unit surplus by overcharging it. It cannot fully extract it with the fixed fee,
because the consumer does not anticipate ex ante its real value. Therefore, the firm
bears all the costs of subsidizing low volumes of consumption, but only a fraction of
its benefits, which motivates it to under-invest as well in incentivising consumption.

In Section 5, I consider a market where there is perfect competition both in the case
of informed and uninformed firms. The optimality of three-part tariffs in the presence
of naive habit forming consumers is again confirmed. The only part of the tariff that
differs is the fixed fee, which decreases as the market becomes more competitive.

The article proceeds as follows. Section 2 discusses the related literature. Section
3 is devoted to the model setup, and Section 4 presents the case of full information
and asymmetric information with a monopolist in the market. Section 5 considers the
case of perfect competition both when the firms are informed and uninformed. Finally,

Section 6 summarizes and concludes.

2 Literature

This article is related to different streams of the literature. First, it is related to

models that explain the introduction of three-part tariffs. Grubb (2009) shows that



over-confidence about the precision of the prediction when making difficult forecasts,
free disposal and relatively small marginal costs would explain the use of a three-
part tariff. He claims that a three-part tariff is approximately the optimal pricing
scheme when the behavior of the consumer is characterized by an overestimation of
the demand, when the demand is low, and an underestimation of the demand when it is
high. In our case, I propose a different behavior that could explain this pricing scheme
without both mistakes necessarily being present. Moreover, I study an environment
in which the firm observes the amount actually consumed by the consumer in each
period,® and not only the amount the consumer has bought.

Grubb (2014) shows that inattentive behavior has similar features and implications
to overconfident behavior. The common element between our model and Grubb (2014)
model is that I both consider the consumption dynamically within the contract period;
however, I propose a different type of behavior.

Eliaz and Spiegler (2008) consider a model where consumers have biased priors. I
also do this, but with only two types of ex-post demand: high or low. The consumers
are optimistic and think that the good state is more likely to happen. They describe
a situation where consumers are dynamically inconsistent, and they under or overes-
timate average demand. Thus, Eliaz and Spiegler (2008) study an entirely different
behavioral bias, having only the biased priors in common.

In particular, I study the optimal pricing scheme when the good is habit form-
ing. Thus, articles that discuss the optimal pricing of habit goods (Nakamura and
Steinsson, 2011; Fethke and Jagannathan, 1996) or even addictive goods (Becker et
al., 1991; Driskill and McCafferty, 2001) are connected to our study. However, I con-
sider habit formation and optimal pricing within a contract period, where the firm
cannot renegotiate the price during the contract period.

Moreover, the discussion of a naive habit forming consumer is closely related to

5Though, I assume that the firm cannot observe all the consumption opportunities of the consumer.



the articles that consider the optimal nonlinear pricing induced by various types of

6 7

consumers’ biases® or nonstandard preferences.

On the one hand, there are articles discussing biased beliefs, such as naive quasi-
hyperbolic discounting for leisure goods (DellaVigna and Malmendier, 2004; Eliaz and
Spiegler, 2006), naivety about self-control (Esteban et al., 2007; Heidhues and Kdszegi,
2010) and myopia (Gabaix and Laibson, 2006; Miao, 2010). A common consequence of
these behavioral biases is an underestimation of the demand, which results in marginal
prices above marginal cost. These models cannot explain why marginal prices are
below marginal cost for low volumes.

On the other hand, there are behaviors that may explain prices below marginal
costs, but not above. For example, behaviors like naive quasi-hyperbolic discounting
for investment goods (DellaVigna and Malmendier, 2004) and flat rate bias (Lambrecht
and Skiera, 2006) that lead to overestimation of demand, or non standard preference
like loss aversion (Herweg and Mierendorff, 2013).

DellaVigna and Malmendier (2004) were the first to point out that firms may de-
sign contracts to exacerbate consumer’s mistakes. Since their pioneering contribution,
many articles have explored the specific way of exploiting consumer naivety. In our
model, the firm offers a contract that exacerbates a consumer’s mistake but cannot
extract all of the consumer surplus produced.

This article is also related to the literature on exploitative contracting, where firms
design their contracts to profit from the agent’s mistakes. There are two kinds of
consumers’ mistakes more often analyzed in the literature. Firstly, the consumer
does not understand all of the features of a contract (all prices and fees) (Gabaix and

Laibson, 2006; Armstrong and Vickers, 2012). Another kind of mistake is to mispredict

6See Koszegi (2014) for a survey of behavioral economics research in contract theory.

"For standard, rational preferences, see Mussa and Rosen (1978) and Maskin and Riley (1984).
They explain contracts with high marginal prices for early units and marginal cost pricing for late
units consumed; although, they cannot predict the inverse which is the main characteristic of three
part tariffs.



their own behavior concerning the product (DellaVigna and Malmendier, 2004). The
latter kind of mistake is closer to the model I study here, and as in our model, the
consumer mispredicts that her valuation for the good will change if she has consumed
before.

The section of asymmetric information is clearly related to the behavioral screening
literature, where a principal screens the agents with respect to their cognitive features
such as loss aversion, (Hahn et al., 2012; Carbajal and Ely, 2012), present bias, temp-
tation disutility (Esteban et al., 2007), or overconfidence (Sandroni and Squintani,
2010; Spinnewijn, 2013). In contrast to this literature, the optimality of the pricing
scheme is not the result of a screening mechanism.

This section is also related to the literature on sequential screening of consumer
with standard preferences. In these models the consumers know at the contracting
period the distribution of their valuation for the good and subsequently they learn
their realized valuation (Courty and Hao, 2000; Miravete, 2005; Inderst and Peitz,
2012).

Eliaz and Spiegler (2006) show that the ultimate source of gains for the principal is
the non-common prior assumption. The consumer is uncertain as to whether or not her
preference will change, but she knows exactly what they could change into. The firm,
though, knows that the consumer’s preference will change, and takes advantage of its
superior information by also contracting the event that the consumer thinks unlikely
to happen. The difference in their prior expectations leaves space for exploitation. In
our case, in contrast, the consumer does not know that her utility function will change
after consuming in the first period, so the firm cannot exploit its superior information.
This feature becomes important because in both cases the contract is signed before the

consumer experiences the change in her utility and cannot be renegotiated afterward.



3 Model Setup

This section presents the basic structure of the model. T consider a model that follows
Grubb (2014) in modeling a consumer who has two consumption opportunities: one
per period, and in each period purchases at most one unit of the good. Moreover, the
consumers are habit-forming with differing levels of sophistication, and one firm. The
consumers are uncertain about their valuation of the good in each period.

The time horizon is T' = 2. At period 0, the firm offers a menu of contracts:
o’ = {F’,pl,p3}.

where 6 is the level of sophistication of the consumer. The contract o consist of pf
(the price of the first unit consumed), p§ (the price of the second unit consumed), and
F? (a fixed payment). The first unit has the same price, irrespective of the period ¢
when consumed. Time-dependent pricing would require that the firm could observe
and record the opportunities to consume, as if, for example, the consumer had direct
communication with the firm in every opportunity to consume. Thus, it is a relevant
assumption to assume that the firm cannot observe whether the consumer decides
to consume or not.® At each consecutive period ¢ € {1,2}, the consumer learns
the realization of a taste shock v;, randomly drawn from a cumulative distribution
function F(v) with support [0,1], the same for all types of consumers and for both
periods. Then, v; is the base valuation that a unit of good has in period t. Then,
given her valuation, she has a binary quantity choice ¢; = {0, 1}, considering whether

or not to purchase the good.”

8Contrary to Grubb (2014), I assume that the firm cannot observe the period in which the con-
sumption takes place. The result of increasing marginal pricing holds also in the case that the firm
could observe it. See Appendix A for the analysis of the model with date dependent pricing.

91 assume that the good is indivisible.
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The total payment is:

PG(Q) = P?Ch —|—p?(1 — 1)@ —HUg(hCIz + F9>

is a function of quantity choices q = (q1, ¢2), the marginal prices p’ = (p?, p}) and the

fixed fee F?. The timing of the game is described in Figure 1.

Y

t=0 t=1 t=2
Menu of Contracts Realization of v Redlization of v,
{FY,p{,p5} offered Consumes or not: Consumes or not:
Consumer accepts or rejects 1st unit 1st unit if g;=0
2nd unit if g;=1
Makes the payment

Figure 1: Timing of the game

The optimal consumption strategy for given marginal prices p?, is a function map-

ping valuations to quantities:

a(v;p’) v — q,

where v € [0, 1]2.

Moreover, the ex-ante expected utility of the consumer gross of the fixed fee is:

U=E[v-p)q(v;p’)].

The expected profits per consumer are equal to the revenues less the variable cost,
with marginal cost ¢ > 0 per unit produced. The fixed cost is normalized to zero.

Thus, the profit function is:

I =E[(p"(a(v;p),p’) — ¢) q(v; p’)] + F’.

11



Finally, the expected social surplus is:

S=F

> (v — C)q(v;pe)] -

Consider a consumer who is habit forming in the sense that her consumption today
is affected by her consumption in previous periods and the difference in her utility
consuming the good and her outside option increases with past consumption. Her

period t — 1 belief is that her period t valuation for the service will be:

UVt = Ut,good — Ut,outside = Ut + 95%71-

Therefore, if she consumed in the previous period, her base valuation for the service
today increases by 63, where 0 < 8 < 1 is the habit formation coefficient: namely it
defines how habit forming the consumer is, and how much she is affected by previous
consumption. Moreover, 0 < 6 < 1 is the type of the consumer. It is a measure of
her naivety and of how much she realizes that she is habit forming. The larger the 6,
the less naive is the consumer; thus, the more she realizes that she is affected by her
previous consumption. Thus, # = 1 means that she is a sophisticated habit forming
consumer, 0 < # < 1 means that she is partially naive, and # = 0 that she is completely
naive. Let for simplicity, and without any loss of generality, the value of the outside
option equal to zero, vt putsize = 0

Every time that the consumer faces a consumption decision, she compares the
valuation of the unit with her reservation price. The reservation price in each period
is the threshold above which the base valuation should be for the consumer to be
optimal to consume the unit. As the base valuation of the unit is random and the
consumer does not know it ex-ante, she calculates the optimal threshold, as an optimal
consumption rule. This consumption rule is different for each potential consumption

decision, since the decisions are taken sequentially. Thus, these thresholds are the
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consumption strategy of the consumer, namely the argument of maximization of her
expected utility for the respective unit and period.

