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Topic 7. RPI minus X Regulation 

What is RPI minus X Regulation?  
RPI minus X refers to the form of price cap regulation developed in the U.K. and utilized in 
many countries. The price automatically adjusts for the previous year's retail price inflation 
(RPI) and for expected efficiency improvements (X) during the time period the price 
adjustment formula is in place. 
 
This takes the rate of inflation, measured by the Consumer Price Index (UK Retail Prices 
Index, RPI) and subtracts expected efficiency savings X. In the water industry, the formula 
is "RPI - X + K", where K is based on capital investment requirements. 
 
We explain how to determine an appropriate value for the "X" in RPI - X (or price cap) 
regulation. After providing a basic guideline, we explain how this simple guideline can be 
modified to account for: (1) limited spans of regulatory control; (2) anticipated structural 
changes in the regulated industry, such as a strengthening of competitive forces; (3) 
imperfect competition outside of the regulated sector; and (4) major impacts of the pricing 
decisions of the regulated firm on the economy-wide rate of price inflation. 
 
Price cap regulation -- sometimes known as RPI - X regulation -- has become a popular form 
of regulation in many industries, including the telecommunications industry. In the United 
States, for example, most state governments now employ some form of price cap 
regulation to govern the intrastate activities of their telecommunications suppliers. Price 
cap regulation typically specifies an average rate at which the prices that a regulated firm 
charges for its services must decline, after adjusting for inflation. This rate is called the X 
factor. 1 The proper choice of an X factor is critical for the long-term viability of any price 
cap regulation plan. If too small an X factor is imposed, the regulated firm will earn 
excessive profit and thereby jeopardize political support for the regulatory regime. If too 
large an X factor is imposed, the financial integrity of the regulated firm can be threatened. 
The essence of price cap regulation, therefore, is to select an X factor that poses a 
significant, but not insurmountable, challenge to the regulated firm, and that promises 
gains for consumers relative to alternative regulatory regimes. The purpose of this article 
is to explain how to select an appropriate value for the X factor when implementing price 
cap regulation. In section 2, we provide a basic guideline: the X factor should reflect the 
extent to which the regulated industry has historically achieved higher productivity growth 
and faced lower input price inflation than other industries in the economy. This guideline is 
appropriate during the specified period of price cap regulation when the following four 
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conditions hold: (1) All of the regulated firm's services are subject to price cap regulation; 
(2) No major structural changes (such as a strengthening of competitive forces) are 
anticipated in the regulated industry; (3) The economy outside of the regulated sector is 
competitive; and (4) The rate of price inflation outside of the regulated sector is not affected 
by the pricing decisions of the regulated firm. In section 3, we explain how the basic 
guideline should be modified when, as is common in practice, these four conditions do not 
hold. Conclusions are drawn in section 


