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ABSTRACT

Many recent class-action antitrust lawsuits have been settled with discount con-
tracts in which the defendants agree to sell to the plaintiffs in the future at a dis-
count off of the retail price charged to other buyers. The sellers can offset such
discounts, however, by increasing the retail price. I show that these settlements have
very small effects on the average price paid by all consumers; the harm to nondis-
count consumers is about equal to the benefits to discount consumers. Since nondis-
count buyers are not parties to these cases, however, the courts usually ignore the
effect on them. Furthermore, the punishment imposed on sellers is much smaller
than the cost to nondiscount buyers. I then examine an alternative form of ‘‘coupon
settlements’’ that need not give sellers an incentive to raise price. The analysis is
applied to recent settlements in the airline, auto, photocopying, and electronic game
industries.

I. INTRODUCTION

A DISCOUNT contract is an agreement that a company will sell to a buyer
at a given discount off of the price that it offers to other buyers. Compared
to the price charged to other buyers (which I will call the ‘‘retail price’’),
a discount can be money-denominated (for example, $50 off) or percentage-
denominated.! Discount contracts are commonly used by large purchasers,
including many government agencies, in buying from companies that also
sell at a posted retail price to other consumers.

Recently, a number of settlements of class-action lawsuits, most over al-
leged antitrust violations, have utilized such contracts in the form of dis-
count coupons. For instance, the 1994 settlement of a class-action price-

* For helpful comments and discussions, I thank Jim Brander, Dennis Carlton, Judy Che-
valier, Aaron Edlin, Joe Farrell, Jeff MacKie-Mason, Greg Shaffer, an anonymous referee
and seminar participants at the University of British Columbia, and the Universities of Cali-
fornia at Berkeley, Davis, and Santa Barbara. Victor Stango provided excellent research as-
sistance. Any remaining errors are my own.

! Throughout this article, I focus on money-denominated discounts. An earlier draft
showed that the conclusions also hold for percentage-denominated discounts.

[Journal of Law and Economics, vol. XXXIX (October 1996)]
© 1996 by The University of Chicago. All rights reserved. 0022-2186/96/3902-0001$01.50

379



380 THE JOURNAL OF LAW AND ECONOMICS

fixing lawsuit against the major U.S. airlines was concluded with the air-
lines issuing more than $400 million in discount coupons to consumers who
demonstrated that they purchased certain air travel between January 1988
and June 1992. Xerox settled a lawsuit in 1993—regarding claims that it
refused to sell parts to competing service providers in order to lock them
out of the equipment service business—by issuing $225 million in ‘‘trans-
ferable certificates’” to service providers and owners of Xerox equipment.’
General Motors agreed in 1993 to settle a lawsuit over the safety of its
pickup trucks by issuing $1,000 coupons to owners of these trucks, which
would be good toward purchase of a new GM truck, but this settlement was
later thrown out by a federal appeals court.’

Coupons can be used to price discriminate, of course, if those who have
a greater demand elasticity for the firm’s product are also more willing to
take the time to obtain and use the coupon.* Some ‘‘coupon settlements’’
of class-action lawsuits clearly facilitate price discrimination by the seller
since the coupons are of such low value that a significant proportion of pos-
sible beneficiaries would not find it worth the time or inconvenience to ob-
tain and use the coupons even if they bought the product. This was almost
surely true, for instance, in a price-fixing case against a soft drink bottler
that was settled by requiring that the bottler attach 20¢-off coupons to
250,000 of its 2-liter bottles.’ In the cases discussed above, however, the

2 See Milo Geyelin, Xerox Agrees to Vouchers in Settlement, Wall St. J., December 8,
1993, at B8.

? See Douglas Lavin, GM Settlement Is Cleared in Suit on Pickup Trucks, Wall St. J.,
December 17, 1993, at AS; and Barry Meier, Court Rejects Coupon Settlement in Suit over
G.M. Pickup Trucks, N.Y. Times, April 17, 1995, at A1. Among other recent cases: a 1992
settlement of price-fixing charges against five bulk popcorn distributors in Minnesota that
included $2.1 million of discount coupons, settlement of a 1993 case against three oil compa-
nies for fixing gasoline prices that included distribution of $11.5 million in discount coupons
for gasoline to businesses in four western states, a 1994 settlement of a class-action price-
fixing suit against Circa Pharmaceuticals that included $2.5 million in coupons for Circa
products, and a 1995 settlement of a price-fixing case against four Houston plumbing supply
dealers that included $1.5 million in discount coupons. Fred Gramlich, Scrip Damages in
Antitrust Cases (Discussion Paper No. 86-1, U.S. Dep’t Justice, Economic Analysis Group,
January 1986), cites 20 pre-1986 antitrust cases that involve the use of ‘‘scrip’” in settle-
ments, though some do not involve discount contracts as I define them here.

4 Ralph Winter, Colluding on Relative Prices, Rand J. Econ. (in press), discusses the in-
centives for firms to issue such coupons and to collude on limiting their use. The antitrust
case that motivated his work—against Boston area supermarkets for agreeing not to ‘‘dou-
ble’’ coupond—resulted in a ‘coupon settlement’” of the type analyzed here. Coupons can
also be used as entry deterrence and by small companies to overcome the size advantage of
larger firms, as discussed by Judith R. Gelman & Steven C. Salop, Judo Economics: Capacity
Limitation and Coupon Competition, 14 Bell J. Econ. 315 (1983). I ignore these motivations
in the context of coupon settlements to antitrust cases.

5 Predictably, that settlement was reported by the press and the defendant to be worth
$50,000.
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coupons were of sufficient value that most people buying the product who
have access to coupons would use them. Furthermore, plaintiffs (or their
lawyers) and the courts generally resist the price discrimination interpreta-
tion, asserting that the discounts would not have been offered otherwise and
the victims of the antitrust violation would not have been compensated. As-
sisting the defendants in sorting consumers clearly is not the goal of the
legal process in these cases. In the analysis here, I give coupon settlements
the benefit of this doubt and assume that elasticities do not differ between
the aggregate demands of the groups that do and do not use the discounts.

Even if buyers in the discount group are not systematically different from
other consumers, sellers may want to offset such discounts by increasing
the retail price from which the discount is calculated. The incentive for sell-
ers to respond by raising the retail price, however, depends on whether the
seller views the total loss under the agreement to be sunk or, instead, be-
lieves its own behavior can mitigate that loss. In the latter instance, the
seller may indeed respond by raising the retail price. I show, however, that
it is possible to design a coupon settlement that does not produce incentives
for such strategic behavior. The analysis here indicates that the criterion for
termination of the contract will critically affect the incentive of the seller
to offset the discount by raising its retail price to some extent. If the con-
tract has a binding time limit, specifying that discounts will continue until
a certain date in the future, then the total forgone profits from the contract
are not fixed, and a firm will raise its retail price in order to minimize the
loss. In that case, nondiscount consumers are likely to lose about as much
surplus in aggregate as discount consumers will gain, while the effect on
the seller’s profit is likely to be very small. In contrast, if the discounts are
dollar-limited, that is, continuing until a given total discount amount is
reached—$100 in discounts to each designated buyer, for example—I show
that the firm is more likely to treat this as a sunk loss and maintain its for-
mer pricing policy. Even if discounts are dollar-limited, however, I show
that sellers will still raise the retail price if there are common pools of liabil-
ity or benefit among sellers or buyers. In the presence of common pools,
any individual buyer/seller does not take its own loss/gain to be sunk and
thus behaves strategically in order to optimize the result. I show that this
causes price to increase relative to a dollar-limited discount without com-
mon pools.

