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The moderating effects of switching costs and inertia on the customer
satisfaction-retention link: auto liability insurance service in Taiwan
Abstract

Satisfaction, inertia, and switching costs are important factors affecting customer retention. However, the moderating
effects of inertia and switching costs on the satisfaction-retention link in the auto liability insurance context have not been
concluded. The purpose of this paper is to extend and verify such a customer retention model. A questionnaire was con-
structed and data were collected from 686 policyholders of auto liability insurance in Taiwan. Confirmatory factor analy-
sis and regression techniques were then applied to analyze the data. The results indicate that customer satisfaction, inertia,
and switching costs have positive effects on customer retention. For the moderating effect, the impact of satisfaction on
customer retention decreases under conditions of high inertia and switching costs. Our findings show that the barriers
made by switching costs and the behavioral lock-in effect produced by inertia create a pull-back effect, which prevents
customers from switching to another insurance provider even in the face of dissatisfaction with the quality of service by
the existing provider. Furthermore, the key findings specify that switching costs strengthen the moderating effect of inertia

on the satisfaction-retention link and cause dissatisfied customers to retain their existing transaction relationships.

Keywords: insured satisfaction-retention, switching cost, inertia effect.

Introduction

Satisfaction has typically been viewed as an impor-
tant determinant affecting customer retention
(Oliver, 1980; Fornell, 1992; Anderson and Sulli-
van, 1993). Researchers, who investigated the satis-
faction-retention link, have shown that the relation-
ship is weak and that customers stay with the current
provider even though they state to be dissatisfied
(Schneider and Bowen, 1999). Anderson and Sriniva-
san (2003) investigate the inertia that deterred dissatis-
fied customers from moving to an alternative provider.
The inertia is the repeat purchase of the same brand
passively and without much thought (White and
Yanamandram, 2004). With inertia, customers exhibit
repeated purchasing behaviors in spite of their negative
perceptions about the existing service provider (Chin-
tagunta and Honore, 1996; and White and Yanaman-
dram, 2004). Abovementioned research results indi-
cate that although satisfaction has an impact on loy-
alty, this relationship is moderated by inertia.

Furthermore, previous literature also has examined the
impact of switching costs on customer retention
(Jones, Mothersbaugh, and Beatty, 2000; Lee, Lee,
and Feick, 2001; and Ranaweera and Prabhu, 2003)
and has shown that switching costs present barriers to
exit by customers and contribute to decision of cus-
tomers to keep their existing transaction relationships
even in the face of dissatisfaction. Previous studies
have successfully identified inertia and switching costs
that moderate the link between satisfaction and cus-
tomer retention and that can partially explain the weak
overall relationship. The abovementioned results could
be an important issue in that the impact of satisfaction
on customer retention decreases under conditions of
high inertia and switching costs.

© Li-Hua Lai, Chun-Ting Liu, Jinn-Tyan Lin, 2011.

When customers want to switch insurance compa-
nies, they must pay greater switching costs in terms
of search costs (the costs of time spent for search-
ing information about claims settlement service,
investment behavior, and financial stability of insur-
ance companies, etc.) and transaction costs (the costs
of time and effort needed for bargaining price and
administrative activities), according to existing lit-
erature review on insurance, particularly from Berger,
Kleindorfer, and Kunreuther (1989), Posey and Yavas
(1995), Posey and Tennyson (1998), Schlesinger and
Schulenburg (1991), and Eckardt (2008). There is a
high degree of information asymmetry that exists
between insurance companies and customers. In gen-
eral, customers are placed in a weak position in
terms of insurance information (Cummins and Do-
herty, 2006). These costs enable the insurance com-
pany to exert a certain degree of monopolistic power
over its current customers (Williamson, 1979). In
addition, a predominant feature of the insurance in-
dustry is that only a relatively small number of cus-
tomers exit from their current insurance companies
(Crosby and Stephens, 1987). Crosby and Stephens
(1987) indicate that after purchasing the insurance
policy, many policyholders probably put the insur-
ance policy away and forget it for extended periods
of time. Without a triggering cue, such as a call from
an outside agent or sales staff, the policy is protected
from termination by the policyholder’s own inertia.
Furthermore, since auto insurance in Taiwan is a ho-
mogenous contract', customers who are lazy or do not
want to put forth the necessary effort are strength-
ened in their desire to save time or avoid new
choices, causing customers to remain in their existing
transaction relationships in consideration of a lack

