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these suppliers.7 In addition, the Commission is investigating 
possible cartel infringements in the supply of plastic pipes8 
and cement,9 which may have affected regulated industries 
such as water and airports.

This article discusses how economic incentive regulation—
in particular, the regulatory price control—affects the extent 
of pass-on of any cartel overcharge. The aim of economic 
regulation is to make an industry with a monopolistic market 
structure, for example, behave like a competitive industry. 
As noted, this would theoretically imply pass-on rates close 
to 100%. But reality is not that simple, and the regulatory 
dimension makes pass-on analysis more complex.

Back to basics on economic regulation

The rationale for economic regulation is rooted in 
addressing market failures such as those arising from 
natural monopolies or externalities. Economic regulation 
can take several forms, each of which has different 
implications for how the costs of a regulated company 
affect the revenues it is allowed to earn (‘allowed 
revenues’) through the prices it charges its customers:

•	 at one end of the spectrum is rate of return (or  
cost-plus) regulation, where allowed revenues 
are set, often on an annual basis, so as to recover 
the costs of running the regulated business plus a 
reasonable rate of return. Under such a regulatory 
model, pass-on of the cartel overcharge may be 
high—potentially even 100%; 

•	 at the other end of the spectrum is ‘pure’ price cap 
regulation, where prices are fixed for a number of 
years and are usually not allowed to be adjusted for 
short-term changes in costs. In such a model, prices 
are de-linked from short-term cost movements, and 

‘Pass-on’ refers to the ability of firms to recover (part of)  
an increase in input costs by raising their own prices.  
The pass-on of a cartel overcharge in industries without a 
specific sector regulator has been debated extensively  
since Oxera produced a study for the European Commission 
on quantifying damages, and the Commission subsequently 
published its guidance for courts.1 In such cases the methods 
for assessing pass-on are relatively well understood, 
although they have not yet been widely tested in European 
courts. For example, in theory, if a cartelised input is used 
by all companies operating in a highly competitive industry, 
the pass-on rate of the damages is likely to be high (possibly 
even 100%). This is because firms in a highly competitive 
market make low margins. So, when faced with a cost 
increase, they have little choice but to pass it on to their 
customers; otherwise, faced with a cost shock, they would 
be likely to make a loss. At the other end of the spectrum, 
economic models imply that a monopolist will pass on 
around 50% of any increase in costs.2

On the other hand, the issues surrounding pass-on in 
regulated settings have not been discussed as widely, 
although they have become, and are increasingly expected 
to be, a crucial aspect in many damages cases. This is in 
light of the Commission’s finding of a number of cartels in 
the supply of inputs to regulated companies—such as the 
16-year-long cartel in the supply of gas insulated switchgear, 
which electricity transmission and distribution companies 
use to control the flow of electricity in their networks.3 
Following the Commission’s finding, utility companies  
across Europe, including National Grid, EnBW, TenneT  
and EDF, have been pursuing follow-on claims for  
damages against the cartel members.4

These regulated utilities might also have been affected by the 
power transformer5 and power cables cartels,6 and damages 
claims have also been brought in UK courts against some of 

Pass-on in regulated industries:  
what’s in the RAB?
The number of cartel findings across Europe in markets that provide inputs (e.g. power 
transformers, plastic pipes and cement) to regulated industries is on the increase, as is the 
number of cartel damages claims brought by regulated companies. How does economic 
regulation affect pass-on? Are there situations where, despite incentive regulation, pass-on  
is more than zero?
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pass-on may be low or even zero, at least for the 
duration of the price control period.

Variations of incentive regulation between these two 
points, in which regulators ‘fix’ allowed revenues in 
advance for a pre-specified period of time, are used in 
a number of European countries. Although their precise 
implementation varies between jurisdictions, the economic 
principles can be explained with reference to the ‘building 
blocks’ model of regulation. This model seeks to allow a 
regulated company to earn sufficient revenues to recover 
the expected efficient costs that it incurs in providing the 
regulated services. As such, the allowed revenues should 
be in line with those the company would be expected to 
earn in a competitive market.

The allowed revenues for a particular year are determined 
by that year’s building blocks, as shown in Figure 1.

