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BUYER SIZE, THE “WATERBED EFFECT,” AND THE ECONOMICS OF SECONDARY-
LINE PRICE DISCRIMINATION 

 

Abstract:  The Robinson-Patman Act prohibits price discrimination by upstream 

suppliers among competing downstream buyers, premised on the theory that price 
differences harm disfavored purchasers and, through them, consumers.  The economics 

underlying this premise are weak.  This POLICY BULLETIN examines the theoretical case for 
consumer harm from upstream price discrimination, focusing on the “waterbed effect” 

formalized by Inderst and Valletti (2011), a leading academic justification for Robinson-

Patman Act enforcement.  We show that this justification fails on its own terms.  As shown 
by Albrecht (2026), and more simply here, the consumer-harm condition in Inderst and 

Valletti’s model is vacuous: consumer harm never occurs at any equilibrium of the 
supplier’s problem, gutting the primary theoretical foundation for using the Robinson-

Patman Act to prevent buyer-power-driven price differentials.  More fundamentally, the 
“waterbed effect” literature often treats buyer size as exogenous, an untenable assumption.  

Beard, Blair, Kaserman, and Stern (2008, 2009) show that when efficiency drives firm size, 
price discrimination in favor of large buyers is welfare-improving.  This finding is 

confirmed in Proposition 8 of Inderst and Valletti (2011).  The renewed interest in 

Robinson-Patman Act enforcement—launched by former FTC Chair Lina Khan and now 
championed by current FTC Chairman Andrew Ferguson and Commissioner Mark 

Meador—into a commitment to “meritorious” cases rests on a legislative and theoretical 

foundation that cannot survive economic scrutiny.   

I. Introduction 

The Robinson-Patman Act (“RPA”) makes it unlawful for a seller to “discriminate in price 
between different purchasers of commodities of like grade and quality” where “the effect of such 
discrimination may be substantially to lessen competition or tend to create a monopoly … or to 
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injure, destroy, or prevent competition with any person who either grants or knowingly receives 
the benefit of such discrimination, or with customers of either of them.”1  In practice, courts have 
collapsed that standard into something far simpler: a price difference between competing buyers 
may itself establish competitive injury, with no analysis of downstream markets, no showing that 
consumers were harmed, and no demonstration that competition—rather than a particular 
competitor—suffered any injury at all.2   

The economics community has viewed the statute with sustained skepticism for decades.  The 
Act was lobbied into existence in 1936 by small grocery retailers and their trade associations as a 
direct response to the competitive success of the expanding chain stores.3  It is, in other words, 
precisely what antitrust law is supposed to prevent: the use of legal process to insulate inefficient 
competitors from the pressure of efficient ones. The Antitrust Modernization Commission 
recommended its repeal in 2007.4  Judge Robert Bork labeled the RPA as “antitrust’s least glorious 
hour”5 and Professor Herbert Hovenkamp described it as “the most widely criticized statute in 
the antitrust canon.”6  Moreover, the motivation for the RPA is faulty.  A supplier wants no 
market power or inefficiency between it and the consumer, as that reduces available profit.  Thus, 
the supplier and the consumers’ interests are aligned.  Given its apparent faults, by the early 2000s 
enforcement of the Robinson-Patman Act by the federal government had effectively ceased.  The 
FTC brought no secondary-line price discrimination case for more than four decades. The 
consensus, across Republican and Democratic administrations alike, was that the statute was best 
left dormant.  

Then came Lina Khan.  Beginning in early 2024, reports circulated that the Biden FTC, under 
the leadership of Chair Khan, was preparing to bring the first Robinson-Patman Act case in 
roughly four decades.7  In December 2024, Khan followed through: the FTC filed a complaint 

 

1  15 U.S.C. § 13(a). 

2  FTC v. Morton Salt Co., 334 U.S. 37 (1948) (competitive injury may be inferred from substantial, persistent price 
discrimination among competing buyers). 

