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1.0 Introduction

In the old days, 40 years ago, life was straightforward, if you lived in town, you worked in a state-owned company or office. If you lived in the rural setting you worked on a collective farm with access to a CUSA shop (cooperative shop). That didn’t matter much because there was not much to buy- School was free, health care was free. Pupils were given books, pens, pencils. Nutritious food was provided to children (e.g. milk). People didn’t earn much but life was affordable. In fact, people believed in strengthening social networks. It only took one person to get a job in the mine and the whole village would benefit. Clothing options were largely limited to a choice of khaki shorts- safari suits. Hospitals had stocks of medicine and roads were well maintained. Most importantly, factories were promoted in each provincial capital. For instance, Mansa batteries company, Chipata bicycle assembly, etc. Indeed, the beginning was good and Zambia was on its way to being a middle-income country. 

If we forward the years to 30 years later,  7 million people (64 percent) in Zambia live in poverty, at least according to the statistics (still in draft form and with possibilities of changing, possibly upwards but that’s yet to be seen).  51% of those that are poor cannot even access enough food to eat. This is a country that is rich in mineral resources. 40 years later, Zambia is still one of the least developed countries in the world (number 163 out of 179 countries on the Human Development Index).

With good governance and transparency the exploitation of these mineral resources can generate large revenues that can cultivate and help in sustaining growth and poverty reduction.  Over the past 40 years we have seen the country being robbed off of millions of dollars through tax avoidance. The above-mentioned situation exists due to the weak transparency and governance in the extractive industries and also inadequate democratic scrutiny as several key aspects of mining in Zambia remain shrouded in secrecy.  For instance : 1) to date the Zambian government does not know the true operational cost of the mines; 2) There is inadequate knowledge of the estimates of mineral deposits in the ground and the estimated value of Zambia’s forests remain unknown; 3) there is no analysis and scrutiny  being done on the mining companies’ balance sheets; 4) there have also been a number of labour law, health, safety and human rights violations by mining companies; 5) there has been environmental pollution which has affected thousands of people and the mining companies are not made to account for their action; 6) there has been emphasis on taxing and regulating copper mines at the expense of other extractive industries like those involved in precious minerals, uranium mining, platinum, manganese mining, etc, foregoing huge revenues in taxes; 7) The development agreements signed between the mining companies and the government tend to give the mining companies huge concessional incentives which tend to disadvantage and rob the country of revenues and dehumanise the communities where the companies operate. As such we have even seen the level of misappropriation of funds and corruption in the extractive industry increasing over the past years.
The weak transparency and governance has been attributed to inadequate democratic scrutiny as several key aspects of mining in Zambia remain shrouded in secrecy. For example Members of Parliament are not allowed access to the contents of the contracts, called Development Agreements (now sometimes referred to as Private Partnership Agreement), the government of the Republic of Zambia (GRZ) signs with any of the mines, making it extremely difficult for them to influence specific items in the Development Agreements. In addition, it is apparent that the Ministry of Mines and Mineral Development and Ministry of Finance and National Planning is failing to adequately monitor, audit and regulate the mining industry. This has consequently increased corruption and exacerbated tax avoidance. 

GRZ has pursued ambivalent policies towards the mining sector and companies, while some sectors of society have openly stated the country is failing to benefit adequately from the extractive industry in Zambia and have accused the mining companies of robbing the nation. In response GRZ instigated a review of the Development Agreements to ensure that Zambians benefit from the resources being extracted. Yet ministers have continued to sign contracts that are immensely favorable to the companies and which demonstrate a business-as-usual attitude.

Zambia has been mining for the past 100 years but there is little to show for it. The extractive industries—oil, gas, forest and mining—produce essential inputs (energy, metals, timber and minerals) for both the domestic and global economy. Demand for these inputs is likely to increase as the Zambian and global population is increasing as people seek to improve their living standards.

Extractive industries can contribute significantly to Zambia’s economic development and provide opportunities for foreign investment and private sector development. These industries can also generate the much-needed government revenues, foreign exchange earnings and quality employment. However, experience shows that the presence of extractive industries in an area often breeds underdevelopment, land displacement, violation of human rights, poverty, environmental degradation, health, and social problems, including conflict.