A frequent, and intuitively appealing, argument in defense of discount
contracts is that competition in a market will prevent any one firm from
responding to a discount contract by raising its retail price. I show that this
usually will not be the case. In fact, time-limited discount contracts can
yield lower net benefits for consumers when applied to more competitive
markets.
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This article proceeds first by considering time-limited discounts. In this
setting, I present the basic analytics of a discount contract. Section III in-
vestigates the effects of competition in the product market on the effect of
the discount contract. In Section IV, I present the alternative, dollar-limited,
discount contract and demonstrate its superior properties. In Section V, I
consider the shortcomings of dollar-limited discounts when there are com-
mon pools of liability among sellers or of benefits among buyers. Section
VI applies the analysis to some of the recent antitrust settlements that have
included discount contracts. I conclude in Section VII by discussing the
motivations of parties in lawsuits to reach ‘‘coupon settlements’’ and by
extending the discussion to discount contratts that occur in the normal
course of business rather than resulting from litigation.

II. TiME-LIMITED DiSCOUNT CONTRACTS

In many of the recent antitrust settlements that involved prospective dis-
counts, coupons have been issued with expiration dates that make it very
likely that not all coupons would be used if recipients continued to make
their usual purchases. Some products covered are consumer durables that
the buyer might not expect to buy again for a very long time, if ever.®* When
that is the case, the analysis of a time-limited discount contract applies. Fur-
thermore, time-limited discount contracts are common among government
agencies and businesses. Many state agencies sign contracts with suppliers
that guarantee a (usually percentage) discount off the vendor’s retail price
for a fixed period of time—1 year, for instance.

The analysis of discount contracts is most straightforward in the extreme
case in which 100 percent of buyers are eligible for the discount: if the firm
must offer a D dollar discount to all buyers for a certain period of time,
then it will simply raise its price by D dollars during that time, so that there
is no economic effect on the seller or buyers. The following analysis shows
that regardless of the percentage of the population in the discount group,
the total effect on all consumers will still be approximately zero and seems
as likely to be negative as positive. When the firm optimally responds to
the required discount by raising its retail price, the nondiscount group loses
approximately as much surplus as the discount group gains.

Throughout the analysis, I assume that the designated discount buyers’
demand for the product, g(P) each period, is simply a given proportion,
1 — o, of the total demand the seller faces, f(P) per period, no more or less
elastic than the market as a whole:

¢ In most of these cases, the coupons are not transferable.
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gP) =010 - f(P) VP ey

which assures that, in the absence of the discount contract, the seller would
want to charge these buyers the same price as all others. The seller has no
independent incentive to discriminate in favor of the buyers in the discount
group. To keep the mathematics simple, I assume constant marginal cost,
¢. The conclusions clearly do not rely on this.

If the designated buyers will receive a price that is D less than the retail
price, the seller faces the maximization problem’

max[1 = (P — c)of(P)+ (P—c—D)1 —w)f(P—D) (2

= dIl/dP = a[f(P) + f(P)P — )] + (I — @)
X [f(P = D) + f(P — D)P — ¢ — D)] 3)
= 0.

The price that would be charged in the absence of the discount contract,
P*, would cause the first term in (3) to be zero because the expression in-
side the square brackets of the first term would be the entire first-order con-
dition. The expression inside the square brackets of the second term, how-
ever, is the derivative of the same profit function evaluated at a price that
is D less than P. If the profit function is globally concave in (a single) price,
this second bracketed term is positive at P = P*, so profits are further in-
creased by raising retail price from P*. This leads to the standard criticism
of discount contracts: the seller will lessen the gain to the discount buyer
by raising the price to all others.?

Closer examination of (3) provides some further intuition about the
firm’s response to the discount contract. The optimal P occurs where the
weighted average of the first-order condition for the nondiscount group and
the first-order condition for the discount group is equal to zero, with the
weights being the population shares of each group, o and 1 — o. If the
second derivative of the profit function were constant around the maxi-
mum—as is the case with linear demand and constant marginal cost—then
the population-weighted average of the new retail and discount prices
would exactly equal the retail price when no discount contract was in force.
More generally, the time-limited discount contract will raise or lower the

’ Throughout this article, I assume that intertemporal demand shifting is not possible. That
would greatly complicate the analysis without adding substantial new insight.

# For example, Gramlich, supra note 3, makes this point.
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TABLE 1

ILLUSTRATION OF 1-PERIOD DiSCOUNT CONTRACT
(DEMAND: Q = P, e = —3, CosT: MC = 1)

No Discount Baseline (per Period)
P = 1.50, Consumer Surplus = .2222, IT = .1481, Total Surplus = .3704

D o P, P, ACS,/per ACS,/per All/per ATS/per Periods TDD
A5 9 1522 1372 —.0056 +.0044 —.0005 —.0018 1.000 .0058
A5 7 1559 1409 —.0115 +.0089 —.0010 —.0036 1.000 .0161
A5 5 1590 1440 —.0122 +.0095 —.0011 —.0038 1.000 .0251
3 9 1562 1262 —.0156 +.0092 —.0024 —.0088 1.000 .0149
3 7 1.647 1347 —.0265 +.0160 —.0042 —.0147 1.000 .0368
3 S 1705 1405 —.0252 +.0155 —.0040 -—.0137 1.000 .0541

NoTE.—Definitions of terms: P, = retail price; P, = discount price; D = mandated price difference,
P, — P,; o. = population share of nondiscount group; ACS,/per = change in consumer surplus per period
of buyers not in discount group; ACS,/per = change in consumer surplus per period of buyers in discount
group; AlIl/per = change in seller’s profits per period; ATS/per = change in total surplus per period; and
TDD = total dollar discount.

overall population-weighted average price only to the extent that the third
derivative of the profit function is nonzero.’

Table 1 illustrates the effect of a discount contract using a constant-elas-
ticity demand function, Q = P¢, with an elasticity of —3, and constant mar-
ginal cost of production. I examine the cases in which D is 10 percent and
20 percent of the prediscount retail price, which are consistent with recent
antitrust settlements and many other discount contracts. With this demand
and cost structure, the equilibrium gain in consumer surplus for the discount
group is always smaller than the loss for the remainder of the consumer
population. With a discount that is 10 percent of the precontract retail price
(0.15), for instance, the loss to the nondiscount group is about 28 percent
larger than the gain to the discount group. This ratio is affected only slightly
by the relative sizes of the two groups, staying between 27 percent and 30
percent for all o..”” The change in profits is negative—this must be so, since
the firm’s behavior is constrained—so total surplus declines as well. For
purpose of comparison later, the last two columns show the time period for
which the discount is in effect and the total dollar discount (TDD) during
that time (P, — P;) Q,?).