3  See M.A. Adelman, A&P: A Study in Price-Cost Behavior and Public Policy (1959). 

4  Antitrust Modernization Commission, Report and Recommendations 317 (2007). 

5  R.H. Bork, THE ANTITRUST PARADOX (1978) at p. 382. 

6  H. Hovenkamp, Federal Antitrust Policy § 14.6 (5th ed. 2016); see also L.J. Spiwak, Reviving the Robinson-Patman 

Act is Bad for Consumers: In Response to Mark Meador, FEDERALIST SOCIETY BLOG (July 31, 2024) (available at: 
https://fedsoc.org/commentary/fedsoc-blog/reviving-the-robinson-patman-act-is-bad-for-consumers-in-response-
to-mark-meador) (quoting Antitrust Modernization Commission report).  The full characterization, as Spiwak notes, is 
that the Act is “antithetical to core antitrust principles,” “protects competitors over competition,” and “punishes the 
very price discounting and innovation in distribution methods that the antitrust laws otherwise encourage.”  

7  Significantly, while in private practice, now-FTC Commissioner Mark Meador was among those who 
encouraged the FTC to file this RPA suit against Southern Glazer’s.  See M.R. Meador, Not Enforcing the Robinson-Patman 

(Footnote Continued….) 
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against Southern Glazer’s Wine and Spirits, one of the nation’s largest alcohol distributors, 
alleging that Southern Glazer’s charged discriminatory prices to retailers in violation of the RPA.8  
Then, three days before President Trump’s inauguration in January 2025, Chair Khan filed a 
second RPA complaint, this time against PepsiCo, Inc., alleging that PepsiCo had charged 
discriminatory prices on carbonated beverages to the disadvantage of certain retailers.9  Then-
Commissioner (and now Chairman) Andrew Ferguson issued scathing dissents against both 
actions.10 

The Trump-era FTC inherited both cases.11  Given both Chairman Ferguson’s and then-
Commissioner Melissa Holyoak’s vociferous dissents12 against bringing both of these cases in the 
first instance, in May 2025 the Chairman had sufficient votes to dismiss the PepsiCo complaint.13  
But as Commissioner Holyoak has now left the Commission, the Southern Glazer’s case 
continues, apparently reflecting a stalemate between Chairman Ferguson—who dissented from 

 

Act is Lawless and Likely Harms Consumers, FEDERALIST SOCIETY BLOG (July 9, 2024) (available at: 
https://fedsoc.org/commentary/fedsoc-blog/not-enforcing-the-robinson-patman-act-is-lawless-and-likely-harms-
consumers); but c.f., Spiwak, Reviving the Robinson-Patman Act is Bad for Consumers: In Response to Mark Meador, id. 

8  FTC v. Southern Glazer’s Wine and Spirit, Case 8:24-cv-02684 (D. Central California, filed December 12, 2024) 
(available at: https://www.ftc.gov/system/files/ftc_gov/pdf/001-REDACTED-Complaint.pdf). 

9  See Press Release: FTC Sues PepsiCo for Rigging Soft Drink Competition, Federal Trade Commission (January 17, 
2025) (available at: https://www.ftc.gov/news-events/news/press-releases/2025/01/ftc-sues-pepsico-rigging-soft-

drink-competition).  

10  Dissenting Statement of Commissioner Andrew N. Ferguson, In the Matter of Southern Glazer’s Wine and Spirits, 

LLC (December 12, 2024) (available at: https://www.ftc.gov/system/files/ftc_gov/pdf/ferguson-southernglazers-
statement.pdf); Dissenting Statement of Commissioner Andrew N. Ferguson, In the Matter of Non-Alcoholic Beverages 
Price Discrimination Investigation (January 17, 2025) (available at: 
https://www.ftc.gov/system/files/ftc_gov/pdf/dissenting-statement-commissioner-ferguson-regarding-non-
alcoholic-beverages-price-discrimination-investigation.pdf).   

11  See L.J. Spiwak, Lina Khan Left a Robinson-Patman Mess for the FTC: How Will the Commissioners Clean it Up?, 
FEDERALIST SOCIETY BLOG (March 31, 2025) (https://fedsoc.org/commentary/fedsoc-blog/lina-khan-left-a-robinson-

patman-mess-for-the-ftc-how-will-the-commissioners-clean-it-up).  