2.0 Inequitable contracts and tax avoidance 

One of the most important factors limiting the contribution of this important sector to the development of the country are the differential treatments through tax concession (tax holiday) that the mining industries are given and also the deliberate avoidance of these mines companies to pay their taxes.

There are numerous ways for the transnational corporations (TNCs) , in this case mining companies, to avoid tax. There are basically two ways how this is done:
1) Legitimate way through:

• using tax-avoidance schemes

• demanding tax concessions

• negotiating low royalty rates on output.

2) Illicit ways of evading tax in countries of production, which generally involve false accounting, include:

• falsifying invoices

• mispricing the transfer of goods and services

• mispricing financial transfers

• illicit transfers of cash.

Even the legitimate methods, however, may not always be what they seem. Given the rewards to be made, particularly from extracting natural resources such as copper, oil, gas and gold, concessionary rates might have been obtained by bribing corrupt ministers and officials. And some ostensibly legal tax-avoidance schemes have, in recent years, been deemed by revenue authorities to amount to tax evasion, and are therefore illegal.

Several preferential treatments are provided with respect to large-scale mining.  Before the introduction of the 2008 Mines and Minerals Act, The Mines and Minerals Act 213 provided for matters with respect to prospecting for and mining minerals.  Special provisions were provided for the purpose of encouraging and protecting large-scale investments in the mining by way of entering into development agreement (Contracts) relating to the granting of a large-scale mining license.  Although the Act did not explicitly stipulate that the development agreement should engage on matters pertaining to tax incentives, this turned to be the rule in practice.  The Mining and Mineral Act provided for a reduction in royalties paid by large-scale mines.

1. A large-scale miner was charged a royalty rate based on the net back value of minerals produced at 3%. The 3% provides the benchmark tax rate of gross value.  The determination of the back value as the free-on-board (FoB) value at the port of exit in Zambia less the cost of transport, insurance and handling charges plus the cost of smelting and refining or other processing costs carried out outside the mining area which provides addition relief or preferential treatment equivalent to the cost of local transportation, insurance and handling as these are already excluded in the FoB value by definition plus the cost of other processing carried outside the mining area.  The operationalisation of the other operational costs in cases where independent processing units are set outside the mining areas or even outside the country for pecuniary gain may be a source of potential problem.

2. Moreover, payment of the royalty may be deferred by the Zambia Revenue of Authority (ZRA).  If the cash operating margin of the company is negative, the amount payable is reduced in such a way that the cash operating margin is brought to zero and the difference between the amount due and the amount payable is deferred.
  This practically ties the payment of royalty to the profitability of the company.  

This may be an irrational incentive given to the companies because royalty is a payment made to the owner of the natural resource by the person extracting the resource and has to be paid irrespective of whether one is making a profit or not, if a resource cannot be exploited at a profit, it means it is uneconomical to continue exploiting that resource and closing operations may be a viable option. But this is not the case; companies have continued to operate meaning that they are actually making profits.

GRZ has entered into various development agreements with a number of large-scale investors, Table 1.  These development agreements also provides for several preferential treatments with respect to tax.  Each entity negotiated for a stability period during which GRZ has committed itself not to introduce tax changes which will adversely affect the performance of the entity.

Table 1.
Preferential Treatment under Development Agreements

	Development Partner
	Preferential Treatment

	Mopani Copper Mines Plc
	· 15 years stability period starting March 31, 2000, life of mine, unknown;

· income tax 25%;

· Mineral royalty tax 0.6% of gross revenue, exempt for the first 5 years of operation; (This was adjusted upwards to 3% in 2008)

· Royalty payment income tax deductible during the stability period;

· Royalty payment subject to deferment if cash operating margin is less than zero;

· VAT 17.5%;

· Losses to be carried forward for 10 years;

· Withholding tax 0% during stability period and 10% there after
;

· Duty free importation and tax free exportation for household and personal effects within six months of arrival and departure, respectively of non-Zambia citizen workers and their dependents;

· No customs duty and excise duties on consumables up to US$250 million for 5 years, Statutory Instrument No. 33 of 2000;

· 100% deduction on capital expenditure;

· 100% deduction on payment with respect “price participation payments”;

· 100% deduction on royalty payable during the stability period.