The building blocks are usually determined for a number of 
years ahead (defined by the regulatory period) and comprise 
all the costs that an efficiently run company10 is expected to 
incur—namely:

•	 OPEX, which represents the day-to-day expenses of 
running the business; 

•	 depreciation, which covers annual expenses that are 
calculated so as to spread investments or CAPEX over 
their useful asset life; 

•	 return, as the company also incurs the costs of  
financing the asset base (i.e. paying a ‘fair’ return to  
the debt and equity holders). This represents the 
opportunity cost of investing the money into this network 
rather than somewhere else, and is measured by the 
cost of capital.11
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Pass-on in regulated industries

The annual allowed revenues are the sum of the building 
blocks for a particular year.12

While OPEX (and taxes, if they are not included in the 
cost of capital) is a ‘pay-as-you-go’ item (i.e. all efficiently 
incurred OPEX in a particular year enters directly into that 
year’s revenue allowance), the calculations of CAPEX and 
the return on capital require a ‘detour’ via the RAB—an 
accounting device that represents the cumulative historical 
investment made into the company, net of cash recovered 
from regulatory depreciation.13

The reason for the detour through the RAB for CAPEX is  
the lumpy nature of investments. As in standard accounting, 
CAPEX is depreciated over time (over the life of the asset, 
which, ideally, should equal the asset’s economic life), so 
that the costs are spread across the years when the asset  
is used, rather than paid immediately in full.

Finally, as discussed above, the return on capital 
compensates the investor for the opportunity cost of funding 
the employed assets. That is, the owner of the regulated 
asset needs to earn enough to pay the holders of efficiently 
raised debt, and should also be allowed to earn a return on 
equity that is commensurate with the risk of their stake in the 
company. This is usually done by estimating the WACC and 
multiplying it by the value of the RAB.

What does this mean for pass-on  
in a damages claim?

Any overcharge by a cartel would be reflected in higher 
OPEX or CAPEX for the regulated company, and the 
regulatory framework directly affects how this cost is 
reflected in the additional allowed revenue of the regulated 
company claiming damages against the cartel. This article 
focuses on CAPEX, since the types of product that regulated 
firms have purchased which have been cartelised, or are 
under investigation, have usually been capital assets (such 
as plastic pipes, as part of an investment in gas or water 
network replacement).

In a regulatory framework based on the building blocks 
model (or its variants), two questions need to be answered 
when assessing pass-on of any overcharge:

•	 how the initial RAB is set, if its determination occurred 
during the cartel period; 

•	 how the regulator treated the cost of buying the 
cartelised products once the RAB had been established.

How the RAB is set 

Many regulatory regimes either did not have a RAB when 
they were first set up, or the regulatory regime itself came  
into existence only part-way through the cartel period.

The former is the case in UK electricity regulation—the 
electricity companies were privatised in 1990, but no formal 

Figure 1   Building blocks of allowed revenues 
	        for a particular year

Note: RAB, regulatory asset base. OPEX, operating expenditure. 
CAPEX, capital expenditure.

Source: Oxera.
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RAB was established until the mid- to late 1990s. German 
electricity regulation, on the other hand, is an example of the 
latter. In Germany, the regimes prior to liberalisation of the 
electricity and gas markets in 1998 and 2004, respectively, 
were already cost-plus regulation featuring a RAB derived 
from the recorded historical cost accounting values. A formal 
RPI - X regulatory incentive regime has been in place since 
2009. Therefore, for most of the various cartel periods, 
the cartelised assets were part of a formal RAB. However, 
each regulatory regime had its own asset recording and 
accounting practices that allowed for adjustments, time 
lags and disallowances, and featured rules for revaluation, 
asset book entry, assets under construction, the use of 
planned values, etc. For this reason there is not a perfect 
link between the cartelised asset values and the RAB, even 
in the presence of a formal RAB. Understanding the link is 
crucial, and requires detailed knowledge of all the regulatory 
regimes that prevailed in each year over the whole regulatory 
asset lives of up to 60 years.

Where the initial RAB of the regulated company was set 
during the cartel period, the way in which the RAB was 
determined can cause a de-linking of the asset base.  
For example, if the value of the opening RAB was set with 
reference to the company’s stock market valuation, not its 
historical CAPEX, this implies that the pre-RAB expenditure, 
which may be affected by the cartel, is not necessarily 
linked to the post-RAB prices. In other words, even in a 
counterfactual scenario without the cartel, the initial RAB, 
and therefore the prices and allowed revenues, would have 
been the same as in the factual situation. This would imply a 
limited pass-on of any increase in CAPEX due to the cartel.

Once the RAB has been established 

For CAPEX, only a fraction of the overcharge may have 
been passed on into the allowed revenues in the year in 
which it was incurred—namely, the depreciation allowance. 
Assuming (for simplicity) that any overcharge is fully 
reflected in the CAPEX allowance given by the regulator, 
this overcharge will be ‘passed on’ over the entire life of the 
asset. This assumption needs to be tested on a case-by-case 
basis for each procurement of a cartelised asset included in 
a damages claim.

Although the focus of this article is on CAPEX, it is useful to 
highlight how differently CAPEX and OPEX are treated. The 
box illustrates the difference in the mechanics of how any 
overcharge feeds into the allowed revenues, depending on 
whether it is treated as an OPEX or a CAPEX item. 