Discount contracts, however, will not always lower consumer surplus.

® The purchase-weighted average price will tend to fall by more than the population-
weighted average price because the discount group will increase their purchases while the
nondiscount group will decrease theirs.

' This is true at least for all o between 0.05 and 0.95. As o approaches zero or one, the
trivial no-effect outcome returns.
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An increased population-weighted average price is a necessary, but not suf-
ficient, condition for a decrease in consumer surplus. With linear demand
and constant marginal cost, for instance, the population-weighted average
price is unchanged by the discount contract and consumer surplus increases,
though a significant percentage of the gains to consumers in the discount
group are still offset by losses to the remaining population. Profits still de-
cline in that case by more than the net increase in consumer surplus, so total
surplus declines. Thus, a discount contract may lower or raise net consumer
surplus, but even when it raises consumer surplus it is likely to do so by
much less than the gain to the discount group.

Table 1 also illustrates the very small effect that a time-limited discount
contract is likely to have on the profits of the seller. In this instance, with
demand elasticity equal to —3, a discount of 0.15 (10 percent of the original
retail price) to buyers that previously accounted for 50 percent of sales
(oo = 0.5) will lower the profits of the seller by only 0.74 percent (=
0.0011/0.1481), though the total dollar discount (0.251) would be about 17
percent of previous profits. Thus, if Acme Widgets produces 1 million units
a year at a marginal cost of $1 each and sells them for $1.50 each, a dis-
count of 0.15 for 1 year to half the buying population would be viewed
generally (and by the courts) as giving $75,000 in discounts.' In fact, this
discount would lower Acme’s $500,000 in annual profits by only $3,714.
The explanation for this discrepancy is simply the shape of the profit func-
tion: profits are maximized at a price of $1.50 in this case, but the derivative
of profits with respect to price is zero at P = $1.50, so lowering price
slightly to some of the population and raising it slightly to the remainder
has a small effect on profits. The effect is small because these price changes
have an elasticity effect, inducing quantity changes as buyers face lower or
higher prices."

Though the economic optimization problem demonstrates that the firm
will raise the retail price, one might wonder whether a firm actually would.
The firm might choose not to respond in this way for two reasons. First,
menu costs might be such that the comparative loss in profits from main-
taining the former retail price is sufficiently small that this is preferred to
paying the cost of adjusting price. Discount contracts, however, are gener-

" This $75,000 in total discounts ignores the demand elasticity effect of the discounted
price, which is consistent with the usual way that courts make these calculations. Including
this effect raises the apparent total discount even more, as shown in Table 1.

12 While I have not incorporated time-shifting of purchases in the analysis, it is worth not-
ing that a time-limited discount can lead consumers to inefficiently (from a total welfare per-
spective) ‘‘stock up’’ on a nonperishable product. On a consumer durable, such as pickup
trucks, the time-limited discount could induce inefficiently early abandonment of an older
unit.
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ally used in lieu of setting a specific price for the designated buyers in cases
where the retail price is difficult to forecast, in particular when costs change
frequently. In such cases, menu costs are unlikely to prevent reoptimization
because the firm will have to adjust price frequently for other reasons. Sec-
ond, the discount might not be worth the manager’s attention when setting
retail price if the discount group is small or the discount is small. While
that is true when the discount and/or discount group is small, it is not obvi-
ous that the manager would be more likely to underrespond than to over-
respond to this marginal effect. Analyzing either of these reasons, however,
requires knowing the difference in profits between the optimal response and
no response to the discount. With 10 percent of the population receiving a
discount of 0.15 in this case, profits are only 0.06 percent lower with no
response than with the optimal price response. That increases to a 1.26 per-
cent difference if half of the population gets the 0.15 discount. These per-
centage profit decreases are about eight times larger, however, if the dis-
count is 0.3 (20 percent of the original price), rather than 0.15. While very
small discounts to a very small share of consumers may engender no re-
sponse by the firm—at least in the short run if it has no other reason to
adjust price—larger discounts or a larger share of discount customers
greatly increase the incentive to reoptimize.

III. DiscoUNT CONTRACTS AND COMPETITION

The illustration above assumed that a firm involved in a discount contract
is a monopolist facing a comparatively inelastic firm-level demand curve.
The result that the firm responds to the discount contract by raising the re-
tail price is often disregarded in more competitive markets because it is ar-
gued that competition will prevent the firm from offsetting the discount in
this way. Unfortunately, this is not generally true.

To see this, consider first a simple analysis of a firm that is a small non-
strategic seller in a monopolistically competitive market; that is, consider a
“‘monopolist”” facing an increasingly elastic firm-level demand curve.” If
that demand curve is linear, then the discount contract will leave the
weighted average prices unchanged as discussed above. It is straightforward
to show in this case that, so long as dollar discount, D, is a given proportion
of the prediscount price, the proportional effect of the discount on consumer
surplus and total surplus is independent of the slope or intercept of the de-
mand curve.

If the demand function is constant elasticity, more competition makes a

'3 This is the simplest possible approach to studying the effect of increasing competition;
below I analyze cases in which firms respond to one another’s price changes.
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TABLE 2

ILLUSTRATION OF 1-PERIOD DiSCOUNT CONTRACT WITH ONE MONOPOLISTICALLY
COMPETITIVE DISCOUNT SELLER
(DEMAND: Q@ = P, € = —10, CosT: MC = 1)

No Discount Baseline (per Period)
P = 1.111, Consumer Surplus = .0430, IT = .0387, Total Surplus = .0818

D o P, P, ACS,/per ACS,per All/per ATS/per Periods TDD
119 1.140 1.028 —.0079 +.0043 —.0026 —.0061 1.000 .0084
A1 7 1173 1.062 —.0117 +.0064 —.0040 —.0093 1.000 .0182
11 .5 1,194 1.083  —.0103 +.0056 —.0036 —.0082 1.000 .0251
2229 1223 1.001 —.0224 +.0068 —.0119 —.0275 1.000 .0221
2227 1284 1.062 —.0219 +.0066 —.0122 —.0276 1.000 .0368
222 5 1308 1.086 —.0166 +.0050 —.0094 -—.0210 1.000 .0488

Note.—Definitions of terms: see Table 1.

discount contract less beneficial to consumers. Assume the monopolistically
competitive company faces a firm-level demand curve with an elasticity of
—10. This would imply a 10 percent markup above marginal cost, greater
than found in retail gas stations, about that found in supermarkets, and
much less than found at restaurants and fast-food outlets.'* Table 2 presents
the effect of a time-limited discount contract in this case. This is simply a
replication of Table 1 with an elasticity of —10 substituted for the —3 elas-
ticity used previously and adjustment to D so it remains, alternatively, 10
percent and 20 percent of the prediscount retail price.