12  See Dissenting Statement of Commissioner Melissa Holyoak, In the Matter of Southern Glazer’s Wine & Spirits, 
LLC, Commission File No. 2110155 (December 12, 2024); Dissenting Statement of Commissioner Melissa Holyoak, In 
the Matter of PepsiCo, Inc., Commission File No. 2210158 (January 17, 2025). 

13  See Statement of Chairman Andrew N. Ferguson Joined by Commissioner Melissa Holyoak, In the Matter of 
Non-Alcoholic Beverages Price Discrimination Investigation (May 22, 2025) (available at: 
https://www.ftc.gov/system/files/ftc_gov/pdf/Pepsi-Dismissal-Ferguson-Statement-05-22-2025.pdf); Statement of 
Commissioner Mark R. Meador, In the Matter of Non-Alcoholic Beverages Price Discrimination Investigation (May 22, 2025) 

(available at: https://www.ftc.gov/system/files/ftc_gov/pdf/Meador-Pepsi-Statement-05-22-2025.pdf).  
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its filing and views it as progressive folly—and Commissioner Meador, who publicly encouraged 
Khan’s RPA enforcement prior to joining the Commission in April 2025.14 

Despite apparent disagreement on the Southern Glazer’s case, Ferguson and Meador do agree 
on two things.  First, Chair Ferguson argues that RPA enforcement should aim not to protect 
“disfavored purchasers” but to address actions that “harm consumers.”15  Likewise, 
Commissioner Meador believes the FTC should enforce the RPA when “there is clear consumer 
harm that enforcement will remedy.”16  For both, consumer harm is the lynchpin.   

Second, both believe that secondary-line price discrimination (price discrimination at the 
input level) may harm consumers due to the “waterbed effect”—i.e., a mechanism by which a 
price discount extracted by a large buyer is recouped by the supplier through higher prices to 
smaller competing buyers, who pass the increase to consumers, possibly producing a net 
consumer welfare loss.   In his Southern Glazer’s dissent, Chair Ferguson stated that “[e]conomic 
research suggests that price discrimination that favors dominant, asymmetric buyers harms 
competition,” citing the “waterbed effect.”17  Commissioner Meador echoes the concern, claiming 
that “critics should concede that not all RPA enforcement is harmful to consumers” due to the 
“waterbed effect.”18   

Thus, for both Ferguson and Meador, the theoretical case for RPA enforcement in the 
secondary-line context rests principally on consumer harm from the “waterbed effect.”19  The 
most rigorous formalization and canonical reference of this mechanism is Inderst and 

 

14  See Meador, Not Enforcing the Robinson-Patman Act is Lawless and Likely Harms Consumers, supra n. 7. 

15  Ferguson Southern Glazer’s Dissent, supra n. 10 at p. 29. 

16  Statement of Commissioner Mark Meador, In the Matter of Non-Alcoholic Beverages Price Discrimination 
Investigation, Matter Number 2210158 (May 22, 2025) at p. 1. 

17  Ferguson Southern Glazer’s Dissent, supra n. 10 at p. 29. 

18  Meador, Not Enforcing the Robinson-Patman Act is Lawless and Likely Harms Consumers, supra n. 7. 

19  There is hardly unanimity about the “waterbed effect” in the literature, in part because the presence of a 
waterbed effect does not imply consumers are harm.  See, e.g., M. Holyoak and C.G. Mufarrige, From Protecting 
Competitors To Protecting Competition: The Past, Present, And Future Of The Robinson-Patman Act, 87 ANTITRUST LAW 

JOURNAL 487, 522–23 (2026) (treating the waterbed effect as one possible negative consequence of price discrimination, 
but noting that modern economic literature shows price discrimination can also have pro-competitive effects and that 

empirical studies often find little evidence of the effect in practice); T.J. Muris, Zombie Antitrust: Is Robinson-Patman a 
Dead Law Walking? GEORGE MASON LAW & ECONOMICS RESEARCH PAPER NO. 26-07 (2026) at 46–47 (available at: 
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=6510778) (describing the waterbed effect as a theoretical 
concern raised by revivalists—where discounts to large buyers could force suppliers to raise prices to smaller ones—
but noting that the models rely on restrictive assumptions, that welfare often increases under more realistic conditions, 

and that empirical support is weak). 



