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Synopsis

This paper examines the
South 4fricanjiscal
system as it applies to
the mining industry and,
where components are

found wanting.
discusses possible
alternatives.

It is concluded that
the South 4frican
system has long
provided a stable
environment for mining
investment and growth.
However, the
introduction, Q/ steep
surcharges during the
past decade or so (since
abolished) and rlng-

.fencing (since relaxed
but not abolished) has
started undermining this
stabilifY.
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Introduction

The worldwide competition for investment is
fiercer than ever before. Throughout the globe,
countries are offering fiscal incentives for
investment, including investment in the
extractive industries. Countries formerly hostile
to foreign investment (and often hostile to the
fundamentals of all capital investment) are
actively canvassing for their share of foreign
capital flows, while encouraging domestic
investors to use their capital productively. In this
context it is worth while to examine the South
African fiscal system as it applies to the mining
industry to determine whether we come up to
scratch. This paper seeks to undertake that task.

The Overall Mining Tax System

The South African mining tax system has been
remarkably stable over the decades!, although it
has not been static. The various components of
the current system have evolved in the context
of the overall system and its objectives, and
should thus not be examined in isolation, or a
misleading impression may be created.

The system is one that attempts to achieve
the following objectives:

~ a fair share of profits between the State
and the shareholders

~ a lowering of the gold-ore pay limit
~ compensation for high risk by allowing

shareholders to recover capital invested
before tax becomes due

~ compensation for long lead times in an
inflationary climate by allowing gold
shareholders to recover such capital in
approximate real terms before tax becomes
due.

The discussion here of the merits and
demerits of the components of the system, and
of possible alternatives, will be in the context of
the interrelationship between these components,
and in the light of these objectives.
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The Gold Income-tax Formula2

The formula basis for the taxing of gold mines
originated from the formula applied to gold-
mining leases since the early years of this
century. The rationale for adopting the formula
for the purposes of gold-mining income tax in
1936 was3 that it encouraged the mining of
marginal ore, particularly ore at deeper levels;
and it placed a progressively lighter tax burden
on mines with lower ratios of profit to revenue,
enabling them to survive difficult operational
periods more easily, while providing for a higher
share of profits for the State from more profitable
gold mines, as well as from gold mines in
general during any periods of unusually high
gold prices. Subsequent official committees4 have
confirmed these views, outlining the substantial
importance of marginal ore to the economy
because of backward and forward linkages, and
pointing out that, once marginal ore is passed
by, it may be lost permanently.

These factors are equally valid today and, to
a large degree, explain why the South African
gold industry has been able to weather the
extremely difficult industry conditions since the
mid 1980's with more success than most other
gold producers, who tend to be taxed under flat-
rate regimes5.
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Notwithstanding these positive factors, the
gold formula is not without flaws. Probably the
single major problem is that, if its parameters are
pushed to extreme levels, it has a strong
potential to distort mining practices by
penalizing both efficiency and the earning of
profits, and overly encouraging expenditure.
This potential was at its highest in the mid-
1980's, when the formula imposed a marginal
tax rate of 75 per cent (which was boosted to
over 80 per cent by lease formulae) on profits,
while granting a tax tunnel6 of 6 to 8 per cent as
a concession. The dangers of these distortions
impressed the Margo Commission (1987), who
took this as a criticism of the formula per se, but
the Marais Committee (1988) correctly
recognized that these potential distortions would
disappear ifthe formula's parameters returned to
more reasonable limits. Consequently, the
formula was adjusted over a phase-in period to
the point where today the tax tunnel is 5 per
cent and the marginal tax rate 58 per cent1.

