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Regulatory contagion 
Accounting	for	the	expected	future	benefit	or	loss	associated	with	current	
changes	in	asset	replacement	costs	as	gains	or	losses	in	the	assessment	of	a	
firm’s	profitability	originated	in	ex ante	sector	specific	regulation.	However,	the	
concept	has	found	its	way	into	ex post competition	enforcement	as	well.	This	may	
be	problematic	as	sector	regulators	and	competition	regulators	have	different	
powers	and	objectives.	As	explored	below,	the	critical	question	is	how	to	treat	the	
so-called	holding	gains/losses	associated	with	asset	revaluation.

This	is	discussed	as	follows.	First,	a	brief	introduction	to	holding	gains	is	
provided.	Second,	a	stylised	example	of	how	holding	gains	influence	the	profile	
of	cost	recovery	is	set	out.	Third,	the	differences	between	ex ante	and	ex post 

regulation	are	explained.	Finally,	the	distortions	from	applying	ex ante	regulatory	
principles	to	ex post enforcement	are	summarized.

1. The role of holding gains
It	is	common	in	the	context	of	ex ante	regulation	to	value	assets	at	their	
replacement	cost	rather	than	their	historical	cost.	The	use	of	replacement	
costs	“is	intended	to	measure	the	financial	performance	[	]	in	a	way	that	is	

This	revaluation	impacts	the	profitability	in	the	relevant	period	and	reflects	implicit	expectations	for	
prices	in	future	periods.	Under	one	widely	applied	approach	to	measuring	profitability,	the	effect	of	these	
expected	changes	to	future	prices	are	included	in	the	assessment	of	past	profitability.	The	analysis	thereby	
no	longer	actually	assesses	past	profitability.	This	raises	the	question	whether	this	approach	is	appropriate.

Competition regulators assess product profitability in the context of, 
for example, predatory or excessive pricing investigations and market 
inquiries. For such profitability analyses, it is common to revalue the 
relevant asset base from accounting costs to replacement costs.
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broadly	consistent	with	the	costs	faced	by	new	or	potential	
competitors	in	a	market	wishing	to	offer	services	at	a	price	that	
would	allow	them	to	recover	their	current	costs”.1	Such	a	cost	
benchmark	may	also	be	relevant	in	ex post competition	cases,	
such	as	the	assessment	of	excessive	pricing.

There	are	two	ways	to	determine	replacement	costs.	operating	
Capital	maintenance	(oCm)	“requires	the	company	to	have	
as	much	operating	capability	-	or	productive	capacity	-	at	
the	end	of	the	period	as	at	the	beginning”.2	Financial	Capital	
maintenance	(FCm)	requires	that	“shareholders’	funds	at	the	
end	of	the	period	are	maintained	in	real	terms	at	the	same	level	
as	at	the	beginning	of	the	period”.3	In	terms	of	computation,	
the	difference	between	oCm	and	FCm	is	that	FCm	includes	an	
adjustment	for	the	annual	revaluation	of	capital	in	the	profit	and	
loss	account.	This	adjustment	is	known	as	a	holding	gain	or	loss.

The	European	Commission	states	that	“FCm	is	the	preferred	
capital	maintenance	concept”.4	This	is	because	the	“oCm	
concept	may	systematically	incorporate	insufficient	or	
excess	returns	into	the	level	of	allowed	revenue	(depending,	
respectively,	on	whether	asset-specific	inflation	was	expected	
to	be	lower	than	or	higher	than	general	inflation).	This	is	not	
a	desirable	feature	of	any	regulatory	regime,	as	it	would	not	
provide	appropriate	investment	incentives”.5	

Conceptually,	holding	gains/losses	offset	the	effects	from	the	
changes	to	the	value	of	capital	resulting	from	annual	asset	
revaluations.	As	a	result,	the	net	present	value	(nPv)	of	in-year	
and	future	earnings	remains	unchanged.	For	example,	ceteris	
paribus,	asset	price	inflation	increases	the	asset	base.	This	
implies	higher	future	prices	as	the	regulated	entity	is	allowed	
to	depreciate	and	earn	a	return	on	the	higher	asset	base.	The	
nPv	of	this	increase	is	called	a	holding	gain.	To	ensure	that	this	
does	not	result	in	a	net	gain	for	the	firm,	the	firm’s	permissible	
in-year	earning	is	reduced	by	the	value	of	the	holding	gain.