' This study focuses on auto liability insurance in Taiwan since auto
liability insurance contracts currently sold by Taiwanese insurance
companies have identical contract terms and contents, and thus these
can be viewed as homogenous contracts.
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of heterogeneity between contracts (Bloemer and
Kasper, 1995). Switching costs and inertia necessar-
ily play a critical role in customer retention in the
auto insurance market. This study focuses greatly on
this subject due to shortcomings in previous research.
Next, when customers find that switching auto insur-
ance providers require renewed expenditures in
switching costs, such as search costs and transaction
costs, lazy customers may willingly fall into inertial
behaviors to avoid paying so many costs again. Cus-
tomers may choose their previous service providers,
thus manifesting the behavioral lock-in effect (Bar-
nes, Gartland, and Stack, 2004). This phenomenon
suggests that switching costs further cause inertia to
reduce the impact of satisfaction on customer reten-
tion. Previous literature generally only discussed the
impact of either switching costs or inertia on customer
retention and did not integrate switching costs and
inertia to examine the impact of the interaction effect
between the two on the satisfaction-retention link. A
question that should be examined in greater depth
is: Do the barriers made by switching costs and the
behavioral lock-in effect produced by inertia create a
pull-back effect, which prevent customers from aban-
doning transaction relationships even in the face of
dissatisfaction with service quality? The customer
retention based on inertia and switching costs has
primarily focused on the service industry, and little
research concentrates on the insurance industry. We
hypothesize that the barriers to customer exit pre-
sented by switching costs strengthen the impact of
inertia in weakening the relationship between satis-
faction and customer retention in the auto liability
insurance market. In this study, we use the theory of
the relationship marketing and questionnaire data,
build a sample empirical analysis of the relation-
ship marketing on customer retention, satisfaction,
inertia, and switching costs of auto liability insurance
in property and casualty insurance, and then perform
regression techniques to test the effects of the
abovementioned issues. The findings of this study
have implications on both theory and practice.

This paper is organized as follows. Section 1 pre-
sents the literature review and hypothesis. Section 2
describes the data, including market analysis, data
collection and sample characteristic analysis. Section 3
discusses the methodology, including factor con-
structs measurement, confirmatory factor analysis
and regression analysis Section 4 explains research
results, discussion, and implications and a conclusion
ends the paper in the final Section.

1. Literature review and hypothesis

1.1. Customer satisfaction as a driver of cus-
tomer retention. Satisfaction is defined as the de-
gree of overall pleasure or contentment felt by the
customer, resulting from the ability of the service
to fulfill the customer’s desires, expectations, and

70

needs (Hellier, Geursen, Carr, and Rickard, 2003).
Customer retention is defined as the future propensity
of a customer to stay with the service provider (Mor-
gan and Hunt, 1994). Customer satisfaction can in-
crease customer retention, lower price sensitivity, help
gain market share from competitors, reduce costs of
attracting new customers, and improve a firm’s market
reputation (Sheth and Sisodia, 1999). Conceptually,
higher satisfaction should diminish the perceived bene-
fits of switching service providers, thus produce higher
customer retention (Anderson and Sullivan, 1993).
As a result, many service providers adopt strategies
to improve customer satisfaction with the goal of
strengthening ties with customers and increasing cus-
tomer retention (Ravald and Gronroos, 1996). Many
other studies have shown that satisfaction positively
impacts on customer retention (Bolton, 1998; Cronin
and Taylor, 1992; Danaher and Mattsson, 1998; For-
nell, 1992; Jones et al., 2000; Mittal and Lassar, 1998;
Oliver, 1980; Ranaweera and Prabhu, 2003; Rana-
weera and Neely, 2003; Swan and Trawick, 1981;
Taylor and Baker, 1994; and Tsoukatos and Rand,
2006). To be consistent with previous research, we
therefore hypothesize that:

HI: Customer satisfaction has a positive effect on
customer retention.

1.2. Inertia as a driver of customer retention. Iner-
tia is illustrated as a consistent pattern of purchasing
the same brand almost every time a consumer shops.
This is manifested by purchase of a brand out of habit
and merely because less effort is required (Solomon,
1994) to do so. With inertia, the customer does not
find it worthy to spend time and go through the deci-
sion process entailed in selecting another brand (As-
sael, 1998). Inertia is a non-conscious form of human
emotion, and it has been conceptualized as a single
dimensional construct consisting of “passive service
patronage without true loyalty” (Huang and Yu,
1999). True loyalty is a propensity to make a repeated
purchase that is enduring and constant over time,
whereas the effect of inertia is repeated purchase
made passively without much thought or that is done
despite negative perceptions of the customer about a
brand (Chintagunta and Honore, 1996). With regard
to insurance industry, many policyholders probably
put their insurance policies away and forget about
those (Crosby and Stephens, 1987). Without a trig-
gering cue, such as a call from an outside agent or
sales staff, the policy is protected from termination by
the policyholder’s own inertia. Hence, it is expected
that the more inert the policyholders are, the higher
probability there is for the customers to stay with
their current auto insurance providers. Accordingly,
we introduce the following hypothesis:

