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PREFACE

In response to a request from the National Treasury of South Africa, on behalf of the South
African Tax Review Committee, chaired by Judge Dennis Davis, (the Davis Tax Committee,
DTC) a technical assistance mission from the Fiscal Affairs Department (FAD) visited

Cape Town, Johannesburg and Pretoria, January 15 to 30, 2015. The mission’s task was to
advise the DTC on the fiscal regimes and revenue potential for extractive industries (mining
and petroleum) in South Africa. The mission team consisted of Mr. Philip Daniel (Head),
Mr. Martin Grote, and Ms. Alpa Shah (all FAD), and Professor Peter Harris (Legal
Department External Expert). Mr. Daniel made a preliminary visit to South Africa,
November 10 to 15, 2014.

In Pretoria, the mission met with Judge Davis and members of the DTC Mining
Sub-Committee. The mission met with staff of the National Treasury, the Department of
Trade and Industry, the Department of Mineral Resources, the South African Revenue
Service, Statistics South Africa, the South African Diamond and Precious Metal Regulator,
and the State Diamond Trader. The mission also met with representatives of the National
Union of Mine Workers.

In Cape Town, the mission met with staff of PetroSA, and with the Offshore Petroleum
Association of South Africa. The mission met with representatives of Shell, Total,
ExxonMobil, and Anadarko. The mission also met with staff of Allan Gray, Standard Bank,
and PwC.

In Johannesburg, the mission had discussions with the Chamber of Mines of South Africa,
and with representatives of Anglo American, Anglo Gold Ashanti, Glencore, and the
Aggregate and Sand Producers of South Africa (APASA). The mission also met with
Messrs. Martin Creamer and Kenneth Creamer of Creamer Media, and with Professor
Fred Cawood, Head, School of Mines, University of Witwatersrand.

The mission appreciates the advice, comment and information provided by these institutions,
companies, and individuals, including the comments of the DTC on the draft report
submitted on February 5, 2015. The mission acknowledges the excellent cooperation of the
authorities and of the Secretariat to the DTC (Head, Mr. Vinesh Pillay).

The mission expresses its thanks for the vital cooperation of the IMF Senior Resident
Representative in Pretoria, Mr. Axel Schimmelpfennig, and his staff, in particular
Ms. Sandra du Plessis and Ms. Nasha Mavee.
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EXECUTIVE SUMMARY

This report is designed to assist in the overall review of South Africa’s tax system. The
Davis Tax Committee (DTC) was established by the Minister of Finance in 2013. The DTC
will consider whether the current mining tax regime is appropriate. The DTC’s review takes
place within the context of its overall review of the corporate tax system, and other features
of the South African tax system. Coverage of upstream oil and gas is included in this report.

Mining has historically been the mainstay of the South African economy. Mineral
exports remain the principal contributor to foreign exchange earnings on the current account.
Mining enterprises are significant employers. The sector’s contribution to government
revenue, however, is down from a peak of nearly 29 percent in 198 1—of which nearly 93
percent came from gold—to just 2.5 percent in 2013/14 with a negligible contribution from
gold.

South Africa is not yet a significant producer of crude oil or natural gas. Oil and gas
exploration nevertheless shows promise. In the past 10-15 years almost all potential offshore
acreage has been licensed, with participants including most of the major international oil
companies (IOCs). Strong interest also exists in shale gas potential in the Karoo Basin.

Taxation is far from top of the list in current challenges facing the development of EI in
South Africa. Returns to mining activities in South Africa appear to have declined.
Depletion of known reserves has become severe in long-established sections of the mining
industry. Depletion particularly affects the traditional gold mining sector. Coal has become
the leading mine product by value with iron ore possibly the most profitable. Labor costs in
mining have risen sharply and major strikes have recently occurred.

The national goal of economic and social transformation in favor of Historically
Disadvantaged South Africans (HDSA) has major impact on the mining sector. The
government also gives high priority to industrial development using mining as a base.
Infrastructure constraints (electricity, water, and transport) have become acute, bearing
heavily on the mining industry.

