






Case 20: The American Airlines Case (2001) 

FIGURE 20-1 A "P < Me" test is more lenient to an alleged predator than a 
profit maximization (MR < MC) test because P > MR. If Me exceeds AVe, then 
a "P < AVe" test is more lenient still. 
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Implementation (I) seems unrealistic; yet (or therefore) it has been the 
butt of much criticism of sacrifice tests. In the American case, the district 
court said that antitrust does not require profit maximization, and cited a 
prior decision: 

A rule of predation based on the failure to maximize profits would rob con
sumers of the benefits of any price reductions by dominant firms facing 
new competition. . . . In additioh, a "profit maximization" rule would 
require extensive knowledge of demand characteristics-thus adding to its 
complexity and uncertainty.14 

The court also cited a treatise arguing that the profit-maximizing price is 
seldom knowable: "It depends not only on the defendant's costs at the mo
ment but also on projections of what those costs would be at higher and 
lower levels of output." 

Implementation (2) compares the firm's marginal revenue (MR) 
against its marginal cost (Me). If MR < Me, then the profit function is 
downward-sloping: the firm could have made more money by making a 
slightly less favorable offer or producing slightly less output.IS 

Suppose for a moment that the firm has little or no static market power: 
It faces a highly elastic short-run demand curve. Then MR < Me becomes 
p < Me, the Areeda and Turner (1975) test and a test that the district court 

140p. at 1201, citing MCI Communications. The first sentence of the quote is an odd claim in itself. 

15When the profit function is single-peaked (as we have drawn in Figure 20-1), MR < Me also im
plies that the offer is more attractive than the profit-maximizing offer. 
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seemed to endorse. 16 For a firm without market power, the Areeda-Turner 
(A-T) test is a profit-maximization test: Any output above the profit-maxi
mizing output will trigger an A -T "sacrifice" alarm. 

Usually, of course, an alleged predator faces a downward-sloping de
mand curve. Then the A-T test is more lenient than profit maximization. In 
Figure 20-1 the A -T benchmark would be to the right of the peak, allowing 
a firm to sacrifice some profit before the A-T test flags a sacrifice. It could 
well make sense for a sacrifice test to have some lenience (or margin of 
error). After all, a firm might be to the right ofthe peak by accident (no firm 
can always fully maximize profits); or might wrongly be thought to be to 
the right ofthe peak; or (ifthe curve literally shows short-run profits) might 
be to the right of the peak for legitimate reasons. But the A-T version seems 
ad hoc and oddly mixes marginals and averages (price is average revenue). 
It is most lenient for a firm with the most short-run market power (i.e., 
whose demand is least elastic )-even though presumably one should worry 
more about predation by such a firm.17 Nonetheless, many people have 
come to think that A-Tis the ideal test or gold standard. 

Other approaches, including both the DOJ's and one reading of Amer
ican's and the court's, involve comparing profits against certain discrete 
benchmark alternatives, as we discuss next. 

OarS Benchmark: Profits but for Challenged Acts 

Recall that AA's response to entry on some routes came in two phases. In 
the first phase, which the DOJ did not challenge, AA matched the entrant's 
prices on a limited-availability basis. In the second phase, AA increased 
flight frequency, flew larger planes, and/or increased availability of its low
est fares: an expansion of "capacity" in the DOJ's words. The DOJ's Test 1 
therefore assessed sacrifice by comparing AA's profits in the second phase 
to its profits in the first. This comparison also has the practical virtue that 
actual profitability data were (in some cases) available. 

The DOJ claimed to show that AA's profits would have been higher 
had AA stuck to its initial response and not shifted to the second phase. 
American argued, and the court agreed, that this amounted to a profit max-

160p. at 1198-1199. Areeda and Turner (1975, p. 716) conclude that "marginal-cost pricing is the 
economically sound division between acceptable, competitive behavior and 'below-cost' preda
tion." As we will see, they propose average variable cost as a "surrogate" because of "the difficulty 
of ascertaining a firm's marginal cost." 