H2: The higher is the level of inertia, the greater is
the level of customer retention.
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1.3. Moderating effect of inertia. Inertia is the repeat
purchase of the same brand passively without much
thought (White and Yanamandram, 2004). The
repeated purchasing behaviors may even be in
spite of the consumer’s negative perceptions about
the brand (Chintagunta and Honore, 1996; and
White and Yanamandram, 2004). Anderson and
Srinivasan (2003) use e-commerce as a case to study
and test the moderating effect of inertia between
satisfaction and loyalty. Their results show that
when customers have a higher level of inertia, the
impact of satisfaction on loyalty decreases; con-
versely, a lower level of inertia is associated with a
greater impact of satisfaction on loyalty. It is evident
that inertia has an impact on customer consideration
of feasible replacements and that customers with
higher level of inertia do not consider choosing al-
ternative service providers even in the face of dissat-
isfaction. As a result, we suggest that when custom-
ers have a high level of inertia, the impact of satis-
faction on customer retention decreases. Thus, we
hypothesize the following:

H3: When customers have a high level of inertia, the
impact of satisfaction on customer retention decreases.

1.4. Switching costs as a driver of customer re-
tention. Switching cost is formally defined as the
cost of changing services in terms of time, mone-
tary value, and psychological factor (Dick and Basu,
1994). In the insurance market, switching costs may
be incurred from switching from current insurer to
another (Williamson, 1979). Such costs may include
search costs (the costs of time spent for searching
information about claims settlement service, in-
vestment behavior, and financial stability of insur-
ance companies, etc.) and transaction costs (the costs
of time and effort needed for bargaining price and
administrative activities) (Berger et al., 1989; Eckardt,
2008; Posey and Yavas, 1995; Posey and Tennyson,
1998; Schlesinger and Schulenburg, 1991; and Wil-
liamson, 1979). These costs enable the insurer to
exert a certain degree of monopolistic power over its
current customers (Williamson, 1979). Thus, once an
auto insurance company is chosen, there exists a
switching cost for changing insurers, thus reducing
the intention of customers to switch (Dahlby and
West, 1986; and Schlesinger and Schulenburg, 1993).
Switching costs make changing service providers
more expensive and create a dependence of the cus-
tomer on the service provider (Morgan and Hunt,
1994). As perceived switching costs increase, custom-
ers are less likely to change service providers (Ping,
1993; Bansal and Taylor, 1999; Jones et al., 2000;
Lee et al., 2000; and Ranaweera and Prabhu, 2003).
Thus, the larger are the switching costs, the higher is
the customer retention of the same service provider.
In line with previous research, we hypothesize that:

H4: Perceived switching costs have a direct positive
effect on customer retention.

1.5. Moderating effect of switching costs. While
the main effect of switching costs on customer re-
tention has been empirically supported in a number
of studies, some papers also have examined the
moderating effect of switching costs on the satisfac-
tion-retention link. Jones et al. (2000) suggest that
when perceived switching costs are lower, unsatisfied
customers are less willing to stay than satisfied cus-
tomers; when perceived switching costs are higher,
unsatisfied customers keep their current providers.
Their results indicate that the impact of core-
satisfaction on repurchase intentions decreases un-
der conditions of high switching costs. Some em-
pirical studies have shown that the relationship
between satisfaction and customer retention is weak:
as switching costs increase, sensitivity of customers
to satisfaction diminishes (Hauser, Simester, and
Wernerfelt, 1994; Jones et al., 2000; and Lee et al.,
2000). Therefore, another hypothesis is:

H5: As perceived switching costs increase, the rela-
tionship between satisfaction and customer retention
diminishes.

When customers want to switch insurance companies,
they must pay higher switching costs, particularly
search and transaction costs. Customers who are lazy
or who find the process troublesome will willingly fall
into inertial tracks to avoid repaying the said costs;
these customers choose to remain with their current
service providers, manifesting a behavioral lock-in
effect (Barnes et al., 2004). This phenomenon occurs
due to the high degree of information asymmetry pre-
sent in the insurance market. For customers who lack
insurance information, it is necessary to search for
relevant insurance information, and evaluate and select
service providers with better service quality when they
want to choose a new insurance company with whom
they wish to establish a relationship. When customers
perceive that they must spend a greater amount of time
and effort to search for and choose service providers
with better service quality, customers with higher lev-
els of inertia are more willing to maintain current
transaction relationships, manifesting the behavior
lock-in effect. Thus, switching costs produce barriers
to customer exit and strengthen inertia in weakening
the impact of satisfaction on customer retention. Ac-
cordingly, we present the following hypothesis:

H6: As perceived switching costs increase, the mod-
erating effect of inertia on the relationship between
satisfaction and customer retention strengthens.

