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On April 7, 1995, Malcolm Warren et al filed a lawsuit against Blockbuster Video
in the Circuit Court of Mobile County, Alabama, claiming a fraud (not a violation against
antitrust laws) by the defendant in that extended viewing fees were higher than initial rental
fees and the higher extended viewing fees constituted an unenforceable penalty. The fraud
claim is especially interesting since Blockbuster is one of the few video rental stores that
maintain fee schedules not only printed on the membership agreement, but also posted
clearly inside the store.

The focus of the plaintiffsÕ claim is that if the initial rental fee is $3.00 for 3
evenings and the extended viewing fee is $2.00 for I evening, extended viewing fees are
higher than initial rental fees. Plaintiffs claim either that the initial rental fee for 3 evenings
should be $6.00, if the $2.00 per evening extended viewing fee is maintained, or that the
extended viewing fee for one evening should be $1.00, if the $3.00 for 3 evenings initial
rental fee is maintained.

This paper shows that the absence of the equality between initial rental fees and
extended viewing fees is a normal pricing behavior of profit-maximizing retail rental stores
in general, and for video rental stores in particular.

A Pricing Model of Video Rentals

The pricing behavior of a profit-maximizing firm with usual definitions is the
following:

TR = PQ; where P = P(Q) and dP/dQ < 0
TC = TC(Q)

Profit (x) is the difference between TR and TC:

= PQ - TC(Q) (1)

Taking the first-order condition for profit maximization,

dn/dQ = [dP/dQ]Q + P - MC = 0
P = MC- [dP/dQIQ
p=MC+m (2)

where

MC = marginal cost
m = markup
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m = -[dP/dQ]Q
m = P/E; E = -(dQ/dP)(P/Q) and 0m/0E 

In other words, markup varies inversely with the price elasticity of demand. For a realistic
range of output, average cost tends to remain stable, leading marginal cost to equal average
cost. Equation (2) thus becomes:

P = AC + m (3)

Although videos are supplied to the public by national chains, the relevant market
for retail video rental is local in that one video rental store competes against other similar
stores in any neighborhood. We assume that the local video rental market is monopolistic
competition in which there are many sellers, barriers to entry are low, and products (i.e.,
rental services) are differentiated.

Product differentiation is achieved through: (a) greater selection; (b) convenient
location; (c) convenience in daily hours of operation; (d) availability of drive-in boxes 
return; (e) agreements available for self-service pick-up; (f) more personnel for better
service; (g) posting fee schedules; and (h) family-oriented selection without X-rated videos.

The rental price of videos (P0 has two components; the initial rental fee (IRF) 
the extended viewing fee (EVF):

Pv = IRF, + EVF (4)

in which i is r for new releases, and c for catalogs such as old releases and new releases with
slow turnovers. Also, EVF is zero if videos are returned on time. In a monopolistically
competitive market such as video rental, consumers have a large number of alternative stores
available to them, limiting pricing policies of individual video rental stores. This also means
that the rental demand for videos is relatively price-elastic. Demand for new releases (r),
however, is expected to be less price-elastic than demand for catalogs (c), resulting in 
higher markup for new releases than for catalogs. That is:

mr > mc (5)

IRF~ = AC + mr (6)

IRF¢ = AC + m~ (7)

IRFr > IRF~. (8)

Videos due for return on Fridays and Saturdays are likely to be rented again for the
weekend, but videos due for return on weekdays may not be rented again until the weekend.
Since demand is greater for weekend (i.e., Friday and Saturday) rentals than weekday (i.s.,
Sunday through Thursday) rentals, the price elasticity of demand for videos available for
weekend (n) rentals is less than the price elasticity of demand for videos available for
weekday (d) rentals. This means that EVFs of videos due for return on weekends should 
higher than EVFs of videos due for return on weekdays.
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P. = IRF, + EVF. (9)

Pd = IRF, + EVFd (1 O)

P. > Pd (1 1)

IRF, is the same as P in (3), i.e.,

IRF, = AC + m, (12)

in which i is r for new releases and c for catalogs. Also, m varies with the level of
competition in different locations.

Combining (4) and (12),
Pv = AC + m, + EVFj (13)

where i=rorc
j =nor d.