In my view, the gold-tax formula system has
proved its worth, providing automatic support to
the gold industry in times of difficulty, earning
an automatic premium for the State in times of
high profitability, and lowering economic ore
grades for the good of the country as a whole.
The automatic premium factor in times of high
profitability also reduces the temptation for
government to impose surcharges in such
periods (a point notably ignored by government
in the early 1980' s), thus promoting certainty
and stability in the eyes of investors, local and
foreign. To keep the formula's workings
efficient, without introducing unnecessary
distortion, the formula's tax tunnel should not
exceed 6 per cent (the current 5 per cent level is
reasonable), and the marginal tax rate should
not exceed approximately 122 per cent of the tax
rate on normal companies. The current 58 per
cent is thus reasonable in the light of the
effective rate of 48 per centS on fully distributed
earnings of non-mining companies. The
temptation to make these parameters signifi-
cantly more stringent or lenient should be
resisted: the former will tend to negate the
benefits of the formula system or distort
economic behaviour, and the latter will unneces-
sarily decrease the State's revenue share.
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Other Tax Rates for Mining

At present, mines other than gold mines are
taxed on the same basis as ordinary companies;
that is, at a flat rate of 40 per cent, which
effectively becomes 48 per cent on distributed
earnings. Two questions arise: first, should such
mines be taxed on a formula basis instead of a
flat-rate basis? second, if a flat rate is preferable,
should that rate be the same as the ordinary
company rate?

On the first point, given the objectives ofthe
gold formula, there would not seem to be any
strong reason to extend the formula to non-gold
mines. Perhaps platinum mirrors the gold profile
most closely, with some mining at substantial
depth but, even so, there are sufficient
differences from gold (the generally wide
orebodies, the different mineralogy, and the high
proportion of production mined from relatively
shallow depths) to justify platinum's not being
taxed on a formula basis. Thus, there seems to
be no compelling reason to tax non-gold mines
on a formula basis.

On the second point, this issue is less clear.
Some countries tax some mining activities at
lower-than-normal rates (until recently Australia
did not tax gold mining at all), while others
impose a premium. In my view, a discount to
normal tax rates makes little sense since there is
no justification for this type of discrimination in
favour of the mining industry9 and, although our
tax rates are still a little high by world standards,
they are not abnormally SOlO.Similarly, provided
that the general tax rate is perceived to be fair to
the State and to the company, there should be no
need for a premium to be imposed on the mining
industry. However, in the unlikely event of the
corporate tax rate falling to abnormally low
levels, there may be some justification for such a
premium.

Redemption of Capital

At present, the capitalexpenditureof mining
companies is, with limited exceptions (discussed
later), fully deductible as a cost in the year it is
incurred. This is generally known as the capital
redemption deduction. In contrast, capital
expenditure in other industries is generally
deductible over a period; for example, new
manufacturing plant is deductible over five years
(previously three years) .

The reason for this difference lies in the
inherent differences between capital
expenditures in the mining industry and in other
industries, as well as in the inherent differences
between their financing methods.
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Capital expenditure in other industries, for
example manufacturing, is generally represented
by a tangible asset such as a building or item of
plant, the economic life of which is dictated by a
combination of the business entity's own
economic life (theoretically indefinite if operated
efficiently), and the asset's physical and/or
technological deterioration. In contrast, mining
capital expenditure is a far more amorphous
concept and, arguably, is a misnomer. A huge
proportion of so-called capital expenditure is
represented literally by 'holes in the ground',
much of the cost of which is indistinguishable
from so-called revenue expenditure.
Furthermore, these assets, together with the
visible tangible assets (e.g. headgear and surface
works) are all wasting assets, the lives of which
are dictated by the economic life of the orebody.
It is thus probably more accurate to use the
terms 'prospecting', 'evaluation', 'development',
and 'operating' to describe mining expenditures,
rather than 'capital' and 'revenue'. Historically,
and to the present day, expenditure on mining
development has been financed by shareholders,
primarily by way of equity capital!!. This is
because third-party lenders are generally loth to
provide loans to mines at this stage12because of
their high risk profile. As a consequence, if a
new mining project is to go ahead, the
shareholders have to provide the bulk of the
funds and bear the bulk of the considerable risk.
Finally, once the mine is in production, the
dividends they receive effectively represent in
part a return of share capital, since the assets of
the mine are wasting and the share capital will
have little value on termination of the mining
operation.