Far from producing a more favorable outcome, the time-limited discount
is more harmful to consumers when imposed on a firm facing this very elas-
tic demand. A discount for 1 period that is 10 percent of the original retail
price with a demand elasticity of —3 causes total consumer surplus to de-
cline by up to 2 percent, but with a demand elasticity of —10, the equivalent
contract causes total consumer surplus to fall by up to 12 percent."” Profits
also decline by a greater proportion when the demand that the firm faces is

' See Severin Borenstein, Selling Costs and Switching Costs: Explaining Retail Gasoline
Margins, 22 RAND J. Econ. 354 (1991), for evidence on gas stations markups. Annual re-
ports of major supermarket chains (Albertson’s, Stop ‘N Shop, among others) report an op-
erating margin of 6-8 percent, but these are underestimates since they include some costs,
such as utilities, that are at least in part fixed. Annual reports of chain restaurants uniformly
report operating margins above 10 percent, and usually above 15 percent.

!5 T use the term ‘‘up to’’ and focus on the maximum changes, because the decline in
consumer surplus is zero if the share of the population covered by the discount contract is
either a = 0 or a = 1. The maximum decline occurs at some intermediate value of o, which
changes with demand characteristics. As indicated in Table 2, when elasticity is —10 the
decline in consumer surplus is greatest at a value above a = 0.5.
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more elastic. This may be attractive on deterrence grounds when the dis-
count contract is used as punishment for an antitrust violation. Finally, a
comparison of Tables 1 and 2 indicates that the average price, weighted by
share of demand (o0 and 1 — o), rises much more when the same discount
contract is imposed on a firm that faces more elastic demand.

The reason for these results with constant-elasticity demand is the change
in the shape of the profit function over the range [(1 — x)P*, (1 + x)P*]
as the elasticity of demand changes. At relatively low elasticities, P* is well
above marginal cost, and a price change of =10 percent, for instance, has
a fairly symmetric effect on profits. At a high elasticity, however, the profit-
maximizing price is already close to marginal cost, and a given percentage
decrease in price harms profits more than the same percentage increase
does. This difference is illustrated in Figures la and 1b, which show the
profit functions over a [0.9P*, 1.1 P*] range for a firm with a constant mar-
ginal cost (MC = 1) and facing a constant elasticity demand function with
elasticity —3 and —10, respectively. Thus, when the firm has optimized
against a very elastic demand function of this form and then must adapt to
a discount contract, it is much more inclined to raise the retail price—that
is, the price to the nondiscount group—than to lower the price to the dis-
count group. This asymmetry in the shape of the profit function also means
that the profit penalty from doing nothing in response to the discount—
maintaining the prediscount retail price—is much larger in this instance
than when the assumed demand elasticity was —3.

Though the monopolistic competition approach has appeal in its simplic-
ity, it ignores the strategic interactions that could affect a firm’s response
to the incentives of a discount contract. I next consider more strategic firm
behavior in a general differentiated duopoly setting and examine the effects
of imposing discount contracts on, alternatively, both or just one of the
firms.

Throughout this analysis, [ assume that there are symmetrically differen-
tiated demand and equal constant marginal cost,

Q. =hP, P), Q,=hP,P) c=c¢=g¢ “

that yield upward-sloping price reaction functions and a unique symmetric
Nash equilibrium in price, P, in the absence of discount contracts.

If a time-limited discount contract is then imposed on both firms, it is
straightforward to show that the new symmetric equilibrium retail price (P)
and discount price (P — D) are such that P — D < P < P. To see this,
recall that the demand functions of the discount and nondiscount groups are
assumed to differ only in scale, so P is the Nash equilibrium price for each
group separately. If P = P, then an increase in P by one firm would have
only a second-order effect on its profits from the nondiscount group, but
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since the discount group’s price is below the Nash equilibrium price, the
firm would gain a first-order profit increase from the discount group by rais-
ing P — D. By similar argument, if P — D = P, then either firm could
increase its profits by lowering P and P — D since the decline in profits
received from the discount group would be second order and the profit gain
from the nondiscount group would be first order.

A bit more insight can be gained from considering the optimization of
one of the firms explicitly:

I, = (P, = 0)h(P, P) + (1 — )P, — D — o)h(P, — D, P, — D), (5)
which yields the first-order condition
a[h(Px: Py) + (Px - c)hl(Pxx Py)] + (1 - a)

6
X [h(P,— D, P,— D)+ (P,— D — oh(P,— D, P, — D)] =0, ©

where A, indicates the derivative with respect to a change in the first argu-
ment of the function. Thus, a necessary condition for a symmetric equilib-
rium is
afh(P, P) + (P —o)h(P, P+ (1 — )
X[hP-D P—-—D)+P—-D~—-c)h(P —D,P—D)]=0.

The expressions inside the square brackets of (7) are the slopes of the profit
function of one firm (with respect to the firm’s own price only) at the retail
and discount prices, respectively, when the firms set identical retail and
identical discount prices.

It is worth noting that if one replaced P, in (6) with P, so that the other
firm did not respond to price changes by firm x, then this would be compa-
rable to equation (3), which generated the monopolistic competition out-
come of Table 2 when the firm-level demand was assumed to have a con-
stant elasticity of —10. The derivative of firm x’s profits with respect to its
price in that case, IT,(P, P), is illustrated by the steepest line in Figure 2.
Instead, in (6) the other firm has matched x’s price changes, which will
almost certainly lower in absolute value the expressions inside of each of
the square brackets.’s This is illustrated in Figure 2 by the line labeled

)

1 This is the case in the standard duopoly linear-spatial or the differentiated products
model in Avinash K. Dixit & Joseph E. Stiglitz, Monopolistic Competition and Optimum
Product Diversity, 67 Am. Econ. Rev. 297 (1977), when there is a unique Nash equilib-
rium price. To see the intuition here, pick a (postdiscount) price P’, below P, for firm x to
charge discount buyers. If the other firm continues to charge P to these buyers, then the de-
rivative of firm x’s profits with respect to its price for these buyers is positive. Then note
that if the other firm lowered its price to these buyers sufficiently, P* would become firm x’s
best response; that is, the price at which the derivative of firm x’s profits with respect to its
price for these buyers is zero.
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FIGURE 2.—Derivative of one firm’s profits with respect to its own price in differentiated
duopoly model (IT;(:, -)).

I1,(P, P). Still, there is no a priori reason that this will have a larger or
smaller proportional effect on the expression inside the first square brackets
than on the expression inside the second square brackets. If the price match-
ing by the other firm has an equal proportional effect on the two slopes,
then the Nash equilibrium price when both firms are under the discount
contract will be the same as the price of only one affected firm in a monop-
olistically competitive market (facing the same firm-level elasticity as either
firm faces in the duopoly model). Thus, under this neutral assumption about
the effects of price matching on the marginal profitability of changing price
to the discount versus nondiscount group, the result is that both firms be-
have when they are both under the discount contract in the same way as a
single defendant firm behaves when the other firm does not respond.