PHOENIX CENTER POLICY BULLETIN NO. 85 
Page 5 of 12 

 

PHOENIX CENTER FOR ADVANCED LEGAL & ECONOMIC PUBLIC POLICY STUDIES 
5335 Wisconsin Avenue, NW, Suite 440 

Washington, D.C.  20015 
Tel: (+1) (202) 274-0235 ● Fax: (+1) (202) 318-4909 

WWW.PHOENIX-CENTER.ORG 

 

Valletti (2011).20  Inderst and Valletti (2011) construct a model in which this consumer-harm 
sequence can in principle occur and derive a sufficient condition under which consumers are 
harmed (i.e., consumer surplus falls).  But, Inderst and Valletti (2011) do not demonstrate that the 
“waterbed effect” harms consumers, only that it may under certain circumstances, and they do not 
examine whether those circumstances are an equilibrium of their model.  Observing a “waterbed effect” 
(lower prices to some firms, higher prices to others) does not itself establish consumer harm. 

This POLICY BULLETIN establishes two things. First, the “waterbed effect” as a source of 
consumer harm is vacuous.  While Inderst and Valletti (2011) demonstrate that under certain 
conditions, the “waterbed effect” may reduce consumer surplus, Albrecht (2026) demonstrates, 
working entirely within Inderst and Valletti’s (2011) own framework, that the relevant condition 
for consumer harm is never satisfied at any equilibrium of the supplier’s problem.21  Here, we 
confirm this finding in a more straightforward way.  The “waterbed effect” theory of consumer 
injury delivers no policy content in the very model designed and often—if not exclusively—cited 
to establish it. 

Second, and more fundamentally, Inderst and Valletti’s (2011) headline result—the possibility, 
not the guarantee, of consumer harm—treats buyer size as exogenous.  That is, one firm in the model 
is large for no apparent reason; it is simply assumed to be large.  Yet, buyers typically become 
large because they are relatively efficient.  When efficiency drives size, discriminatory wholesale 
prices in favor of large buyers accelerate the displacement of high-cost distribution by low-cost 
distribution, reduce consumer prices, and increase economic welfare.  In two related publications, 
Beard, Blair, Kaserman, and Stern (2008, 2009) show this result rigorously.22  In fact, Inderst and 
Valletti (2011), absent reference to Beard, et al. (2008, 2009), establish this same result in their 
Proposition 8.  The efficiency channel demolishes the economic case for non-discrimination rules 
in secondary-line cases: the prohibited conduct is typically welfare-improving, and the conduct 
RPA protects (high-cost distribution) is typically welfare-reducing. 

II. The “Waterbed Effect”:  Mechanism and Model 

The term “waterbed effect” captures a simple intuition.  A large grocery chain negotiates a 
deep discount from a supplier.  The supplier’s margin on sales to the chain falls.  To recover, the 
supplier raises prices to the chain’s smaller competitors.  Those competitors face higher input 

 

20  R. Inderst & T.M. Valletti, Buyer Power and the “Waterbed Effect,” 59 JOURNAL OF INDUSTRIAL ECONOMICS 1-20 
(2011). 

21  B.C. Albrecht, Consumer Harm from the Waterbed Effect: A Comment on Inderst and Valletti (2011), INTERNATIONAL 

CENTER FOR LAW & ECONOMICS (April 22, 2026). 

22  T.R. Beard, D.L. Kaserman and M.L. Stern, Price Discrimination and Secondary-Line Competitive Injury: The Law 
Versus the Economics, 53 ANTITRUST BULLETIN 75, 77 (2008); T.R. Beard, R.D. Blair, D.L. Kaserman and M.L. Stern, Price 

Discrimination and Efficient Distribution, 76 SOUTHERN ECONOMIC JOURNAL 500-512 (2009). 
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costs, charge higher retail prices, and lose market share to the chain.  The chain’s bargaining gain 
comes at the expense of smaller rivals and, through the higher retail prices at those rivals’ stores, 
at the expense of consumers who shop at them. 