New proposals for state participation in upstream petroleum ventures follow long
debate about state involvement in mining. The 2014 Amendment Bill for the Minerals and
Petroleum Resources Development Act (MPRDA) of 2002 introduced the possibility of a
“free carried interest” of 20 percent in petroleum ventures, with an option for additional paid
equity interests. The upstream petroleum exploration companies made strong representations
about these provisions; the President referred the Bill back to Parliament in January 2015 for
other reasons but the petroleum provisions also came under renewed scrutiny. Additional
actual or proposed indirect levies, some as environmental charges, bear upon the mining
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sector. Thus the operation of the current fiscal regime, or of new proposals, is circumscribed
by multiple other considerations.

The task is to examine the fiscal regime with a view to generating a sustainable revenue
contribution from mining and petroleum in future—which requires both an attractive
climate for new investment to develop the tax base and a fiscal system that secures a
reasonable contribution to state revenues from production and a higher share from especially
profitable operations.

The General Regulatory and Fiscal Framework

The primary feature of the EI legislative framework is the dislocation between the
governing sector legislation (the MPRDA) and the income tax and royalties laws. In the
context of the Income Tax Act 1962 (ITA), this reflects a lack of adjustment to the
fundamental shift wrought from 2002 whereby “old order” EI rights were transferred into
new order rights There seems no good reason why concepts used in the sector legislation
should not form the basis of the fiscal regime for the EI in the ITA.

The income tax rules that frame the EI fiscal regime are scattered throughout the ITA.
There is a lack of comprehensive reconciliation rules and so it is often difficult to determine
whether a general rule is rendered ineffective by a more specific rule. Irrespective of whether
SA engages in a much needed general rewrite of the ITA, it should bring together the
fragmented rules for its EI fiscal regime and locate them in a dedicated part of the ITA. There
should be separate parts for mining and petroleum. The special rules should be revisited and
new rules should be based on consistent and coherent policy. Income from EI should be
calculated independently for each EI right and protected from manipulation by transfer
pricing rules. Ring-fencing (and policy based breaches) should be designed against this
background.

The Royalties Act has two fundamental difficulties; the adjustment of royalties according
to the profitability of the EI operator and differentiation between refined and unrefined
resources. Both of these features should be reconsidered.

The SA approach to fiscal stability is equally fragmented. The limited provision for
petroleum in the ITA and royalties is less than comprehensive. SA needs to provide a stable
investment environment and needs to revisit its approach to fiscal stability across the range of
matters that can affect the fiscal environment faced by EI operators. This report suggests a
review of fiscal stability schemes that results in greater uniformity of treatment across EI
sectors.

Mining and Minerals Fiscal Regime

The royalty and CIT regime alone present few obstacles to investment and production
but the revenue yield is poor. Additional indirect impositions have raised costs and there is
uncertainty in the regulatory and fiscal environment. The accretion of royalty and income tax



amendments over time, and now of sector legislation, has created a difficult legal framework.
The urgent challenge is to have in place a fiscal regime perceived to be both stable and
credible by all parties.

Three reform choices face South Africa.

1. A comprehensive reform of royalty, corporate income tax (CIT), and use of some form of
cash flow tax that affects only highly profitable operations:

o Flat rate royalty on gross revenue defined by a reference price or net smelter
returns (NSR);

o Standard CIT within mining ring fence with economic depreciation and allowance
for corporate capital (ACC); and

e Additional cash flow tax or resource rent tax (RRT) applicable only in highly
profitable circumstances, with royalty a credit towards it.

2. Maintain current structure but with partial reforms.
3. Do very little—a choice in itself.

The mission favors the full reform but recognizes the challenges in so doing. Thus the
report sets out an alternative. This involves maintaining the existing variable royalty scheme
with improvements to valuation provisions by using a reference price or NSR. It also retains
the 100 percent capital allowance for mine capital expenditure. Both options would reform
the system so that better incentive for exploration expenditure is present.