To consider the effect of imposing a discount contract on just one firm
in a duopoly, it is necessary to make some assumption about the rival’s
ability to respond to the behavior of the firm that is under the discount con-
tract, which I will now call the defendant firm. Must the rival continue to
charge a single price, or can it price discriminate in favor of buyers that are
designated to be covered by the discount contract? If it can charge a differ-
ent price to designated buyers, can it charge any price differential it
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chooses, or must it match the terms of the discount contract—for example,
10 percent off or $25 off its own retail price—for the designated buyers? 1
consider each of these possibilities.

If the rival chooses to match the terms of the discount contract, then the
discussion of a discount contract that covers both firms applies immedi-
ately: the equilibrium retail price of both firms will not necessarily be
greater or less than the retail price that the defendant firm would charge
under the discount contract if the rival made no change to its price (stayed
at P). Similarly, if the rival chose to stick to a single price, its best response
could be to increase or decrease that price from P or to leave it unchanged,
depending on the weighted average of the slopes of the profits functions (at
P) it faces from the discount and nondiscount groups once the defendant
firm moves.

Even if the rival could price discriminate in favor of the designated buy-
ers without matching the terms of the discount, the defendant firm’s prices
are likely to be unaffected or only slightly affected by the rival’s response.
The rival would respond to the defendant firm’s (forced) price change by
lowering its own price to the designated buyers and raising it to others,
though its retail price would still be below the defendant firm’s and its dis-
count price would still be above the defendant firm’s. The resulting effect
on the pricing incentives of the defendant firm are illustrated in Figure 2 by
the line labeled IT,(P, P**). This would again change the slope of the de-
fendant’s profits function on both sides of the optimum, but again the direc-
tion of the net effect on its prices—given the discount requirement—is am-
biguous.

IV. AN ALTERNATIVE FORM OF DiSCOUNT CONTRACT

While it is clear that a time-limited discount contract has few attractive
properties, a small change to these contracts can alter the results substan-
tially. Rather than imposing a discount contract that lasts for a certain pe-
riod of time, a court could impose a contract that requires a given total dis-
count to each consumer, with no time limitation. For instance, instead of
““$10 off the retail price during 1996 for any person in the group,”” a con-
tract could be structured as ‘‘five $10 discount coupons issued to each per-
son in the group, which can be used at any time the consumer chooses.”’
Assuming, for simplicity, that the interest rate is zero and no party is liquid-
ity constrained, such a dollar-limited discount contract would be treated as
a sunk benefit by buyers and a sunk cost by sellers and thus would have no
effect on the economics of the transactions between them."’

7 Note that this is distinct from a Ramsey pricing problem, which would dictate a level
or change of profits rather than a cumulative dollar discount from a retail price that the seller
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If a buyer received five coupons that carried no expiration and she
planned to continue buying the product, then she would know that she
would eventually use the coupons. As a result, the opportunity cost of using
a coupon today would be the full $10 since using it today means that she
will have to pay $10 more than otherwise at some point in the future. Thus,
at any moment in time, the buyer is indifferent between using the coupon
or not using it since the economic cost (direct cost plus opportunity cost)
of buying the product is the same either way. The fact that the economic
cost of purchase is independent of whether or not she uses a coupon means
that there will be no elasticity effect; she will continue to buy the quantity
associated with the full retail price that the firm is charging.

Similarly, if a firm knows that eventually it will have to accept five cou-
pons, each good for a $10 discount, from every consumer in the group, then
the economic benefit of a sale is the same whether the firm is paid fully in
cash or partially with a coupon. The benefit of accepting a coupon today is
that the firm will receive the full payment in cash for some future pur-
chase.'®

Effectively, these coupons would constitute a $50 payment from the
seller to each buyer. The $10 discount on some (buyer-selected) purchases
until that total is reached determines only the schedule of debt payment,
which, if the interest rate is zero and there are no liquidity constraints, is a
matter of indifference to the parties. The seller would continue to charge a
retail price of P*, and each member of the group would continue to act as
if she were paying P*, even though the actual cash transaction for each unit
would be P* — 10 when a coupon is used. Unlike the time-limited discount
contract, this arrangement would impose a cost on the seller equal to the
benefits gained by the discount buyers. Nondiscount buyers would be unaf-
fected.

Though the economics of this analysis are straightforward, the effect can
be surprising. Returning to the Acme Widgets example, assume that the
designated discount population consists of 1,000 individuals, each of whom
has been buying 500 units per year at $1.50 per unit. Consider a contract
that required a 15¢ discount on any purchase the buyer designates, until the
buyer has received a total of $75 in discounts. Though this appears not to
differ substantially from the time-limited discount discussed above—each
designated buyer receiving a 15¢ discount on about 500 units—the results

is still free to set. The Ramsey pricing solution in this case where all buyers have the same
demand elasticity would involve the same ‘‘discount’’ to all consumers.

'8 Because the economic value of the transaction is the same for buyer and seller regard-
less of whether an outstanding coupon is actually used, the firm will have no incentive to
alter its pricing behavior either by raising the (linear) retail price or by using a nonlinear
price structure that lowers the price after a consumer has purchased a certain number of units.
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would differ drastically. This approach would not lead to a change in the
retail price, would make the designated buyers better off by $75,000, would
have no effect on other consumers, and would lower Acme’s profits by
$75,000. Acme would bear the full cost of the discount, and other consum-
ers would bear none of it. This is in contrast to the time-limited discount,
which could lower the surplus of consumers other than the designated buyer
by as much or more than it raised the surplus of the designated buyer and
lower Acme’s profits by just a fraction of the total discount, and by just a
fraction of the harm to nondiscount consumers.

Many recent settlements of antitrust cases that use discount coupons ap-
pear at first to fit this description of a dollar-limited discount contract. Al-
though they have some aspects of the contract suggested here, they can fail
to live up to this promise in a number of ways. Often the coupons have
binding time limits on their use. If a buyer does not anticipate buying
enough units from the defendant to use up the coupons during the time pe-
riod (or ever), then the coupons are still effectively time-limited discounts.
Similarly, if the coupons are fixed in nominal terms, then inflation and a
positive real interest rate reduce the value of the discount over time. Either
of these effects will lower the opportunity cost of using the coupon and thus
induce an elasticity effect: the discount will cause the consumer to buy
more than she would at the full retail price. In addition, some settlements
have specified a total liability limit for the firm across all buyers, creating
a common pool of benefits for all buyers. Others—the airline case for in-
stance—have pooled the coupons across firms, which changes the incen-
tives for any one firm. These last two difficulties—both of which are com-
mon-pool problems—are taken up in the following section.