Consider that the maximum P is externally constrained at Po due to market conditions
characterized as monopolistic competition, and that AC in the practical range of output is
likely stable at ACo. Equation (13) then becomes:

Po = ACo + m, + EVFj (14)

Equation (14) suggests that EVFs can be either higher or lower than IRFs so long as the sum
of the average cost (ACo), the markup (m,) for initial IRF, and the extended viewing 
(EVFj) is equal to Po. This explains why there is no unique relation between initial rental
fees and extended use fees in the rental market in general, including video rentals.

Pricing Practices of Video Rentals

Since the lawsuit was filed in Mobile, Alabama, the areaÕs profile of pricing
practices of video rental stores is developed in Table 1. At the time of survey in early
November 1995, there were at least 54 video rental stores in Mobile County (population
394,420) under 37 different company names. Thirty three (33) of these companies
representing 48 stores responded to the survey. Rental fees are expressed in dollars per night.
A striking observation is that prices vary widely for identical videos. Also interesting is the
varying times of return, which range from 4:30 p.m. to 12 mid-night. The monopolistically
competitive nature of the video rental market is unmistakable.

For new releases in Table 1, none of 33 stores surveyed had a clear case of higher
EVFs than IRFs, five had lower EVFs than IRFs, 26 had the same fees between initial and
extended viewing, and two had EVFs that were higher or lower than IRFs depending on how
one views. BlockbusterÕs 1-night 2-evening new releases are one of the five that had EVFs
lower than IRFs.

For catalog videos, Table 1 indicates that EVFs are higher when IRFs are prorated
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on a 24-hour basis at two stores where EVFs are the same as IRFs but IRFs allow two night
viewing; EVFs are lower at four stores; one store has a mixed policy; EVFs are clearly the
same as IRFs at 22 stores; and it is difficult to determine at four stores including
Blockbuster, where EVFs are lower than IRFs but IRFs cover two or more nights.

Even in catalogs, Blockbuster is not one of the stores that maintain higher EVFs
than IRFs. EVFs at Blockbuster are higher than IRFs only if the customer keeps the video
for two nights and if IRFs are prorated on a 24-hour basis. If the IRFs are viewed as a total
package price, or if customers return the video aider one night, EVFs may actually be lower
than IRFs at Blockbuster.

It was suggested in equation (14) that there is no unique relation between initial
rental fees and extended use fees in the rental market in general. To further test the
hypothesis, a telephone survey was made during late November and early December 1995
to most, if not all, auto and equipment rental stores in the area that rent products for a week-
long initial rental period, which is followed by daily late charges. Results are similar to
Table 1 in that no unique relations were observed between initial rental fees and extended
use fees. If at all, extended use fees were higher than initial rental fees when prorated on a
daily basis.

At this writing, most Blockbuster stores, except those in the Atlanta area, had a 1-
night 2-evening rental policy for new releases, which lasted for at least 3 weeks and until the
turnover rate fell below 2.5 per week beyond the 3-week period. Following the drop in
turnover rate, the title is placed on a 2-night 3-evening rental cycle consistent with
BlockbusterÕs policy on catalogs which is a 2-night 3-evening rental. The averages of IRFs
and EVFs of all 2,381 Blockbuster stores in the U.S. were $3.107 and $2.002, respectively,
in 1995.

Also at Blockbuster, IRFs are prepaid but EVFs are due when videos are returned.
When late in returning, stores attempt to collect EVFs for videos that are overdue for up to
15 days. Cases beyond 15-day delay are turned over to the collection agency after a 90-day
waiting period. According to Blockbuster officials, about 25,000 cases are turned over to the
collection agency every week, and approximately 55 percent of these cases are uncollectible,
making them a total loss. Lost revenues include not only forgone rental fees but also lost
sales of accessories that constitute at least 15 percent of BlockbusterÕs revenue. There are
real collection costs involved in the retail video business.

