Ofwat Consultation: Setting price limits for 2010-15

Contribution by the Technology Strategy Board

Introduction

The Technology Strategy Board was established by the Government as a business-led executive non-departmental public body in July 2007, and is sponsored by the Department of Innovation, Universities and Skills (DIUS).  The Technology Strategy Board has a wide remit - to stimulate innovation in those areas which offer the greatest scope for boosting UK growth and productivity.  Innovation and technology, in the broadest sense, offer not only a source of global competitive advantage but also a means of tackling many of today’s greatest societal challenges. 

The Technology Strategy Board’s mission is to promote and support research into, and development and exploitation of, technology and innovation - in order to increase economic growth and quality of life in the UK. The Technology Strategy Board operates across Government and in partnership not only with business but with Government Departments, Regional Development Agencies, Devolved Administrations and Research Councils
Over the next three years the Technology Strategy Board will be investing around £1bn, including contributions from the Research Councils and Regional Development Agencies, in the development and exploitation of technology and innovation in those areas which will make the greatest difference to the prosperity and wellbeing of the UK.  Activities include Knowledge Transfer Networks, Knowledge Transfer Partnerships, Collaborative Research and Development projects selected through open competition, and a range of other initiatives designed to stimulate business innovation.

The threat of climate change and need for sustainable development present innovation challenges across the water industry, spanning water supply, sanitation and use. The impacts of climate change are not precisely understood but are expected to include drier summers (but with increased probability of summer storms) and rainier winters (UK winter rainfall may increase by between 5 and 20 per cent).  
Demographic changes (such as a migrating population, smaller household sizes, and an ageing society) present an increasing challenge on infrastructure. In highly developed areas such as the South East, water scarcity is already an issue of concern. Future development plans such as the Government’s plan to provide up to 160,000 new homes in the Thames Gateway will intensify pressure on supply. 

For example, there is a pressing need to develop less energy-intensive and chemical intensive water treatment technologies; improved methods to meet existing and new compliance limits for specific contaminants such as nitrates. An ageing (in some cases antiquated) infrastructure presents innovation challenges such as leakage detection and management. 
Response to Key Issues
· Competition
Competition has proved an effective mechanism to provide value to consumers and provide environmental safeguards demanded by regulation since privatisation.  However, over this period there has be a marked decrease in the research capability of the UK water industry,  R&D investment in the water sector having declined by 60% since 2000.
    
The Sainsbury Review
 noted a similar trend in the energy sector. While other European markets post libralisation have also suffered declining R&D spend, Sainsbury noted that the decline in the UK was “by far the largest of all OECD countries”, a fact attributed to “increased competition [shortening] the time horizons for R&D expenditure creating a focus on short-term commercial goals rather than long-term investment”. 

The DTI’s Science & innovation investment framework 2004-2014
 stated (of the water sector):  “There is some concern that the five-year price control periods typically used by the economic regulators do not give efficient incentives to undertake R&D that will reduce costs beyond the five-year price horizon”. 

The Commission on Environmental Markets and Economic Performance
 (CEMEP) highlighted the importance of environmental policy as the critical factor to business for making investment decisions in environmental markets. Measures that set credible goals against well-defined timescales are necessary, underpinned by appropriate innovation policy to create market “pull” and support technology “push”. CEMEP recommended that the economic regulators in the energy and water should be given an explicit remit to promote innovation in support of sustainable development objectives in order to increase the low levels of research and development and environmental innovation these sectors. 
The innovation challenges facing us are both urgent and long-term. That is a sustained investment programme should be started as soon as possible, targeted to specific challenges in the climate change (mitigation and adaptation) and environmental sustainability agendas. Activities within this programme may need to be de-coupled from the normal five year regulatory framework and conducted on a longer-term, strategic basis. 
A potential method to fund this programme would be through provision in the current price-setting round for a research and innovation (R&I) fund, above the price threshold set by incremental performance improvements and anticipated needs for achieving compliance with future legislation and regulation.  We suggest that this fund should be ring-fenced for meeting the longer term challenges presented by climate change/environmental sustainability.  There is some precedent for this, albeit at smaller scale: we understand the endocrine disruptor (EDC) programme funded through the last periodic review is a ring-fenced programme for treatments of EDC-containing streams.
Appropriate safeguards would need to be in place to ensure consumer value, for example contractual clauses that stipulate first large-scale deployment within the UK.  It is likely the R&I programme would be highly collaborative in nature in which case an appropriate IP framework needs to be in place that recognises the contributions of all partners while allowing effective and rapid exploitation of results.
· Incentives

No comment to make in this area.
Conclusions
· The Technology Strategy Board believes that the five-year price review framework does not adequately serve the research and innovation challenges presented by the threat of climate change and need for greater environmental sustainability

· The Technology Strategy Board recommends that Ofwat makes provision under the current price review round for a ring-fenced “research and innovation fund” targeted to specific challenges in the climate change and environmental sustainability agendas.
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