V. DoLLAR-LIMITED DiscoUNT CONTRACTS AND COMMON PooLs

The dollar-limited discounts described in the previous section have at-
tractive properties because each buyer/seller takes his gain/loss as sunk.
Unfortunately, this will not occur if the total discount limits are pooled
among either buyers or sellers.

A. A Common Discount Pool among Buyers

A dollar-limited discount contract with many buyers will induce a com-
mon-pool effect if the dollar limit is aggregate rather than set separately for
each buying entity. If each buyer is a very small part of the pool, then each
will take the date at which the discount ends as exogenous and will behave
as if the discount is time-limited rather than dollar-limited. The result will
be an elasticity effect from the discount with each buyer in the group mak-
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ing purchases based on the discounted price, P — D. The firm’s optimiza-
tion problem is then changed.

Consider a dollar-limited aggregate discount from one company that ap-
plies to 1 — o of a very large buying population so that any one member
of the designated discount group would take the date at which the discount
ends as exogenous (though possibly random). Assume that the court has
told a company that it must give a discount of D to every purchase by a
member of the group until it has given aggregate discounts of A. Each
member of the group then takes the discounted price as the full price on
which she should base her buying decision. Since f(-) gives the per-period
demand, the time until the discount expires will then be

. A
D(1 — 0)f(P — D)’

®)

where P is the retail price chosen while the discount is in effect. Assume
that the interest rate is still zero and that the firm will exist for T periods
with ¢+ << T so that T presents no constraint on the firm’s behavior. The
firm’s optimization problem is then

max IT = ¢[(P — o)af(P) + (P — D — ¢)(1 — o) f(P — D)]

©)
+ (T = lP* — o f(PH],
where P* is still the unconstrained profit-maximizing price. The first term
in this expression is the profits earned while the discount is in effect, and
the second is the profits after the discount ends. If r were exogenous, this
would be a time-limited discount. There is an additional effect, however,
because ¢ is endogenous:

dll/dP = t{a[f(P) + f/(P)P — ¢)]
+ (1 = Lf(P = D)+ f(P—D)P—-D-ol}
+ dt/dP[(P — c)af(P) + (P — D —¢)(1 — o) (10)
X f(P — D) — (P* = o) f(P)]
=0.

The first term of this expression alone is 7 times the time-limited discount
first-order condition and would be equal to zero at the price that is profit-
maximizing under a time-limited discount. The second term takes into ac-

count the endogeneity of ¢: a higher price lowers aggregate dollar discount
per period and extends the time period over which the discount must be
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TABLE 3

ILLUSTRATION OF DOLLAR-LIMITED DiscouNT CONTRACT WITH MANY CoMMON-PooL
DiscoUNT BUYERS
(DEMAND: Q = P, e = —3, CosT: MC = 1)

No Discount Baseline (per Period)
P = 1.50, Consumer Surplus = 2222, IT = .1481, Total Surplus = .3704

D « P, P,  ACS,/per ACS,per All/per ATS/per Periods TDD
A5 9 1519 1369  —.0049 +.0045 —.0005 -.0010 992 .0058
A5 7 1553 1403 —.0105 +.0095 —.0010 —.0020 989 0161
A5 5 1584 1434 —0115 +.0105 —.0011 —.0021 987  .0251
3 9 1548 1248 —.0121 +.0099 —.0024 —.0047 965  .0149
3 7 1623 1323 —.0227 +.0190 —.0043 —.0080 947 0368
3 5 1.684 1384 —.0229 +.0195 —.0041 —.0075 955  .0541

Note.—Definitions of terms: see Table 1.

offered, that is,

drap = — AE® D (11)
D(1 — a)[f(P — D)]?

is positive (so long as demand slopes down). The remainder of the second
term is the per-period profits when the discount must be offered minus the
unconstrained per-period profits, and it therefore must be negative. Thus,
the second term is negative, so the derivative of profits with respect to price
would be negative at the price that would result from a time-limited dis-
count. If the profit function is concave, this means that the profit-maximiz-
ing retail price will be lower than under a time-limited discount.

But not necessarily much lower. Table 3 gives the profit-maximizing
prices for a range of parameters assuming the same constant-elasticity de-
mand curve and constant marginal cost as in Table 1. The price chosen with
a dollar-limited discount and many buyers is much closer to the time-lim-
ited discount outcome than to the ‘‘nondistorting’’ outcome from a dollar-
limited discount with no common-pool effect among buyers.

The common-pool effect among buyers moves the outcome towards the
time-limited discount because each designated buyer perceives the price of
the good as having declined and responds by purchasing more. This elastic-
ity effect is absent if each buyer believes the total dollar discount she will
receive is fixed, as was the case with the dollar-limited discount in the pre-
vious section. The endogeneity of 7, which exerts a downward effect on P,
turns out to have little effect. This is not too surprising, since dt/dP in equa-
tion (9) is multiplied by a profit change that is second order for small D or
for o near zero or one. Price is just slightly lower than under the time-lim-
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ited discount, and the time to reach the same total dollar discount as in Ta-
ble 1 is nearly as large. Total lost profits in this case (AIl/per - Periods) are
smaller than under the time-limited discount—this must be the case since
the firm has the option of setting the same price as under the time-limited
discount and obtaining the same outcome—but the difference is so small
between the cases illustrated in Table 3 and Table 1 that it is not apparent
in some of the rows.

B. A Common Discount Pool among Sellers

If a dollar-limited discount contract is agreed to by a single firm, then
the firm knows that, roughly speaking, each time it makes an additional dis-
count sale today it ‘‘frees up’’ one additional sale of its own in the future
to take place at full price. If, however, many firms are part of a common
dollar-limited discount pool, then each time any one of them makes an addi-
tional discount sale today, it ‘‘frees up’’ one additional sale in the future to
take place at full price, but that additional full-price sale may not be its
own. If a firm has 30 percent of the sales by the firms that are part of the
discount pool, then an additional sale by the firm today only frees up, in
expectation, 0.3 of a sale of its own in the future to take place at full price.
If a firm is an extremely small part of the pool, then it will take the time at
which the discount requirement ends as virtually exogenous.

To analyze this effect, assume that there is no common pool among dis-
count buyers but that many sellers participate in a common pool to provide
the discounts. To focus only on the effect of the common discount pool
among sellers, assume for now that the firms sell in different (noncompet-
ing) markets. Then a firm that is an extremely small part of the pool will

take ¢ as given and face the maximization problem
max IT = #[(P — c)af(P) + (P — D — ¢)(1 — o) f(P)] (12)
+ (T = DIP* — o) f(P¥)].