2. Data

2.1. Market analysis. Marketing channels of auto
insurances in Taiwan include broker and independent
agent channels and direct writer channel. The empiri-
cal analysis is based on data from the auto insurance
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market in Taiwan. The annual worth of the auto insur-
ance providers is $44.4 billion in premiums (2008), of
which 27.7, 7.7, 24.7, and 39.9 percent are accounted
for by auto damage insurance, theft insurance, volun-
tary third party liability insurance, and compulsory
liability insurance, respectively. There are 14 major
providers of auto insurance in the market, the concen-
tration index from 2007 to 2009 is 0.1133, 0.1110,
and 0.1079, respectively'. The highest market ratio is
lower than 25% and the market share from the second
to fifth places is about 10%-6%, therefore, the market
may be considered reasonably competitive. To com-
pare the customer retention under identical contracts,
we used as samples policyholders who had simulta-
neously purchased compulsory auto liability insur-
ance and voluntary auto third party liability insurance.
These policyholders constituted over 64% of the
renewal business in the Taiwanese auto insurance
market. Thus, it helped us to observe the intention of
customers in staying with their existing insurance
companies after their auto insurance contracts expire.

2.2. Data collection and sample characteristics. Our
sample included individual customers who simulta-
neously purchased compulsory auto liability insur-
ance and voluntary auto third party liability insurance
in Taiwan. To ensure that the sample data had re-
gional representativeness, we distributed 600, 300,
and 300 surveys each in the northern, central, and
southern regions of Taiwan. Here, we chose to dis-
tribute 1200 copies of the questionnaires to obtain a
reliable sample size (about 700 questionnaires) be-
cause we estimated that the recovery rate of ques-
tionnaires will be 60% upon distribution. Individual
surveys were distributed via insurance sales staff. In
other word, questionnaires were distributed through
staffs of the insurance company. Those who were
insured with an age of 18 years old and above (only
people above the age of 18 could get their driver’s
license) and who have bought the voluntary auto third
party liability insurance were qualified as respondents
of the questionnaire. Hence, the objects that the ques-
tionnaires were distributed to were not specifically
screened, but they conformed to the actual situation
in the Taiwan market. The survey distribution period
of this paper lasted from January to June 2009. A
total of 785 questionnaires were collected. After dis-
carding 99 incomplete questionnaires which among
the questionnaires collected, 99 questionnaires had
incomplete answers and were thus deleted. The final
sample size was 686. The empirical literature of rela-
tionship marketing places no strict limitation on the
size of the samples to ensure credibility. Note that we
have listed several empirical articles referred to by
this paper to prove the proper size of the samples.

! We use the market share of all insurers to calculate the Herfindahl
Index as the concentration index.
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The literature we listed here described the size of
samples (between 200 and 600). These articles were
all published in the management and marketing jour-
nals (Danaher and Mattsson, 1998; Jones et al., 2000;
Lee et al., 2001; Morgan and Hunt, 1994; Ranaweera
and Prabhu, 2003; Ranaweera and Neely, 2003;
Tsoukatos and Rand, 2006). Hence, the size of the
samples in this paper (686) shall be reasonably re-
garded as reliable. Table 1 shows the samples charac-
teristics of the demographics. In terms of gender,
male respondents constituted 57.0% of the overall
sample; female respondents made up 43% of the
sample. In terms of age, the primary age range of
correspondents was between 31 and 50 years, and
these respondents accounted for 62.2% of the overall
sample. In terms of education background, university
or college graduates accounted for the highest pro-
portion of respondents at 41.5%. A majority, or
54.8%, of respondents lived in northern Taiwan.
With regard to the samples obtained through the
questionnaire, the percentages in terms of gender,
age, and education were quite close to those of the
entire population”. This could prove the representa-
tiveness of the sample data as described in this paper.

Table 1. Sample characteristic

Sample ltems Population | Frequency Sample
characteristic percent (%) | (N=686) | percent (%)
Gender Male 56.20% 391 57.0%

Female 43.80% 295 43.0%
18-30 23.03% 130 19.0%
Respondent | 31-40 28.68% 217 31.6%
age 41-50 27.01% 210 30.6%
Over 51 21.28% 129 18.8%
Doy | e
Universit 46.03%
niversity or o
. college graduates 285 41.5%
Education —
Senior high 3455% | 270 39.4%
school graduates
Junior high 19.42% 56 82%
school graduates
Resid Northern region 45.48% 376 54.8%
oo %8 Central region 25.45% 155 22.6%
Southern region 29.07% 155 22.6%

Table 2 illustrates the descriptive statistics and
simple bi-variate correlation coefficients among
the factor constructs. The results suggest significant
positive effects of satisfaction, inertia and switch-
ing costs on customer retention, with inertia
explaining a higher proportion of variance in
the dependent variable customer retention (CR)
than satisfaction (S) and switching costs (SCO).