For simplicity, I assume that there are two types of consumer, a sophisticated habit
forming consumer with # = 1 and a naive one, with # = 0. In each period, consumers
choose the optimal threshold above which it is optimal for them to consume. During
the contracting period, the consumer does not know the future realizations of her base
valuation of the good, so chooses which contract to sign on the basis of her expected

utility.

Sophisticated Habit Forming Consumer (§ = 1): Solving backwards, I start
the analysis from the second period. The second period optimal threshold depends on
the first period action. If ¢; = 0, then the second period valuation is equal to the base
valuation, v = vy, and the consumer consumes if vo > p;. If ¢y = 1, then g5 = 1 if

Uy = vy + 8 > po. Thus, the second period optimal threshold is:

pr if =0

max{0,py, — B} if ¢ =1

* JE—
Uss =

Given vig, the first period maximization problem of the sophisticated habit forming
consumer is:
1 1
w0 0%) 7 = [ (e [ k8- par(e) )ar ()
v1s p

v1s 2—f3

| (1)
+ F(vls)/ (vy — p1)dF (vy) — F5.

P1

The first part is the expected utility if both units are consumed, the second is the
expected utility if only the second unit is consumed, and the third is the fixed fee.

Maximizing with respect to v;g, the optimal first period threshold is (after an

13



integration by parts):

P1
vis=p— [ (L= Fle)de
p2—p

The consumer is forward looking and is aware of being habit forming, so she takes
into account both the opportunity cost of consuming the first unit (i.e., the price
increase py — p; for the second unit), and the increase in her valuation due to the
habit. The habit forming consumer expects to experience a larger utility in the future,
if she consumes the first unit, so she finds it optimal to increase the probability of
consuming the first unit. Thus, the optimal threshold decreases. Moreover, the first-
period threshold increases if the second unit marginal price increases and decreases

the more habit forming the consumer is.

Naive Habit Forming Consumer (6 = 0): In period 2, the actual optimal thresh-
old is the same as for a sophisticated consumer. However, from the period 1 perspec-

tive, the consumer anticipates that the second-period threshold will be:

. pr it g =0
Uan = ' ,
p2 if =1
that is, because the consumer does not anticipate that the first-period consumption
will affect the valuation of the good in the second period.
Given vy, the first period maximization problem of the naive habit forming con-
sumer is:

max UY (pN) — FN = /UllN (Ul —p1+ /1(02 —pg)dF(vg))dF(vl)

VIN p2

| (2)
+ F(le)/ (vy — p1)dF (vy) — FN.

1

14



Maximizing with respect to vjy, the optimal first period threshold is:

P2
Uiy = D1 +/ (1 — F(vg))duvs.

p1

The consumer takes into account the opportunity cost of first-period consumption, as
she is forward looking, but she does not consider the effect of first period consumption
on second-period evaluation. Thus, the optimal threshold is the same as that of a
non-habit forming consumer. Clearly, vy > vj¢ and thus the naive consumer under-
consumes in the first period for given marginal prices. Moreover, she under-consumes
also in the second period as a result of failing to build up as much of a habit in period
1.

The true ex-ante utility of the consumer differs from what she expects at the
contractual stage. In the first period, the optimal threshold and the expected utility
are the ones of a non-habit forming consumer. Thus, the actual gross ex-ante expected

utility for the naive consumer is:

U :/U;V (m —p1+ /p:ﬁ(vz + 8 — P2)dF(U2)) dF(vy)

1 3)
T Fluiy) / (vs — pu)dF(vs).

P

Therefore, she believes that her expected utility is UY (equation (2)), even though
her actual expected utility, and the one that the firm knows that she will have, is U
(equation (3)). This whole analysis also holds when the consumer is partially naive.
Namely, the consumer knows that she is habit forming, but she believes that she is
0

less habit forming than she is.!

The consumer uses in period one the same threshold as she expected to use when

R 10Tp this case, the period t — 1 belief of the period ¢ valuation of the good is ¥, = v.q; +Bqt_1qt and
B < B. As in the case of the naive consumer, the partially naive consumer has no mistaken beliefs if
the demand is low, but she underestimates her demand is high. See the Appendix B.
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she chose her contract in the contractual stage. More specifically, the probability of
consuming in the first period is 1 — F(vfy), as the consumer expected at period 0.
This means that there is no mistake that the firm could take advantage of. The only
implication of the consumer’s naivety, in the first period, is related to the expected con-
sumer surplus, which is smaller than the one that would be produced if the consumer
were sophisticated.

In the second period, given that the consumer has not consumed before (¢; = 0),
she does not realize that she is habit forming, and thus she consumes as much as she
was expecting to consume at the contract period. The probability of consuming is
F(viy)(1 = F(p1)), and it is not different from what the consumer would expect. The
consumer does not overestimate the probability of buying only one unit, and actually
does not make any mistake given that her consumption is low.

On the other hand, given that the consumer has consumed before (¢; = 1), she
underestimates the probability of consuming two units. She expects that her optimal
threshold, in this case, would be p,, but she realizes later that it is p, — 3. Thus, the
probability of consuming at the second period is expected to be (1—F(viy))(1—F(p2)),
but given she has consumed at period 1, it is (1 — F(v{y))(1 — F(ps — 8)). Hence, she

underestimates the probability of consuming the second unit.

Lemma 1. Let © be the actual probability of consumption and 7 the perceived proba-
bility of consumption at the contacting period. A naive habit forming consumer makes
no mistake if her demand is low, namely 7(qy = 1) = 7(q1 = 1) and 7(q = 1|1 =
0) = (g2 = 1|g1 = 0). Moreover, she underestimates her future demand when it is
high, m(gz = 1|g = 1) > 7(g2 = 1| = 1).

In addition, because of her naivety, the consumer under-evaluates the value of the
offered contract at the contracting stage. Firstly, the consumer does not anticipate
that consuming in the first period will increase the valuation of her second unit, so

she does not expect the § additional valuation, and she does not consider it in the
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ex-ante valuation of the whole contract. Secondly, she underestimates the probability

of consuming the second unit, and thus acquiring this extra utility.

4 Monopolistic Markets

Informed Monopolist

Let us consider first the case that the firm can observe the type of the consumer and

thus can offer a type specific contract.

Sophisticated Consumer

There is a monopolistic firm in the market. The cost of the production of one unit of
the good is ¢ € (0, 1).

The maximization problem of the firm is:
max{Il® = $°(p®) — (U%(p®) — F*)} st US(P®%) - F*>0.

This is the difference between the expected gross surplus produced minus the expected
consumer surplus subject to the participation constraint. The expected gross surplus
is:
1 1
S%(p®) —/ (m —c+ / (vy+ 8 — c)dF(v2)>dF(v1)
v p2—p

*
18

1 (4)
+ F(ul) / (vs — C)dF ().

p1
Maximizing with respect to pS, the optimal contract is found and is given by the

following Lemma:

Proposition 1. If the consumer is sophisticated habit forming, the equilibrium alloca-
tion is the first best allocation. There is marginal cost pricing, namely the prices that

mazimize the profits of the firm are (py,p2) = (c,c) and the fized fee, ¥ = U®(pS),

17



equals the gross consumer surplus.

The firm maximizes its profit by charging marginal prices that induce the first best
allocation and then with the fixed fee F' it extracts all the consumer surplus (see

Appendix A).

Naive Consumer

Let us now consider how the maximization problem of the firm changes when the
consumer is naive habit forming.

The firm recognizes that it faces a naive habit forming consumer whose partici-
pation depends on her mistaken expected utility. Moreover, it knows that the social

surplus is given by:

SN(pN) = 1 v —c+ 1 (vg + B — ¢)dF (va) |dF (v1)
v p2—p

*
1IN

+ F(viy) / (vy — ¢)dF (vg).

p1

The firm is aware that in the first period, the consumer does not know that she is
habit forming and consumes only if the base valuation of the unit is greater than vj,.
Moreover, it takes into account that given that she has consumed in the first period,
her valuation of the good in the second period is higher, since it is affected by past
consumption. Therefore, at the contractual stage the firm takes into consideration
that the consumer will update her second unit threshold and her valuation for the
second unit, if she has consumed in the first period.

The firm maximizes its profits, which are the difference between the social surplus
and the consumer surplus, subject to the participation constraint of the consumer. In
this case, though, the true consumer surplus produced U (equation (3)) is different

from the one the consumer perceives at the contracting period UY (equation (2)).
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Thus, the optimization problem of the firm is:

max Il =S¥ (p") — (U(pY) - FY)

= sM(pN) = (U EN) ~ FY) - (0N - UV p")

. 7

A(pN)

st. UN(PYN) - FY >0,

where A(pN) is the difference between the true expected utility from the contract
U(pN) (equation (3)) and the perceived utility UN(pN) (equation (2)). Moreover,
the firm chooses a pricing scheme that makes the participation constraint binding,
UN(pYN) = 0. As mentioned before, the consumer undervalues the contract at the
contracting stage. Thus, there is a positive rent A(pYN) that is left to the consumer.
It follows that the firm cannot extract all the consumer surplus. After some simplifi-
)

cations, A(p™) can be rewritten as:

P2
A = - Pt ([ 0= o).
p2—0
Then, the maximization problem of the firm, since UY (pN) = 0, becomes:

max I = SY (p™) — A(pY).
pN

Calculating the marginal prices that maximize the above expression, the following

result is obtained.

Proposition 2. Monopoly: If the consumer is naive habit forming the optimal marginal

pricing scheme is:

c=0: pV=0, pY¥>c
c>0: p]lv<c, p§V>c,

and the fived fee FN = UN(pN) equals the gross perceived consumer surplus.
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Proof: See Appendix A

The optimal pricing scheme when the consumer is naive habit forming resembles
the scheme we observe in several markets, namely a three part tariff. This consist of a
fixed fee, an included allowance of units, for which the marginal price equals zero, and
a positive marginal price for units beyond the allowance.!’ When the marginal cost
is equal to zero, the marginal price of the first unit is equal to zero and the marginal
price of the second unit is higher than the marginal cost.