This combination of factors led to the
development, at the turn of the century, of the
appropriation method of accounting for mining
operations. In terms of this method, mining
assets (primarily development costs) are not
depreciated against income. Thus, once a mine
has commenced production, the earnings, after
operating costs, recurrent 'capital' expenditure,
and tax have been taken into account, are
available for distribution to shareholders and are
invariably distributed as dividends. In effect, the
risk capital that had been laid down by the
shareholders can be returned to them. If any
further development expenditure is required, it is
'appropriated for' in full from these distributable
earnings (thus reducing the amount available for
dividends) or, if the required amount is material,
shareholders subscribe for additional equity
capital.
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Although there is no other jurisdiction that
uses precisely the same system of capital
redemption as in South Africa, most countries
that seek to encourage mining provide some
form of incentive to accelerate such redemption.
These range from high initial allowances (for
example, in Papua New Guinea) and accelerated
depreciation (for example, in Liberia) to 100 per
cent write-offs on mine commencement and
installation costs (for example, in Chile).

The current capital redemption system is the
simplest system for dealing with mining capital
expenditure because it best achieves the
objective of reducing investor risk without
creating the need for complex depreciation
systems, schedules, and calculations. Indeed, it
largely eliminates the need to distinguish
between mining capital expenditure and revenue
expenditure. The possibility of enhancing the
capital redemption system is sometimes raised,
for example, by supplementing it with an
investment allowance in order to encourage
mining capital expenditure. In my view, supple-
mentary allowances of this nature should not be
introduced since they distort the basic principle
that mining expenditure is fully deductible when
incurred, without enhancement.

Exceptions

There are two limited exceptions to the capital
redemption system just described. The first is the
partial annual redemption ('par') system, which
provides for a spread of redemption claims over
five years (and, in one case, ten years). This
distortion was introduced in 1989 as a form of
compromise in favour of a minority of members
of the 1988 Marais Committee, who viewed the
capital redemption system with disfavour. The
quantum of capital expenditure affected by the
par system is immaterial, and the mining
industry has thus not overly concerned itself
with its distortions. However, the administrative
complexities generated by this trivial measure
are considerable, as mining accountants (and the
tax authorities) will confirm. It is thus suggested
that this system be replaced by the standard
capital redemption system to improve
administrative efficiency.
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The second exception is that capital
expenditure on land and long-term mineral
rights13 is not deductible at all. In neither case
would such expenditures by a mine be material,
and there is thus no real pressure to change the
position. However, in principle this system is
incorrect as far as mineral rights are concerned;
these rights are wasting assets in the hands of a
mine, and expenditure thereon should be
regarded in the same light as other deductible
capital expenditure. I therefore suggest that
mineral rights held by a mining company in
order to mine the related property should be
treated as capital expenditure qualifying for the
capital redemption deduction.

Ring-fencing

A number of different types of ring-fencing
apply to the mining industryl4. of these, two
deserve brief analysis.