· Deferment of royalty payment if cash operating margin is less than nil.

· Import duty on capital goods 0%;

· Import duty on other goods and materials not to exceed 15%

· No excise duty on electricity for 15 years;

· No tax on property transfer associated with acquisition of assets.

	Konkola Copper Mines Plc
	· 8 years stability period starting November 2004, if Konkola Deep Mining Projects takes off, period to be extended to cover 50% of life of new project, life of mine 2013 without and 2035 with KDMP;

· Income tax 25%;

· Mineral royalty tax 0.6% of gross revenue but exempt up to US$16 million in year 1 and up to US$15 million per annum thereafter for 4 years;

· VAT 17.5%;

· Losses to be carried forward for 16 years  for losses up to 2003 and 10 years for losses incurred after December 31, 2003;

· Withholding tax 0%;

· Duty free importation and tax free exportation for household and personal effects within six months of arrival and departure, respectively of non-Zambia citizen workers and their dependents;

· No customs duty and excise duties on consumables up to US$280 million for 5 years, Statutory Instrument No. 33 of 2000.

· 100% deduction on capital expenditure;

· 100% deduction on payment with respect “copper and cobalt price participation payments”;

· 100% deduction on royalty payable during the stability period.

· Deferment of royalty payment if cash operating margin is less than nil.

· Import duty on capital goods 0%;

· Weighted average Import duty on goods and materials not to exceed 15%

· 0%  excise duty on electricity;

· No tax on property transfer associated with acquisition of assets.

	Luanshya Copper Mines Plc
	· 10 years stability period starting December 19, 2003, life of mine 2018;

· Income tax 25%;

· Mineral royalty tax 0.6% of gross revenue;

· VAT 17.5%;

· Losses to be carried forward for 10 years;

· With holding tax 0% during stability period;

· Duty free importation and tax free exportation for household and personal  effects within six months of arrival and departure, respectively of non-Zambia citizen workers and their dependents;


Source:
Extracts from the Development Agreements

This preferential treatment provided to the large-scale mining operations defines the tax rates which shall be applied to the sector in determining the revenue loss.

3.0
Revenues loss estimates from the tax concessions 

A recent study by Fraser and Lungu (2007) has found that the mining firms pay an effective rate of only 0.6 per cent in royalties. The resultant loss in royalties in 2007 alone would amount to about US$ 50 million (This is in comparison had the mines paid the rate of 3 percent). Also, the mining firms benefits from being granted deductions of 100 percent on capital expenditures and being exempted from paying customs or excise duties. In addition, they are allowed to carry forward any losses for 15-20 years and can claim a refund on all the value added taxes that they pay on goods locally purchased.
The preferential treatment on royalty for benefiting large-scale mines is provided at two levels.  

1. In the first case as a reduction from the applying rate of 3% to 0.6% and;

2. Secondly, complete exemption of paying the reduced rate for a specified number of years.  

The concessional royalty rate of 0.6%
 is exempt from payment for the first 5 years of operation for both Nkonkola and Mopani mines.  This meant that Nkonkola and Mopani were expected to start paying the royalty from 2005.  The royalty payment was calculated for copper exports only based on gross value of sales using the average price of copper.  The revenue loss increased from K27,364 million (US$15 million) in 1998 to K166,085 million (US$35 million) in 2004 compared to K4 billion realised as royalty tax from mining operations.

Concessional Royalty for Large Scale Mining

	
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	US$ million
	14.77
	13.58
	14.13
	14.12
	16.12
	18.88
	34.68

	K billion
	27.36
	32.42
	43.95
	50.97
	69.43
	89.37
	166.08


Type of Tax Expenditure:
Concessional rate

Commencement Date:
2000 for Nkonkola, 2004 for Mopani,and Luanshya 2003

Expiry Date:
5 years from date of commencement for complete exemption and undefined with respect to the reduction on tax rate.