A firm facing a naive habit forming consumer has an incentive to distort the efficient
allocation in order to maximize its profits. As the consumer misperceives her expected
utility, the participation constraint is biased. The firm cannot extract the surplus
produced through a fixed fee, since the perceived surplus is smaller than the one
produced. Therefore, the firm needs to distort the marginal prices by choosing the
ones that maximize S» — A rather than SV.

The exact way in which the marginal prices are distorted depends on the char-
acteristics of the consumer’s behavior. Firstly, the consumer underestimates'? the
probability of consuming the second unit and thus underestimates the surplus that it
produces. The firm cannot extract ex ante the second unit surplus, and with a price
py bigger than the cost manages partly to extract it ex post. On the other hand, given
that the consumer is forward-looking and takes into consideration the opportunity cost
of consuming the first unit, without anticipating the increase in her valuation for the
good, she consumes less often to avoid the price increase. The firm finds it optimal,
in response, to decrease the marginal price of the first unit below cost to constrict the

downward bias in consumption, and incentivise the consumer to invest into her habit.

1T could consider 5 < 0. Think of “novelty thrill” or a “fashion good”, the less novel or fashionable
feels the less someone consumes it. Then, the purchasing probability is decreasing without being aware
of it ex ante. In this case, it would have the opposite pricing scheme, i.e. pI¥ < ¢, p& > c.

12This underestimation makes it optimal for the firm to distort pricing, similarly to behaviors such
as hyperbolic discounting and myopia.

20



These marginal prices exacerbate the mistake'® of the second unit consumption.
A distorted price below marginal cost makes the consumption of the first unit more
probable than marginal cost pricing. Then, it increases the probability of having a
second consumption opportunity and consequently the probability of consuming two
units of the good. Thus, the consumption of the second unit becomes more probable,
not only because the consumer acquires a habit that she does not expect, but also
because the first unit marginal price facilitates it.

However, even if it seems that for the first unit there would be over-consumption,
this optimal pricing produces the opposite result. For example, when the marginal cost
is zero, ¢ = 0: even if the marginal price of the first unit is zero its optimal threshold
is positive, thus there is under-consumption compared to the efficient allocation of
the sophisticated habit forming consumer. Moreover, the larger the habit formation
coefficient 3, the greater the first unit threshold v}y, as the difference between the
first and second unit optimal marginal prices are larger, the larger the f3.

The naive consumer fails to invest on her own in acquiring the habit, and also
the firm does not charge a pricing scheme that induces the efficient probability of
consumption but a smaller one. On the one hand, the firms wants to incentivise
the naive consumer to invest and decreases the marginal price of the first unit below
marginal cost, to make its consumption more probable. The firm can extract all the
first unit surplus, so the surplus losses from a small price distortion are second order.
Moreover, the first unit price decrease makes the consumption of the second unit more
probable and the second unit surplus increases. Thus, this price decrease has a positive
first order effect in both ¢; and ¢;. On the other hand, the firm cannot extract all
the surplus of the second unit, because it only extracts it ex-post through p) > c.

This ex-post extraction of surplus causes standard monopoly dead-weight loss and the

13DellaVigna and Malmendier (2004) were the first to point out that firms might design contracts
to exacerbate consumer’s mistakes. Since their pioneering contribution, many articles have explored
the specific ways to exploit consumer naivety.
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consumer is left with positive surplus. Thus, the firm has an incentive to increase the
first-period optimal threshold to minimize the part of the consumer surplus that it
cannot extract, namely A, which enters negatively into its profit function. The firm
bears all the costs of lowering p;, but only a fraction of its benefits, and it finds it
optimal to under-invest as well on incentivising consumption. This leads to inefficiently
low probability of consumption for the first unit relative to the efficient sophisticated
case.

Similarly, there is under-consumption of the second unit. The optimal second
unit threshold for the naive consumer is always greater than that of the sophisticated
consumer, vY* > v5*. The firm prefers to extract some of the surplus that cannot ex
ante, even if, in this way, lowers the probability of consumption.

As it has already been mentioned, even if the consumer always consumes less than
the optimal, she is left with a positive consumer surplus, because the firm cannot
extract it all. This misperception rent would give an incentive to the consumer to
remain naive and not pay the cost of becoming sophisticated and learning her true
type. Remaining naive is beneficial for her both because the firm cannot extract all
of her surplus and because she avoids paying any information cost to become sophis-
ticated. Though, as the naive consumer underestimate the value of the contract, she
will not purchase even if the value for the contract is greater than its cost, leading
to a participation distortion. Therefore, staying naive is beneficial only for the con-
sumers who participate in the market, but it is not beneficial for the ones that do
not participate exactly because of their naivety. Heidhues and K6szegi (2015) shows
that the magnitude of such an inefficiency that arise in the extensive margin can be
significantly large.

A typical concern is whether naivety goes away with learning or can be mitigated
when appropriate feedback is provided (Bolger and Onkal-Atay, 2004), although, the

consumers may learn slowly (Grubb and Osborne, 2015), or forget what is learned
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(Agarwal et al., 2013). Three-part tariffs, nonetheless, are optimal even when con-
sumers are partially naive (see Appendix B), which could resemble the period in which

she learns her true type.

Addictive goods

Several studies identify symptoms of addictions among young adults and adolescents
in the markets of telecommunication.'*

If the good is addictive past consumption is affecting the current valuation of the
good. The difference in the utility between consuming the good and the outside option
increases with past consumption as when the good is habit forming, v; good — Ut outside =
v — 0Bq,—1. However, when the good is addictive, I assume that it is the utility of the
outside option that decreases with past consumption whereas the base utility of the
good stays constant, namely 8;;—9:"1"1 =0 and % < 0.

A sophisticated addicted consumer internalizes the cost of addiction. Her optimal
first period threshold now is v{% = p; + fg_ﬁ(l — F(vy))dvy + 3.15 The greater is the
loss the consumer has in her outside option from the first period consumption, 3, the
greater is the threshold v{g above which she consumes and thus the less probable is
for her to consume.

A naive addicted consumer has exactly the same expected gross utility with the
naive habit forming consumer. Though, there are significant differences with respect to
the implications of her naivete. The sophisticated consumer would consume less often
than the naive consumer in the first period, v{g > v{}, because being sophisticated
she can foresee that her future utility flow decreases with current consumption. On
the contrary, the naive consumer does not anticipate this decrease, and over-consumes

in the first period. This makes it more likely that the consumer will face the decision

14See Billieux (2012) for a review of the psychological literature on the problematic use of mobile
phones.
15See Appendix A for the full analysis of the model.

23



of consuming the second unit. A unit that she consumes more often than expected, as
v9s > vgn. Moreover, the naive consumer would over-value the offered contract at the
contract period, for the same reason. The optimal contract offered to sophisticated

and naive consumer is provided in Proposition (3).

Proposition 3. Addictive goods: If the consumer is sophisticated addicted the optimal

contract is two-part tariff, p‘f’s = p;’s = ¢ and F*% = U5, If the consumer is
nawely addicted the optimal marginal pricing scheme is {p’f’N = O,pg’N > c}if e =0,
(i < e, pP™ > ¢} if ¢ > 0 and the fized fee FN = UN(pN) equals the gross

perceived consumer surplus.

Proof: See Appendix A.

The welfare implications of addictive goods are the opposite of the ones of habit
forming goods. The overvaluation of the offered contract would lead to exploitation
of the consumers, because at the contractual period the naive consumer would be
willing to pay more than what the actual expected value of the contract is. This
would lead to the inverse participation distortion with respect to the habit forming
case, namely consumers would participate in the market even if their actual valuation
for the contract is below its cost. Thus, summing up, the participation is more than
the efficient one and the consumer who participates is exploited when the good is

addictive.'6

Uninformed Monopolist

Now suppose that the firm cannot observe the type of the consumer. However, it is
common knowledge that the probability that the consumer is sophisticated is 7.
The screening is done with respect to the pricing scheme.!” The firm offers a

menu of contracts. Without any loss of generality, I can restrict the analysis to the

16See Appendix A for the full analysis of the model with addictive good.
7T use the taxation principle because it is closer to what we observe. Moreover, the nature of the
direct problem with multi-dimensional uncertainty makes the problem not tractable. The uncertainty
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case in which it offers as many contracts as the number of types; thus, two. Let
o = {FN pY p¥} and o = {F® p7, p5} be the contracts intended for the naive
and the sophisticated consumer, respectively. This menu of tariffs completely identifies
the allocation.

The maximization problem of the firm is:

max  v(S%(p%) — (U°(p°) — F?)) + (1 =) (SN (p") — (U (pY) — FY) — A)

oS,oN

s.t.

where A = U(pN) = UN(pN). UN(pN) = FN > 0 and U%(pS) — FS > 0 are the partic-
ipation constraints of the naive and sophisticated consumer, respectively. Moreover,
UNPN) — FN > UN(pS) — F¥ and US(pS) — F¥ > US(pN) — FV are the incentive
compatibility constraints: that is, each type should not have any incentive to mimic
the other at the optimal allocation. Note that the participation constraint must hold
ex ante. Once the consumer has signed the contract, she is obliged to comply for the
whole contract period, even if she would have an incentive to deviate.

The naive consumer at the contract period does not know that she will acquire
a habit and that her utility will be greater than the one she expects. Marginal cost
pricing creates a larger expected utility for the sophisticated consumer than for the
naive consumer, thus the firm charges a fixed fee that the naive consumer would not
be willing to pay. This suggests that the incentive compatibility constraint of naive,

ICYy, not to bind at the optimum.*®

is multi-dimensional because it concerns both the type of consumer at the contracting period, and
the valuation of the good.
181 verify at Proposition 3 that this assumption holds at the optimum.
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On the other hand, the optimal full information contract is not incentive compati-
ble for the sophisticated consumer, because she would prefer the contract of the naive
consumer rather than her own first best allocation. Even if the marginal pricing is
distorted, it allows her to enjoy a strictly positive surplus equal to U (pN) — UN (pMV).
This suggests intuitively that it is the incentive compatibility constraint /Cg that
bind in the second-best problem. This intuition is confirmed formally in the following

Lemma, which characterizes which constraints bind and which ones do not:

Lemma 2. At the solution to the asymmetric information model, constraints I Ry

and [Cg bind, whereas constraint I Rg and [Cy are redundant. More specifically:

UNpN) - FN =0 IRy
US(pS) —F° >0 IRg
US(p%) — FS =US(pN) - FN  ICs.