Upstream petroleum fiscal regime

The current royalty and CIT regime alone would probably be unstable in the event of a
significant and profitable discovery. It is very generous by international standards, partly
for historical reasons. That has to be balanced against expectations of companies when they
committed to exploration programs. The MPRDA amendment proposals, however, leave
existing holders of exploration rights unclear about their obligations for state participation if
they apply for a production right. Whatever the outcome, companies will seek a stability
assurance encompassing all the obligations and rights — not just tax and royalty. The
approach taken also affects public financial management of petroleum revenues.

Three options for upstream petroleum fiscal reform present themselves.
1. Delete new provisions altogether in revision of MPRDA amendment bill.

o The State would still be free, through a corporation, to negotiate participation
case-by-case as a commercial transaction;
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e Additional tax could be introduced in Schedule 10 but applicable only to those
without stability agreements (or newcomers), or by mutual agreement, and
structured not to deter marginal projects.

2. A comprehensive shift to a production sharing agreement (PSA) system.
3. Define state participation option precisely and publish a model participation agreement.
In all cases, the royalty and CIT regime needs revision.

The mining royalty system is not suited to petroleum. Royalty could be set at flat rate on
gross proceeds at the delivery point determined in a field development plan — probably at 5
percent. The ring-fence for CIT around oil and gas activities is appropriate; limit deduction of
10 percent of assessed losses against non-oil and gas income to actual expenditures not uplift.
Treatment of exploration and development capital expenditure should be unified with
write-off over five or six years, commencing in the year of commencement of commercial
production.

Exploration expenditure requires clear and improved treatment. The mission suggests a
review of the treatment of unsuccessful exploration expenditure and introduction of
amortization of the cost of acquisition of petroleum rights (over the set depreciation period or
life of asset). The current uplifts on exploration and development expenditure should be
replaced with an allowance for corporate capital (ACC) on unredeemed capital expenditure
balances at an annual rate (looking at region of 10 percent but expressed as margin over a
bond rate). This ACC would also replace deduction of interest.

International Taxation

SA has a sophisticated approach to international tax issues and is well positioned to
monitor developments in coming years. In the face of a broad and diverse tax treaty
network, SA is taking steps to address issues arising from BEPS. In particular, the
broadening of withholding taxes is a sensible move, although there are some areas in which
further consideration may be given including withholding taxes on service fees, rents, and
payment for the use of intangible property (not covered by the current royalty withholding
tax). Strategic use of deduction denial might also be considered.

Transfer pricing remains a challenge, but SA has an appropriate legislative framework
and will continue to work on transfer pricing issues at a practical level. Given the
concessionary nature of a number or rules in the EI regime and the potential manipulation
thereof, SA should consider the introduction of transfer pricing rules in a domestic context.
SA seeks to tax indirect offshore upstream sales of EI rights, but there are a number of
improvements that might be considered in this regard.



I. INTRODUCTION
A. The South African Tax Review Committee

1. This report is designed to assist in the overall review of South Africa’s tax system.
The Department of the National Treasury has requested the Fiscal Affairs Department (FAD) of
the International Monetary Fund to assist the deliberations of the South African Tax Review
Committee, Chaired by Judge Dennis Davis, (the Davis Tax Committee, DTC) on the taxation of
extractive industries (EI) with a focus on the revenue potential of the mining sector.

2. The DTC was established by the Minister of Finance in 2013. As noted in the 2013
Budget Review, the DTC will consider whether the current mining tax regime is appropriate,
taking account of:

(1) the agreement between Government, Labour and Business to ensure that the mining
sector contributes to growth and job creation, remains a competitive investment
proposition, and all role players contribute to better working and living conditions;

(11) the challenges facing the mining sector, including low commodity prices, rising costs,
falling outputs and declining margins, as well as its current contribution to tax
revenues.