17Ifthe firm's demand elasticity is e < 0, then its marginal revenue is (e + 1)/e times price. Thus the 
A-T test is an MR-MC test with a "fudge factor" of e/(e + 1). To illustrate, consider a Cournot mar
ket with market demand elasticity equal to -2. Relative to the stricter, more logical MR-MC test, the 
A-T test gives a firm with a 10 percent market share (and thus a firm-specific demand elasticity of 
-2/0.1 = -20) a fudge factor of 20119 or about 1.05, meaning thatA-T finds sacrifice only ifMR 
< MC/1.05. A dominant firm with a market share of 80 percent (and thus elasticity of -2/0.8 = 
-2.5) gets a much more generous fudge factor of about 1.67. 
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imization test. The DO] claimed that this was not so, and one of its experts 
urged the court to 

determine whether the incumbent had clear alternatives that the incumbent 
knew or could reasonably be expected to have known would have made it 
more money absent any predation profits. Importantly, it is not necessary 
to compare the alleged predator's actual behavior with its most profitable 
alternative. 18 

If American's initial response was not "short-run" profit maximizing, then 
the DO] benchmark is more lenient than a profit-maximization benchmark, 
and would lie to the right of the profit-maximization benchmark in Figure 
20-1. (And, if the initial response was to the left of the peak, then a range of 
shifts to the right would have passed the DO] test.) 

Did the DO] unwittingly engage in Implementation (3) of a profit 
maximization test? We think not, because the alternative it used was pre
sumably very salient in American's decision making. There is no sign that 
the DO] creatively or exhaustively searched for a highly profitable alterna
tive to which to compare American's profits, nor that the DO] used the ben
efit of hindsight to second-guess what American originally thought would 
be a profitable strategy. 

American's Benchmark: Exit from the Route 

American argued that the proper legal test of sacrifice was whether its 
route-level variable costs (or perhaps its avoidable costs) exceeded its rev
enues on the routes. This "average variable cost" test has two rationales, 
each with shaky underpinnings. 

Baumol (1996) Rationale 

American sometimes followed Baumol (1996), who argued that com
paring route-wide revenues with avoidable costs was the right test in prin
ciple because it promotes "competition among equally efficient firms, 
without sheltering less efficient firms from competition on the merits. See 
Morgan, 892 F. 2d at 1363; Henry, 809 F. 2d at 1344" (American's Appeals 
Brief at p. 23). If AVe is close to average avoidable cost, this might justify 
a price-AVe test. The idea is that if the incumbent's post-entry price satis
fies p > AVe, then any firm with equal or lower AVe can profitably enter the 
route, so only less efficient firms will be excluded. Baumol's argument for 
marketwide average avoidable cost assumes that successful entry will fully 
displace the incumbent, and his test effectively amounts to a test of sacri
fice relative to exit from the market (here, route). 

ISop. at 1180. 
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But, as a DO] expert noted, a rival might not fully displace the incum
bent, and might be more efficient at serving the increment than the incum
bent, yet still be excluded. This can occur if expression (1) holds: 

(1) American's Route-Level AVC < P < Rival's AC 
< American's Incremental cost 

We argue below that condition (1) is quite plausible. 
A second potential failure is more subtle, and arises because the DO] 

tests used American's accounting system, not a literal price-cost compari
son. Recall that this accounting system adds to a route's revenues its upline 
and downline contributions. An entrant on the route who does not have a 
hub will not capture such "contributions"; thus, even if it can fly more 
cheaply per seat-mile, it might yet be excluded by American's profitable 
pricing. If the complementarities are inherently lost to society when the en
trant displaces American, then the asymmetry broadly reflects a true differ
ence of product. But if passengers can connect between airlines flying the 
entrant on one leg and the incumbent on another, or if American could 
cheaply let them do so, then the complementarities can survive but may not 
be captured by the entrant. This can produce inefficient incentives. 

But if American's hub operation is what handicaps entrants, why 
would an LCC enter on only a few routes, and then respond to adversity by 
exit, rather than enter with full-blown hub operations? At the extreme, why 
didn't Vanguard-one of the LCCs in the American case-take advantage 
of its much lower cost per ASM and simply enter with a full duplication of 
AA's route structure, including hubs? 

The answer is that it can be hard quickly to acquire, and integrate a 
large number of flight control slots, aircraft, crew, and other inputs; indeed, 
this is why short-run and long-run costs may differ. Business models often 
need time to be "shaken down" before they can scale up. Capital markets 
may more readily finance a toe-dipping strategy than a riskier all-out 
plunge. Even if neither AA nor the LCCs really thought of the route as the 
unit of analysis, an LCC practically had to survive a period of being limited 
to a small number of routes. Such entry could be efficient in the long run 
even if it would be productively inefficient in the short run for an Lce to 
enter, then never expand. 