UNPEN) - FN > UNpS) - F¥ ICy

The assumption that ICy is slack at the optimum implies that there will be marginal

cost pricing for the sophisticated consumer.
Proof: See Appendix A

Thus, taking into consideration Lemma 3, the maximization problem can be relaxed

and becomes:

Information rent of Mis-perception rent
Sophisticated of Naive
max 1= (5%(e) = (WSO —UYpN)_ +(1-3) (SY 0N = (00 U (pY))
182 1{9 1‘}?\[

Interestingly, both types of consumers are left with a rent and the firm cannot

extract all their surplus. The sophisticated consumer has an information rent due to
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the asymmetry of information. The naive consumer, even if she has no incentive to
deviate, is left with a mis-perception rent. This rent is due to her naivety. She would
not sign a more expensive contract at the contracting stage, and so she is left ex post
with a mis-perception rent A that is bigger than her expected surplus at the contract
period, A > UM (pN) — FY = 0.

The solution of the relaxed maximization problem of the firm is described by Propo-

sition 4.

Proposition 4. The optimal screening contract that the firm offers to sophisticated

and naive habit forming consumers 1is:
e Sophisticated consumer: p; =c, p; =c, F°=U%pS)—-U%pY);

e Naive consumer: if c = 0 then {pY = 0, pY > c} and if ¢ > 0 then
{pY < ¢, pY > ¢} and the fized fee, FN = UN(pN), equals the perceived

consumer gross surplus of the naive consumer.

Proof: See Appendix A

The firm offers a menu of contracts consisting of a two-part tariff for the sophis-
ticated consumer and a three-part tariff for the naive consumer. Qualitatively, the
pricing patterns that are optimal under full information are still optimal under asym-
metric information. If the fraction of sophisticated consumers is quite small, then the
firm finds it optimal to offer only the contract intended for naive consumers and vice
versa.

It remains to check that all the constraints are met, and in particular that the
incentive compatibility constraint of the naive consumers is slack at the optimum.
This is shown in the Appendix A.

The marginal prices of the contract of the sophisticated consumer {p7, p5} remain

equal to the marginal cost, whereas the fixed fee, F'®, decreases. Thus, naive consumers
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exert a positive externality on the sophisticated consumers.'® On the other hand,
the marginal prices for the naive consumer, {pY,p)'}, are distorted upwards and the
fixed fee, F'V is lower. Thus, there are two opposing effects on the welfare of naive
consumers. However, it can be shown that overall, this type of consumer is worse off in
the presence of the sophisticated ones. More specifically, the derivatives with respect
to the marginal prices are:

dA

dA
— <0 and — <0.
dp dps

This means that an increase in marginal prices decreases the mis-perception rent.
The marginal prices are greater than in the full information case, and thus the naive
consumer is worse off.

The profits of the firms decrease with respect to the full information case, both for
the sophisticated and the naive consumer. The fact that the firm cannot exploit the
naivety of the consumer, and at the same time cannot observe her type, decreases its
profits.

As discussed before, also in the case of an uniformed monopolist the naive con-
sumer is less likely to consume in the first period than the sophisticated because she
mistakenly believes that she is not habit forming. The contract offered to the naive
consumer exacerbates her mistake of underconsumption. The intuition in this case of
an uninformed consumer is the same with the one of informed one.

Importantly, under-consumption leads to deadweight loss and allocative ineffi-
ciency. The consumer is left with a positive consumer surplus and this could be
seen as a reason for no policy intervention. Though, there is also participation distor-
tion, namely inefficiences in the extensive margin. There are consumers that would

like to participate in the market, if they were sophisticated, but they do not. Thus,

19This is a quite common result in the Behavioral 1.O. literature. See for example Gabaix and
Laibson (2006)
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the deadweight loss created by under-consumption and underparticipation could raise
concerns. Regulatory authorities may consider the need for analysis of the possible
policies that could alleviate this efficiency loss. For example, a possible intervention

could be to inform consumers of their habit forming behaviors.

5 Competitive Markets

In this section, I introduce competition in the model. I consider the case of perfect
competition both when the firms in the market are informed about the type of their
consumers and when they are uninformed and they screen between them. Interestingly,
the obtained optimal tariff does not depend on the assumption of monopolistic market

structure.

Informed Perfect Competitors

Let first consider the case where the firms are informed about the type of the consumer,
and they can distinguish who is sophisticated and who is not.

Let assume that there are enough many firms in the market, so none of the firms
has any market power. The firms in equilibrium will charge the prices that maximize
the consumer surplus subject to the constraint that they can participate to the market,
namely they have non negative profits. Perfect competition drives the profits of the
firms to zero, firms continue entering the market up until their participation constraint

is binding.

Sophisticated habit forming consumers: In this case the maximization problem

of the firms is:
max {U°(p°) — F°} st II°=8%(p®) — (U(p®) — F¥) > 0
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As there is perfect competition, the constraint is binding, S°(pS) = U®(pS) — F¥ and
the objective function becomes equivalent to the one of the monopolistic case, namely
the social surplus of the sophisticated consumer S°(pS). Thus, the optimal marginal
prices are the same with the monopolistic case, p{ = p5 = ¢, with different fixed fee
F® = 0. Therefore, competition affects only the distribution of the surplus among

firms and consumers.

Naive habit forming consumers: In this case the maximization problem of the

firms is:
max UN(pN) - FN

st TV = SYEN) — (TEN) - FY) >0

since there is perfect competition the participation constraint is binding and thus:
Y = SY(pN) = (UEN) = F¥) = 0= sV (™) = UEN) + U (Y) = UV (p™) - FY
= FV = sY(pN) - U(p")

Substituting the fixed fee into the objective function, the problem simplifies to:

max SV (pN) — (U(pN) — UY (p"))

1%

As in the case of the sophisticated consumer, the new objective function is equivalent
to the monopolist’s one. Consequently, the marginal prices are the same as in the

monopolistic case, pY < ¢ and pY > ¢, with different fixed fee, FN = U(pN)— SN (pV).

Uninformed Perfect Competitors

Let now consider the case in which the firms cannot observe the type of the consumer
and they need to screen between them. If the firms believe that all consumers share

the same demand characteristics, they are habit-forming, whereas consumers have
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heterogeneous expectations concerning their habit formation, then screening does not
distort prices. The firms will compete perfectly, their profits will be driven to zero
and they will offer a menu of contracts that maximize the expected utility of each
respective type of consumer. The consumers find it incentive compatible to choose
the tariff designed for them, as described by the single tariff model, even if they
are not the only type in the market, and they could imitate another type. By the
construction of the maximum in the single tariff model, the offered contracts are the
ones maximizing the utility provided to respective type of consumers, and thus they
are incentive compatible.

The above discussion is summarized in Proposition (5).

Proposition 5. Perfect Competition: Perfect competition in the market affects only

the distribution of the surplus produced between consumers and firms and not the
marginal prices, which remain the same as the monopolistic case. The sophisticated
consumers are offered a two part tariff contract and the naives a three part tariff con-

tract both in the case of informed and uninformed firms.

6 Conclusion

During the last decades, the provision of a menu of contracts consisting of two-part
and three-part tariffs has become prevalent in a number of markets. Moreover, there
is evidence that the consumption of communication services, such as cell phones and
internet, is habit forming (Oulasvirta et al., 2012; Bianchi and Phillips, 2005). The
literature has also identified symptoms of addiction to the mobile phone among young
adults and adolescents (Billieux, 2012; Park, 2005).

This article shows that habit forming behavior can explain these observed pricing
schemes. In particular, naive habit formation by consumers makes it optimal for the

firm to charge a “three-part tarift”.
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I show that this pricing scheme is optimal if three conditions are met: (i) the
consumption choice is made sequentially within the contract period; (ii) the consumer
undervalues the offered contract at the contracting period; and (iii) the consumer
underestimates high demand.

This explanation can be viewed as an alternative channel to the overconfidence
model of Grubb (2009) that also explains this type of pricing scheme. I show that if
the elements mentioned before are present, it is sufficient the consumer underestimates
high demand for the introduction of the three-part tariff to be optimal; in contrast to
Grubb (2009) she does not need to overestimate low demand.

Interestingly, the firm cannot exploit the consumer’s naivety when the good is
habit forming. Though, the naively addicted consumer can be exploited. Also in this
case, she underestimates high demand. However, she overestimates the value of the
contract, at the contracting period, which leads to being willing to pay more than her
actual expected utility.

Moreover, this article claims that the observed menu of contracts could be explained
by the existence of habit forming consumers with varying levels of sophistication about
their habit forming behavior. It is shown that the firm finds it optimal to offer a two-
part tariff to sophisticated consumers and a three-part tariff to naive ones.

The presence of naive consumers in the market exerts a positive externality to the
sophisticated consumers, instead of the other way around. The sophisticated consumer
has an incentive to pretend to be naive, even though she consumes less because, in
this way, she is left with a rent. For this reason, the firm finds it optimal to leave
information rent to sophisticated consumers.

The naive consumers are ex post worst off in the presence of sophisticated con-
sumers, since the objective of the firm to make the contract intended for naive con-
sumers less attractive to sophisticated ones leads to a decrease in the ex post misper-

ception rent.
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The presence of naive habit forming consumers in the market and three-part tariffs
induce inefficiencies both in the intensive and in the extensive margin. The naive
consumer under-consumes both units and participate in the market less than if she
was sophisticated. Thus, there are serious welfare implications, and the need for a
policy intervention to decrease the deadweight loss created seems requisite. A potential
policy that could increase the overall welfare in the market would be to inform naive

consumers of their behavior.
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8 Appendix A

Proof of Proposition 1

The firm choose a fixed fee such that U%(p®) — 'S = 0 so the profit is IT° = S*. Given
p1 = pa = c the consumer maximizes U° as we see bellow from the first and second
order derivative.