The DTC’s review takes place within the context of its overall review of the corporate tax
system, and other features of the South African tax system.

3. Coverage of upstream oil and gas is included in this report. The scope of FAD’s work
was confirmed during a preliminary visit in November 2014. The authorities and the DTC
requested the full mission to include evaluation of the fiscal regime for oil and gas.

4. A data and analysis supplement accompanies this report. The supplement contains an
account of mining in the South African economy, with detailed Figures and Tables. It also
contains simulation modeling results from stylized projects in the mining and petroleum sectors,
together with international comparisons.



B. Overall Issues for EI in South Africa

Minerals, oil, and gas in South Africa

3. Mining has historically been the mainstay of the South African economy. Mineral
exports remain the principal contributor to foreign exchange earnings from merchandise exports
(30.4 percent in 2013, Figure A1'). Mining enterprises remain significant employers at 6 percent
of wage employment—though numbers are much reduced from the past. The sector’s
contribution to government revenue, however, is down from a peak of nearly 29 percent in
1981—of which nearly 93 percent came from gold—to just 2.5 percent in 2013/14 with a
negligible contribution from gold.? Large-scale mining began in South Africa in the nineteenth
century: the sector is thus mature and some minerals, particularly gold, are substantially depleted
given current techniques, costs, and prices. The country still has enormous resources, however,
and products such as coal and iron ore have assumed great importance.

6. South Africa is not yet a significant producer of crude oil or natural gas. During the
apartheid era South African state-sponsored firms developed technology for producing synthetic
fuels and petrochemical inputs from coal. One natural gas project at Mossel Bay was developed
for gas-to-liquids conversion. These activities were developed in response to international
sanctions that limited oil and petroleum product imports and production continues today. In 2004
the former state company, SASOL, commenced imports of natural gas from Mozambique for
distribution and for petrochemical inputs.

7. Oil and gas exploration nevertheless shows promise. In the past 10-15 years almost all
potential offshore acreage has been licensed, with participants including most of the major
international oil companies (IOCs).? Strong interest also exists in shale gas potential in the Karoo
Basin, with five blocks likely to be licensed for exploration in the near future. Offshore
conditions for exploration and development are extremely challenging: in addition to water
depth, deep sea currents and surface weather conditions add to the cost and risk of operations.
Although offshore exploration targets are large oil fields (in the region of one billion barrels of
recoverable reserves), associated gas is a strong possibility. Both shale gas and offshore
associated gas would be sold in the domestic market, making both pricing and competition in
potential supply critical matters.

Considerations influencing fiscal regimes

! References to Tables and Figures in the Analysis Supplement are preceded with “A”. This main report is self-
contained but these references will assist readers who wish to consult the supplement.

2 Marius van Blerck, 1992, Mining Tax in South Africa; DMR, 2014,The South African Mining Industry (SAMI)

3 A licensing map is available from the regulatory agency at http.//www.petroleumagencysa.com/index.php/maps.




8. Taxation is far from top of the list in current challenges facing the development of
EI in South Africa. The “fiscal regime” broadly defined in the language of this report (see Box
1) has, however, become much more important with recent proposals for amendment of the
MPRDA that include possible extensions of concessional participation by the state in petroleum
activities, or by enterprises representing HDSA. Other challenges have dominated debate in
recent times.

Box 1. Defining the Fiscal Regime

The fiscal regime for mining, oil and gas, is the combined system of tax and non-tax instruments used to
raise government revenue from natural resource extraction activity. It includes not only conventional
instruments such as royalty and income tax on profits, but also contractual schemes such as production-
sharing or risk service contracts. The fiscal regime also includes instruments of state participation because
these have fiscal effect on the division of revenues, even where held by a commercially operating state-
owned enterprise. The fiscal regime may also include taxes, fees, levies and charges which accrue to the
state by way of additions to input costs.

Mandated requirements that do not directly add to fiscal revenues may form part of the fiscal regime.
These can include, for example, obligations to supply product to the domestic market at prices below
export parity, or obligations to support acquisition of equity interests by designated citizens.