2. The profile of cost recovery
Current	cost	accounting	therefore	changes	the	timing	of	cost	
recovery	but	not	the	overall	level	of	cost	recovery.	This	is	
illustrated	with	a	stylized	example	below.	Each	of	the	different	
charge	trajectories	in	Figure	1	has	the	same	nPv.

Figure 1 Stylized capital reward paths

Under	historical	cost	accounting	(HCA)	the	capital	reward	
charge	falls	over	time.	This	reflects	that	the	asset	base	
depreciates	at	a	constant	rate	over	time	and	that	prices	
therefore	have	to	allow	for	a	return	on	the	lower	value	asset	
base.	

FCm	(+5%)	in	Figure	1	shows	a	scenario	in	which	asset	
prices	increase	by	5%	every	year.	In	that	case,	the	capital	
reward	charge	starts	out	lower	than	under	HCA	but	ends	up	
significantly	higher.	This	reflects	a	combination	of	two	effects:

1)		asset	price	increases	lead	to	a	higher	capital	reward	charge	
as	the	firm	is	allowed	a	return	on	a	higher	asset	base	and	
incurs	higher	associated	depreciation	charges;	and

2)		the	firm	realizes	holding	gains	which	reduce	the	amount	that	
the	firm	is	allowed	to	earn.	

Initially,	the	second	effect	dominates,	pushing	down	charges.	
later,	the	first	effect	dominates	leading	to	higher	charges.	The	
same	logic	leads	to	higher	initial	and	lower	long	run	charges	in	
the	FCm	(-5%)	scenario	in	which	asset	prices	decrease	by	5%	
every	year.

3. Why ex ante regulation and 
ex post regulation are different
Intuitively,	it	may	also	seem	reasonable	in	the	case	of	
ex post profitability	assessments	to	apply	FCm	to	avoid	
“systematically	incorporate[ing]	insufficient	or	excess	returns	
into	the	level	of	allowed	revenue”.	Indeed,	the	UK	Competition	
Commission	(now	part	of	the	Competition	and	markets	
Authority)	has	stated	that	“it	is	important	that	all	changes	in	
the	value	to	the	business	of	its	fixed	assets	have	been	charged	
to	the	profit	and	loss	account.	This	system	of	accounting	is	
called	financial	capital	maintenance	(FCm)”.6	However,	this	
fails	to	take	into	account	the	following	differences	between		
ex ante	and	ex post regulation:

1)		As	illustrated	above,	asset	price	increases	lead	to	holding	
gains	which	in	turn	reduce	in-year	capital	reward	charges.	
It	is	counterintuitive	that	higher	asset	values	should	lead	
to	lower	prices	in	a	competitive	environment	(or	that	the	
threat	of	entry	from	a	competitor	with	lower	asset	costs	
would	induce	incumbents	to	increase	prices).	Indeed,	such	
a	price	path	reflects	the	dual	objectives	of	ex ante	regulators	
to	both	seek	to	replicate	a	competitive	outcome	and	ensure	
cost	recovery	for	the	regulated	firm.	However,	genuine	
competition	does	not	guarantee	cost	recovery	for	any	firm	or	
deny	any	firm	the	relative	benefit	of	investing	at	a	fortuitous	
time.	An	ex post assessment	therefore	does	not	have	a	
corresponding	reason	to	adjust	for	holding	gains	to	allow	for	
cost	recovery	over	time;

1   ERG Common Position, Guidelines for implementing the Commission  
Recommendation C (2005), page 11.

2  98/322/EC, 8 April 1998, page 33.
3  98/322/EC, 8 April 1998, page 33.
4  98/322/EC, 8 April 1998, page 35. 
5  98/322/EC, 8 April 1998, page 35.

6    Aggregates, cement and ready-mix concrete market investigation, 14 January 2014, 
Appendix 4.1, paragraph 80.
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2)		Ex ante	regulation	is	typically	only	imposed	under	the	
exceptional	circumstances	where	a	firm	holds	structurally	
durable	market	power.7	These	market	characteristics	give	
ex ante	regulators	a	long	time	horizon.	Ex ante	regulators	
thereby	have	the	ability	to	change	the	cost	recovery	path	
because	regulation	is	highly	likely	to	apply	both	in	the	short	
and	the	long	run.	Ex post enforcement	typically	focuses	on	
only	a	subset	of	an	asset’s	life.	moreover,	ex post regulators	
do	not	have	the	power	to	set	long	run	prices.	Contrary	to	ex 

ante	regulators,	ex post regulators	therefore	cannot	offer	
higher	long	run	prices	in	exchange	for	lower	short	run	prices.