1 1
max U (p%) = / (v1 = p1)dF(v1) + (1 — F(’vls))/ (v2 + B — p2)dF(v2)

v1s V1S p2—f3

1
+F(vls)/ (v2 — p1)dF (va)
p1

1

dU®(p®)
dvis

1
—ww—pn—/_<w+5—mﬂF@g+/Xw—pmwwﬁ>ﬂmw

p2—p p1

dU® (p®)
dvis

_ <_(UIS _o— /Ciﬁ(vg + B e)dF(u) + /cl(v2 _ c)dF(v2)> Flvrs) =0

(¢,0)

then the second order condition:

dQUS(pS)
dv%s

:_ﬂmg+fm@<ﬂw_c_l>w+ﬁ—@MWg+[Zmﬂwﬂw0

d*U*(p®)
dv%s

= —f(UlS) <0
(c,0)

Thus, since U? is maximized at {c, c} so maximizes S°. The social surplus is maxi-
mized and the firm with the fixed fee it extracts it all, F¥ = U”.
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Proof of Proposition 2

The firm chooses the optimal contract o = {p", F} that maximizes its profits
subject to the constraint that the naive consumer is willing to participate:
max 1TV =SV (p™) — (UV(p™) — FY) — (U(p") — UY (p"))

=N (") = (U (PN) - FY) - A

st. UN—FN >0

and optimal consumption rule is:

D2
viv=pt [ (L= Fe)de,

p1

The expected gross surplus is:

SN(pN) = / (v — ¢)dF(v) + (1 — F(vin)) / ) (vg + B — ¢) f(vag)dvg

i p2—0

+ﬂﬁm/kw—dwm»

p1

The naive consumer for the first unit does not know that she is habit forming and uses
her naive optimal threshold. In the second period she realizes her habit formation
and so she updates her optimal threshold with one of the sophisticated habit forming
consumer.

Moreover, A is the difference between the perceived and the actual utility of the

consumer.

A=U@pN)-U"p"Y)

The firm finds it optimal to charge a fixed fee that makes the participation con-
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straint biding. Thus, the objective function is:
Y =N (pN) — A =
1 1
a/<m—@M@ﬂ+ﬂﬁm/km—@M@@+U—Fwa»a—ﬂm—ﬁmm—@

TN p1

1
+O—F@hﬁ/(w—mMﬂw)

p2

(5)
The maximization problem becomes:

max [TV =5V (pN) — A
pN

;where pN = {p1, p»}. The first order conditions with respect to p; is:

A _om T dviy
dpr  Op1  Oviy Op

The partial derivatives are:

G = Flin) (1) — ) ()

= (~F ()1~ ¢) — (L= Flp2 — 8))(p2 — ) f(vi)
1IN

oy

8}11\[ = F(p1)

Then, the total derivative is:

dry
dp1

= —Fin)(pr—c)f(p1) = (F(p1)(pr—c)+ (1= F(p2—B))(p2—c)) f(vin) F(p1) = 0 (6)

The first order conditions with respect to ps is:

diI¥ oy oI auty

dp> Ops  Oviy Opa
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The partial derivatives are:

aHN * *
oy = —(pa — &) f(p2 — B)(1 — F(vin)) + (1 = F(vin))(1 — F(ps — B))

— (1= F(uin)(1 = F(p2))

ovl
=1—-F
8])2 (pQ)

Then, the total derivative is:

oTN . .
= —(p2 — ) f(p2 — B)(1 — F(vin)) + (1 = F(viy))(F(p2) — F(p2 — B))

Op2 -
— (F(p)(p1 — ) + (1 = F(p2 = 8))(p2 — ©)) f(vin)(1 = F(p2)) = 0

(7)

Solving this equation (6) with respect to py, I get:

(=P )i ()
Pr= e P2 = O S Fon) + Fp )2 f (o)

Then, substituting p; in equation (7), I get:

aHN * *
— (P2 =) f(p2 = B)(A = Foin)) + (1 = F(vin))(F(p2) — F(p2 — B))

8102 B
Cro o (L= Flpa = 8) {0 Flp)
(B2 = &) Fem S o) + Fipn? Fvy))
)

— (1= F(p2 = B))(p2 — ) f(vin)(1 — F(p2)) =0

Solving the above with respect to py

(1 — F(viy))(F(p2) — F(p2 — B))A

p2=c+ flp2 = B)Y 1 = Fvr )A+ (1= F(py — B))(1 = F(p2)) f (v y) F(vin) f(p1)
(8)

where A = F(viy)f(p1) + F(p1)*f(viy) > 0.

. (1=F(vin))(F(p2)—F(p2—PB))A
SINCe o B T o A0 Fpa—B)) (1= F (o)) FOor ) o) 7o) = U then pa > c.
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Moreover, substituting ps back to p;:

(1 = F(viy))(F(p2) = F(p2 — B))(1 — Fp2 — 5)) f (vin) F(p1)
fp2 = P)(1 = F(viy)A+ (1 = F(p2 = 8))(1 = F(p2)) f (vin) F(viy) f (1)
(9)

p1r=c¢C—

(A1=F(viy)(F(p2)—=F (p2—08)) (1—=F (p2—0)) f (vi 5) F(p1)
F(p2—B)(A1—F (v} ) A+(1—F(p2—B))(1—F(p2)) f (vi N ) F (v 5 ) f (P2

and since 7> 0 then p; < c.

The objective function is a continuous function with domain [0, 1]?, thus a maxi-
mum should exist, as expected from the extreme value theorem. The interior optimum
should satisfy the above first order conditions, namely that p; < ¢ and py > ¢. I can
show that there is no maximum at the borders of the domain and thus the interior
optimum is the maximum of the function.

To show that at p; = 1 and py € [0, 1] there is no local maximum. If p; = 1 =
viy > 1, consequently F(viy) = 1. Moreover, fpll (vy — ¢)dF (vg) = 0. Thus, by
inspection of equation (5), I see that the profit of the firm at this corner equals zero,
|y, =1 pocjo,1] = 0, the firm decreasing p; will have positive profits, thus there is not a
maximum at p; = 1 and p, € [0, 1].

To show that at p; = 0 and ps € [0, 1] there is no local maximum. The derivative

of the profit function, IV, with respect to p;, namely equation (6) at this area is:

dIvy

Ap1 |y —0 pepo,1))

= cF(viy) f(p1) >0

since F'(0) = 0. Thus, the profit function is increasing with respect to p; at this area,
the firm finds it optimal to increase the price away of zero in order to increase its
profit.

To show that at p; € [0,1] and py = 0 there is no local maximum. The derivative

of the profit function, IV, with respect to ps, namely equation (7) at this area is:

oty

Op2 {p1€[0,1],p2=0}

= (c—F(p)(p —¢)) fviy) >0 if p <c
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if po increases the profits increase and p, = 0 cannot be a maximum. If p; > ¢ then

%HN < 0. Though, the first order condition with respect to p; at this area
P2 1{p1€[0,1],po=0}
is:
drv . i}
y = —F(vin)(p1—c) f(p1)—(F(p1)(p1—c)+c(1=F(p2—5))) f (v]n ) F(p1) < 0
Pl 1{pi€(0,1]p2=0}

and thus the price p; should decrease in order for the profit to increase. The firm has
an incentive to deviate from the point, up until p; < ¢. Again the maximum can not
be at this corner, but in the interior with respect to this area.

To show that at p; € [0,1] and py = 1 there is no local maximum. The derivative

of the profit function, IV, with respect to ps, namely equation (7) at this area is:

OTIN
Opa

= (1= Fiy)(-1-0f1-8)+1-F(1-75)

{p1€[0,1] 7p2:1}

o
Op2

FAB) o for relatively small 3. The

< 0, if the cost is ¢ < 1 —
{p1€[0,1],p2=1} f(1-p)

firm would find it optimal to deviate and decrease the price p, below py = 1 in order

to increase its profits.

o
Op2

. , >0,ifc>1— % or for relatively big 8. Then, p, =1> ¢
p1€/0,1],p2=1

can happen at the optimum. But still p; < ¢ holds at the optimum, since p; is in the

interior for py € [0, 1], as shown before. Thus, the characteristics of the optimum are
still satisfied.

Hence, the function has an interior maximum that satisfies the first order condi-
tions, equation (6) and (7). Thus, p} < ¢, p5 > c and a fixed fee F'V* = UN (p3, p3)
which is an approximation of a three part tariff.
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Proof of Lemma 2

IRy bind: Otherwise increasing the fixed fee both of the sophisticated and the naive
consumer by a small positive € would preserve the I Ry, would not affect the ICy and
ICYy, and raise profits which contradicts to ° and oV be optimal.

ICs bind: Suppose not, so that U%(pS) — F¥ > U%(pN) — FV. Then, the firm
could raise the fixed fee of the sophisticated consumer, F*, relaxing ICy, without
affecting ITRY and without violating the ICyg, but increasing its profits and this would
be a profitable deviation. Thus, ICs binds at the optimum.

IRg slack: 1 show that if TRy and ICs hold at the optimum then IRg can be

discarded.

Us(p®) —F* >Up"N) - FN>U"pN) - FN >0=U°(p°%) - F* >0

1Cs slack: The assumption that ICy is slack at the optimum implies that there
will be marginal cost pricing and first best allocation for the sophisticated consumer.
Suppose not then setting {py,p5} equal to {c,c} whereas keeping U® — F*° constant
would keep the incentive compatibility and the participation constraint of the sophisti-
cated unaffected. Moreover, it would not violate the incentive constraint of the naive,
ICy, because it is relaxed. But this would increase the surplus and the profits of
the firm from the sophisticated consumers, thus a contradiction. I verify that this
assumption holds at the optimum at Proposition 4.