The mechanism requires several links to hold simultaneously.  First, smaller buyers must be 
unable to substitute to alternative supply sources when faced with higher input prices (e.g., by 
manufacturing the input themselves).23  Second, small buyers must pass cost increases through 
to retail prices rather than absorb them.   Finally, the retail price increase at small-firm stores must 
outweigh the retail price decrease at the large buyer’s stores in consumer-surplus terms.  Each of 
these links involves an empirical question; links that can break at any point.  Empirical evidence 
on whether the effect does, in fact, operate in practice is sparse and contested; the UK Competition 
Commission’s 2008 grocery market investigation, conducted specifically to test the theory, found 
insufficient evidence to support it.24 

A. Inderst and Valletti (2011) 

To link the “waterbed effect” to consumers (or consumer surplus), Inderst and Valletti (2011) 
construct a model in which a single upstream supplier sells to two types of downstream buyers 
competing in local retail markets: (1) one large buyer operating many outlets across many 
markets; and (2) a collection of small independent buyers, each operating a single outlet in a single 
market.  The supplier makes take-it-or-leave-it wholesale price offers to each buyer individually, 
and buyers do not observe one another’s offers.  Each buyer has an outside option: it can walk 
away from the supplier and obtain inputs elsewhere (perhaps by upstream integration), but 
doing so is costly.  That switching cost (labeled F in the model) is the key parameter.  It disciplines 
what the supplier can charge, because any offer that exceeds the buyer’s outside option value will 
be rejected. 

The large buyer’s size is what gives it bargaining power; because the large buyer operates 
across many markets, it can spread the fixed cost of switching suppliers across many outlets.  That 
is, the per-outlet switching cost falls as the number of outlets rises.  A buyer with a thousand 
stores can switch suppliers far more cheaply, per store, than a buyer with one store.  Because the 
large buyer’s outside option is effectively more attractive, the supplier must offer the large buyer 
a lower wholesale price.  In turn, the supplier can partially recoup this concession by raising 
prices to the small buyers, who face the same switching cost as the large buyer but cannot spread 

 

23  For example, Katz (1987) permits firms to backward-integrate into input supply.  M.L. Katz, The Welfare Effects 
of Third Degree Price Discrimination in Intermediate Goods Markets, 77 AMERICAN ECONOMIC REVIEW 154-167 (1987). 

24  Competition Commission (UK), The Supply of Groceries in the UK Market Investigation: Final Report ¶¶ 5.19–5.43 
(2008). The Commission found some evidence of a waterbed in bargaining outcomes but insufficient evidence to 
support the consumer-harm version of the theory.  See also P. Dobson & R. Inderst, The Waterbed Effect: Where Buying 

and Selling Power Come Together, 2008 WIS. L. REV. 331 (2008). 
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it across multiple outlets.  The small buyers are, once separated from the large firm, a less elastic 
source of profit.  This is the “waterbed effect”: the large buyer’s bargaining advantage is financed, 
at least in part, by the small buyers’ relative captivity. 

Inderst and Valletti (2011) establish two separate results in their model.  The first is that buyer 
power produces a wholesale price wedge: the large buyer pays less, and its smaller rivals pay 
more.  This is the waterbed at the wholesale level, and it is the model’s central finding.  The second 
is a conditional statement about consumer harm:  if the small firm’s cost disadvantage is large enough, 
then the retail price increase at small-firm stores outweighs the retail price decrease at the large 
buyer’s stores, and consumer surplus falls on net.  This is the result—consumer harm—that 
would justify RPA enforcement, as Ferguson and Meador make explicit. 

The problem is that Inderst and Valletti (2011) never check whether the consumer-harm threshold can 
be reached.  To make this clear, consider a bridge engineer who proves that a bridge will collapse 
if the load exceeds a certain weight.  The engineering may be sound, but if no set of vehicles on 
the road is collectively heavy enough to reach that threshold, the proof describes a real physical 
law that governs a situation that cannot occur.25  The theorem is valid; the danger is not.  

This is precisely the situation with Inderst and Valletti’s (2011) consumer-harm result.  They 
prove, correctly, that consumer surplus falls if a certain condition on the small firm’s cost 
disadvantage is satisfied.  What they do not show is that the condition is satisfied at any 
equilibrium of their own model.  Working entirely within the Inderst and Valletti (2011) model’s 
algebra, Albrecht (2026) shows that the consumer-harm condition is never satisfied at any 
equilibrium.  The bridge never bears a load heavy enough to collapse.  Inderst and Valletti (2011) 
have proven a logically correct result that describes nothing that can happen in their model.  The 
theorem is valid; the danger is not. 