This estimation results in an inadvertent underestimation of the revenue loss from mineral royalty but provides a good indicator of the magnitude of revenue loss from that source.  Also considering the new tax regime that was also introduced in 2008, the poor performance in revenue collection (see table below) was attributed to non-payment of windfall and company tax by some mines. In particular, only three mining companies paid windfall tax while two companies paid company tax under the new regime
. All the mining companies, however, paid mineral royalty tax under the new regime, introduced in April 2008. In 2008 the mining companies did not pay K597.9bn ($132.9m), to date they have not paid this amount.

Mining revenue – April to December 2008

[image: image1.emf]
Source: 2008 Economic report, Ministry of Finance and National Development 

Figure 1 makes a comparison between the grants which the country received from donor countries and the combined revenue loss from copper royalties and VAT for the period 1998 to 2004.  In the period 1998 to 2001, grants more than compensated for the loss in tax revenue from the two sources.  However, between 2002 and 2004, the revenue loss was far much greater than the grants received.  In 2004, grants amounted to K235 billion while the combined revenue loss stood at K1,409 billion which was six times more than the amount of grants received.

Figure 1.
Comparison of Grants to Royalties and VAT Revenue Loss
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Source:
Revenue loss from study estimates and grants from Ministry of Finance and National Planning, Macroeconomic Indicators.

Is the granting of such concessions justified?  There are two schools of thought here.  One school contends that the concessions are a necessity for without them no investment would have taken place and with that no production whereby even K2 billion royalty would not have been generated.  The other school of thought says no to that pointing out that the concessions awarded to these companies outweigh the subsidies that the parastatal company was receiving.  The concessions are in themselves a subsidy, if the parastatal was instead commercialised and allowed to start on a clean silage like the new mining companies while opening the sector for competition, more tax revenue would have been generated in excess of the current revenue loss.  The truth probably lies somewhere in between.

The preferential tax treatment on company for the mining companies results in much higher loss in revenue.  In 2003, revenue loss stood at K8 billion and increased to K107 billion in 2004.  This was solely attributable to the reduction in the rate of company tax from 35% to 25%.

Mining Preferential Treatment on Company Tax

	
	2003
	2004

	US$ million
	1.68
	22.25

	K million
	7,820.04
	106,601.34


Type of Tax Expenditure:
Company income tax deductions at 25% instead of 35%

Commencement Date:
undefined

Expiry Date:
Undefined

Revenue losses due to deductions from profits for qualifying categories of various expenditures in the mining sector are outlined below.  The revenue loss as a result of insurance expenses deductions from profits amounted to K47 billion in 2004.  The tax expenditure was obtained as an aggregation of the deductions made by the various companies on the same item.

Mining Insurance Expense
	
	2004

	US$ million
	9.89

	K million
	47,382.68


Type of Tax Expenditure:
Insurance expenses tax deductions

Commencement Date:
undefined

Expiry Date:
Undefined

Interest payments are also allowed as a deduction from profits for company tax payment purposes.  The revenue loss arising from this preferential treatment stood at K73 billion in 2004.

Mining Interest Expenses

	
	2004

	US$ million
	15.10

	K million
	72,306.59


Type of Tax Expenditure:
Interest payment tax deductions

Commencement Date:
undefined

Expiry Date:
Undefined

The capital allowance deductions resulted in a revenue loss of K7 billion in 2004 as provided for by the companies.  The 100% capital investment deduction transfers financing of private sector investment from the private to the public sector.  The 100% capital deduction arose from the provision of the development agreements.

Mining Capital Allowance

	
	2004

	US$ million
	1.40

	K million
	6,708.00


Type of Tax Expenditure:
Capital Allowance tax deductions, sample mining

Commencement Date:
undefined

Expiry Date:
Undefined
Following from the above, mining entities usually incur substantial losses arising from among other, large-scale investment.  These losses, inclusive of the 100% capital deduction are allowed to be deducted and carried forward for a specified period or until they are extinguished.  Although the aim of this provision is to encourage investment by sharing in risk taking by the government, as will be discussed at length in the next section, 100% capital deduction together with complete deduction of losses from profits provides a double benefit to the investor by completely shifting both the financing and risk of the investment to the public sector.  The revenue loss from the utilisation of losses in the current period and carried over from previous years stood at K6 billion in 2003 and increased to K295 billion in 2004.