The firm now acts as if dt/dP = 0, so this looks very much like the optimi-
zation under the time-limited discount, except each consumer in the dis-
count group recognizes that her total cost of each purchase is the full retail

price and in aggregate they buy only (1 — o)f(P). The first-order condition
dIl/dP = t{a[f(P) + f/(P)P — ¢)] (13)
+ 1 = olfP) + f(PYP — D — o)} =0.

can be rewritten as

(P = of'(P) + f(P) = (1 — ) Df'(P). (13%)
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TABLE 4

ILLUSTRATION OF DOLLAR-LIMITED DiscOUNT CONTRACT WITH MANY
CoMMON-PoOL SELLERS
(DEMAND: Q = P, e = —3, CosT: MC = 1)

No Discount Baseline (per Period)
P = 1.150, Consumer Surplus = .2222, IT = .1481, Total Surplus = .3704

D « P, P,  ACS,/per ACS,per All/per ATS/per Periods TDD
A5 9 1523 1373 —.0059 +.0036 —.0044 —.0066 1365 .0058
AS 7 1568 1418  —.0131 +.0061 —.0125 —.0195 1378 .0161
AS .5 1.613 1463 —.0150 +.0029 —.0200 -—.0320 1403 .0251
3 9 1545 1245 -—.0115 +.0069 —.0085 —.0131 1.832  .0149
3 7 1.635 1335 —.0246 +.0100 —.0235 —.0381 1.787  .0368
3 5 1725 1425 —.0271 +.0213 —.0361 —.0611 1.851 .0541

Note.—Definitions of terms: see Table 1.

The left-hand side of (13’) is the unconstrained first-order condition for
pricing. The right-hand side is negative, so the optimum will occur at a
downward-sloping point on the original profit function, which is a price
above P* if the profit function is concave. Comparison of (13) and (3) re-
veals that the solution in this case can be above or below the price that
results from a time-limited discount."

Table 4 illustrates this using the same constant-elasticity demand curve
and constant marginal cost as in Tables 1 and 3. As with the common-pool
problem on the part of consumers, the seller common-pool problem alone
raises the retail price under a dollar-limited discount contract by about as
much as under a time-limited contract when demand is constant elasticity.
In fact, the loss in consumer surplus to achieve the same total dollar dis-
count as under a 1-period time-limited discount contract (ACS/per multi-
plied by the number of periods necessary to reach the total dollar discount)
can be much greater in this case because this discount contract is in effect
for much longer. The reason that it takes so much longer to achieve the
same total dollar discount in this case is that the designated discount buyers
consider the total discount as a sunk gain and buy as if they were facing
the full retail price.

If a firm is a significant part of the whole pool, then it will take dt/dP to
be greater than zero, though still less than its value when there is no free
riding among firms. As its share of the output of all firms in the pool rises,

' The price will be below the time-limited discount result if and only if f(P — D) — f(P)
+ (P — D — o)[f'(P — D) — f(P)] > 0, which will hold for linear demand, but not necessar-
ily for more convex demand functions.
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a firm’s implicit dt/dP will rise, and its profit-maximizing P under the dis-
count contract will fall, until P = P* if only one firm is covered by the
discount contract.”

In this formulation of the seller common-pool problem with separate mo-
nopoly markets, the firms are worse off than under the simple dollar-limited
discount contract with no common-pool issue. The loss in profits in this
case (AIl/per multiplied by the number of periods necessary to reach the
total dollar discount) is greater than the total dollar discount. The firms
would be better off if they simply divided the liability pool ex ante and
eliminated this common-pool problem.

If the firms are direct competitors, however, a common discount pool can
benefit firms in comparison to separate pools. Unless the firms are colluding
perfectly, the price-increasing effect of a common pool is likely to raise the
firms’ profits compared to separate pools. Consider two firms in a symmet-
rically differentiated duopoly that is in an equilibrium with a price, P;, be-
low the joint profit-maximizing level. If each firm were forced to issue $A
worth of separate nonexpiring discount coupons to a group of consumers,
then each would consider these sunk losses, and the equilibrium price
would not change, as shown in Section IV. Each firm’s profits would be
lower by $A than the profits that obtain without coupons and with a price
of P,. With a common discount pool (or common coupons), however, the
resulting retail price, P,, would be higher (until the pool of coupons is de-
pleted) for the reasons just discussed. If this price increase were not too
large, it would move the firms closer to the joint profit-maximizing price.
In the resulting symmetric equilibrium (with each buyer still considering
the coupons to be sunk gains), each firm’s profits would be lower by $A
than they would earn if each firm charged P, and there were no coupons.
If P, is closer to the joint profit maximum than P,, then the firms are better
off with a common coupon pool.

VI. ANALYZING SOME RECENT SETTLEMENTS

It is easiest to illustrate the practical implications of this analysis by
applying it to some of the recent large legal settlements. It appears, for in-
stance, that the Xerox settlement comes closest to being an ideal coupon
settlement from a public policy viewpoint. It gives Xerox very little incen-
tive to raise its price, allows the plaintiffs to collect most of the benefit of
the settlement, and has little effect on other buyers. There should be an ac-
tive resale market in Xerox’s transferable certificates, so the opportunity

2 It is worth noting, for completeness, that, if an extreme common-pool problem exists
among both buyers and sellers, so that each participant in the market takes ¢ as exogenous,
the result is the same as obtains under the time-limited discount.
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cost of using such a certificate is the revenue one could collect by selling
it in the resale market.! The price in this resale market is likely to be a
significant percentage of the full dollar value of the certificate, though there
is certainly some spread between the selling price and the redemption value.
Thus, a user of a coupon will probably display little elasticity effect, behav-
ing as if she is paying P, not P — D, where D is the face value of the
coupon. The transferability also means that any time limit on the use of the
coupons is less likely to be binding and the redemption rate will be very
high. Finally, the case and the settlement involved only Xerox, so there is
no common-pool effect on the seller’s side.

Still, even this attractive settlement has some weaknesses. These prob-
lems will be present in implementing nearly any coupon settlement, but
they will vary in importance. Delay in using coupons not only causes loss
due to inflation and the real interest rate, it also causes expected loss from
the probability that the certificate will be lost or forgotten. If consumers
ignored these possible losses and still bought f(P) each period, then infla-
tion, interest, and lost coupons would simply reduce the net benefit to con-
sumers and cost to the firm but would not induce an increase in P. Some
consumers, however, will respond by buying units that they otherwise
would not have bought—an elasticity effect which, as shown earlier, will
give the firm an incentive to raise its retail price.

The airline settlement also at first appears to satisfy the ideal criteria.
Coupons are issued to individuals, and the liability limit is the total redemp-
tion value of the coupons. The coupons, however, have relatively short ex-
pirations (3 years), significant use restrictions, and are not transferable (ex-
cept among immediate family). The proportion of beneficiaries who end up
using all of their coupons before expiration will give some indication of
whether this resembled more closely a time-limited or a dollar-limited dis-
count.” If the time limit were binding for most coupon recipients, then re-
sults reflected in Table 1 would be most applicable. The airlines would lose
little from the settlement and the net effect on consumers could be positive
or negative but certainly would be much less than the $400 million gain
that is most often stated.