Areeda and Thrner (1975) Rationale 

Areeda and Turner (1975, p. 716) provided the more traditional ratio
nale for comparing price with AVC to gauge sacrifice. They suggested that 
AVC might be a more readily observed proxy for MC (recall that they argue 
that MC should in principle be compared with price). This "proxy A -T test" 
has been highly influential. 

However, in the American case, route-wide_AVC may have impor
tantly underestimated incremental or marginal cost (of AVC for the incre-
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ment): the p < AVe test in Figure 20-1 may be well to the right of the p < 
Me test, and the right and left hand terms of expression (1) may be far 
apart. It is unclear why one should use a double approximation (price for in
cremental revenue, and route-wide average variable cost for incremental 
cost) when better evidence on sacrifice is available (recall that the DOJ's 
Test 1 directly compares incremental costs and incremental revenues). 

We called the Areeda-Turner substitution of price for marginal revenue 
"ad hoc," but that "lenient approximation" may make less difference here 
than approximating incremental cost with AVe. The DOJ's Test 4 claims 
that incremental cost (or the average variable cost of the sales increment) 
exceeded not only incremental revenue but a measure of price as well. 
Meanwhile, the court found that price exceeded route-wide average vari
able cost. Hence, if the DO] and the court are both right, incremental cost 
per passenger must exceed route-wide AVe by a sufficient amount to make 
all the difference to a comparison of cost with price. 

American argued that the DO] was wrong, and that AVe falls with 
output, implying that incremental cost is below route-wide AVe, so that a 
price above route-wide AVe must also be above incremental cost. 19 

The dispute here may not be a simple factual one; rather, American and 
the DO] may be referring to different increments. Incremental cost of sales 
and of seats could differ dramatically. The DO] argued that AA's load fac
tors (the percentage of seats filled) fell when American increased its capac
ity and attracted additional passengers (Appellant's brief, p. 10). A hypo
thetical example shows how a fall in load factors could lead to increasing 
marginal cost of sales (as implied by the DOJ's claims), although marginal 
cost of seats might even decrease (as American claimed): 

Suppose an airline initially has one flight a day, with 100 seats, at a cost of 
$5000. The average price per seat is $100; thus, if full, the flight would 
yield revenue of $10,000. But in fact it is only three-quarters full (seventy
five passengers), so it yields revenue of $7500 and profits of $2500. The 
break -even load factor is 50 percent. 

Now, without changing price, the airline schedules a second flight, 
costing another $5000-so the incremental cost of additional available 
seats is equal to the variable cost for seats on prior "frequencies," as Figure 
20-2 depicts.2o If the load factor remains at 75 percent, then the second 
flight has the same revenue and profit as the first: everything is simply dou
bled. But if each flight is now just 60 percent full, there are just 60 percent 

19Here American included the fixed cost of infrastructure in variable costs (Appellees' Brief at 26), 
perhaps suggesting it had average avoidable cost (AAC) rather than Ave in mind. But this claim 
concerns AVe of available seats, not of passengers: see our discussion of Figure 20-2 below. 

200p. footnote 15. American claims that the incremental cost of an additional flight is lower (Ap
pellees' Brief at 26); the reader can easily verify that it makes little difference to our example if the 
second flight only costs, say, $4500. 
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FIGURE 20-2 The figure depicts the Me of sales in comparison to the Me of 
seats. The Me of sales lies above the marginal cost of seats because flights 
have load factors less than 1. The Me of sales is upward sloping if load factors 
decline as the firm increases seats. 

$/8ale or seat 

MC of sales 

~---------- MC of seats 

# of sales or 
seats 

times 200, or 120 passengers; total revenue is $12,000. Since total costs are 
$10,000, the route remains profitable (American's test), but profitsjell with 
the additional capacity (as DOJ's Test 1 claims). The incremental capacity 
cost $5000, but brought in only $2000 in incremental revenue (even though 
passengers on the second flight paid a total of $6000). The second flight was 
60 percent full, but it also reduced the first flight's load factor. 

The incremental cost ofthejirst 75 passengers is $5000, or $66.67 per 
passenger: this is below price. The incremental cost of the additional 120 -
75 = 45 passengers is $5000, or $111.11 per passenger: This is above price. 
Qualitatively this is what the DOJ's Test 4 claims. 

Thus, if load factors fall with added capacity, the marginal cost of sales 
can far exceed the average avoidable (or variable) cost of sales, or the mar
ginal cost of seats, as in Figure 20-2. Incremental cost can thus exceed av
erage variable cost for sales even if average variable cost for available seats 
is roughly constant (and therefore equal to marginal cost for seats) or even 
declining. 