2 We took the demographics of those who are employed (above the age
of 15) from the Directorate General of Budget, Accounting and Statis-
tics, Executive Yuan, Taiwan, as the population percentage because the
voluntary auto third party liability insurance in Taiwan does not include
education and income as factors for risk classification.
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Table 2. The descriptive statistics and correlation coefficients of the variables

Variables Mean Standard deviation Maximum Minimum CR N / SC
Customer (CR) 5.063 1.242 7 1 1
Satisfaction (S) 4,050 1.377 7 1 0.445* 1
Inertia (/) 4,652 1.170 7 1 0.557" 0.622' 1
Switching costs (SC) 4.299 1.397 7 1 0.494 0.223 0.334° 1

Note: * Correlation is significant at 0.01 level.

3. Methodology

Our methodology covers three procedures. The first
procedure described the steps in measuring factor con-
structs, i.e., how to produce questionnaire items for
factor constructs. The subsequent process examined
whether or not the reliability and validity of question-
naire items conform to standard values with the con-
firmatory factor analysis and indexes, which include
the Model Fit Index in Table 3 and reliability and va-
lidity of questionnaire items for confirmatory factor
analysis in Table 4. After having examined that the
questionnaire items for factor constructs indeed con-
formed to the reliability and validity levels, we aver-
aged the scores of the questionnaire items for factor
constructs. The last step was to execute the regression
analysis to validate the hypothesis in this paper. Pursu-
ant to the steps of study in this text, we designed the
structure of methodologies into factor constructs
measurement, confirmatory factor analysis, and re-
gression analysis. Each of these procedures is dis-
cussed below.

3.1. Factor constructs measurement. Measures for
all factor constructs were taken from the existing
literature. Customer retention, satisfaction, switching
costs, and inertia were all measured using multiple
items, seven-point Likert scales. The customer reten-
tion items were based on Morgan and Hunt (1994).
Respondents were instructed to rate their intention to
stay with their current auto insurance company in the
future. The satisfaction items were an adaptation of
those used by Hellier et al. (2003) and aided in the
evaluation of the degree of overall pleasure or con-
tentment felt by the customer resulting from the abil-
ity of the service provider to fulfill the customer’s
desires, expectations, and needs in relation to the
service. The items that measured inertia were adopted
from Huang and Yu (1999), and Anderson and Srini-
vasan (2003). The measures show a consistent pat-
tern of purchasing an insurance contract form the same

insurer in the future; the insurance is purchased out of
habit merely because less effort is required to do so
and since the customer does not find it worthy to go
through another decision process entailed in looking
for another service provider. To measure switching
costs, we adopted the items from Jones et al. (2000),
captured costs across a variety of dimension, and
focused on the overall perception of time, money, and
effort associated with switching auto insurance com-
panies. All questionnaires of the four factor con-
structs are provided in Table 4. We then employed
confirmatory factor analysis to confirm the reliability
and validity of the factor constructs measurement.

3.2. Confirmatory factor analysis. We tested the
factor constructs measurement via confirmatory factor
analysis (CFA) using AMOS 4.0. The fit index of
CFA is shown in Table 3. Results indicated that al-
though the chi-square statistic was significant [chi-
square (59) = 101.71; P < 0.01] as is common with
large sample sizes and as root mean square residual
(RMR) exceeded the suggested value, the CFA none-
theless revealed a relatively good fit to the data [chi-
square (59) = 101.71, p = 0.00, GFI = 0.978, AGFI =
0.966, CFI = 0.993, RMR = 0.055, RMSEA = 0.033],
confirming the efficiency of our measurement model.
With regard to reliability and validity, the results are
shown in Table 4. The scales showed acceptable reli-
ability as all coefficient alphas were greater than 0.8
(Nunnally, 1978). In addition, all measures of compos-
ite reliability were greater than 0.80, and all average
variance extracted (AVE) estimates were greater than
0.5 (Fornell and Larcker, 1981). Given evidence of
convergent validity, all the items had significant load-
ings on their respective factor constructs (Anderson
and Gerbing, 1988). Discriminant validity was evi-
denced by the fact that none of the confidence intervals
of the phi estimates between the pairs of constructs
included 1.0 (Anderson and Gerbing, 1988). Table 4
summarizes the results of the item description, factor
loading, AVE, reliability, and validity test.