We confirm Albrecht’s (2026) claim using a simpler approach.  Inderst and Valletti (2011) 
claim in Proposition 6 that the waterbed effect in their model will be sufficiently strong to 
decrease consumer surplus if a particular condition (the inequality in their Equation 12) is 
satisfied. Further, they suggest that if the large buyer is sufficiently large and the ratio of 
switching costs to transportation costs is also large, then the wholesale price difference will be 
sufficiently large to satisfy the condition in question.  Inderst and Valletti (2011), however, offer 
no proof or example in support of this suggestion.    

We examine the validity of this suggestion without too much technical complexity by using 
the exact same limiting case of the large firm being very large that Inderst and Valletti (2011) use 

to generate their examples in support of the existence of the waterbed effect, namely nL  .  For 

 

25  For instance, say the bridge was covered with tractor trailers full of gold, the summed weight of which is only 

20% of the failure weight.  The bridge may fail, but never at a weight that may practically occur. 



PHOENIX CENTER POLICY BULLETIN NO. 85 
Page 8 of 12 

 

PHOENIX CENTER FOR ADVANCED LEGAL & ECONOMIC PUBLIC POLICY STUDIES 
5335 Wisconsin Avenue, NW, Suite 440 

Washington, D.C.  20015 
Tel: (+1) (202) 274-0235 ● Fax: (+1) (202) 318-4909 

WWW.PHOENIX-CENTER.ORG 

 

convenience, we normalize wholesale marginal cost to zero (k = 0) so that the very large firm’s 
wholesale price will also be zero given its infinite size versus the finite switching costs. The 
wholesale price differential between a small firm and the large firm will thus be wholesale price 
of the small firm, ws.  

The standard Hotelling competition between the small and very large firm results in a market 
share for the small firm given by: 

1
1

2 3
s

s

w
y

t

 
  

 
 (1) 

Inverting this demand curve, we get the relationship: 

1 2
3

s
s

w
y

t
  . (2) 

If we insert this fact into the necessary inequality for Proposition 6 (Inderst and Valletti Equation 
12), we have: 

2
2 1 2

1
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s s
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y
y y

y


 


. (3) 

Multiplying through by the denominator in the ratio gives the inequality: 

2 24 2 1 2s s s sy y y y    . (4) 

This immediately reduces to the trivial inequality concerning the market share of the small firm: 

1

5
sy  . (5) 

The natural question is whether the supplier would ever choose a wholesale price so high in this 
model so as to drive the market share of the small firm so low as to be less than 20%.  The answer 
is no.  Suppose the switching costs were so high as to make the small firm completely captive to 
the upstream supplier so that the supplier can simply solve his unconstrained optimization 
problem for the market share of the small downstream firm: 

max{ }  s. .  1 2
3s

s
s s s

y

w
w y t y

t
   . (6) 
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Substituting in the inverse demand equation we have the reduced-form profit maximization: 

 2max 3 ( 2 )  
s

s
y

t ys y . (7) 

The first-order necessary condition yields an optimal market share of 25%: 

1

4
sy  . (8) 

Hence, even absent the threat of switching, the upstream supplier would never set a wholesale 
price so high as to satisfy the necessary condition of Proposition 6.  Consumer harm from the 
waterbed effect is not an equilibrium.  In the presence of a binding threat of switching suppliers, the 
small firm’s share would necessarily be even higher.  

The intuition for why this happens runs directly back to the participation constraints.  When 
the large buyer’s discount forces the supplier to recoup on the small firm, the supplier can only 
push the small firm’s wholesale price so far before the small firm walks away.  That ceiling on the 
small firm’s cost disadvantage is precisely what prevents consumer harm from materializing.  For 
consumer surplus to fall on net, the retail price increase at small-firm stores must outweigh the 
retail price decrease at the large buyer’s stores, but this requires the small firm’s cost disadvantage 
to be large.  But the participation constraint that keeps the small firm onboard caps that cost 
disadvantage at a level that is always below what the consumer-harm condition requires.  The 
small firms exit the relationship before the harm threshold is reached. 

