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1. Introduction

1.1  This note looks a some of the financid issues in the management of radioactive
waste ligbilities. Section 2 of this note echoes a theme of the earlier paper that the
abnorma long run nature of radioactive waste management causes mgor incentive
problems. It argues that segregation of funding will help enormoudy to sharpen the
focus and to minimise the incentivisstion problem and it suggests that sngle
management of the two funds, that of the LMA and WMO, is sendble. It is dso
argued that negotiations about how to dea with the waste should begin once the
LMA and WMO dructure is in place. The LMA, representing the public sector
wagte producers, will then have a watertight agreement that guarantees that,
providing the waste is conditioned and packaged as specified, then the WMO is
bound to take full liability of the waste a the agreed price. Although the LMA and
the waste producers ill technicaly hold the liability a this point they have a
guaranteed exit route a a guaranteed price. This process creates a transparent
dructure of property rights and accountability. The formd trandfer can then take
place a avariety of stagesin the management process and different time frames may
be appropriate for different materials. The paper points out that there is no reason
why the transfer of funds should match the timing of tranfer of lidbilities to the
WMO aslong as the parties enter into a contractua commitment.

1.2  Section 3 looks at the distinction between future liabilities arisng from new build and
past ligbilities. To ensure efficient dlocation of resources the producers of future
lidbilities should pay the socid cost associated with ther actions, i.e, make
payments to cover the cost of the trandfer their ligbility. The role of exigting liahilities
in the presence of private funding is discussed. It is suggested that if a privetisation
or PPP arises there should be no transfer of liability to the private sector. Any funds
that arise from the sde of assets or involvement of private money should then be
trandferred in full to the LMA fund.
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2. Funding and timing of transfers

Segregated funds

21

2.2

2.3

In the moded outlined in the note on ‘The structure of the nuclear power industry
with regard to management of radioactive waste' it is suggested that the WMO take
find respongbility for waste management. The job of the LMA is to gather the
exiging lidbilities of the public sector, to oversee the immediate management of these
ligbilities and to negotiate on behdf of the existing holders with the WMO to effect a
find trandfer of liabilities at an agreed price. The finance associated with this transfer
will pass directly or indirectly to the WMO and be managed until needed.

The naturad way to conduct this operation is for the WMO and the LMA to hold

funds for this purpose. There are good reasons why these ought to be segregated
from genera government funds. Theam isfor the LMA to achieve ared transfer of
ligbilities and for this to occur a a rigorous estimate of the cost of the most efficient

process of dealing with each type of waste. It isimportant to recognise the role that
the Structure plays in creating the incentives for this to hgppen. There is a red

danger that the abnormdly long-term nature of the radioactive waste management

problem will fail to concentrate the minds of the parties involved. Indeed, one can
argue that to date this has been a core problem. Segregation of funding will

maximise the accountability of the parties and in particular provide the incentives for
the management of the WMO to press for maximum accuracy, rigour and efficiency
in the long-term solution. 1t adds direct pressure on negotiations between the LMA

and WMO. Furthermore, public confidence will be helped by the presence of a
segregated fund since the ownership of funds dearly sgnds property rights and

responghilities; a feature that is lacking in the public sector part of the current

system.

Normdly, the presence of economies of scae in fund management suggests there is
limited sense in segregating funds. However, the ability of segregation to improve
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the incentives that are otherwise dulled by the abnorma long term nature of the

problem seem to override the conventiona gpproach in this case.

One or two funds?

2.4

2.5

2.6

Given that some degree of segregation is desrable, the issue arises as to how much
segregation there should be. In particular should the LMA and the WMO have
separate funds? It is clear that the funds of the LMA and WMO should be clearly
identifiable and separable in a legd sense otherwise the contractud transfer of
ligbilities to the WM O would be meaningless. However, this does not imply thet the
2 funds should be separately managed. Indeed, this seems an unnecessary
duplication. A better model would be for the two funds to be brought together
under Sngle management.  The management, (most probably an independent fund
management) may adopt a different investment srategy for each fund and may well
be given different investment guiddines because of the difference in purpose and
time horizon between the funds under joint management. This is a sandard model
used in the investment industry where funds are brought together under single
management but are ring-fenced so that any issues regarding a particular fund cannot
impact on other funds.