Table 3. Summary of fit indices of the model

Fit indices 27 P 221 d.f. ratio GFI AGFI CFI RMR RMSEA
Value 101.71 0.000 1.724 0.978 0.966 0.993 0.055 0.033
Suggest value >0.05 <3 >0.90 >0.90 >0.95 <0.05 <0.07

Note: 72/ d.f ratio<3* , GFI> 0.90, AGFI > 0.90%, CFI > 0.95*, RMR < 0.05, RMSEA < 0.07*'.
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Table 4. The reliability and validity of the factor constructs measurement

) Factor Coefficient Composite Average variance
Factor constructs/item . t-value -
loading alpha reliability extracted
Customer retention
| intgnd to remain with my current auto insurance company when my contract 0836 ) 0.899 0.899 0.749
expires.
| intend to remain with my current auto insurance company for the two years. 0.899 28.399 0.899 0.899 0.749
;Z;;a;d to remain with my current auto insurance company for the next few 0.860 26.783 0.899 0.899 0.749
Reference: Morgan and Hunt (1994)
Satisfaction
| am pleased that | purchased auto insurance from the company. 0.889 - 0.910 0.914 0.729
My decision to purchase auto insurance from the company was a wise one. 0.912 34.068 0.910 0.914 0.729
| feel good about my decision to purchase the company’s auto insurance. 0.868 31.805 0.910 0.914 0.729
| would positively recommend the company’s auto insurance to other people. 0.735 23.362 0.910 0.914 0.729
Reference: Hellier et al. (2003)
Inertia
Unless othe_r companies provide very gdvantageous conditions, I'm already 0.795 ) 0.857 0.870 0.692
used to getting auto insurance from this company.
Unless | became very dissatisfied with this auto insurance company, changing 0.785 20.428 0.857 0.870 0.692
to a new one would be a bother.
Unless | beca_rne very dissatis_ﬂed with this auto insurance company, switching 0.910 21110 0.857 0.870 0.692
to a new one is very inconvenient for me.
References: Huang and Yu (1999) and Anderson and Srinivasan (2003)
Switching costs
For me, the costs in time, money, and effort to switch auto insurance company 0.845 B 0.904 0.905 0.760
are high.
In general it would be a hassle changing auto insurance company. 0.877 28.053 0.904 0.905 0.760
It would take a lot time and effort changing auto insurance company. 0.893 28.800 0.904 0.905 0.760
Reference: Jones et al. (2000)

3.3. Regression analysis. Marketing literature gener-
ally conducts the regression analysis on the average of
scores for questionnaire items for factor constructs.
This paper followed here the practice of the literature
mentioned above and took the averages of customer
retention, satisfaction, inertia, and switching costs. To
provide empirical evidence to our hypotheses, we
proposed an ordinary least squares (OLS) regression
for the dependent variable CR, which represented the
intention that the customers would continue to stay
with their current auto insurance company in the fu-
ture. For the proposed model, we employed six inde-
pendent variables: the continuous variable for satisfac-
tion, inertia, switching costs, and their binary and ter-
nary interaction terms. To test this, we constructed the
following model:

CR=B,+B S+, 1+p,-SC+p,-S-1+
+5-S-SC+p,-S-1-SC+g,,

where CR represented the customer retention, S rep-
resented the satisfaction, / represented the Inertia, SC
represented the switching costs, S - I represented the
binary interaction term of satisfaction and inertia,
S+ SC represented the binary interaction term of satis-
faction and switching costs, S - I - SC represented the
ternary interaction term of satisfaction, inertia and
switching costs, and & was the error term. We
then conduct the regression analysis on the aver-
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age of scores for questionnaire items for customer
retention, satisfaction, inertia, and switching costs.

In this model, we were interested in the regression
coefficient of the satisfaction, inertia, switching
costs, and their interaction term. We expected the
regression coefficients of satisfaction, inertia and
switching costs to be positive (4 > 0, 5, > 0, 35> 0)
as the higher the level of satisfaction, inertia, and
switching costs, the higher the level of customer
retention. In addition, a negative correlation may
exist between the binary interaction and customer
retention (£ < 0, fFs < 0), since the impact of satis-
faction on customer retention decreases under con-
ditions of high inertia and switching costs. The most
interesting outcome was the regression coefficient
of the ternary interaction term; we predicted this
coefficient to be negative (5 < 0), which means that
as perceived switching costs increase, the moderat-
ing effect of inertia on the relationship between
satisfaction and customer retention strengthens.

4. Empirical model and results

4.1. Regression model. This study utilized regression
analysis to test the hypotheses. Four regression mod-
els were established for this study. In Table 5, Model
1 contains the direct effect of satisfaction, inertia, and
switching costs. Models 2 and 3 add binary interac-
tion terms between inertia, switching costs, and satis-
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faction to the main effects model. Model 4 incorpo-
rates the ternary interaction effect of switching costs,
inertia, and satisfaction.

