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Using Hedonic Price Analysis In Food Labeling Class Actions
Law360, New York (June 8, 2015, 10:37 AM ET) --

In recent years, there has been an increase in the number of consumer
class actions brought against manufacturers of retail food products,
particularly with respect to labels and advertising describing products
as “all-natural” or otherwise beneficial to health. Plaintiffs in these
matters allege false advertising and typically assert that class members
either would not have purchased the products absent the false claims
or would have paid a lower price for them.

Increasingly, courts have asked plaintiffs at the class certification stage
to provide more information regarding the method they propose to
use for the measurement of damages on a classwide basis. The
demonstration of the existence of a classwide method also has Sushrut Jain
implications for the important issue of predominance. For a court to

certify a class it must determine that “questions of law or fact common to class members predominate
over any questions affecting only individual members.”[1] If there is no common method to calculate
damages across class members, then the case for predominance is significantly weakened.

In its landmark ruling in Comcast, an antitrust matter, the Supreme Court held that plaintiffs must
undertake a rigorous analysis at the class-certification stage and further that they, “must be able to
show that their damages stemmed from the defendant’s actions that created the legal liability.”[2]
There has been similar movement by some district courts in false labeling cases. For example, in

the Pom Wonderful class action, the District Court ruled that simply showing that the product in
guestion has a higher price than some comparable products is not enough as it does not establish that
the price premium was attributable to the alleged misrepresentations.[3]

In response to such rulings, plaintiffs have begun to propose — in an increasing number of food labeling
class actions — an econometric technique known as hedonic price analysis. Plaintiffs’ damages experts
claim they can use the method to determine the existence and amount of the “price premium” resulting
from the specific labeling claims at issue. The assumption behind the proposed use of this method is
that in the absence of the false labeling, the price of the product would have been lower by an amount
equal to the value of the falsely advertised attribute.[4] Hedonic price regression has been put forth as
the method to extract the values of individual product attributes using data on price, quantity, product
attributes and other economic factors that may influence price.

In order to determine whether the application of this method to false advertising damages in retail food
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product markets is appropriate, it is important to understand the economic theory behind hedonic price
analysis.

What is Hedonic Price Analysis?

Hedonic price analysis is based on the idea that a consumer good is made up of multiple underlying
attributes each affecting the consumer’s utility separately. Variation in the amount of each attribute
may result in variation in the consumer’s utility and, under certain circumstances, in the prices charged
for the good. The earliest work studying the impact of quality characteristics on prices was likely
Waugh's 1928 paper on the prices of vegetables.[5] In 1966, Lancaster was the first to explicitly define
consumer utility as a function of the characteristics or attributes of goods.[6] Building on Lancaster’s
idea, Rosen (1974) wrote the seminal paper on hedonic price analysis, formalizing the idea of observing
differences in market prices to infer consumers’ valuation of the underlying characteristics of the
products.[7]

Consider a market for a product that has a few attributes, such as milk that may be pasteurized or
unpasteurized, chocolate or regular, fat-free, reduced-fat, whole, or with some other percentage of fat,
lactose-free or not, organic or not, from hormone-free cows or not, and so on. In such a market, if prices
are set competitively, the difference between the prices of two otherwise similar types of milk sold in
the same geographical market — one skim and the other reduced-fat — may be an indicator of the
market value of the additional milkfat attribute.[8] A hedonic analysis involves the specification of a
regression with price as a function of several variables including variables accounting for the presence or
absence of the various product attributes.

Its simplicity notwithstanding, for the application of hedonic price analysis to provide meaningful results,
certain conditions must hold true in that market, as described by Rosen (1974) and in the subsequent
literature. The most important condition necessary for hedonic price analysis to be applicable is the
existence of a competitive equilibrium in which price equals marginal value to the consumer, which in
turn equals marginal cost to the producer.[9] In such a market, firms do not have the power to set
prices, which are determined, instead, by an equilibrium between demand and supply for the good. In
contrast, in a market where firms have the ability to set their own prices, the competitive condition
needed for a hedonic price analysis to be reliable does not hold. The intuition behind this condition is
that in a market where firms have enough market power to set prices instead of being price takers, the
price of a product may reflect factors other than the cost of production and consumers’ valuations of
attributes. Simply put, a producer with some price-setting power is not restricted to setting prices at the
competitive level where price equals the marginal cost. In such a market, changes in features may not
bear a consistent relationship to changes in prices.