Conclusion

So long as the market is monopolistically competitive in which finns can move
ahead primarily through product differentiation, different prices and services are natural
means of competing against one another. If these means of competitiion are stifled by
judicial interference, all consumers lose in the long run. In fact, higher fees for an extended
use beyond the intitial renting period are a common practice in many rental businesses.
Some charge higher fees and others in the same industry charge lower fees for an extended
use as video rental stores do. The main determining factor is the product differentiation that
compensates customers paying higher fees through differentiated services. Incidentally, a
judgeÕs summary judgement prevented the case from proceeding to the jury trial in Mobile.
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Table 1. Survey of Video Rental Stores in Mobile, Alabama

Name of Store Catalog New Release

IRF EVF IRF EVF

I All-Star Video 1.00/1 I 00/d 2.50/1 2 50/d

2 American Videos (2) 1.99/1 1.99/d 2 96/1 2 96/d

3 The Amplified Version * 1 99/1 1.00/d 1 99/1 1.00/d

4 Blockbuster Video (4) 3.19/1 2.00/d 3 19/1 2 00/d

5 BrianÕs Magic Video (2) 2 63/1 1.00/d 2 63/1 1 00/d

6 ColemanÕs Video 0 99/1 0 99/d 1.99/1 1.99/d

7 Delchamps Super Stores 0.48/1 0 48/d 0 98/1 0 98/d

8 DrewÕs Raceway Video 0.99/1 1.00/d 2 50/1 2 50/d

9 Family Video 1.00/1 1.00/d 2.50/1 2.50/d

10 Fast-Time Video 1.29/1 1.29/d 1.29/1 I 29/d

11 Harco Drug 1.49/1 1 49/d 1.49/1 1 49/d

12 Holywood Video (2) 1.29/2 1 29/d 2 48/1 2 48/d

13 Hollywood Video III I 16/1 1 16/d 2 11/1 2.11/d

14 J&B Grocery & Video 1 50/1 I 50/d 2 50/1 2.50/d

15 Just Released Videos 1 95/1 I 95/d 2.75/1 1 95/d

16 King Video 0 99/1 0 99/d 2.49/1 2 49/d

17 Mr Video 2 50/1 2 50/d 2.50/1 2 50/d

18 Mobile Video 1.99/1 1 00/d 2.50/1 2 50/d

3 50/2 2 50/d

19 Movie Gallery (8) 2 00/2 I 37/d 2 75/1 2 75/d

20 Movie House Video ** 5 50/2 2.75/1 2.75/d

21 Old Shell Video 1.83/1 0 91/d 2 98/1 2 98/d

22 Phar-Mor *** 0.99/2 0 99/(1 I 98/1 I 98/d

23 Pick-A-Flick 1.00/1 I 00/d 2 40/1 2 40/d

24 Prime Time Video (2) 2.50/1 I 00/d 2 50/1 2 50/d

25 Showtime Video 2 50/1 2 50/d 2.50/1 2.50/d

26 SkoÕs Video 1.25/1 I 25/(I 2.50/1 2 50/d

Return

By

6 pm

6Õ30 pm

6 pm

12 am

6 pm

6 pm

8 pm

7 pm

6 pm

7 pm

7 pm

6 pm

6 pm

10 pm

9 pm

6 pm

6 pm

6 pm

6 pm

I0 pm

6 pm

6 pm

7.30 pm

6 pm

6 pm

6 pm

7 pm

156



157 LITIGATION ECONOMICS DIGEST

27

28

29

30

31

32

33

*

Name of Store Catalog New Release Return

IRF EVF IRF EVF By

Star Video **** 1.49/2 2 11/d 3 99/2 2 11/d 11 pm

24-Hour Video ***** 2 50/1 0.50/d 2 50/1 2.50/d

Video Cinema 1 00/1 I 00/d 2.50/1 2.50/d 6:30 pm

The Video Shack 2.50/1 2 50/d 2.50/1 2.50/d 6 pm

TheVideo Shop 2 50/1 2.50/d 2.50/1 2.50/(t 5 pm

The Video Garden (2) 2.00/1 2 00/d 2 50/1 2 50/d 7 pm

Video %llage 2.98/3 2 00/d 2 98/1 2 00/d 10 pm

Return time is 6:30 pm on weekends
IRFs for catalogs are for 3 videos and EVF is simply a re-rental
Return time is 4:30 pm on Sundays
IRF for catalogs varies from $1.49 to 4.99 for two and return time is 11 pm on
Sundays
Remm time is 24 hours after rental.

Note that the firgures in parenthese are the number of stores under the same chain.
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