However, to prevent interference with regression
coefficient estimates resulting from multicollinearity
problems between interaction variables in the
model, we changed the origin of each continuous
independent variable through standardization (see
Aiken and West, 1991; Irwin and McClellan, 2001;
and Ranaweera and Prabhu, 2003). The resultant
models are shown in Table 5. These show that the
VIF (variance inflation factor) corresponding to each
independent variable is less than 4, indicating that
the variance inflation factors are well within the ac-
ceptable limit of 10 (Ranaweera and Neely, 2003).

In Model 1, the results show support to all the main-
effects predictions. Consistent with H1, H2, and H4,
results indicate that customer satisfaction (4 = 0.151,
P =<0.01), inertia (= 0.349, p <0.01), and switch-
ing costs (f=0.344, p < 0.01) each has a significant
impact on customer retention. Next, we tested for
whether inertia and switching costs moderate the
relationship between satisfaction and customer re-
tention. Results of the Model 2 also support the H3.
The significant binary interaction between inertia and

satisfaction indicates that the relationship between
satisfaction and customer retention depends on the
level of inertia (8 = -0.072, p < 0.05). The interac-
tion’s negative sign supports our prediction that as
inertia rises, the association between satisfaction
and customer retention diminishes. Model 3 shows
that switching costs and satisfaction also have a
significant negative interaction effect (4= -0.192,
p < 0.01), indicating that the association between
satisfaction and customer retention depends on the
switching costs. The interaction’s negative sign also
supports our prediction that as switching costs in-
crease, the relationship between satisfaction and
customer retention diminishes. This result also sup-
ports HS.

Finally, we also present that the ternary interaction
effect of switching costs, inertia, and satisfaction is
significant and negative, thus confirming H6. The
significant ternary interaction’s negative sign also
supports our prediction that as switching costs
increase, the negative moderating effect of inertia
on the relationship between satisfaction and customer
retention strengthens (#=-0.098, p < 0.01) as shown
in Model 4. This indicates that switching costs and
inertia, where appropriate, can be an effective, alter-
native means of strengthening customer retention.

Table 5. Regression models testing main and interaction effects of satisfaction, inertia and switching
costs on customer retention

Explanatory Dependent variable: customer retention (CR)
variable Expectedsign | Model 1 /3(t-value) | Model 2 4(t-value) | Model 3 4(t-value) | Model 4 (t-value) | VIF
Main effects
T 0.151™ 0.176™ 0.269™ 0.280™
Satisfaction (S) + (4.097) (4.605) (5.792) (6.025) 2.666
. 0.349™ 0.349™ 0.320™ 0.335™
Inertia (1 * (9.144) (9.185) (8.272) (8.622) 1.871
L 0.344™ 0.333" 0.466™ 0.504™
Switching costs (SC) + (11.326) (10.773) (9.494) (9.926) 3.193
Binary interaction effects
S/ -0.072" -0.062" -0.076™ 1.182
i (-2.360) (-2.034) (-2.473)
-0.192" -0.183™ 3.771
S-SC (-3.468) (-3.320)
Ternary interaction effects
-0.098™
SI-SC (:2.746) 1.566
Adj R? 42.9% 43.3% 44.2% 44.7%
F-value 172.486" 131.625" 109.410* 93.309"

Notes: Regression parameters (f3;) are standardized value. ™ significant at 1%, ” significant at 5%.

4.2. Discussion and implications. This study uses
auto liability insurance service as a case for study.
The implications for both theory and practice are
discussed below.

From a related theory view, this paper moves beyond
satisfaction and suggests that inertia and switching
costs are also important factors affecting customer
retention. The main effects of the three variables are
all statistically significant and have correct signs. A

positive relationship exists between satisfaction and
customer retention. Thus, a plan for creating cus-
tomer satisfaction is a necessary means of maintain-
ing sustained customers, and high service quality is
a critical element in determining repurchases by
customers (Tsoukatos and Rand, 2006). In addition,
switching costs make barriers to customer exit and
inertia causes customers to remain in their existing
behavioral tracks. However, the impact of satisfaction
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on customer retention is not as important as that of
inertia and switching costs. It is apparent that iner-
tia and switching costs play important roles when
customers decide whether or not to remain with
their current auto insurance providers. For the
moderating effects, our results show that inertia
and switching costs weaken the impact of satisfac-
tion on customer retention. Switching costs play a
role in presenting barriers to customer exit, while
inertia causes customers to remain in existing be-
havior tracks and produce a behavior lock-in ef-
fect. Customers with larger switching costs or with
higher level of inertia are better able to tolerate
dissatisfaction and remain with current service
providers. Furthermore, the key findings also re-
veal that switching costs strengthen the moderating
effect of inertia on the satisfaction-retention link.
In other words, the barriers made by switching
costs to customer exit strengthen the behavior lock-
in effect produced by inertia and cause dissatisfied
customers to raise their retention. Thus, to reduce
the intention of customers to switch service pro-
viders, insurance companies should construct
transaction models with switching costs to activate
customers’ existing inertia as a marketing strategy
to strengthen customer retention.