This important distinction, between cost functions for seats and for 
passengers, may not have been clear to Judge Marten who treated "capac
ity" as "the flip side of price." The word capacity apparently suggested to 
him that American was simply pursuing profits by serving demand, rather 
than lose money by turning customers away.21 

2IThe district court (and American's appeals brief, p. 39) seems to assume that a firm will naturally 
(i.e., nonstrategically) increase output in response to entry. This is possible but not obvious. When 
price falls, total output will rise, but the incumbent's output is no longer the whole market output. 
In simple Coumot models, for instance, each existing firm's output normally falls when entry takes 
place. In fact, Williamson (1977) argues that postentry output expansion should be a test of preda
tion, because he believes it is not a profit-maximizing response. 
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Should the Sacrifice Benchmark Differ 
for Non-Price Predatory Conduct? 

The DOJ claims that it has challenged not American's fare cuts but the ca
pacity additions, which were often later than and "not triggered by" the fare 
cuts (Appellant's brief at 34), so that the case is not about the level of price. 
But the district court saw the claim that this was not a pricing case as "se
mantic sleight of hand" (Op. at 1194). Should this price/nonprice distinc
tion matter? In particular, should sacrifice be judged by a different bench
mark if the plaintiff alleges non-price predatory conduct? 

The DOJ argues that the incremental costs from American's expansion 
exceeded incremental revenues and that the motivation for this (seemingly) 
unprofitable tactic was anticompetitive exclusion. But why wouldn't the 
same benchmark be reasonable in a pure pricing case? 

Any distinction between price and nonprice predation may prove too 
cute. Ordinarily, one "cost" to a firm (that has market power) from selling 
more output is a lower price received on inframarginal units sold, as all 
first-year microeconomics students learn.22 So to avoid confusing margin
als and averages, the "appropriate measure of cost" to compare with price 
for a sacrifice test would include this pecuniary cost, unless one is trying to 
build in an ad hoc margin for error as the Areeda-Turner test does. This rea
soning returns us to comparing incremental costs and revenues, regardless 
of whether the alleged predatory conduct is output expansion, a price cut, or 
as in this case an expansion of capacity. 

RECOUPMENT 

The DOJ claimed that American would likely profit, and consumers would 
likely lose, through a loss of competition in three ways: first, on the routes 
in which predation was alleged; second, on other AA-dominated DFW 
routes into which the LCCs might have expanded; and third, through a 
broader loss of competition as a result of American's building a reputation 
for predation. Judge Marten found the estimates of within-route recoup
ment too low compared to the estimate of sacrifice,23 and the broader theo
ries too vague, unproved, and disturbingly easy to allege. He noted that one 
DOJ expert knew of no firm that had failed to enter because it now feared 
American's response; and he criticized another DOJ expert for calculating 
recoupment on the assumption that hub entry probabilities were reduced by 

22However, DOJ argues that price changed little when American expanded its capacity: This is pre
sumably related to the airline industry practices of price discrimination and yield management. 

230ne might be concerned at the implication that a plaintiff could do better by underestimating sac
rifice. 
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10 percent, a mere "round number."24 He thus found that DOJ had not 
proved a dangerous likelihood of "recoupment" through supracompetitive 
pricing. 

There are two reasons for a "recoupment prong" in a coherent preda
tion policy. First, sacrifice doesn't in itself harm consumers: quite the re
verse.25 Nor need it even portend consumer harm: For instance, a firm may 
price below cost so as to work its way down a learning curve. The law 
surely should demand a convincing theory of harm to competition (not just 
competitors) from the defendant's acts. One might call this considera
tion "recoupment as harm." As the Supreme Court wrote in Brooke Group, 
"Recoupment is the ultimate object of an unlawful predatory pricing 
scheme. . . . Without it, predatory pricing produces lower aggregate 
prices in the market and consumer welfare is enhanced." Note that this does 
not require a predator to recover all its sacrificed profit: even an unprof
itable predatory scheme could be harmful. 

The second reason to examine recoupment, in contrast, does focus on 
the predator's profits, and relates to the "actual sacrifice fallacy." If recoup
ment is implausible, that casts doubt on any theory of rational predatory 
sacrifice.26 In other words, if we think that the firm couldn't have expected 
to recoup its sacrifice, we should re-think whether there was a sacrifice at 
all (perhaps costs or prices were mismeasured, or there is more learning-by
doing than we thought). Unprofitable predation could well be harmful, but 
it may not be likely. This "recoupment as reality-check" seems to have been 
the court's focus in the recoupment part of the case. 