The fact that pass-on of the overcharge of CAPEX items 
occurs over the entire life of the affected assets has 
important implications. Asset lives of products affected by 
cartels are typically quite long—for example, 25–45 years. 
Thus a large proportion of any overcharge can be retained 
within the RAB, and pass-on may (or may not) occur in the 
future. For example, an overcharge in the year 2000 on a 
40-year depreciation profile will have 63% of the value still 
remaining in the RAB by 2015.14

The mechanics of pass-on of OPEX and CAPEX 
overcharges
As an example, assume that a company is subject to  
a cartel overcharge of 100.
The annual revenue allowance for the company  
(shown in the table below) is assumed to have zero 
initial RAB, zero CAPEX, and zero OPEX—apart 
from one OPEX expense of 100 in period 1, which 
represents the overcharge. The WACC is assumed to 
be 10% (although this is not important for the example). 
It is also assumed that all values are in real terms  
(so inflation can be ignored).
Allowed revenues of an OPEX overcharge

Source: Oxera analysis.

The table below now depicts the same situation, except 
that the overcharge is a CAPEX rather than an OPEX 
item. It can be seen that, in year 1, only 20 instead of 
the full amount of 100 is passed through to the allowed 
revenue of that year. This is because the expense of 
100 is spread evenly over the asset life of ten years, 
leading to a depreciation charge of 10 in each year. 
In addition, since the CAPEX of 100 increases the RAB 
from zero to 100 in year 1, the company earns a return 
on the capital employed. This return is equivalent to the 
WACC and is assumed to be 10%. Therefore, the return 
in year 1 is 10% x 100. In year 2, the RAB is 100 minus 
the depreciation of 10, so the return is 10% x 90, and 
so on.
Allowed revenues of a CAPEX overcharge

Source: Oxera analysis.

By the design of the regulatory framework, the net 
present values of the allowed revenues in the two 
tables are the same. What differs is the timing of the 
cash flows, which matters for the following reason. 
Suppose the cartel is discovered in year 5. If the 
overcharge is an OPEX item then the whole overcharge 
would have been passed on in full by the time the 
cartel is discovered (since there is only one overcharge 
of 100 in year 1). If it were a CAPEX item, only 50% 
would have been passed on by the time the cartel was 
discovered. The rest would still be in the RAB of the 
regulated company.
Source: Oxera analysis.
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However, because allowed revenues are set before 
companies incur the actual costs of providing the  
regulated services, regulators need to arrive at a view of the 
likely efficient costs over the regulatory period. This can be 
done by forecasting the likely cost (which is the approach 
taken by Ofgem, the energy regulator for Great Britain) or by 
reverting to the cost observed in a ‘base year’ (the approach 
taken by the German energy regulator, BNetzA).

In these cases, the degree of pass-on crucially depends 
on the accuracy of the CAPEX forecasts submitted by the 
company to the regulator, and the changes the regulator 
subsequently made to them. In other words, the degree of 
pass-on depends on whether the cartel overcharge is  
‘baked into’ the CAPEX forecasts that feed into the 
depreciation allowance by the regulator.

Depending on the timing of the overcharge (i.e. whether 
or not it occurred during the ‘base year’) or whether the 
overcharge is captured in the regulator’s forecast, the 
company could be under-compensated for its investment 
in the allowed revenues—i.e. it could have absorbed a 
larger portion of the overcharge. This can occur where the 
overcharge was incurred soon after the RAB was frozen, 
because in this case the company would not earn the annual 
depreciation allowances or the return on the investment until 
the start of the next regulatory period. While this effect works 
in favour of the company once the overcharge CAPEX is 
recognised in the RAB, the net effect can still be negative.

If none of the overcharge is reflected in the regulatory 
allowance, the company is likely to have absorbed at 

least some of it. The extent of this absorption depends on 
the regulatory incentive rate—i.e. the exposure that the 
regulated company will face if actual CAPEX differs from 
the regulator’s allowance. For example, if the regulated 
company incurred an overcharge of £1m and the incentive 
rate were 25%,15 the company would absorb £0.25m and 
pass on £0.75m over the lifetime of the assets.

Concluding remarks

In damages actions brought by companies without a specific 
sector regulator, the extent to which any cartel overcharge 
has been passed on often depends on the competitiveness 
of the market. In contrast, in damages actions brought by 
companies that are subject to economic regulation, the 
extent to which any cartel overcharge has been passed on 
will depend on the features of the regulatory framework.

Although the aim of regulators is to allow companies to 
recover their efficiently incurred costs of providing the 
regulated services, and thus to some extent mimic the 
conditions of a competitive market, this does not necessarily 
imply that pass-on rates are high. This article has shown that 
there are several instances where incentive regulation leads 
to a de-linking of prices from costs, two of which are the RAB 
setting and imperfect forecasting. The assessment of  
pass-on in these cases requires detailed analysis of the 
regulatory treatment of each purchase included in the  
claim, and the extent of this pass-on may differ from 
purchase to purchase.
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