The first is a measure that prohibits the
deduction of mining capital expenditure against
non-mining income. This restriction has a
parallel in the farming sector, where certain
capital expenditures that are fully deductible
may not be set off against non-farming income.
There is a view that this restriction on mining
capital expenditure should be lifted in order to
encourage new mining projects. Although this
positive effect is clear (provided the second
restriction discussed next is also lifted), I
suggest that caution be exercised. The
performance of the country's tax base in the next
decade is going to be a critical factor, and the
possible depletion of the non-mining tax base to
boost mining investment should be authorized
only if careful evaluation indicates that the
positive aspects outweigh the negative ones.
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The second category of ring-fencing is
unique to the mining industry, having no
parallel in any other sector. It restricts the
deduction of mining capital expenditUre on any
mine to mining income generated by that mine.
Thus, where a company conducts two profitable
mining operations and wishes to start a third,
the capital expenditure of this new mine cannot
be offset against the mining income of the other
two. While the circumstances under which this
restriction was introduced in 1985 were
understandable-at the time the mining industry
was in a strongly bullish phase and there was a
fear that a major new wave of mining
investment would wipe out much of the mining
tax base-these circumstances have changed
dramatically, and the restriction should be
abolished. Ironically, one of the reasons for
advancing this view is that the abolition will
have very little effect on the mining tax base
because it is now minute15 and there are, in any
event, very few major mining projects in the
pipeline. However, looking at the matter more
positively, if mineral prices in the next 10 years
or so show gradual but steady price increases in
real terms, potential major new projects will
undoubtedly resurface. If we abolish this ring-
fencing restriction now, before the mining tax
base grows, we will not materially affect the
existing tax base, but will have mortgaged a
portion of the growth in mining tax base in the
short to medium term in favour of medium- to
long-term expanded production and long-term
tax base growth. Ring-fencing can thus be
abolished today in a relatively painless manner.

It is acknowledged that this form of ring-
fencing can be lifted on a discretionary basis,
and that an automatic partial lifting of this
restriction has been in force since 1990.

However, it is considered that such
concessions are not ideal in the context oflong-
term decision making.
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The Capital Allowance

The capital allowance was introduced in 1956 in
the context of a potential new wave of
investment into deeper-level gold minesl6. The
allowance (currently 12 per cent) is not meant to
be an incentive in the normal context of the
word. Instead, it is a measure that attempts to
ensure that the intended effect of the capital
redemption deduction is not eroded by inflation.
New gold mines tend to mine ores at consid-
erable depths, and there is a substantial lead
time between the point at which shaft sinking
commences and the point at which gold is
produced. Thereafter, there is a further
substantial lead time before the mine generates
sufficient profit to redeem its initial expenditure.
These lead times are without parallel in other
industries. The capital allowance compensates
for these delays by ensuring (provided it is set at
a level reasonably close to the cost of capital)
that shareholders are able to recover their risk
capital in real terms rather than in deflated
terms.

The capital allowance is an essential tool to
ensure that the value of the capital redemption
deduction is maintained in inflationary times.
For this reason, there may be some logic in
linking the allowance to the inflation rate, rather
than setting it at a fIXedrate. This will ensure
that the allowance is neither overly generous nor
inadequate, taking into account the changing
financial environment.

There may also be some scope for extending
the allowance to other types of mining where
substantial lead times may be experienced, for
example, deep-level platinum mining. It is
suggested that this could be achieved by
allowing the authorities a discretion to grant the
capital allowances in selected cases to non-gold
projects after assessment by the Department of
Mineral and Energy Affairs.
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The Mining Lease System

The State's right to mine precious metals and
stones (as distinct from the underlying mineral
rights) originated from the Gold Law of 1871.
From this developed the mining lease system
(introduced in 1908) in terms of which the State
was entitled to a share of profits of such mines,
determined on formula basis, in return for
granting such right to mine. At the time, income
tax collections were relatively immaterial, the
mining industry was largely in the hands of
foreign investors, and there were no withholding
taxes on dividends remitted offshore. The lease
tax system was thus the major mechanism for
the State to participate in mining profits. Over
the subsequent decades, the income tax system
assumed far greater importance as a revenue-
gathering mechanism, and lease collections
became relatively insignificant. Furthermore,
South African ownership of the industry became
predominant, while withholding taxes on
remissions to non-residents were introduced in
accordance with international norms. For these
reasons, the 1988 Marais Committee
recommended that the emphasis on revenue
collections be laid on the income tax system, and
that the lease system should fall away.
Government accepted this recommendation with
qualifications, and, in any event, in terms of the
Minerals Act of 1991, the State's aforementioned
right to mine fell away. The net effect was that
these lease payments ceased from the end of
199317.