Along those lines, Judge Frank Easterbrook suggested in Rose Acre (at 
1401) that sacrifice is not worth even looking for if recoupment seems very 
unlikely. He argues that it is often easier to see that market structure makes 
recoupment unlikely than to decide if there was a sacrifice. 

What should we infer if recoupment seems unlikely but there is strong 
evidence of sacrifice? If one is confident that firms maximize profits over
all, one might infer that recoupment is easier than it seemed. This logic sug
gests a trade-off between stronger evidence on sacrifice and weaker evi
dence on recoupment: If sacrifice is incontrovertible, an expectation of 
recoupment could be inferred (that is, to avoid the "actual sacrifice fallacy," 
one might start with a strong prior belief about recoupment-as-reality
check if sacrifice is established). 

All this bears directly on one of the two recoupment questions for ap
peal. The DO] claimed that, given the structure of the industry and the facts 
as reported, AA might very well expect to recoup its sacrifice and that con-

240p. at 1215, note 24. 

25If price is below marginal cost, there could be harm to allocative efficiency, although not neces
sarily when there are intertemporal complementarities. 

26"For the investment to be rational, the [predator] must have a reasonable expectation of recover
ing, in the form of later monopoly profits, more than the losses suffered." Brooke Group, p. 224, 
quoting Matsushita, at 588-589. 
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sumers would be harmed, through a loss of competition. (Judge Marten dis
agreed, finding that entry into DFW routes was easy and that the market 
could not sustain supracompetitive prices.?7 And the DOJ also claimed that 
there was not very much entry into American's DFW routes, but could 
hardly have proved just how much out-of-market competition might have 
been deterred. Similarly, even if entrants do become somewhat less likely to 
get financing, specific quantitative evidence of the fact might be unavail
able. This suggests that the appellate court should consider what should be 
done if part of the plaintiff's recoupment theory is plausible but inherently 
hard to prove. 

Must Recoupment Be In-Market? 

Neither of those reasons for a recoupment test suggests that recoupment 
must be in the same antitrust market as the sacrifice: Antitrust markets 
should not be universes of discourse.28 The DOJ claimed that American 
sought to prevent the LCCs from forming mini-hubs in Dallas by adding 
other spokes, threatening American's profits on those routes and perhaps its 
hub profits more broadly. Thus, considering recoupment (of both kinds) on 
other routes seems vital to understanding the logic of the plaintiff's case. 

But the district court was reluctant to consider recoupment in other 
markets because it saw no limiting principle: If a plaintiff could always 
make vague claims about broad recoupment, the recoupment test would be 
vacuous. The DOJ offers the limiting principle that out-of-market recoup
ment is less likely when markets are not strongly linked, but that here, dif
ferent DFW markets are strongly tied together by hub effects. Appellate 
courts must decide if this limiting principle suffices. Of course, there is apt 
to be a reason why a firm is in multiple markets, so there will usually be 
some link. 

MEETING COMPETITION 

The district court agreed with American that since it at most met but did not 
beat its competitors' fares, its actions could not be predatory, even if they 
involved sacrifice, were exclusionary, and would be recouped. This raises 

27This finding itself is odd, given that the court also found that prices on Southwest routes are prox
ies for competitive prices (including a normal rate of return) (Op. at 1149) and that margins on 
American-dominated non-LCC routes are higher. 

281n Brooke Group, the plaintiff alleged sacrifice in generic cigarettes and recoupment prospects in 
branded cigarettes. The Supreme Court (Brooke Group at 226) found such schemes within the 
statute and wrote that assessing recoupment "requires an estimate of the alleged predation and a 
close analysis of both the scheme alleged by the plaintiff and the structure and conditions of the rel
evant market" (emphasis added). And the Microsoft plaintiffs claimed recoupment in operating 
systems as a result of anti competitive behavior in middleware. 
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three issues. First, given American's popular frequent-flyer program and 
brand, does meeting an LCC's dollar price actually constitute beating that 
price? Second, how does such a defense mesh with the logic of predation 
tests? Third, and fundamentally, is price matching really inherently pro
competitive? We discuss these questions in sequence. 

Is Meeting Really Beating? 