9. Returns to mining activities in South Africa appear to have declined. While a decline
is not universal, data from pwc, a professional services firm, suggest reductions in returns to
capital employed in the mining industry over a number of years.* According to data from
Statistics SA (Figure A4) returns to capital employed in the mining industry fell to 3.6 percent in
2013 from nearly 21 percent in 2008. Most of the causes are not fiscal. The recent sharp falls in
commodity export prices on world markets have played a part, but the sector did not prosper as
expected during periods of high prices. The mining sector is substantially reliant on reinvestment
decisions by South African domiciled companies. New foreign investment in the mining sector
has remained significant in Rand terms (Table A6). Large mining houses such as Anglo-
American and BHP Billiton that were previously listed on the Johannesburg Stock Exchange
(JSE) have delisted and moved domicile, mainly to London.

10.  Depletion of known reserves has become severe in long-established sections of the
mining industry. Depletion particularly affects the traditional gold mining sector. Gold mining
now largely consists of deep underground operations, where even marginal ores have limited
availability. New techniques (and higher prices) would be required to make it possible to go even
deeper, where additional resources are already known to exist. Depletion also affects the
diamond and platinum sectors with respect to known reserves. Substantial new discoveries of
kimberlite pipes bearing diamonds appear to be unlikely. For platinum, however, significant new

4 pwe 2014, SA Mine, sixth edition, http://www.pwc.co.za/en/publications/sa-mine.jhtml.




reserves may be available in the known reef systems, possibly leading to new mine
developments as well as extensions of existing ones.

1. Coal has become the leading mine product by value with iron ore possibly the most
profitable. South Africa is a large consumer of coal for power generation, while exporting coal
of higher quality after further screening and washing. Coal exports were 29 percent of total
production by volume in 2012 but a higher proportion by value. The privately-owned Richards
Bay coal terminal is an efficient export facility and is expandable. Production of iron ore is
centered on four large mines—iron ore is one sector where foreign direct investment is important
with Anglo-American and Glencore strongly represented.

12. Labor costs in mining have risen sharply and major strikes have recently occurred.
In the face of significant secular falls in productivity in gold mining resulting, in part, from
depletion and limited new investment in mechanization, workers across the industry have still
secured rates of wage increase. Unit labor costs in mining outpaced those of other sectors since
2000 (Figure A5) though reduced productivity as ore grades fell, and capital investment did not
compensate, mattered as much as wage rises. A large-scale strike in 2014 at platinum mines in
and around Rustenburg was settled only after five months. In 2012 tragic deaths occurred during
workers’ protests at Marikana, into which inquiries continue. Living conditions at mine
townships, in addition to wage levels, appear to have contributed to the intensity of industrial
action and protests. Debate continues about the appropriate extent of responsibility of mining
companies for direct provision of housing and amenities compared with the alternative of paying
“living-out” allowances to workers.

13. The national goal of economic and social transformation in favor of HDSA has
major impact on the mining sector. Under the Mining Charter and the relevant Codes of Good
Practice for Broad-Based Black Economic Empowerment (B-BBEE) mining companies were to
have transferred 26 percent of equity ownership in their operations to HDSA companies (a
process more commonly known as Black Economic Empowerment, BEE) by November 2014,
with a report on compliance due to be published in 2015. In most cases, BEE is financed by the
transferring company with repayment out of subsequent dividends: where an enterprise fails no
recourse is available. Thus the process has an unavoidable effect on anticipated returns to
domestic private investment. BEE requirements also apply to new foreign investors. BEE also
affects the commercial structure of the industry, since BEE interests have usually been
transferred into companies distinct from the original company structure.’ Uncertainty also
remains over the issue of “once empowered, always empowered”: in other words, if a BEE
company is sold or sells its interest in a mine, other than to another BEE entity, does the original
investor have a further obligation to create a new 26 percent BEE interest?

