Some Commentary on the Minerals Council of Australia’s Report about the Impacts of the Resources Super Profits Tax 
(Dr Diane Kraal
)

In the wake of the release on 2 May 2010 of the Henry Tax Review recommendation on tax reform, analytical and opinion pieces in the media have been predominantly concerned with the Resources Super Profits Tax (RSPT).
  High profile mining industry chief executives have been quick in decrying the tax, with the more outspoken comments documented on a daily basis by the media.  
Paul Kerin, an observer of the RSPT debate between the miners and the Government wrote an insightful piece noting that ‘plenty of porkies (whether intentional or not)’ had been generated by both sides.
  His article included comments on the KPMG tax modelling, one completed for the Government, CGE Analysis of Part of the Government’s AFSTR Response
 and another done for lobbyists, the Minerals Council of Australia, Potential Financial Impacts of the Resources Super Profits Tax.
  Both KPMG reports provided the basis for their respective clients to underpin their opposite claims in the RSPT debate, which Kerin describes as ‘an utterly farcical situation: a consulting firm simply churns alternative assumptions given to it by different parties’.
     

In this article a closer analysis is undertaken of Section 4 ‘Model Findings’ for six commodities in the KPMG report for the Minerals Council of Australia, Potential Financial Impacts of the Resources Super Profits Tax.
  The report had three key findings: that the effective tax rate would be higher, project funding would be more costly and complex, and Net Present Value (NPV) returns would be lower.  It is the last finding that deserves closer scrutiny, as it is claimed that the lower NPVs are ‘likely to result in mining companies deferring or cancelling Australian mining projects in the short to medium term’.
  
The results of the KPMG report’s NPV modelling were depicted in four separate graphs: bauxite, gold, iron ore and coal, nickel and copper.
  Further, the data for IRR results were presented in a separate table as was the important metric, Cost of Equity (the ‘hurdle rate’ used in the study).  In order to make more sense of the conclusion reached (ie. that mining companies will defer or cancel Australian projects in the short to medium term) the author of this article took the KPMG results data and recast them together in one graph ‘Internal Rate of Return: impact of the current tax system compared to RSPT’ as per below.  This columnar graph shows the six commodities (X-axis) IRRs of the ‘Tax status quo’ to that of ‘RSPT today’ (Y-axis) with the cost of equity depicted as a line (secondary Y-axis). 

It was decided to graph the various commodities on the basis of Internal Rate of Return (IRR) because the original KPMG report graphs showed the scale of the NPV for each commodity varied greatly (eg. $’000Ms for iron ore and $Ms for gold).  IRR is closely related to (NPV) as the IRR is the interest rate corresponding to a zero net present value.  
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Source: data for the graph was obtained from the KPMG report Minerals Council of Australia: Potential financial impacts of the Resources Super Profits Tax on new mining projects in Australia, 1 June 2010, pp. 21, 25. http://www.minerals.org.au/ [Accessed 10 June 2010]

Observations 

1. The above graph shows that the ‘IRR per RSPT today’ for the commodities of iron ore, coal, and bauxite are not only in excess of a 15% IRR (which is the typical industry IRR expectation) but also well above the line, Cost of Equity.  The mining industry should be pleased with these positive results.     
2. The results for bauxite are an aberration as the difference between ‘IRR status quo’ and ‘IRR RSPT today’ shows a gap of only 0.3% compared to ion ore and coal.  The original KPMG commentary did not adequately explain the reason for the bauxite aberration, except that this mining was ‘less capital intensive.’
  It is hard to accept the bauxite extraction in, say, the remote mining town of Weipa is comparatively ‘less’ capital intensive or that the ‘IRR RSPT today’ (15.4%) will cause deferral or cancellation of that mining in the short to medium term. 
3. The ‘IRR RSPT today’ result for nickel (14.9% IRR) and copper (14.2% IRR) are marginally below the cost of equity and might be some cause for concern, but hardly the cessation of projects. 
4. The ‘IRR RSPT today’ result for gold (11.2%) is almost the same as the cost of equity (11.5%). The original KPMG results show an insignificant negative NPV of approximately $2M, which they claim will lead to gold mining in Australia becoming ‘economically unviable’.
 
Also, why is gold’s cost of equity (11.5%) the lowest rate compared to the other commodities? It indicates that the systematic and unsystematic risk is comparatively lower for gold.  This is questionable, as gold is arguably the most volatile of the sampled commodities. 
The brief number of comments above arising from a closer analysis of the KPMG report for the Minerals Council of Australia supports my view that misinterpreting result data is not helpful to a constructive debate on meaningful tax reform. 
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