If an incumbent offers twice as big a box of soap at the same price as a 
rival's box, sensible implementation of any price-matching defense re
quires adjusting the price accordingly-the price per ounce is half. The 
American case raises a much harder version of the problem: Plausibly, AA 
had a substantial advantage in perceived quality, but this advantage is hard 
to quantify. Matching an entrant's nominal price is clearly more aggressive 
than a quality-adjusted match; yet, it is not clear what safe harbor a match
ing defense would offer to a defendant if the quality difference is hard to 
quantify, or if proper quantification would vary among customers. Saying 
much more would require evaluating possible solutions to the adjustment 
problem in terms of the goals of having the price-matching defense. Since 
it is not clear what those goals are, this is not possible. However, we will 
make a simple observation for those who favor the productive-efficiency 
goal. 

Price Matching and the Logic of Predation Tests 

Baumol (1996) argued that incumbents should be forbidden to price below 
AAC after entry, because he believed that this rule protects more-efficient 
entrants. On that logic, allowing the incumbent to match entrants' prices 
below its own AAC would exclude efficient rivals. The fact that an incum
bent who fails to match such a price will lose business (in Baumol's model, 
all its business) is not a glitch in the policy, to be corrected by a matching 
defense, but is the very point of the policy. Protecting more-efficient en
trants, in Baumol's model, would imply that there must not be a price
matching defense when the price is below the incumbent's cost.29 Less 
sharply, the Areeda-Tumer logic finds pricing below MC or AVC suspi
cious; it is unclear why it becomes less suspicious if an entrant (whose price 
the incumbent is matching) is also pricing below the incumbent's cost. 

Is Price Matching Good in Itself? 

The court's discussion hints that, because price matching is in some sense 
natural, it deserves protection against the antitrust laws. This doesn't fol-

29Since Baumol's model treats the extreme case where successful entry fully displaces the incum
bent, presumably this conclusion too is limited. 
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low. Price matching can easily be anticompetitive, in at least two potentially 
relevant ways.30 First, as we have just seen, the conventional logic of pre
dation suggests that below-cost price matching may deter (or reverse) entry 
by more-efficient entrants. Second, even above-cost price matching (or the 
prospect of it) may deter productively inefficient, but welfare-enhancing, 
entry, as Edlin (2002) shows. This certainly doesn't show that price match
ing is anticompetitive, but we see no basis to be sure that it's always pro
competitive. 

In American, the matching is neither evidence against the plaintiff's 
theory nor the centerpiece of it. But AA's price cuts to match the entrant's 
surely reinforced the capacity increases in discouraging entry. A vigorous 
response to entry (even involving sacrificially low prices) may well be effi
cient while an entrant is present, but if it shortens or postpones such com
petition, that effect should be accounted for also. 

FUNDAMENTAL QUESTIONS NOT 
BROACHED IN THE CASE 

Two other big questions were not raised explicitly in the American case, but 
are important behind the scenes. First, should the predation standard be the 
same for monopoly as for oligopoly? Second, should sacrifice be a neces
sary part of a predation test? 

Monopoly Is Different 

Should a court use the same standards to assess a claim that a monopolist 
(such as AA in some DFW routes) engaged in predation, as it should use to 
assess a claim that oligopolists (as in Matsushita or Brooke Group) did so? 
Probably not. Recoupment (in both senses) is easier for a monopoly, and 
encouraging entry (or even limit-pricing prior to entry) is socially more im
portant. These points are consistent both with a Bayesian decision-theory 
approach to antitrust, and with a long sensible tradition of greater suspicion 
and/or stricter rules applied to monopolies. 

Ioskow and Klevorick (1979) frame the choice of predation policy as 
minimizing the sum of type-I and type-II errors, weighted by the harm that 
the errors cause. Relative to an ideal policy, any real-world policy will 
sometimes misdiagnose predatory conduct as pro-competitive; one must 
conceptually calculate the frequency of this kind of error and multiply by 

30Price matching has also been identified as softening competition among established airlines (why 
cut price when price cuts will be matched?). See Borenstein on airline tariffs (1999, and this vol
ume). See also Edlin (2002, pp. 971-973), the Supreme Court Container case, and Edlin (1997). 
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the likely damages that result thereby. At the same time, any real-world pol
icy other than abandoning enforcement will sometimes misdiagnose legiti
mate competition as predatory; one must multiply the frequency of this 
kind of error by the damage it causes.31 Adding the expected costs of the 
type-I and type-II errors gives a measure of how far the policy falls short of 
ideal; a better policy is one that falls short by less. The Supreme Court in 
Brooke Group implicitly endorses this decision-theory calculus as a sensi
ble guide to a predation standard. For example, the Court thought that skep
ticism is generally appropriate if predation is rare,32 and that an aggressive 
standard would condemn a lot of valuable competitive behavior: Without a 
sacrifice requirement we would be "courting intolerable risks of chilling le
gitimate price cutting." 