Concentration on the income tax system to
generate State revenues is the correct approach.
Any attempt to re-introduce a supplementary tax
on profits is inherently problematic. On the one
hand, it may introduce unnecessary complexity
while yielding relatively little revenue (as was
the case with the lease system) while, on the
other, if it is designed to yield significant
revenues, it will be discriminating materially
against mining investment and will, of necessity,
reduce the scale of the country's existing and
potential mining operations.

Furthermore, if any new system of mining
leases or royalties is revenue-based rather than
profit-based, the negative impact could be far
more severe, since revenue-based royalties
typically shrink the payable proportion of any
given orebody and reduce overall mining
productionl8.

It is interesting that, while royalty systems of
one sort or another are still reasonably
widespread, they are becoming less common in
countries that actively seek mining investment19.
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The concept has been raised of a revenue-
based royalty on base minerals that can be
beneficiated, at a low rate of 1 per cent to 2 per
cent, which royalty would be rebated should the
mineral be beneficiated in South Africa. The
concept is worth exploring, although it is not
without difficulties. For example, who would
obtain the benefit if the beneficiation is
undertaken by a company unrelated to the
mining company? Potentially more serious is the
position where, for economic reasons, benefi-
ciation in South Africa is simply not financially
feasible. In such a case, the royalty is simply an
automatic penalty with no incentive element.

The New Dual Tax System

The new dual tax system introduced in 1993
comprises a lower corporate tax rate of 40 per
cent (previously 48 per cent), which is also
applicable to non-gold mines, and a Secondary
Tax on Companies (STC) of 25 per cent, which is
levied on dividends distributed by such
companies2O.As pointed out earlier, this has not
affected the tax rate on fully distributed
earnings, but has simply resulted in collection at
two tiers, instead of one. However, the system
provides an incentive to reinvest taxed profits by
ensuring that such retained profits bear only the
first tier of tax, at 35 per cent. There is little
doubt that this incentive will bear fruit in the
context of industrial and commercial operations
with potential projects in line, but the effect on
the mining industry will be minimal because, as
already discussed, mines traditionally do not
retain earnings but turn to the shareholders for
fresh equity capital when major new projects are
launched.

Furthermore, in the gold sector, the new dual
system is simply a non-starter since the
imposition of STCon gold mines, which have
long been taxed at premium rates, would be
entirely inappropriate. It is for this reason that
gold mines were given the option of remaining
with the status quo and, to my knowledge, all
gold mines have chosen this option.
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The net effect is that, compared with the
previous unitary tax system, the new dual
system (with the aforementioned option) affects
mines neutrally, offering neither advantages nor
disadvantages. It may be argued that, since
mines do not receive an incentive to reinvest
while other industries do, the former are
prejudiced. This argument is not valid since,
within the overall context of the mining tax
system (subject to the comments made under
previous headings), there is an entirely adequate
set of incentives for mining investment. The
principal potential improvement in the dual tax
system is a drop (for all companies) in the
effective tax rate on distributed earnings to the
region of 40 to 45 per cent.

Miscellaneous

Prospecting

At present, prospecting expenditure by a
prospecting company (as opposed to a mining
company) is deductible only in terms of the
general deduction formula of the Income Tax
Act, which in effect requires the company to be a
dealer in mineral and related rights. This status
may be difficult to establish, especially in the
earlier years of a company's life, when it has not
had an opportunity to realize any successful
ventures. Although the tax authorities usually
recognize this position and do not tend to raise
obstacles, the degree of uncertainty in this area
is unnecessary. It is suggested that a specific
deduction provision should be introduced for
prospectors who are not miners, allowing such
expenditure as a deduction, and specifying that
all considerations received in the realization or
disposal of related assets will be taxable.

