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MINING IN ZAMBIA - WHERE ARE WE NOW?

There is a pressing need for new investment in the industry

to prevent a future decline.

Despite extremely tough local conditions,
711,515 metric tons of copper was
produced in Zambia in 2015. That
compares with less than 250,000 tons in
2000.

Mining is a long-term business, and these
rising production figures result from
investment decisions taken years ago. So,
what can Zambia expect for the future?

According to the World Bank “growth in
production will begin to slow after around
2019. Along with the decline in production,
there will be a decline in government
revenue, mining industry jobs, and foreign
exchange. However, production levels can
increase over the long run if there is a new
wave of investment.”

Mining is beset with uncertainty -
uncertainty about the quality and extent of
what lies beneath the ground, uncertainty
about the future direction of commodity
prices, regulation, and so on.

The capital investment necessary to
maintain, or increase production levels —
and government revenue and employment
levels — is perceived to be high-risk, and
needs assurances to be deployed.
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Mining companies do not themselves have
access to the huge amounts of money
necessary to deliver these expansion plans;
it must be raised from investors all over the
world.

The simplicity, stability, predictability, and
ultimately the attractiveness of Zambia’s
minerals fiscal policy environment and
taxation regime, is vital to providing the
assurances these investors require,
especially given that copper mining in
Zambia is a high-cost business.

For the mining industry, this is critical: the
instruments used within a taxation regime,
and the rates at which taxes are set,
together establish the incentives and
disincentives a mining company faces in
deciding whether and how much to invest,
how many workers to employ, and what
ore to extract — which in turn can affect the
life-span of the mine.

At present, a number of critical investment
decisions have been put on hold
indefinitely. For the good of the Industry,
and the economy of Zambia, these must be
urgently encouraged.



MINING TAXATION: A DELICATE BALANCE

What is an ideal mineral tax regime? It is one that delivers the maximum
benefit for a country’s citizens from its mineral resources.

Maximum benefit to the citizenry might not necessarily be the same as
maximum benefit to the Government, in terms of tax receipts.

For example, a healthy mining industry has significant multiplier effects
within the wider economy that far outweigh its contribution to the
national coffers.

Studies by the International Mining and Minerals Council (ICMM)
have shown that for every $1 generated by mining, at least an additional
$3 are generated elsewhere in the host economy. In addition, for
every one direct mining employee, employment is generated for a
further 3-5 employees elsewhere in the economy.

The broad aims of Government minerals taxation policy must therefore

be to generate immediate and lasting revenue in a manner which:

e Has no adverse impact on the health of the Industry.

e Encourages (or, at least does not discourage) the investment needed
for future development, which is the pipeline of future tax receipts.
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PROFIT-BASED TAXATION: HOW IT WORKS

Long lead-time to profitability

The huge capital investment required for a new mining operation means
that mines can take many years after production starts to become
‘profitable’ for tax-paying purposes. This concept is often seriously
misunderstood, and needs some explanation.

A profit-based tax, such as Corporate Income Tax (CIT), provides a certain
amount of relief for capital expenditure already sunk into a project — in
other words, once the business is up and running, a company can set
aside some of the money already invested against any tax that might be
owing.

This is a critical incentive to investment, and is common to all industries
and businesses across the world. It is more apparent in the mining
industry because of the size of capital investment involved and the long
lead-times to production.

How does it work in practice?

The capital invested in a new mine has already been spent in the
exploration and construction phase; the relief from tax comes in future
years when the mine is in production. So, a new mine could well be
productive, and generating cash for investors (who have already
committed their capital), but not yet be paying tax. Depending on the
legislation, and the amount of capital committed, this situation could
last for many years.

How then does a Government generate revenue at the early
stages of a mine’s life cycle?

That is where royalty payments — known in Zambia as Mineral Royalty
Tax (MRT) — come in.




WHAT IS A ROYALTY TAX (MRT)?

The defining characteristic of a royalty
tax is that it is levied on production,
not profit.

Strictly speaking, a royalty payment is not a tax. Nor does it
solely apply to minerals.

A royalty is defined as a payment made to the owner of an
asset by those who wish to make use of it to generate
revenue. Royalties are often paid to writers, artists and
musicians for the use of their copyrighted works.

The payment of royalties for the use or extraction of mineral
resources is similarly an acknowledgement of ownership, in
this case paid to the Government, as steward of a nation’s
non-renewable resources.