Such reasoning suggests that monopoly cases of predation should be 
treated differently than oligopoly cases. Recoupment will typically be eas
ier for a monopoly than for an oligopoly, as the Supreme Court observed in 
Matsushita: A monopoly has more to gain from excluding competition than 
do oligopolists. Therefore, it is rational to be more suspicious of worrying 
business practices when done by a monopolist than when done by a firm 
with less market power. 

Is Sacrifice Necessary for Monopolization? 

Edlin (2002) observes that monopblies such as American often have sub
stantial advantages, which may help explain why they have survived previ
ous entry. If a more efficient firm uses its advantages to provide good deals 
on a consistent basis, that's good for consumers, economic efficiency, and 
productive efficiency (though bad for competitors and for the generally dis
credited goal of low concentration per se). But sometimes an efficient firm 
may instead charge high prices and provide poor service as long as it faces 
little or no competition, and will offer good deals only if and when compe
tition arises. 

For a low-cost monopoly, offering deals postentry that are so good that 
the entrant regrets entering, and perhaps exits, need not involve sacrifice. 
The monopoly may even maximize its short-run profits while driving out 
entrants or at least making them regret entry. Even if doing so requires some 
sacrifice relative to maximum short-run profits, the monopoly may well 
pass less-demanding sacrifice tests, such as a route profit test. If entrants 
foresee this pattern, no entry will occur (and/or accidental entrants will 
exit), and the monopoly may always charge high prices and provide poor 

310n both sides, one must account for behavior deterred as well as behavior that occurs and is ex
amined. 

32Hempill (2001) notes that the Supreme Court didn't say predation is unlikely, but said that the 
consensus view is that predation is unlikely. Bolton et al. (2000), following Klevorick (1993), argue 
that the consensus view has changed. ' 
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service, paradoxically because of its ability to do otherwise. This is very 
likely bad for consumers and may well be bad for overall efficiency (though 
not for productive efficiency), relative to an alternative in which the incum
bent responds less vigorously to entry but entry happens, or in which the in
cumbent must limit-price. 

If good offers can have anticompetitive consequences without sacrifice 
(let alone proof thereof), it is unclear why one should require proof of sac
rifice in all predation cases: Mightn't it be like requiring proof of broken 
windows in all burglary cases? Because of the Bayesian considerations 
above, and because the "high-with-threats-of-Iow" price pattern is much 
easier for a monopoly than for an oligopoly to implement and threaten, it 
would make more sense to relax the sacrifice requirement in monopoly 
cases than in oligopoly ones. (But see Elhauge [2002], who argues that such 
a relaxation would do more harm than good.) 

Many commentators would worry about any change that would make 
it easier for predation plaintiffs to prevail. Indeed, we don't advocate weak
ening the sacrifice requirement in such a way as to open a floodgate of bad 
cases, occasioning the "intolerable risks of chilling legitimate price cut
ting," about which the Brooke Group Court worried. Avoiding such a flood 
might be a challenge, but challenges need not be impossible: Shifting the 
focus from "sacrifice plus financial recoupment" to "exclusion plus grave 
harm to consumers and/or to efficiency" needn't make things easier for 
plaintiffs with weak cases, since it would focus attention on their relevant 
weakness, where it belongs, rather than on half-relevant weakness in proof 
of sacrifice. 

CONCLUSIONS 

The American Airlines case inevitably draws us into deep questions of pol
icy. Normally, we want firms to make good offers to consumers, yet we 
worry when it seems that they are making good offers with suspect motives 
and bad effects. This position is not inconsistent, but it does raise difficult 
problems. 

"Sacrifice"-behavior that would be irrational without its exclusion
ary effect-is logically neither necessary nor sufficient for harm to compe
tition. It could yet be a useful test, but only because of some (still unex
plored) empirical correlation, not as a matter of economic logic. So it's 
hardly surprising that there's so much unfocused disagreement about the 
right version of the sacrifice test. 

The DO] adopted the "sacrifice" logic, and claimed that AA did sacri
fice: After prices fell, it expanded service on certain routes in ways that low
ered profits (as long as the LCC entrants were present) in order to "get them 
out" and then increase its prices and profits again. The judge ruled that this 
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was not what the DOJ must show, because arguing that AA's actions "re
duced its profits" constituted "an illegal profit maximization test" and did 
not compare price against the right measure of cost. 