The centrd point is that a lega commitment to transfer specified moneys from the
LMA sde of the fund to the WMO sde of the fund will be agreed when the ligbility
moves to the WMO. Once this happens, the LMA will not be able to escape this
obligation unlessthe WMO fail to carry out their contractua obligations.

There is an issue as to where the funds should be held. The broader the investment
posshilities, the more sgnificant the potentid varigbility in investment performance.
Disputes could arise if the funds over-perform rather in the way that penson fund
disputes appear when they are over-funded. It is important that a precise view is
taken in advance as to how over and under funding is to be trested snce such

uncertainty weskens the incentives on and sgnasto dl parties.
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Timing

2.7

2.8

2.9

There are three stages associated with the transfer process. The negotiation
between LMA and WMO, the trandfer of liabilities and the payment for the transfer
of ligbilities. Here we firg discuss the timing of negotiation and the transfer of
lighilities and then congider the relaionship between trandfer of ligbilities and transfer
of funds,

The lead times for phased deep disposal arelong. Obvioudy, at the very least, both
current and new wagte producers and the LMA will wish to negotiate an agreement
Specifying the timing of transfer of liabilities to the WMO wdl before a wagte
management facility isbuilt. Furthermore, deciding to walit to transfer liabilitiesto the
WMO until build has taken place is a poor incentive modd for the WMO. It
essentialy enables the WMO to avoid accountability until it finishes one of its main
functions whereas the whole point of the process is to bring rea pressures to bear

on those carrying out these functions.

| would argue that the negotiations should begin as soon as the LMA and WMO
dructure is in place. The agreement for transfer of a particular waste should
certanly take place before conditioning and packaging of the waste. The legd
agreement to trandfer liabilities will specify the price for the transfer and include the
agreed process of conditioning and packaging. The LMA, representing the public
sector waste producers, will then have a watertight agreement that guarantees that,
providing the waste is conditioned and packaged as specified, then the WMO is
bound to take full ligbility of the waste at the agreed price. The centra point is that
the WMO is legaly bound to accept full liability once the agreement is reached
unless the contractua agreement is broken by the LMA. In this sense the ligbility
can be thought of as being transferred very early in the process. Although the LMA
and the waste producers il technicaly hold the ligbility they have a guaranteed exit
route at a guaranteed price. This process creates a transparent structure of property
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2.10

211

212

rights and accountability. Note that this does not lock the technology in place at this
point since it is dways possible for the WMO to ask for changes but the LMA will
need to be compensated for any additional cost.

The LMA will oversee the conditioning and packaging and the full transfer of ligbility
to the WMO can take place a any point after this. The transfer could take place at
a variety of stages in the management process and different time frames may be
appropriate for different materids. Contractual agreements between the LMA and
the WMO may include the WMO managing surface sores if this is a sengble route

in some cases.

Starting negotiations once the LMA/WMO diructure is up and running implies that
the WMO will enter into agreements before it is fully certain what the find solution
will look like. This may gppear to be placing sgnificant risk on the WMO and
indeed it is. However, it is not creating anew risk. If there is uncertainty asto how
the wagte will be finally managed then someone in the process is holding this risk.
Currently it is the waste producers and the proposa here transfers it to the WMO.
Thisiswhere the risk should sit since the WMO have awedl-defined brief to provide
a codt effective safe long-term solution.  The purpose of the WMO is to alow the
LMA to negotiate the full transfer of al liabilities away from existing and new users
in a reasonable time frame and o0 the risk should st with the WMO and its

shareholders, mainly but not necessarily exclusively the government.

The find part of the trandfer concerns the financid trandfer. A legd commitment to
transfer funds when the liability moves to the WMO does not necessarily imply that
the funds actudly move at this point. The variety of lidility arrangements and the
lumpy nature of the WMO spend could eesily lead to a wide aray of financid
agreements. For example, in some cases a specific waste agreement could involve
amos immediate transfer of the liability to the WMO but atime frame for payments
from the LMA, or from those responsible for new build, that is spread over many
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more years, say 15 or 20 years, as with mortgages on buildings. The liability will
have been transferred in exchange for an agreed flow of payments.