While a firm with monopoly power can certainly set prices above marginal cost, the more common
instances of price-setting power occur in markets where firms sell differentiated products that are not
perfect substitutes for each other — a market structure known as monopolistic competition.[10]
Examples of such markets include a wide variety of consumer goods that are differentiated by specific
features, which may be highlighted through branding, advertising, packaging and other means that tend
to result in each producer selling — or being perceived by at least a certain segment of consumers as
selling — a unique product.[11]

The problems with applying hedonic analysis to a market characterized by firms with price-setting power
are readily apparent. For example, some firms in a monopolistic competition setting may price an entire
product line at the same level despite significant differences in underlying attributes (a strategy known



as “line pricing”). For instance, a firm that sells different types of packaged soup might choose to sell its
entire product line for the same price, regardless of whether a specific soup has noodles or doesn’t, has
meat or doesn’t, has milk or doesn’t, and so on. In the Snapple decision, the court noted that Snapple’s
practice of line pricing its products regardless of whether the product had an “All Natural” label would
make the plaintiffs’ expert’s proposed assessment of inherent premium value of the All Natural claim
infeasible.[12] Moreover, a firm with some pricing power might be able to remove the claim at issue in a
litigation and continue to offer the product at the same price as before, perhaps at the cost of a
reduction in market share.[13] A hedonic analysis would not generate a reliable measure of a “price
premium” for a particular feature in such a setting.

The majority of the literature since Rosen has applied hedonic price analysis to the markets for housing
and durable goods such as automobiles or computers[14] — products with attributes for which the
direction of consumer preferences is, for the most part, predictable.[15] For example, consumers are
expected to value positively more bedrooms or greater square footage.

In the case of nondurable goods, researchers have applied hedonic analysis in only a few instances.
Chang et al.’s 2010 study of eggs and Huang et al.’s 2007 hedonic analysis of the price of fresh tomatoes
to examine the value of an “organic” label are examples.[16] For these types of nondurables, the
product in question generally has commodity characteristics with a few identifiable, key attributes. For
example, in the case of milk, the other attributes (besides production method, which includes
pasteurization, organic, hormone-free, etc.) include the flavoring (unflavored, chocolate, other), fat
percentage, vitamin enrichment and even packaging (glass bottle or cardboard carton). For most of
these attributes such as production method, or vitamin enrichment, consumer preferences are generally
predictable: all else being equal consumers can be expected to value hormone-free production
positively and put a premium on added vitamins.

On the other hand, retail food products that are highly differentiated — such as the example described
above, packaged soup — can potentially have a large number of idiosyncratic characteristics for which
the direction of consumer preference is unclear. A soup may have rice or wheat, be canned or frozen, be
made using canola oil or sunflower oil, and the direction of consumer preference for these attributes is
not obvious. Moreover, unlike agricultural products, two cans of soup sold by different companies might
have more differences between them than similarities. It may not even be clear which products should
be considered as potential substitutes. For example, should one consider frozen and canned soup to be
the same product with different features? Are two cans of soup — even the same soup, say chicken
noodle — sold by two different manufacturers comparable despite being made up of a completely
different set of ingredients and using widely different recipes?

A fundamental difference between commodities that exhibit attributes for which the differentiation is
not unique to the seller (e.g., milk)[17] and differentiated retail products such as packaged soup is
branding. Valuable brands confer price-setting power on producers and, in such markets, price may not
be simply a function of easily identified and measured product attributes.

Moreover, the problem may not be solvable by simply including brand as an explanatory variable in the
price regression. In the case of many differentiated products, some features are idiosyncratic to — or at
least highly correlated with — certain brands. For instance, in the case of potato chips, the feature of
perfect uniformity in shape and size is strongly associated with the Pringle brand. A regression analysis
attempting to place a value on the uniformity feature in potato chips will find a high degree of
comovement between the Pringle brand and the feature, and the hedonic price regression could be
unreliable due to a problem known as multicollinearity.[18]



There are several other potential problems with the application of hedonic price analysis more
generally, including potential misspecification of regression variables and the choice of functional form.
For instance, if the expert were to omit an attribute that is important to consumers, the regression
results could be unreliable and overestimate the value of the attribute at issue if the omitted attribute is
correlated with the feature at issue. There is also little theoretical guidance as to the choice of functional
form — the relationship between price and attributes might be linear, exponential, log-linear or take
some other functional form — for the regression.[19] These other issues may lead to additional
problems with interpreting the results of a hedonic price regression in the context of a damages analysis
for a false label.

As the introduction of hedonic price analysis becomes more prevalent in false labeling cases, courts will
have to assess the applicability of the method in each case based on whether the product market meets
the conditions that are necessary for the method to be reliable. If the product at issue is a highly
differentiated, branded nondurable good, the economic conditions required for a valid application of
hedonic price theory may not hold.
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