5> As reported by companies in discussions with the mission, the availability of data on such an effect is not clear.



14. The government gives high priority to industrial development using mining as a
base. Thus policy is directed towards promoting “linkages® and, in particular, “beneficiation” of
minerals. “Beneficiation” in South African usage means transformation of mineral commodities
beyond the stage of the first saleable product, using domestic investment and labor, to produce a
higher quality mineral product or fabricated product of which the mineral commodity is the core
material. Linkages and beneficiation are promoted by policy encouragement, regulation, and in
some cases fiscal incentives. In public discourse, beneficiation appears to secure greater
attention than the imperative of generating fiscal revenues. Debate continues over the use of
export taxes to promote beneficiation: the one prominent example so far is the diamond levy on
exports, designed (so far without great success) to promote a domestic cutting and polishing
industry.

15.  Infrastructure constraints have become acute, bearing heavily on the mining
industry. Power generation and distribution remains the responsibility of ESKOM, the
state-owned electricity utility, which has for some time been unable to maintain consistent
supply to industrial and residential consumers. Frequent load-shedding has caused supply
interruptions which, in turn, have forced some enterprises to invest in their own power
infrastructure. In order to provide for better supply, ESKOM’s regulated tariffs have been raised
substantially, but remain at higher levels for residential consumers than for industrial users
(Figure A6). Many mining and beneficiation processes rely on intensive water use for cooling,
separation, or washing of product before sale. Water supply is also reputedly now constrained,
according to the mission’s discussions with the private sector. Finally, transportation
infrastructure at railways and ports is overloaded, notably the two main rail connections to ports
that transport bulk materials such as iron ore and coal.

16. New proposals for state participation in upstream petroleum ventures follow long
debate about state involvement in mining. The 2014 Amendment Bill for the MPRDA of 2002
introduced the possibility of a “free carried interest” of 20 percent in petroleum ventures, with an
option for additional paid equity interests. The upstream petroleum exploration companies made
strong representations about these provisions; the President referred the Bill back to Parliament
in January for other reasons but the petroleum provisions also came under renewed scrutiny.’
The ANC’s report on State Intervention in the Mineral Sector (SIMS) of 2012 considered the
possibility of new state equity participation in the mining sector but came down in favor of
additional taxation, and regulation to encourage linkages and beneficiation. Two state-owned
mining enterprises operate but as commercial enterprises in their own right. The fiscal
implications of state participation in mining or petroleum have not been set out; the motivation

¢ In the sense described by Albert O. Hirschman (1958), The Strategy of Economic Development. New Haven,
Conn.: Yale University Press

7 Chapter IV analyzes these proposals in detail as part of the petroleum fiscal regime.



for these interventions appears to be non-fiscal, in search of “control”, or technology and skills
development benefits.

17. Additional actual or proposed indirect levies, some as environmental charges, bear
upon the mining sector. Discussed in detail in Chapter 111, some of these function as taxes on
inputs or otherwise raise costs of production.

18. Thus the operation of the current fiscal regime, or of new proposals, is
circumscribed by multiple other considerations. South Africa’s current fiscal position is
challenging® and hence the requirement for the DTC to examine the revenue potential of the
mining sector, taking account of wider considerations for transformation and the generation of
employment. The task is to examine the fiscal regime with a view to generating a sustainable
revenue contribution from mining and petroleum in future—which requires both an attractive
climate for new investment to develop the tax base and a fiscal system that secures a reasonable
contribution to state revenues from production and a higher share from especially profitable
operations.

C. Outline of the Report
19. The main report has four further chapters:

Chapter II — Legal Framework for Mining and Petroleum Fiscal Regime;
Chapter III — Mining and Minerals Fiscal Regime;

Chapter IV — Upstream Petroleum Fiscal Regime;

Chapter V — International Tax Issues for EI.