The judge held that the DOJ should instead have compared AA's price 
against route-wide AVC, and that on that basis AA was not liable. As we 
saw, there are two possible reasons to compare price against AVC. The first 
reason is that AVC may be a proxy for marginal or incremental cost; yet in 
this case, the DOJ argued that incremental cost exceeded route-wide AVe. 
Indeed, the DOJ's test 4 suggested that price lay between average incre~ 
mental cost and route-wide AVC, so that this approximation could reverse 
the result. The second reason is that AV C may be a proxy for avoidable cost, 
suggesting a sacrifice test relative to exit, and supposedly an efficiency mo
tivation for a rule. This too seems inapposite here. There are also pitfalls in 
AVC's measurement, into some of which the district court may have fallen. 

Encouragingly, all sides agreed that some legitimate complementari
ties-here, up line and downline contributions-should be taken into ac
count. Yet deeper complementarities were little discussed. In particular, if 
(as American feared) the LCCs would have expanded if not deterred, route
level analysis may be incomplete in several ways. First, AA could not liter
ally have stuck with the state of affairs that the DOJ used as the benchmark 
against which to measure predation (the "postentry, pre-predation" pe
riod).33 Second, neither AA's nor an LCC's narrow route-level profits are 
central to their decisions: Both AA (very concretely) and potentially the 
LCC viewed the route as a part of a system. Third, the overall effects on 
competition are also not limited to the routes that the LCCs entered, nor to 
those where AA most vigorously responded. The DOJ stressed this in the 
context of "recoupment," but in principle all the analysis should take into 
account the possible counterfactual in which the LCCs expand and gain hub 
complementarities. None of this is helped by restricting the analysis to in
dividual antitrust markets, which are defined by demand substitutability, 
and should not be elevated to universes of discourse.34 

In the second conventional prong of a predation case, the District 
Court focused on "recoupment as reality check"; we suggest that in the re
coupment inquiry courts should pay more attention to showings of serious 
consumer harm or harm to economic efficiency: "recoupment as harm." 
Even quantifying consumer harm might well have been much easier for the 
DOJ than trying to quantify how AA could profit by its behavior. The real
ity check is inevitably rather inconclusive in this case, largely (we think) 

33Might American thus argue that a sacrifice comparison should take account of this? No: That 
would be the "actual sacrifice fallacy." Sacrifice comparisons ignore effects of actions on future 
competition. 

34 American's choice to enter DFW-LGB (Long Beach) in competition with SunJet brings this point 
out sharply: If it were right to analyze everything route-by-route, it would be odd for American to 
enter LGB or for DOJ to claim that American aimed to monopolize a market that it had spumed be
fore SunJet served it. 
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because the main component of the possible anticompetitive gains is hard 
to quantify, although American seems at the time to have thought it large. 

American also won on a price-matching defense. As with sacrifice, the 
discussion of such a defense has not been well grounded in economics. 
Again, appeals courts have a tough task. 

Because the DO} challenged AA's increase in capacity rather than just 
its prices, the case also raises the question of whether the proper benchmark 
for sacrifice might be different (and perhaps more favorable to plaintiffs) in 
predation cases that are not purely about price. The government's argu
ments that a sacrifice determination requires comparing incremental rev
enues with incremental costs make excellent logical sense in a quality or ca
pacity case-and seem to apply equally well in a pricing case. Common 
sense and the rationales in Brooke Group suggest that if one is going to 
compare price (average revenue) with "an appropriate measure of cost," the 
cost measures could include consequent changes in average revenue (pecu
niary costs) from the conduct in question. This reasoning leads to the Gov
ernment standard. 

Finally, we argued that the "balancing" or Bayesian approach to policy 
suggests, among other things, being open to using different tests for allega
tions of monopoly predation than for oligopoly predation. 

The questions raised by the American case should not be answered by 
slogan and dictum, but by considering long-term effects on competition. If 
an incumbent is permanently making a good offer, that's great-perhaps 
even if the offer is below cost, although this may be unlikely. If an incum
bent is strategically making (or threatening to make) limited good offers 
with the purpose and effect of stifling competition-competition that would 
give consumers more in the long run and/or enhance efficiency-that's bad. 
Telling the difference will often be very hard, but merely saying that we 
want incumbents to make good offers-or saying that we don't want them 
making very good offers-misses the point. 
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