From insurance practice view, the key findings indi-
cate that insurance companies should build up
switching costs to retain existing customers despite
their lack of satisfaction with poor service quality.

In the insurance market, customers who have es-
tablished close relationships with sales staff have
higher customer retention, particularly since they
face uncertainties in the reduction of service qual-
ity if they purchase insurance from a new com-
pany. In addition, due to the high degree of asym-
metric information in the insurance market, cus-
tomers who lack adequate information must search
again for relevant insurance information and must
make an assessment of available services to select
a new insurance company if they want to switch
insurers. When a customer perceives that he/she
must spend a greater amount of time and energy to
search and select a service provider with better
service quality, the appropriate use of positive
switching costs, such as the emotional relationship
established by sales staff and the maintenance of
interpersonal ties (Jones, Reynolds, Mothersbaugh
and Beatty, 2007), make imitation by competitors
difficult, facilitating customer retention.

However, if a customer uses the network for a long
time, some regularities of this customer will be re-
vealed, thus generating customer habit (Wang,
Fang, and Yun, 2006). As a result, through the con-
ventional access, the Internet can be used to create a
convenient space for consumers. For example, an
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insurance company can construct a user-oriented
website design, including varied content and consul-
tation, to strengthen the level of inertia. Due to secu-
rity concerns about the Internet, insurance compa-
nies must also strengthen users’ confidence in the
security of Internet use to ensure the safety of Inter-
net transactions and establish mechanisms for iden-
tifying verification. Insurance companies also may
change the usage model for insurance renewal
through convenient Internet operations, incentiviz-
ing customers to enter inertia tracks and improving
customer retention.

Finally, higher switching costs cause customers to
keep existing transaction relationships and strengthen
the moderating effect of inertia on the satisfaction-
retention link. Auto insurance providers should ac-
tively try to strengthen ties with existing customers.
Insurance companies can appropriately combine with
other financial institutions to use -cross-selling
strategies and develop an integrated electronic finan-
cial business mechanism to satisfy the one-stop shop-
ping needs of customers. When customers can pur-
chase other different types of insurance policies from
their existing insurance companies, they face higher
risk and increase their switching costs when they
switch to other insurance companies. However, in
Taiwan, all insurers use age and gender as the pri-
mary determination of human factors. The claim
records of the tariff rating system operate through the
bonus-manus coefficient. An important feature of the
bonus-manus coefficient is that the coefficient be-
longs to the policyholder due to the claim informa-
tion-sharing system. A policyholder cannot take a
new coefficient when he/she wants to switch insurers,
therefore, insurers can not be allowed to charge dif-
ferent premium and use different risk classification
variables, but are permitted to charge different prices
due to various discount on their premium.

Developing multiple financial services with custom-
ers can deepen mutual dependence and can induce
the formation of inertia by raising switching costs. By
doing so, these lazy customers may choose their pre-
vious service providers, producing the behavioral
lock-in effect, facilitating customer retention. How-
ever, we emphasized that increasing the switching
cost for customers is only a means for marketing and
insurance companies to ensure service quality. If the
insurance company only considers the increase in
switching cost for customers and forces the custom-
ers to remain in the existing transaction relationship
without increasing customer satisfaction, they cannot
avoid the negative word-of-mouth by customers, and
against the target of developing a long-term relation-
ship. Hence, it becomes an important concern when
modern service quality and regulation theory are
applied to insurance.
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Conclusion

The previous section has examined satisfaction,
inertia, and switching costs as the drivers of cus-
tomer retention. Our research attempts to build a
more complete framework of the factors that influ-
ence customer retention. Nevertheless, this paper
has some limitations that offer opportunities for
future research. First, this study is limited to the
exploration of the effects of inertia and switching
costs on the customer retention of homogeneous
contract. In the future, under the wave of differenti-
ated services, various companies will design insur-
ance products matching their respective market
segments. Thus, with regard to differentiated insur-
ance contract, the reexamination of the relationship
between the abovementioned variables is a topic
worth studying. Second, our questionnaires did not
ask whether customers recently made a claim. How-
ever, the intention of retaining these customers
could be different from those who did not make the
claim because customers will decide whether or not
they will stay based on the service of the claim set-
tlement, thus, the claims experience should be added
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