Proof of Proposition 4

Given Lemma 3 and the assumption that IC¥ is slack, the firm’s problem can be re-

laxed. I need to maximize the profit function only with respect to {pY, pY’}. The fixed
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fees of the naive consumer will be derived from the binding I Ry, thus F¥ = UM (pM).
Moreover, as expected the incentive compatibility constraint of the sophisticated con-

sumer, ICg, binds at the optimum. It could be written as:
US(p®) — F¥ = US(pN) — F¥ = US(p®) — F¥ = U°(p™) — F¥ — (U™ (p") — F)

since also I Ry binds at the optimum then U* (pS)—F* = U¥(pN)—UN (pN). Then the
fixed fee of the sophisticated consumer can be derived from F° = U (pS) — (U S(pN) —
UvN (pN)), which is the expected utility of the consumer from this contract minus her
information rent of knowing that she is sophisticated. Given the discussion before, the

firm’s problem can be reduced to:

max [T = (8%(e) = (U(P™) = U™ (p™)) +(1 =) (8 (p™) — (U(P") — U™ (p™)))

° v

then the first order condition with respect to pl is:

dIl AITS ‘ )dHN .
— =7 — =
dpY " dpY dpyY

,where
dis o1’ N O vy O® Qvig
dpy’  OpY  Oviy Op’  Ovig Opy’
drim - omv n oY vty n OTIN Qv g
dpy’  Op"  Oviy Opi’  Ovig Opy
and
apy (F(vrs) = F(viy))(2 = F(py))
on® o11® oI
Moreover, the envelope condition implies that —— =0 and — = 0. The — is
iy dvig opm

as before at the single tariff - informed monopolist model the equation (6). Then the
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first order condition becomes:

i

A Y((F(vig) = Foiy))(2 = F(py))) — (1 =) (F(vi“N)(in — o) f(p)+

(10)
(FGY o)+ (- FY — B — C))f(vIN)F(in)) 0

Solving with the respect to pl:

o = oo g L F0 = DICIE ) | 1 (i) = Pleigh= FOD)

, where A = F(viy)f(p1) + F(p1)*f(viy) as in Proposition 2.

The first order condition with respect to pJ is:

dll dIT® d1y

o A 11—~ =0
ay @y " =) dp}’
, Where
dis  or® n OIl® Quvy  OII® vt
dpy’  Opy’  Oviy Opy  Ovig Opy
dis o1’ N oI Qviy — OI® Qv
dpy’  Opy’  Oviy Opy  Ovig Opy
where
o11® i} N . N
opl = (1= F(viy))(1 = F(py)) = (1 = F(vs))(1 = Fpy — B))
2
N
, given again the envelope conditions and that g is as the single tariff - informed
25

monopolist model the equation (7), then the first order condition becomes:

S
i;:—7Ql—mﬁmxr4w€»—u—Pwﬁ»u—F@g—mO
+ﬂ—w(%m—@ﬂm—@@—FWMD+O—F@MDW@ﬁ—ﬂm—ﬁ»
—W@mm—@+u—F@—ﬁmm—@v@am—F@m)=o
(12)
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and

dHS * N * N
oy =~ FOm = F) = = Fuia) - F68 - )

+U—W(—mﬁ%—ﬁWfF@h»+ﬂ—ﬂm—@ﬁ@%m—F@M)
T e(f (e — BY(1— Flui)) + (1 — F(pa — B) [ (win)(1 — F(pa))
+u—Fwammm%w@rw»—mmﬁwmu—F@»m—o):o

Solving with respect to pJ
) — (1= F(vig)) (L = F(py — B)) )
(1= F(p2 = B))(1 = F(p2)) f(viy)
)f(viy) (1 = F(pd))

(1= F@py =)= F®Y))f(viy)

o 1 ( (1 - Floiy)(1 — F(p})
= T A \Fm = B)(1 = Flory)) +
fe—(p—c) it
Frs— D)1~ Flory)) +

(1 — Fin)(FwY) — F(pa — B))

Fre— B)1— Floin) + (1~ FY — (1~ FpY))F(vim)

_|_

substituting pl’ for equation (11):

pN et (1- F(UIN))(F(pé\[) - F(pév B))A
? fpd = B)(1 = Fuiy)A+ (L= F(pd' — B))(1 — F(p") f(vin) F(viy) f(p1)
L (1 - F(vig)(1 = F(p3' = B)) — (1 — F(viy))(1 — F(p3))A
L=y f(d = B)(1 = F(vjy))A + (1= F(py' = B))(1 = F(py)) f(vin) F(vin) f(p1)
(F(vig) — F(viy))(2 — F(p1))

gl
T TGy — B - Flui)A+ (- F(p} — B)(1 — F(pév))f(vi‘N)F(vi‘z(vl)?f;(p{V)

and then substituting equation (13) into equation (11):

(1= Fiy)(F@y) — F(py — B)A

o o U= FOY = 5)I@iy) Fe]) (
A ToY = A1 = FOiy)A+ (1= FY = B)(1 — FeA NI i) Fwiy) I )
) (L= Fi)(1 = F@Y = 8)) = (1= Fiy) (1= FEp)))A
1= T} = A1 = Fluiy)A+ (1 — F} — /)1 — FGI )i FOin) 76T

(F(vig) — F(vin))(2— F(p)) )
= B)A = F@)f(vip) F(oin)f(p])

L+
1= f@ = B) (1 = Floiy)A+ (1 — F(py

v (Fiy) — F(vig))(2 = F(p1))
1—7 A
(14)
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and then

o —e ( (1= F(pY — B)f(win)F(py ( Foip)(F(py) = F(py' = B))
! fy —B)(1 - (U1N))A+(1_F( = B))(1 = F(pi") f(vin) F(vin) f(pY)
| (1= F@d = 8) fin) F(p1))(1 — F(vig))(1 = F(py = B)) — (1 = F(viy))(1 — F(p3'))
1—v foy 5)(1— Foip)A+ (1= F(py — B))(1 — F(py ))f(vuv) (vin)f(p1)
L (1= F(p3 = B)f(win)F (N)A H(F(vig) = F(viy))(2 — )
L—5 f(p2—B)(1 - (le))A+( F(py — B))(1 = F(py)) f(vin) F ”1N
7 (Flviy) = Fvis)(2 = F(p1))
1—7 A
(15)

, thus also in the screening model p¥ < ¢ and p} > ¢ but bigger than the ones of the
single contract model.

I use the same argument as before in order to prove that the above prices are the
ones that maximize the objective function.The objective function is again a continuous
function with domain [0, 1]?, thus a maximum should exist, as expected from the
extreme value theorem. The interior optimum should satisfy the above first order
conditions, namely that p; < ¢ and ps > ¢. I can show that there is no maximum
at the borders of the domain and thus the interior optimum is the maximum of the
function.

To show that at p = 1 and pl € [0,1] there is no local maximum. If p}¥ =1 =
viy > 1, then F(viy) = 1. The profit of the firm made from the naive consumer at
this corner equals zero, ITV lpi=1,pac(0,1] = 0, the firm decreasing pY will have positive
profits, thus there is not a maximum at pY =1 and p} € [0, 1].

To show that at p¥ = 0 and p} € [0, 1] there is no local maximum. I evaluate the
derivative of the profit function, I, with respect to p{, namely equation (10) at this

area:

i

7 = 2v(F(viy) — F(vig)) + (1 = y)cF(viy) f(p1) > 0
P11 {py=0,py€(0,1]}

since F'(0) = 0. Thus, the profit function is increasing with respect to p; at this area,
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the firm finds it optimal to increase the price away of zero in order to increase its
profit.

To show that at pY¥ € [0,1] and p}’ = 0 there is no local maximum. I evaluate the
derivative of the profit function, I, with respect to p}’, namely equation (12) at this

area:

oIl
Bpév

= Y(F(vin)—F(vig)+(1=7) (c=F(p) (pY —¢)) f(vin) > 0 if pY <ec
{pN €l0,1],p) =0}

Then the firms deviates and finds it optimal to increase pY away of zero. If pI¥ > ¢

then the first order condition with respect to pY at this area is:

dll

o =7(F(viy) = F(vis))(2 = F(p)))

{pl¥ €[0,1],pY =0}

- (F(vm(piv ~OFEY) + (FONGY - o

el - Fp ﬁ)))f(vTN)F(in)) <0

because F(viy) = F(vig) at p) = 0 and thus the price pY¥ should decrease in order for
the profit to increase. The firm has an incentive to deviate and decrease pY up until
pY < c. Then,the maximum is not at this corner but in the interior with respect to
this area.

To show that at p € [0,1] and p)” =1 there is no local maximum. I evaluate the

derivative of the profit function, II, with respect to p%’, namely equation (12) at this

area:

oIl .
9o =7((1 = F(vig))(1 — F(1 - B8))+
D2 1{pNe0,1],p) =1}

+ (1 =71 = Fin)(— A=) f(1=p)+ (1 - F(1-p)))

If the costisec < 1— (1;595_)?1))_(71)_&9;(5%% D or for relatively small /3, then a%‘f

{p1 €l0,1],p5' =1}
0. The firm finds it optimal to decrease the price ps below ps = 1 in order to
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(1-FA-p))A—y(1-F(vig)
fA=B) A=) (1-F(viy))

o > 0. Then, it could be that p) =1 > c. Still, it holds that p}¥ < ¢
P2 {p{ve[o,l],pg:l}

since pY as shown before is in the interior for p) € [0,1]. Thus, the characteristic of

increase its profits. If ¢ > 1 — ) or for relatively big 3, then

the optimum are still satisfied.
Hence, the function has an interior maximum that satisfies the first order condi-

tions, equation (10) and (12). Thus, the optimal marginal prices are p} < ¢, p5 > c.

To show that ICy is satisfied: I need to show that UN(p®) — F¥ < 0 at the
optimum. Let F'¥ and UY(p®) be defined as follows:

1 1

(1 — F(v2))dvy + / (v1 — ¢)dF(vy)

X
Uis

FS= Flrig) [ (1= F@des + 0= F0ig) |

UN(p%) = F(c) / (1= F(vs))dvs + (1 — F(c)) / (1= F(vs))dvs + / (01 — )dF (1)

Given that at the optimum it holds that vig < ¢, I consider the difference, UN (p*) —
FS < 01in each period. In the second period, the difference between the expected value

of the second consumption opportunity when ¢; = 0 is positive, namely:
1 1
F(c)/ (1 = F(vq))dvg — F(vi‘s)/ (1 — F(vq))dvg

— (F(¢) - F(v}s)) / (1= F(oy))dey > 0 (16)

The difference between the expected value of second consumption opportunity
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when ¢; = 1 is negative,

1

(1= F(ui) [ (1= Plua))des = (1= F©) [ (1= F(o)des =

c—p

:F@g)Q[;G—FMQM@+Z%1—F@QMW>
+Zﬂ1—F@ﬂﬂm—ﬁﬁ%ZRLaﬂw»My—llQ—F@gﬂm:

B

= —(F(c)—F(va))/ (1—F(v2))dv2—/c (1—F(ve))dve+F (vig) /Cﬁ(l—F(U2)>dU2 <0

(17)

B

In the first period, the difference between the expected value of first consumption

opportunity is negative as well.