3. Future and existing liabilitiesand private finance

Future liabilities arising from new build

31

3.2

3.3

Where future ligbilities for new nuclear build are concerned, producers should make
payments to cover the cost of waste management. In the short run they will
presumably be meeting the cost of their own waste management and setting aside
funds for long-term waste management. Cost here should have its broadest
interpretation, i.e., socid cost, since it could be the case that the WMO may be
subsidised or taxed by the government to reflect differences between the physica
and socid cogt of long term management.

The charges for long-term management should be agreed, where possible, between
the waste producer and the WMO, but will be approved by aregulatory body much
in the way that prices in regulated industries are approved. This is a wdl-
edtablished modd. Different prices for different types of waste should idedly reflect
actual cods S0 that those generating waste can make the correct packaging and
reprocessing decisons. As indicated earlier, separation of long-term from other
management will increase trangparency in this exercise. Judging from the experience
of regulated utilities it is likely that there will be awhole range of problems that arise
from averaging of prices, eg., geographic averaging, if long term management takes
place in many different dtes It is likdy that these problems will dso goply to
exiding ligbilities

Where future lidbilities arise from private involvement an issue arises asto the role of
the LMA. Thereislogic in having the LMA dosdy involved. The LMA will beina
gtrong postion when negotiating with the WMO and private groups may well want

! This could be an existing regulatory body such as Ofgem.
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the LMA to negotiate on their behaf. Furthermore, LMA negotiations set prices for
the whole sector and it is attractive for future investment to have trangparent prices
that are available to dl. On the other hand, the ability to strike separate dedls may
increase the scope for innovation in relationships between short term and long term
management. Giving private entities the choice of going with the LMA or griking a
Separate ded is probably the best way forward.

Existing liabilities

34

35

How should exidting liahilities be trested should any of the public sector waste
generding entities be privatised? Here there is a genuine conflict between efficiency
and politicd congderations. At present dmost al radioactive waste Sits directly or
indirectly in the public sector. For this reason even if the activities are privatised the
public sector can never escape the liability for waste, past or future, dl they can do
is sl it on to the private sector. The reason is that transfer of assets to the private
sector will command a fee but the sSze of this will depend on the ligbilities that are
passed over a the time of privatisation. The more ligbilities are passed on with the
trandfer the lower the price tha the government can receive in any privatisation or

public/private partnership.

A naturd andogue isto think of a house that has something wrong withit. The price
of the house will reflect the proposed trestment of the problems. I the seller wishes
the new owner to ded with dl future liadilities ingead of the previous owner
agreeing to meet any codts then the price will fal to reflect this. In this sense, the
sdler cannot escape the cost associated with the future liability but can only sdll it on
at the market price. What the sdller can do is pass on the risk of future liabilities.
That is, the price reflects the expected cost of meeting the liahilities and if they are
passed on at sde then the new owner bears the risk that they may differ from their
expected vaue.

In confidence Prepared for UK Nirex Ltd 7



Financial | ssues (14/6/01) P.A. Grout

3.6

3.7

This suggests that the decison as to how much ligbility should be passed on in a
privaisation or public private partnership cannot be an equity issue between the
public and private sector. It should be an incentive issue only.?  Until recently
experience of the sale of public assets has been that the stock market underpays.
This indicates that the government may wish to downgrade the asset base by sdling
on ligbilities thereby minimising the aggregate gap between vaue and asset base.
Note, however, that recent auctions of ‘assets, notably spectrum, have displayed
oppogte effects. On the other hand, having to hold the risk of dl future payments
for the long term management of nuclear waste may be the very type of risk thet the
stock market finds difficult to carry. 1t may damage the price by more than the vaue
of the reduced liahility for the public sector. In which case, as little as possible of
the existing liahilities ought to be passed on.

Without further analysisit is difficult to know the answer, but | suspect that the stock
market will attach a Sgnificant negative price to this extreme form of very long-term
environmenta risk, and so it may not be sensble to try to involve private money
without firgt discharging these ligbilities. The LMA should have firg cdl on dl funds
raised from privatisang activities to the extent that these are necessary to discharge
the ligbilities. That is, upon privatisation or PPP, dl ligbilities should remain with the
LMA but al proceeds from any privatisation should enter the LMA fund to be used
to cover the cost of the ligbility held with the LMA.

2 Of course, it makes sense to expect a privatised supplier to pay the true cost of future waste storage
since thiswill lead to efficient decisions about levels and type of waste generation.
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