A further practical problem relating to such
prospectors often arises. As already stated, in
the early years of a prospecting company's life
(and during any sustained period during which
prospecting yields little fruit), substantial tax
losses may build up, because these companies
(especially where dedicated solely to
prospecting) often have few other sources of
income. These losses are of little value in an
inflationary climate if they cannot be used fairly
quickly: The tax incentive for prospecting is thus
eroded or eliminated. It is suggested that consid-
eration be given to methods of attaching value to
such tax losses, perhaps through the flow-
through share mechanism employed in Canada.
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Environmental Incentives

It was only in 1991 that a tax incentive was
given to encourage mines to establish dedicated
environmental bodies to finance rehabilitation
on closure21. This system enables mines to make
systematic contributions to such bodies, and for
their funds to accumulate tax-free thereafter.
This simple system is very effective, allowing
mines to make tax-deductible contributions
when they have funds (and tax base),
consequently reducing the State's potential risk
in the event of a mine being unable to meet
future rehabilitation obligations. This simple but
innovative fiscal approach to mining matters is
to be commended.

Levies

As a general rule, levies and surcharges that add
to the cost structure of mining companies have a
detrimental effect on the optimum scale of
mining operations, resulting in inefficient
exploitation of non-renewable resources. This
fact has long been recognized22. Taxes of this
nature include Regional Services Levies and the
Import Surcharge, the latter being by far the
most material since the abolition of Sales Tax.
Such taxes should be eliminated, and the fiscal
concentration should be on the income tax on
profits. Under the circumstances, the
announcement by the Minister of Finance in his
budget speech of June 22, 1994 that import
surcharges on capital and intermediate goods
would be abolished was most welcome.

Fiscal Federalism

For obvious reasons, mines are locality-bound.
In the context of fiscal federalism, the question
arises as to whether provinces should be given
specific taxing powers regarding mining
operations located in their geographical areas. It
is suggested that such specific powers should
not be given, in the interest of maintaining a
high degree of fiscal uniformity and certainty in
the industry, and to avoid complexity where
mines extend over provincial boundaries.
However, there may be a good case for allowing
each province to receive a guaranteed share of
taxes paid at the centralleveJ23. This will be a
matter for the future Financial and Fiscal
Commission to deliberate on.

Beneficiation Incentives

It is a truism that countries with major primary
industries stand to reap substantial benefits
from beneficiating their primary products as far
as possible before exporting them. This was an
important part of the motivation behind the
General Export Incentive Scheme (GElS), as well
as the Value Added Scheme provided for in
section 37E of the Income Tax Act. Essentially,
both reward economic value added, the first by
providing for cash payments for qualifying
value-added activities, and the second by
adjusting tax allowances (and allowing them to
be transferred) to compensate for time delays
inherent in major value-adding projects, since
such delays may otherwise deplete the value of
conventionaltax allowances24.

It appears that the GElS will need to fall
away in the medium term owing to GATTrules,
while the section 37E incentives had a built-in
termination date (qualifying projects had to have
been approved by 12th September, 1993). It thus
follows that, unless attention is brought to bear
on this area fairly soon, the South African fiscal
system will be giving a rather negative signal to
potential new beneficiation projects.

Conclusion

The South African fiscal and financial system
has long provided a stable environment for
mining investment and growth, and this is
reflected in the fact that we have long been
world leaders in this industry. However, this is
no reason for complacency. During the past
decade or so, tinkering with the mining fiscal
regime, principally by the introduction of steep
surcharges (since abolished) and the imposition
of ring-fencing (since relaxed but not abolished),
has started undermining this stable environment
at a period when other countries are actively
enhancing their fiscal regimes. It is extremely
important to South Africa's mining competi-
tiveness that we build on our strengths, and re-
establish confidence in our fiscal regime. The
first steps in this process have already been
taken; it behoves us to tread forward boldly,
ratherthanhesitateat thebrink. .
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