Put differently, Inderst and Valletti’s (2011) model contains two constraints that are in tension. 
The small firm must be harmed enough for consumer surplus to fall, but the small firm must also 
find it worthwhile to remain in the market.  Albrecht (2026) shows, by checking all possible 
equilibrium configurations of the supplier’s optimization problem, that these two requirements 
are mathematically incompatible.  We confirm that finding here adhering to Inderst and 
Valletti’s (2011) analysis.  In every case where an equilibrium exists, the consumer-harm 
condition is violated.  In those cases where the consumer-harm condition could be satisfied, no 
equilibrium exists. 

The policy implication is direct.  The “waterbed effect,” as formalized by Inderst and 
Valletti (2011), produces a wholesale price differential—it does not produce consumer harm.  The 
theoretical foundation for using RPA to police buyer-power-driven price differentials based on 
the “waterbed effect” collapses. 
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B. Beard, Blair, Kaserman and Stern (2008, 2009) 

There is another substantial problem with Inderst and Valetti’s (2011) model.  The headline 
result from the Inderst and Valletti (2011) model treats buyer size—the number of 
outlets operated by the large firm—as exogenously given.  The paper takes no position on 
whether the large buyer became large through acquisition, organic growth, superior efficiency, 
or random assignment.  The costs of the small and large firms are identical.  This agnosticism is 
analytically convenient but fatal.  If the policy question is whether non-discrimination rules are 
desirable, then the answer depends on why the large buyer is large. 

The efficiency channel is developed rigorously and independently, and prior to Inderst and 
Valetti (2011), in two papers by Beard, Blair, Kaserman, and Stern (2008, 2009).  Beard, et al. 
(2008, 2009) construct a model in which an upstream firm with some degree of market power sells 
to two types of downstream firms: efficient (low cost) and inefficient (high cost).  The upstream 
firm’s pricing decision influences the composition of the downstream stage—a higher relative 
wholesale price to inefficient firms accelerates their displacement by efficient ones.  When the 
fraction of the downstream market served by efficient firms depends on the retail price 
differential—which in turn depends on the wholesale price differential—the upstream firm has 
an incentive to charge inefficient firms more and efficient firms less.  A lower price for efficient 
firms lowers their retail price, expands their market share, and raises the upstream firm’s profits 
because efficient firms generate larger per-unit derived demand.   

The welfare result is unambiguous.  The final product price to consumers falls because 
efficient retailers serve a larger share of the market.  There are higher upstream profits and lower 
consumer prices: it’s a win-win for both the manufacturer and consumers.  The result is not 
sensitive to the specification: it emerges across the range of parameterizations examined in 
Beard, et al. (2008, 2009). 

Beard, et al. (2008, 2009) explicitly connect this result to the pattern of secondary-line RPA 
enforcement.  Morton Salt,26 Hasbrouck,27 and related decisions involved exactly this pattern:  large, 
efficient chain stores receiving lower per-unit input prices than smaller, less efficient 
independents.  RPA enforcement protected the less efficient buyers by preventing the upstream 
firm from accelerating the market’s natural transition to more efficient distribution. The Act 
imposed costs on consumers by propping up high-cost distribution channels. 

Though Inderst and Valletti (2011) do not cite Beard, et al. (2008, 2009), their model provides 
the same result, though they give the result little attention.  The main result, buried in 
Proposition 8, states: “if a buyer is larger as he is more efficient, then [] the resulting larger 

 

26  Supra n. 2. 

27  Texaco Inc. v. Hasbrouck, 496 U.S. 543, 558 (1990). 



PHOENIX CENTER POLICY BULLETIN NO. 85 
Page 11 of 12 

 

PHOENIX CENTER FOR ADVANCED LEGAL & ECONOMIC PUBLIC POLICY STUDIES 
5335 Wisconsin Avenue, NW, Suite 440 

Washington, D.C.  20015 
Tel: (+1) (202) 274-0235 ● Fax: (+1) (202) 318-4909 

WWW.PHOENIX-CENTER.ORG 

 

wholesale price difference improves welfare.”  This proposition should be prominent in every 
discussion of RPA policy.  It rarely is.  Proposition 8 establishes that when efficiency drives size, 
discriminatory wholesale prices—precisely the prices RPA restricts—are welfare-improving. 