2! Tn 1980, when many airlines issued $50 transferable coupons, there was an active resale
market with most transactions taking place at about $40. That, however, was a consumer
market, so transaction costs were probably a larger proportion of the coupon value than
would be the case here. Furthermore, many coupons probably changed hands in less formal
markets, and at lower transaction costs.

2 This information is dispositive only if a large percentage of beneficiaries are left with
unused coupons. If most buyers use all of their coupons, this could be because the time con-
straint was nonbinding or because the elasticity effect of the (time-limited) discount was great
enough to cause full use of the coupons.
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Besides the problems from time limitation on the coupons, most of the
coupons are good for trips on any one of seven settling airlines, creating
a common-pool problem among sellers.” Interestingly, Northwest Airlines
refused to be part of this group and instead cut a separate parallel deal in
which it issued Northwest-specific coupons. If the time limitation were not
a binding constraint, then the common-pool problem could make the other
airlines better or worse off than Northwest depending on how close their
prices were to the joint profit maximum already. If the time limit is binding
for most consumers, then the common-pool effect among sellers may be
irrelevant.”

The court-rejected GM settlement—reported to be worth $6 billion be-
cause $1,000 coupons were to be mailed to 6 million truck owners—would
have been the most suspect on public policy grounds. Because there was to
have been a significant penalty for transferring the $1,000 coupons,” they
would almost certainly have generated an elasticity effect. This is particu-
larly true since many of the plaintiffs were probably not planning to buy
another GM truck in the foreseeable future. This points out the problem
with using coupon settlements for infrequently purchased goods.

In fact, a large proportion of the coupons would probably have gone un-
used, creating no value for consumers and no cost to GM. The proportion
of all buyers that used a coupon would have determined the effective size
of 1 — o at any moment in time. If that proportion were small, the net
consumer surplus effect—positive or negative—would also have been pro-
portionally small. Regardless of «, if buyers with the coupons based their
purchase decision on the after-discount price, the settlement would have
had a very minor effect on GM’s profits but would likely have imposed a
substantially larger burden on nondiscount buyers of GM trucks.

A 1991 settlement of a case against Nintendo for vertical price fixing on
video game consoles demonstrates some other pitfalls of coupon settle-
ments. The settlement required Nintendo to distribute up to 5 million cou-

3 These airlines are Alaska, American, Continental, Delta, TWA, United, and USAir.

* The settlement of a related lawsuit by state and local governments suffers from even
greater common-pool problems. In settling an alleged price-fixing case, the airlines agreed
to set up a common-pool of $40 million dollars in discounts (10 percent off any ticket) from
any of the major airlines to any of the state or local government agencies. There is an expira-
tion date, but the notices have claimed that the fund will almost certainly run out of money
before the expiration date. This is likely to have the full elasticity effect on individual pur-
chasing units in the class and significant common-pool effects among the eight airlines in-
cluded in the settlement. Thus, although the settlement is not time-limited, the effect will
probably be virtually the same as if it were.

» If transferred outside of the recipient’s immediate family, the coupons decrease in dis-
count value to $500, can be used on only one specific model of pickup truck instead of any
GM truck, and can no longer be used in combination with any other promotion.
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pons good for $5 off on the purchase of a Nintendo game cartridge, which
generally cost $20 to $60 each. Such a small coupon value is likely to seg-
ment consumers into a group that finds it worth their time to acquire and
use the coupons and a group that does not. The plaintiffs attempted to avoid
the possibility of offsetting price increases by requiring Nintendo not to
raise the wholesale price of these cartridges over the life of the coupons.
The coupons, however, were good only on Nintendo’s 8-bit computer
games (the 8-bit consoles were the focus of the case) but were released just
a few months before this technology was made obsolete by 16-bit systems.
Thus, the price of 8-bit cartridges quite possibly would have fallen in the
absence of the coupons. Finally, the 18-month time limit on the coupons
and the impending release of 16-bit systems meant that the coupons were
probably not treated as sunk gains by most consumers and therefore almost
certainly created an elasticity effect, to the extent they were used at all.”®

VII. CoONCLUSION

In order to approve a settlement of a class-action lawsuit, a judge must
determine that the parties to the case are treated fairly in light of the evi-
dence. Neither the parties’ attorneys nor the judge is required to consider
the effect of the settlement on others in the economy who are not parties to
the case. Yet this analysis has shown that other buyers in markets affected
by ‘‘coupon settlements’’ are likely to be the biggest losers; the loss to buy-
ers who are not plaintiffs can dwarf the loss to the defendant from these
settlements. Furthermore, contrary to common wisdom—and legal argu-
ments in some of these cases—competition among sellers in these markets
is not likely to lessen the relative effect on nonplaintiff consumers versus
defendants.

With careful restructuring, however, discount contracts generally, and
coupons in particular, can be used in legal settlements without giving defen-
dant firms an incentive to raise the retail price. The critical factors to meet
this goal are that (1) there is no (binding) time limit on the use of the cou-
pons, (2) there is no aggregate limit on the defendant’s liability that causes
an effective time limit from the perspective of any one coupon holder, and
(3) there is no pooling of liability across multiple defendants.

Of course, discount contracts in legal settlements may be attractive pre-
cisely because they place the primary burden on individuals who are not a

% Economists must note with irony that this form of reimbursement to plaintiffs was said
to be chosen because previous attempts to rebate cash to class members in suits against
Minolta (cameras) and Panasonic (stereos) drew less than a 10 percent response rate. See
Paul Barrett, Nintendo’s Latest Novelty Is a Price-Fixing Settlement, Wall St. J., April 11,
1991, at B1.
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party to the case. The fact that the gain discount contracts create for the
plaintiffs is usually larger than the loss to defendants certainly aids in reach-
ing an agreement. Furthermore, in determining the compensation allowed
the plaintiffs’ attorneys in a private class-action lawsuit, the court considers
the value of the settlement. If it believes that a coupon settlement is worth
$400 million to the plaintiffs (as was argued in the airline case), the court
is likely to approve a much higher fee for the lawyers of the class than if
it realizes the gains to the plaintiffs will be smaller due to price increases
and unused coupons or that the net gain to all consumers might very well
be zero or negative.”’ The restructuring of such settlements that I suggest
here would eliminate the burden placed on nonparticipants in the case, but
it would also eliminate the net gain to the litigating parties and their law-
yers, which may have been the primary reason for using discount contracts
to begin with.

The results here also have implications for discount contracts that do not
result from lawsuits. When large institutional buyers negotiate discount
contracts through bilateral bargaining, it may not be the case that these dis-
counts are related to higher firm- or market-level elasticities.” If these dis-
counts are due instead to tougher bargaining or lower transaction costs (on
a per-unit basis) of engaging in bargaining, then the seller would still want
to charge these discount buyers prices that are as high or higher than those
charged to the remaining customers. When the discount contract then forces
the seller to discount to designated buyers, the result of these time-limited
agreements corresponds to the analysis in Sections II and III: gains to the
designated discount buyers are paid for primarily through losses to nondis-
count consumers.
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