Given that it is one of many potential sources of
Government revenue levied on the extraction of mineral
resources, royalties are regarded as part of a nation’s wider
minerals taxation policy.

Advantages of MRT

When applied to mineral resources, a royalty tax’s
defining characteristic is that it is levied on production
(e.g. sales, revenue, tons mined), rather than profit.

This means that it is payable from the first day of
operations, and thus generates an immediate revenue
stream for the Government long before a mine is ever
judged profitable. Furthermore it is relatively simple to
calculate and administer, and is payable on a monthly
basis.
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MRT part of a wider tax mix Profit tax eventually takes over from

A mineral royalty tax is never the only tax MRT
which countries levy on their mining MRT is important in the early stages of a mine’s
e industries; where it does exist, it always life cycle, as it produces a tax-revenue stream
profit-basea : . . : o .
, % sits alongside a tax on profits. despite the fact that the mine is not yet profitable.
Several years later, once the mine has reached
MRT contributes to a regular flow of profitability, profit-based tax kicks in and starts to
tax revenue contribute to overall tax revenues.
The combination of a royalty and a profit-
based tax results in a regular flow of tax When mines become profitable, as they did in
revenue for governments over the entire life Zambia after 2008, the returns from CIT
of a mine. completely eclipse royalty payments.
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Comparison with other national mining taxation regimes

COUNTRY ROYALTY

Australia 2.5-5%

CORPORATE INCOME TAX

30%

Brazil 2%

25%

China 0.5%-4%

25%

Ghana 5%

25%

Indonesia 4%

25%

South Africa 0.5%-7%

28%

DRC 2%
Zambia (2015) 6-9%

30%
30%

Fig1. Corporate income tax and royalty rate comparison — copper.

Based on: Trends in Taxation: KPMG Global Mining Institute®
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WHAT IS THE ‘RIGHT’ LEVEL OF MRT? AN

INTERNATIONAL PERSPECTIVE

Governments across the world grapple with
the same dilemma: what is the ‘right’ level of
royalty tax?

If you set the rate too low, you don't get
enough upfront tax revenue from new
mining ventures. If you set it too high, it
makes the upfront cost of the mining venture
prohibitive; in the case of existing operations,
it pushes profitability further out in time, and
for both new and old mines it decreases the
overall return on investment. When that
happens, investors may decide it's not worth
starting new mining ventures at all, or
continuing to invest in old ones — and this kills
the very tax revenue that the government
wanted to generate in the first place.

Zambia’s royalty rates are among the
world’s highest.

IMF concern on MRT levels

A country report (No. 15/153, June 2015) by
the International Monetary Fund (IMF)
suggests Zambia's MRT rates are too high.

"A comparison of prevailing royalty rates in
2014 shows that, at 6%, Zambia’s royalty
rate was among the highest fixed rate among
copper-producing countries. “Governments
are attracted by royalties because they
generate an immediate stream of revenue

once mining production starts. However,
royalties discourage investment because they
do not respond to changes in costs.”

Analysis shows Zambia tax rates among
world’s highest

The report presents a cross-country analysis
to assess the mining fiscal regimes in place
before and after the changes to MRT
introduced by the 2015 budget. The analysis
is based on two stylized copper-mining
projects — one high-cost, the other low-cost.
For the low-cost mine, “at 50%, the AETR
[Average Effective Tax Rate] for Zambia was
second-highest among major copper
producing countries”. For the higher-cost
mine, “the model shows Zambia’s fiscal
regime as less attractive for investors than
those in other copper-producing countries”.

MRT rates above global norm.

A World Bank report (Making Mining Work
for Zambia, June 2015), also suggests the
country’s MRT levels are too high. “Zambia’s
mineral royalty rates have in recent years
tended to exceed the global norm, even
before the rate jumped temporarily to 20
percent on open-pit mines in 2015. Most
major mineral producers charge less than six
percent.”
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World Bank: Optimism
about Zambia’s long-term

mining potential, but the
country must take a long-

term view on mining tax

encourage
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CONTACT DETAILS

Corporate Park, Plot No. 20849 Alick Nkhata Road, Lusaka, Zambia
Tel: + 260 211 258383/258384  Fax: + 260 211 258385

info@mines.org.zm  www.mines.org.zm