20. The principles followed are adapted to South Africa’s circumstances from those of a
number of IMF publications. The report therefore does not contain a separate discussion of
resource taxation principles or goals.” The accompanying supplement deals with fiscal regime
simulations for mining and petroleum, which are summarized in chapters III and IV of this main
report, and with background data and information on mining and minerals in the South African
economy.

8 See IMF Article IV Consultation Staff Report, December 2014..

% In particular, two policy papers: Fiscal Regimes for Extractive Industries, Design and Implementation (IMF 2012);
Spillovers from International Taxation (IMF 2014); and a handbook by Jack Calder, Administering Fiscal Regimes
for Extractive Industries, IMF 2014; and chapters in P. Daniel, M. Keen and C. McPherson (editors), The Taxation
of Petroleum and Minerals: Principles, Problems and Practice, Routledge, London, 2010.



II. LEGAL FRAMEWORK FOR MINING AND PETROLEUM FISCAL REGIMES
A. Income Tax Act and Mineral Royalty Act

21. The laws that frame SA's EI fiscal regime are highly customized and complex,
incorporating substantial amounts of uncertainty and inconsistency. Policy underlying
similar conceptual issues goes in different directions in similar cases. The laws that frame the
royalty and income tax regimes in SA reflect the long and deep history of mining in SA. This
long history has resulted in many overlaying amendments with apparently little in the way of
rationalization and fundamental restructuring. This is also true of the income tax law generally.
This has been particularly acute in recent years when the pace of change has accelerated and
government policy with respect to the mining and petroleum fiscal and regulatory regimes has
not always been consistent or holistic. While at a technical level it seems that careful
consideration is typically given to the policy considerations of each adjustment to the law and
those policy considerations are clear, balanced and well-articulated, the bigger picture seems
different. At the broader level, the EI are subject to substantial amounts of uncertainty and
inconsistency in policy, which is not conducive to a stable investment environment.

22. The issues faced in structuring the legal framework for SA's EI fiscal regime are the
same as in other countries. This is true even if the weighting of the issues, and their political
sensitivity, are different or nuanced in SA. Most countries impose income tax on EI participants.
In that context, special issues arise in the EI due to: the highly regulated nature of the EI, high
capital investment, high risk and speculation, long-term commitment, impact on and interface
with local communities, long delays before substantial income flows, potential for high returns
and need for high rehabilitation costs often after production has ceased. This section considers
the special rules in the ITA that apply because of these particular features of the EI. At points it
compares the royalty regime and then specifically considers some issues with respect to royalties
at the end of this section.

Scope of the EI Fiscal Regime
Regulation under the MPRDA as a Backdrop

23. If a special regime or rules are to apply to EI then a first issue is defining the scope
of that regime—define the activities that constitute EI. The regulatory regime provides a
logical method for defining the activities that constitute EI. In the SA context, the MPRDA
distinguishes between and defines "minerals" and "petroleum" and then defines activities in
respect of these in terms of, for minerals, "prospecting operations" and "mining operation", for
petroleum, "exploration operation" and "production operation" and, for both, "reconnaissance
operation" (s. 2). The MPRDA then provides a full suite of related definitions that support the
regulation of these operations including the various rights required to be held for purposes of
conducting these activities.



24. The MPRDA definitions are necessarily comprehensive, in that they define the scope
of activities covered by the regulatory regime. However, this does not suggest that they must
also provide perfect certainty as to their scope. The scope of activities falling within MPRDA
regulation is defined slightly differently depending on whether mineral operations or petroleum
operations are involved.

25. In order to comply with the terms of a mining right, the holder of the right must
comply with the terms of a "mining work programme". This program is approved by the
Minister of Minerals and Energy (s. 25(2)(c)). A mining work program typically incorporates
requirements as to how the minerals will be brought to a marketable state (see Mineral and
Petroleum Resources Development Regulations Reg. 11). For example, in the platinum industry
this requires details as to how the holder of the license intends to process the ore so that it is
saleable. While the mining work program is clearly regulated by the MPRDA, an issue is
whether the activity of processing is technically a "mining operation".