/ (v1 — ¢)dF(vy) — / (v1 — ¢)dF(vy) <0 (18)

is
The inequality UN (p®) — F¥ < 0 holds at the optimum, because the difference
between equations 17, that is negative, and 16, that is positive, is negative. More

specifically:

_Q—F@g»/;ﬂ—ﬁwgmm<0

Thus, the inequality UN(p®) — F° < 0 holds at the optimum. W

Habit Formation versus Addiction
Consumers maximization problem

The interpretation of a good with addiction would be one in which the difference

in utility between consuming the good and the outside option increases with past
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consumption, so that vt good — Ut outside 1S increasing in consumption ¢;_;, namely:

aUt,good —0 and aUt,outsz'de <0
Gt Gt
Sophisticated addicted consumer: Let first consider the case where the consumer
is aware of the fact that past consumption affects the value of her current outside
option. Then, in the second period the sophisticated consumer knows that his expected

utility will be:

1 v§E
max Uga’s = / (v2,good - pZ)dF(U2) + / (U2,outside - B)dF(U2>
v 0

’U; a*

oUy* . .
5 i* = f(v58) (— v5s + P2 + V2,outsize — B) =0
V25

ax
Vgg = P2 + V2, outside — B

Let for simplicity and without loss of generality assume that vs outsige = 0, then the

optimal second period threshold is:

max{0,p, — 8} if =1
Vos =
D1 if ¢1=0

Then going backwards the first period optimal threshold should maximize:

1 1
maxU?S = [ (o= p)dF(e) + (1= Fi5) [ (2= p)dF (e
U1is v{s p2—p (19)
p2—pB

L F@) / (v — p1)dF(v3) + (1 — F(uf5) / (—B)dF (1)

p1 0
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5Uil’s 1 p2—p3

ougs 1D (‘”?3 0= / (2P + / (02— p)F () - /

p1 0

1 1
F(032) ( gt [ (12 = p2)dP(un) - [ o
p2—

p2—0

1 1 p2—pf
o[ emare) + [ m-mare) - [ nare)) -
1

_|_
1
=f(vs) (—U?E +p1— / (v2 — p2 + B)dF (v2) + / (v2 — p1)dF (v2) + 5) =0

2—f

1

Then, the optimal first period threshold of the sophisticated addicted consumer is:

p2—pB
vl = +/ (1 — F(vq))dvg + 3

P

The greater is the loss the consumer has in his outside option from the first-period
consumption, 3, the greater is the threshold v{¢ above which she consumes and thus
the less probable it is for her to consume. The consumer is rationally addicted; she
internalizes the cost of addiction and consumes only when the marginal value of the

good is bigger than its marginal cost.

Naively addicted consumer: The maximization problem of the naive addicted
consumer is the same with the one of the naive habit forming consumer. There are
significant differences between the two cases with respect to their difference with so-
phisticated first period optimal threshold. In the case of the habit forming consumers,
the naive consumers consume less often than the sophisticated ones. On the other
hand, in the case of the addicted consumers, the naive ones consume more often than

the sophisticated ones. The difference in the first period optimal threshold between
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the sophisticated addicted and the naive is:

p2—f D2
v % =yt / (1= F(og))dvy + f — (pl 4 / (1- F(m))dvz)

p1 P1

p2—p3
_5_ / (1= F(vs))dus

p2

The naive consumer over-consumes in the first period when v{§ — v{3 > 0, thus when
g > fpz; A1 - F (v2))dvy. The sophisticated consumer will consume less often than
the naive consumer if the decrease of the outside option because of past consumption,
namely the cost of addiction, is bigger than the additional utility that she experiences

from buying more often exactly because of her addiction.

Firm’s maximization problem

I solve now for the optimal contract that the firm finds it optimal to offer in each case

of the sophisticated addicted consumer and the naively addicted consumer.

Sophisticated addicted consumer: The firm chooses a fixed fee such that U*(p®)—
F® =0, so the profit is I = S°. Given p; = ps = ¢, the consumer maximizes U° as

we see bellow from the first and second-order derivative.

max U”(p®) = 1 (e I Uy — F(vis 1 U — P2 ()
e (p°) /v%( p1)dF (v1) + (1 — F( S))/m_ﬁ( po)dF (15)
p2—03 (20)

FO55) [ (2= p)dF(e) + (1= FO) [ (-)dF(w)

pP1 0

The first order derivative with respect to v{§ at the p; = ps = c is:

dU® (p®)
dv‘f§

1 1
— ) (—v% tom [ et 9P + [ (0 - R () + 6) 0
(075) c—p c
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then the second order condition:

d*U%(p®)
dvi's

= g0+ ) (~ots — o [ (o 5-ape) + [ - ar()

d*U*(p®) o
du®* - _f(vls) <0
1S

(e,0)

Thus, since U® is maximized at {p7{,p5} = {c,c} so maximizes S°. The social
surplus is maximized and the firm with the fixed fee it extracts it all, F*¥ = U®. The
firm cannot do better than when {p;,p2} = {¢,c}. If {p1,p2} > {c, ¢} the firm has the
incentive to decrease the marginal prices increasing the probability of consumption and
the consumer surplus. If {p1,p2} < {c, ¢} the prices are inefficiently low, producing

less profits than when {p1,p2} = {¢, c}.

Naively addicted consumer: The optimization problem of the firm when the con-

sumer is naively addicted is:

%%djst%pN)—(Uquﬁ——FN)—(OMWpN)—l”%pND

=5 (p™) — (UN(p") - FY) — A

st. UN—FN >0
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where the expected gross surplus is:

1 1 p2—p
SVEN) = [ = QaPo) + (1= FEi) [ n=aPle) + (1= F@ii) [ (-AaF()

iy p2—p

1

L P / (v2 — c)dF (v2) =
p1

1

1
_ / (01 — )dF(vy) + (1 — F(vﬁv))/ (3 — ¢+ B)dF (1)
vi% p2—p

1

p2—f3
C(U—Fi) [ BdF@s) + (1 - FOo3%) / (—B)dF (v2)
p2—0 0

1
L F) / (v2 — c)dF (v2) =
p1

1 1 1
— [ @ =) + (- FOtR) [ (o= et BaF(e) + FOix) [ (02— dF(n)

N p2—0 P1

— (1= F(iy))8 = 5 (") = s¥(pN) — (1 - F(vi}))8

he expected gross social surplus, S (p™N), when in the market there are addicted
consumers equals to the social surplus produced when there are habit forming con-
sumer in the market minus (1 — F(v{%)). The mis-perception rent of the addicted

consumer is:
A* =7 (pN) - UN(p")

/p lﬁ(m — O)dF (vs) — /O P i (o) /p 1 (vg — c)dF(v2)>
1

p2—f
(vg — c+ B)dF (v2) —/ BdF (ve) — /0 BdF (v2)

p2—p3

_ (- F(vf}*\,))(/pl (3 — ¢ + B)dF (v3) — /1(02 AP (vy) — 5)

2—f D2

= A=A — (1= F(uiy))B

Then, the addicted consumers’ mis-perception rent equals to the habit forming con-
sumers’ mis-perception rent minus (1 — F(v{y)).

Thus, since the optimal first period threshold of the naively addicted consumer is
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the same with the one of the naive habit forming, namely v{} = v}y, then the profit

function of the naively addicted consumer is equivalent to the naive habit forming:

Y = SN (pN) — A = SV (pN) — (1 = F(vi))B — (A — (1 — F(v%))B)

=SSP —A=>1 =11V

The firm will charge a fixed fee F'Y = UY(pY), and the participation constraint
will be binding. The maximization problem of the monopolist becomes:
max [T =" (p") — (U(p™) - U™ ("))

The profit function in the market with naively addicted consumers, is the same as
in the one with naive habit-forming consumers. Thus, the marginal prices are as in
the case of naive habit-forming consumers p;*¥ = piV < ¢ and p5* = piV > c.

The difference between the models is in the mis-perception rent of the two type
of naive consume A and A% In the case of the naive habit forming consumer A =
U(pN) — UN(pN) > 0 which means that U(pN) > UN(pN), the naive consumer is left
with positive surplus because of her naivete. On the other hand, the mis-perception

rent of the naively addicted consumer can be negative.

= (1— F(v%)) /plﬁ(v2 — )dF(v2) — /Omg BdF (vg) — /1(1)2 - c)dF(v2)>

p2

The actual expected consumer surplus is U%(pN) — FN = U*(pN) — UN (pN) < 0.

Thus, if the cost of addiction [ is bigger than the additional utility that she experiences
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from buying more often exactly because of her addiction, the naive consumer will be
exploited. Her actual expected surplus is smaller than the one she expects to have
when she signs the contract, and she decides whether to participate in the market or
not. The optimal contract designed for the naively addicted consumer is the same
as the one designed for the naive habit-forming consumer, but it has an opposite
welfare effect. The naivety of the consumers causes an inefficient outcome both on
the intensive and on the extensive margin. On the intensive margin, the inefficiency is
because the naively addicted consumer overconsumes compared to the sophisticated
one. Moreover in the extensive margin, because she participates in the market also
when the value of the contract is smaller than its cost, she exploited by paying more
than expected but also there is a significant participation distortion (see Heidhues and

K6szegi (2015))

Date-dependent marginal pricing

The marginal prices differ with respect to the unit and the period that are charged.
The contract in this case is ¥ = {p1, po, p3}, where p; if ¢ = 1, po if 1 = 0,q0 = 1

and P3 if q1 = 1,QQ =1.