Utilisation of Losses

	
	2003
	2004

	US$ million
	1.22
	61.66

	K million
	5,664.80
	295,346.61


Type of Tax Expenditure:
Losses tax deductions, sample mining

Commencement Date:
Date of incurring expenditure

Expiry Date:
10 to 20 years form date of incurring expenditure

The total revenue loss arising from the various deductions from profits in the mining sector amounted to K528 billion in 2004 which is slightly more than double the total amount of grants that the country received that year.  These revenue losses are expected to increase in the foreseeable future with outstanding losses yet to be deducted from profits standing at K3,118 billion as of 2004 and increasing.  This means that the country is unlikely to benefit from the rebound in the mining sector under the current development agreements.  The recovery of copper prices calls for the renegotiation of not only the development agreements but the entire system of the preferential tax treatment regime.

4.0 The cost of the concessions and tax avoidance

In as we appreciate that Article 25(1) of the Universal Declaration of Human Rights of 1948 unequivocally proclaims that:

Everyone has the right to a standard of living adequate for the health and well-being of himself and his family, including food, clothing, housing, medical care and necessary social services, and the right to security in the event of unemployment, sickness, disability, widowhood, old age or other lack of livelihood in circumstances beyond his control.  

Zambia is today unable to provide for its people adequately because it lacks the funds to do so due to the tax concessions that the mining companies have been given. For example under the Ministry of Health, the government has failed to recruit the recommended numbers of personal in the health sector 

From the table below, it shows that the sector is understaffed. The state of our public health facilities today leaves much to be desired. This situation is likely to continue as the government revenue base continues to reduce due to the continued efforts by the mines companies to ask for additional concessions. 

[image: image3.emf]

Source: 2008 Economic report, Ministry of Finance and National Planning

The Zambian people are being denied access to better health.  Even though Article 9 of the International Covenant on Economic, Social and Cultural Rights (ICESCR) -- a treaty ratified by Zambia in 1984  -- succinctly enshrines the right to social protection (alternatively referred to as social security) as follows:  

States Parties to [the ICESCR] recognize the right of everyone to social security, including social insurance.”  General Comment 19 on the Right to Social Security, issued by the Committee on CESCR, provides additional details about the nature and scope of states parties’ obligations with respect to social protection. 

The Zambian government has relentlessly failed to make this a reality to its people because of the tax concessions that these mining companies are given. The Government also has a mandate to strive to progressively realize all essential elements of the right to social security. As part of this obligation, the government may not take retrogressive steps that threaten the progressive realization of the right.  “Backward steps” in relation to the right to social security -- such as decreased budgetary allocations for social protection programs, health sector, education sector -- are considered a prima facie violation of the ICESCR treaty.  As noted by the Committee on ESCR, Zambia is not violating the treaty as in real terms the allocation has been reducing in these sectors.
5.0 Conclusion 

Do unto others what you would want them to do unto you. If a Zambia firm wanted to set a mining companies in a country where these mining companies are coming from, would they give the Zambian firm the same incentives that they are asking for from our government? It is very much doubtful.  The governments where these parent companies are coming from should start monitoring the operations of these companies. If this is done it would help our government develop coherent, creative, and well-financed policies to fulfill the fundamental human rights of the most vulnerable members of Zambian society because of these tax concessions that they are given.  
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� Christian Aid (2008). ‘Death and taxes: the true toll of tax dodging’


� The cash operating margin is the difference between revenue and operation costs.


� The Government in 2008 after enacting the new 2008 mines and minerals Act, made the Development Agreements null and void. However the above incentives are still in effect but for the stability period.


� Withholding shall be paid on dividends, royalties, patents, principle or interest payments to lenders, marketing and management fees.


� This is before it was changed to 3 percent


� Ibid
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