In	summary,	ex ante	regulators	can	and	need	to	impose	pricing	
which	is	not	consistent	with	competitive	outcomes	(due	to	
holding	gains/losses)	to	ensure	that	the	regulated	firm	just	
recovers	its	investments	in	the	long	run.	Ex post regulators	
do	not	have	the	ability	to	ensure	long	run	cost	recovery	for	
a	dominant	firm	under	investigation.	Ex post regulators	
therefore	do	not	have	corresponding	justification	for	including	
the	counterintuitive	effects	of	holding	gains/losses	in	their	
assessments	of	profitability.

4. Distortions from ex post 
regulators acting like  
ex ante regulators
It	is	helpful	to	consider	a	couple	of	stylised	examples	to	
understand	the	implications	of	ex post regulators	acting	like	ex 

ante	regulators	but	without	actually	regulating.

First,	consider	the	implications	for	an	assessment	of	excessive	
pricing	under	increasing	asset	costs.	Increasing	asset	prices	
lead	to	holding	gains	driving	down	the	cost	base.	For	relatively	
undepreciated	assets,	this	may	make	prices	set	to	recover	
HCA	appear	excessive	(the	HCA	line	is	above	the	FCm	(+5%)	
line	in	Figure	1).	However,	this	is	exclusively	premised	on	the	
assumption	that	the	higher	current	asset	valuations	will	result	
in	higher	prices	in	the	future	(the	FCm	(+5%)	line	later	swings	
above	the	HCA	line	in	Figure	1).	It	is	illogical	to	claim	that	prices	
in	one	period	are	excessive	exclusively	on	the	basis	that	the	
regulator	expects,	but	can	neither	prove	nor	enforce,	even	
higher	prices	in	a	later	period.

Second,	consider	the	implications	for	an	assessment	of	
predatory	pricing	under	declining	asset	prices.8	Declining	
asset	prices	lead	to	holding	losses	driving	up	the	cost	base.	For	
relatively	undepreciated	assets,	this	may	make	prices	set	to	
recover	HCA	appear	predatory	(the	HCA	line	is	below	the	FCm	
(+5%)	line	in	Figure	1).	However,	prices	set	at	the	HCA	level	
would	actually	exceed	the	costs	that	a	hypothetical	entrant	
would	need	to	incur	given	that	the	entrant	would	benefit	from	
the	lower	asset	prices.	This	price	only	appears	“too	low”	
because	of	the	assumption	that	competition	will	drive	prices	
even	lower	in	the	future.

These	examples	focus	on	the	sub-period	in	which	the	effect	of	
holding	gains/losses	have	the	most	visible	effect	(when	assets	
are	relatively	undepreciated).	However,	the	effects	are	valid	
throughout	the	life	of	the	relevant	assets.	

By	including	holding	gains	in	the	analysis,	an	ex post regulator	
could	therefore:

1)		find	that	current	prices	are	too	high	because	the	regulator	
believes	that	even	higher	prices	will	be	required	to	sustain	
competition	in	the	future;	or	

2)		find	that	current	prices	are	too	low	because	the	regulator	
believes	that	competition	will	drive	prices	even	lower	in		
the	future.

not	only	would	such	findings	be	based	entirely	on	speculation;	
they	would	also	be	conceptually	internally	inconsistent.	

Whereas	the	FCm	approach	therefore	may	have	advantages	
in	the	context	of	ex ante	regulation	it	may	result	in	distortions	
if	applied	in	the	context	of	ex post competition	enforcement.	
Such	distortions	can	be	avoided	by	using	the	above-mentioned	
oCm	approach	instead.

7    See e.g. 2007/879/EC requiring 1) “high and non-transitory barriers to entry”,  
2) “a market structure which does not tend towards effective competition”, and  
3) “insufficiency of competition law alone to adequately address the market failure(s) 
concerned” to justify regulation of telecommunications markets.

8    This is based on the assumption that it is appropriate to assess predation by reference 
to LRAIC such that costs associated with capital investments can be included in the test.
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