Consumer Maximization Problem: The problem of the naive consumer now is:

1

nwa%p%:3/ wl—mywmm+wl—Fww»/” (vs + B — pa)dF (vs)

v
18 V1S p3—p3

+Fw@/Xw—MMHw>

P2

Then the optimal consumption rule is v{y = p; + fp’f’(l — F(vy))dv,.

Firm Maximization Problem: The optimization problem of the firm when the

consumer is naive habit forming is:
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max 1T =5"(p™) — (UN(p™) — FV) — (U(pY) - UN(pM))
P1.p2,P3
=SV (p") — (UM (p") - FY) + A
st. UN—=FY>0
The problem can be also written as:

max 11 =5"(p™) — (UN(pN) = FN) — (O(pN) = U (pV))

UI]\]aPQaPS
=SM(p") - (UV(PY) - FY) - A

st. UN—FN>0

and at the equilibrium p; can be derived by p; = vy — fpr *(1 — F(vg))dvs.
The expected gross surplus is the one produced in a market with a habit forming

consumer.

SUEN) = [ - @) + (1= Fiy) [ (48 )

*
1IN

+ F(viy) / (vy — ¢)dF (v3)

p1

Moreover, A is the difference between the perceived and the optimal utility of the

consumer:

A=U(PY)-U"@pY)

The firm finds it optimal to charge a fixed fee that makes the participation con-

straint biding. Thus the objective function is:
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Y =5 (pY) - A =

:/vl (v1 — €)dF (vy) +F(vTN)/

N P2 p3—p3

1

1
(vg — ¢)dF(vg) + (1 — F(UTN))/ (vg + B — ¢)dF(vy)
1 1
PO ([ 5= pdre) - [0 par()
p3—0 p3
The first order conditions with respect to ps is:

A1y
dp;

= —fin) P2 — ) f(p2) =0=py=c

The first order conditions with respect to ps is:

= (= FUb (s~ 4+ 6~ ) s -
— (1= F(viy)) <(_1) . Bf va)dvg — / f(vg)d ) =
(1= Fin))((=ps + ) fps—B) + (1 — F(ps — B)) — (1 — F(p3))) =
= (1= F(oin) ((=ps + &) f(ps — B) — Flps — B) + F(ps))) =0
:>p§:C+F(p3)_F(p3_ﬁ)

f(ps—B)
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The first order conditions with respect to v}y is:

dHN 1 1
= (—vin et [ - [ e+ o-ddre+
dle P2 p3—pB

1 1
[ s maren - [ —p3>dF(v2>)f<er> -
p3—pf P3

1 1
= (— viy + C+/p (v2 — ¢)dF (v2) — /p (v2 — p3)dF (v2) — (1 — F(ps — B))(ps — C))f(vi‘zv) =

|
/N

~vin o= (L= Flos— ) — o)+ [ vaf(oa)dua = (1~ F(pa) +pa(1 - F(ps)))f(vi‘zv) -
P2
- (f vin +e— (- F(ps — B))(ps — ) — e(1 — F(pa)) + ps(1 — F(p))+
P3
+aF(pa) = paFlpa) = [ Fo)do+pa pz)f(vIN) =
P2

p3

= (—UTNJrC—(l—F(ps—ﬁ))(ps—C)Jr(pz —o)(1 = F(p2)) +p3 — p2 —/ F(v)dv>f(vTN) =

b2

= (* viy +e— (1= F(ps — B))(ps — c) + (p2 — )(1 = F(p2)) + /pS(l - F(v))dv)f(v’fN) =0
p2

Substitute now v}, and pj = ¢ then:

=p=c—(ps—c)(l=Flps—f)) <c

The Hessian matrix is negative semi-definite at the optimum.

o112 o11? ol12
0%v3 vy N Op2 vy N Ops3
-1 0 +
H] _ oI12 o112 o112 _
PI.P5,P5 Op20vi 5 02ps Op20p3 - 0 . 0
0 0
o112 o112 Ol12
Op3dviy  Op3Op2 d2p3

>
@
Il
I
—_
——
o
! o
———
I
o
——
o o
o
——
+
x
——
o o
o I
———
A
o
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Ol12
0%v3

1 1
:—1+f’(vTN)(—fqu +c+/ (vg—c)dF(Ug)-‘,—/ 76(v2+,3—c)dF(v2)

P2 P3
1 61_[2
+ (1 — F(’UQ))d’UQ) = pope = —1
p3=p LN Ip¥.ps.p%
81_[2 81—12
s =cf(p2) + 1= F(p2) —p2f(p2) — 1 = F(p2)) = 55— =0
8U1N8p2 a7111\]8172 Lk
Pl ,p5.P5
o . o112
———— = f(vin)(F(p3 —B) — F(p3) + (p3 — o) f(p3 — B)) = ———— >0
8v1N8p3 3U1N8p2 ok ok
pi,p5,P5
om? . oT1?
— = —f"(vin)(p2 — ) f(p2) > —F— =0
8}7287.)11\, 8]728'”1]\7 * ok ok
Pi.p5 .05
o112 ol12
5 = —f(vin) = 925 <0
D2 D2 pY.p5 P}
OII?
=0
Op20p3
8H2 6H2
———— = —fin) (—=p3 + ) f(p3 — B) — F(ps — B) + F(p3))) = ——F—>— =0
apgale 3103(%11\; -
PP P4
2
oIl _0
Op30p2
o112 . /
P (1= Fin)((=p3 + o) f'(p3s — B) — 2f(p3s — B) + f(p3))) <O
2
The 2. < 0 holds for § relative small and f non decreasing, or for  relative big
Ps3

and f non increasing.ll

9 Appendix B

Partially Naive Consumers

Let a partially naive consumer with habit formation coefficient § and 0 < # < 1. The

consumer values at period ¢ is:

U = vy + 0Bq—1 = viqy + 6%71
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The optimization problem of the firm is:

max 11 = S%(pF) — U (p®) + (U (p¥) — U(p")) =

U*,p1,p2

=5%p") - U"(P") —A st UN(PY) >0

and optimal consumption rule is:

p2—p3
vip = p1 + / (1= F(u))dus

p1

The expected gross surplus is the one produced in a market with a habit forming
consumer.
1 1
S9(pP) = / (01 — €)dF(v1) + F(vlp) / (vs — )dF (1)
vip p1

. / /5( + 8= o) f(v)dvydF (v1)

Uip

Moreover, A is the difference between the true and the perceived of the consumer
utility, namely:

p2—B

A=U(p®) - UN(p®) = (1 - F(vjp)) </ (1- F(vz))dw)

2—B
Then the first order conditions with respect to p; is:

O 0SS(F) vty | OA vy 0A | 9S%(pF)
op1 Ovip Opr  Ovip Op1  Opy Ip1
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Mip
0A p2—P )
Ivip - </pz—6 (1= F(U2>)d2}2) f(vip)
%U—;D_l_(l_F(pl))—F(pl)
S (P
85@](911) : = —F(vip)(p1 — ¢) f(p1)

Then, the first order condition is:

1 1
gi_<_qp+o_42;m+ﬁ—fMFwﬁ»+Afw—cmmm»)ﬂﬁaF@n

p25

_l’_

X dw>ﬂﬁgF@ﬂ—F@%Xm—@f@Q—

—p1+(p p2+6)+c+ c(l1—=F(pa—B))—c(1—F(p1) > (vip)F

_l’_

( (52— 3 m—mwwu—ﬂm—>0<mw<:
+ <1 —p1F(p1) + (p2 — B —pa + 5)) f(vip)F(p1)
F(U1P)(p1 - C)f( ) 0

Thus,

e — ¢ f(ip)F(p1)(1 = F(ps — B))
Pr= ¢ = (P2 = O TR SR+ F (o) F(vip)

The first order condition with respect to ps is:

O _0SS(pP) vty | O vgp 0N 0S%(pF)
Op2 Ovip  Opy | Ovip Opy | Opa Ip2
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The respective derivatives are:

S (P
) (1= POt (1)~ S~ 6)
g_pAQ:1_F<p2_6)_(1_p(p2_ﬁ)):F<p2_5)_F(P2—B)
Iuip ~
a_m_l_F(pz—ﬁ)

Thus, the first order condition with respect to ps becomes:
o1l ! !
= (—vipre [ s 0aren)+ [ (- dar(e)
D2 p2—0 P1

p2—p3 _ .
w7 P ) f01e) (0= F(pa = 3) + P2~ 5) = Flpa =)

— (1= F(vip))(p2 — ) f(p2 — B) =

= (=p1+ (1 —p2+ B) + et e(1— F(p2 = B)) — e(1 - F(p1))

— (1= (p2=B)F(p2—B)) = B(L = (p2 = B)) + 1 = prF(p1)+

+(p2 = B —p2+ ) (vip)(1 = F(pa = B)) — (1 = F(vip))(p2 — ©)f (p2 — )
— (F(p2 = B) = F(p2 = §)) = 0

20

f(wip)F(p1)(1 — F(p2 — f)

P P ) F G~ )L~ Flps — B) + Floa— A1+ i)

N F(ps = ) = (F(pa = )
Fwip)( = Fp = )1 = Flp2 = ) + f(p2 — A1 — Floip)

20

_/:2(1 — F(vy))dvs — /p:a — F(vs))dvs — /p1 F(vy)dvs = —1 + py

1

1

/ (02 — AP (v2) = 1 - prF(pa) - [ P

p1 p1
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Finally solving the above system of equations I get:

f(ip)F(p1)(1 — F(p2 — B8))(F(p2 — 8) — F(p2 — B))

T F1) f(ip)(1 = F(p2 — B)(1 — F(p2 — B))F(vip) + f(p2 — B)(1 — F(vip))(f(vip)F(p1)2 + f(p1)F(vip)))

. (F(pa — B) = F(p2 — B))(f(v; p) F(p1)? + f(p1) F(v}p))
F1) f(0lp)(1 = F(p2 — B)(1 — F(p2 — B))F(vip) + f(p2 — B)(1 — F(vip)(f(v}p)F(p1)2 + f(p1)F(vip))

p2=c

Thus, I see that p; < c and py > c.
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