The intuition is straightforward. An efficient downstream firm generates higher derived 
demand for the upstream firm’s product.  The upstream firm earns higher margins selling 
through efficient distributors.  If the efficient firm’s competitive advantage is reinforced by a 
lower wholesale price—itself a consequence of its higher value as a trading partner—then the 
upstream firm earns even more, and consumers benefit because a larger share of the market is 
served by the lower-cost retailer.  This is not exploitation; this is not “big is bad.”  It is the efficient 
allocation of distribution capacity. 

The joint reading of Inderst and Valletti (2011, Proposition 8) and Beard, et al. (2008, 2009) 
yields a decisive conclusion for policy: when buyers are large because they are efficient, 
discriminatory wholesale prices are welfare-improving, and the RPA’s non-discrimination rules 
reduce welfare.  The waterbed’s theoretical foundation—Inderst and Valletti (2011)—is vacuous.  
The consumer-harm condition it requires is never satisfied at any equilibrium of Inderst and 
Valletti’s (2011) own model.  When buyers are large because of anticompetitive acquisitions, a 
non-discrimination rule does not undo the acquisition; it merely adds wholesale price regulation 
on top of a concentrated market structure while leaving that structure intact, a policy with 
unknown welfare effects.  These three conclusions converge on a single policy judgment: there is 
no remaining economic case for the RPA’s secondary-line provisions. 

III. Conclusion 

The economic case for RPA’s secondary-line provisions has never been strong.  The political 
revival launched by Lina Khan—and advocated by both Chairman Ferguson and Commissioner 
Meador—exposes its weaknesses more clearly than ever.  The leading theoretical justification for 
enforcement—the “waterbed effect,” formalized by Inderst and Valletti (2011)—fails on its own 
terms.  Albrecht (2026) establishes, working entirely within their model, that Inderst and Valletti’s 
(2011) consumer-harm condition is never satisfied at any equilibrium of their own model.  We 
confirm that result here.  The “waterbed effect,” as a theory of consumer injury from buyer power, 
delivers no policy content. 

More fundamentally, Inderst and Valletti (2011) treat buyer size as exogenous.  Buyers are 
typically large because they are efficient. Beard, et al. (2008, 2009) formally show that when 
efficiency drives size, price discrimination in favor of the large buyer is welfare-improving: it 
reinforces the competitive advantage of low-cost distributors, accelerates the displacement of 
high-cost distribution, lowers consumer prices, and increases social welfare.  Inderst and 
Valletti (2011) acknowledge the same in their Proposition 8.  RPA enforcement, by constraining 
second-line discrimination to efficient firms, subsidizes inefficient distribution at consumers’ 
expense. 



PHOENIX CENTER POLICY BULLETIN NO. 85 
Page 12 of 12 

 

PHOENIX CENTER FOR ADVANCED LEGAL & ECONOMIC PUBLIC POLICY STUDIES 
5335 Wisconsin Avenue, NW, Suite 440 

Washington, D.C.  20015 
Tel: (+1) (202) 274-0235 ● Fax: (+1) (202) 318-4909 

WWW.PHOENIX-CENTER.ORG 

 

Chairman Ferguson and Commissioner Meador argue RPA enforcement is worthwhile when 
price discrimination harms consumers, and both argue that consumer harm flows from the 
“waterbed effect.”  Yet, the theoretical mechanism Ferguson and Meador point to for consumer 
harm—Inderst and Valletti (2011)—is vacuous.  When the source of buyer size is efficiency, then 
RPA enforcement unambiguously harms consumers, as has been rigorously demonstrated by 
Beard, et al (2008, 2009) and likewise in Inderst and Valletti (2011).  The correct response is the 
one the Antitrust Modernization Commission identified nearly twenty years ago: repeal the 
Robinson Patman Act.  The economic logic for that recommendation is now clearer than it has 
ever been. 