26. In the context of processing activities conducted in the mining license area, the
better view seems to be that processing required by a work program is a '""mining
operation". This is because the definition of "mine" (as a noun) specifically refers to
"structures... used in connection with... processing" in the mining right area and (as a verb)
includes "any operation or activity incidental thereto, in, on or under the relevant mining area".

27. More difficult is the situation where processing required by a mining work
programme occurs outside the mining license area. While s. 1 of the MPRDA defines
"processing", the scope of regulation of processing is not expressly clear. However,
"beneficiation" clearly includes processing and so is subject to the requirements of s. 25. Further,
the activities of a "mineral processing plant operating separately from a mine" are subject to the
requirements of s. 26 and it is clear that a social and labor plan and the Broad-Based Socio-
Economic Empowerment Charter (authorized by s. 100) can apply to such activities.

28. Also difficult is the case where processing facilities are used to process not only the
right holder's minerals, but also minerals from the mines of a third party. In both the case
of processing outside the mining area and third party processing, it seems the better view is that
processing is regulated by the MPRDA (and see s. 93 regarding suspension orders) and certainly
regulations can be made under the MPRDA regarding "processing... any mineral” (s. 107(1)(b)).
The MPRDA Amendment Bill of 2014 would make clearer reference to a "mine processing site"
as opposed to the "area of the mine".

29. The issues of scope under the MPRDA with respect to petroleum are slightly
different. The definition of "processing" (which includes refining) does not apply to petroleum.
However, there are situations in which use of the word "processing" in the MPRDA may apply
to petroleum. If it does, it seems likely it would include refining of petroleum and perhaps this
means that "production" of petroleum cannot include refining (a usual distinction in the



industry). However, the regulation-making power for processing in s. 100 clearly only applies to
minerals (which excludes petroleum). The situation is far from clear.

30. The DMR has also been having issues with persons conducting activities under
another person's mining right, whether by way of simple sub-contract or lease of the right.
Under the MPRDA it is possible that the contractor or lessee is "mining", however, it seems that
the contractor would be doing so illegally. This is because s. SA of the MPRDA provides that
"[n]o person may... mine... or commence with any work incidental thereto on any area without...
a... mining right". It is not clear how s. 5A is to be reconciled with s. 11 of the MPRDA, which
requires the permission of the Minister of Minerals and Energy for transfer of a mining right but
under which the Minister may also permit a lease (or sublease) of a mining right. The DMR
confirms that it is not their practice to permit leases of new order mining rights.

To What Extent does the ITA follow the MPRDA?

31. By contrast, the ITA has multiple definitions of what is within the scope of the EI.
Part of the reason for this seems to be that the ITA was not brought into line with the MPRDA
concepts when the latter were introduced in 2002. One reason for this may have been the
protracted transition period from old-style EI rights to the new MPRDA rights. Even though
some old-style rights still exist, the transition seems sufficiently progressed for a reconsideration
of the ITA approach. While the scope of the MPRDA concepts lacks a certain clarity at the
edges, this does not mean that the existing ITA rules are a substantial improvement on them.
Perhaps the greatest difficulty with the ITA provisions is the lack of consistency between them.

32. The starting point to understanding the scope of the EI regime under the ITA is to
note that, as a general rule, the income of a business entity is calculated on a global basis.
That is, losses from one trade may be set against income of the entity from another trade (s. 20).
Historically, only "income" was subject to tax and not "capital gains", hence capital expenditure
was as a general rule not deductible and the global approach only applied to income/revenue
amounts and deductions. However, since income tax was introduced, mining has always been
subject to special rules for "capital expenditure". The global approach only applies on an entity-
by-entity basis and, in particular, there is no provision permitting the setting of losses of one
member of a corporate group against the profits of another group member (there is no group
relief). Broadly, this did not change with the introduction of capital gains tax in 2001. Rather, in
many ways capital gains tax was bolted onto the income tax rather than being integrated into it.

33.