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One of the few Henry Review recommendations to be endorsed by the government is the proposal for a “resources super profits tax”, described in the Review as a “resources rent tax”.  It is also the recommendation to have received the harshest attacks by critics of reform, with some suggesting the proposed super profits tax will “kill the goose that lays the golden egg” and drive mining firms out of the country.  While the latter claims can be easily dismissed as silly scare mongering (international experience has shown that miners come to where the ore is and tax rates have relatively little effect on decisions to invest in a country if it has the mineral resources the miners want), it is fair to ask whether the proposed tax would be fair and efficient.

The starting premise for all mining tax systems is that the minerals in the ground belong to the nation and by way of licenses we allow mining companies to extract our minerals and sell them on the world market.  The charge for the right to extract our minerals comes in the form of royalty payments payable to State governments.  While all States impose royalties and they are commonly used around the world, most policy experts argue they are not optimal taxes in terms of both economic efficiency and fairness.  The level of royalty charges which the States may impose are also constrained by constitutional considerations.

The main drawback to royalties as a charge for the right to extract minerals is the economic distortion they may cause.  Royalties are payable on the amount of ore produced (typically either as a percentage of sale value or a flat amount per unit of quantity), even if the miner is not making a profit on the sale of that ore.  As a result, they discourage mining companies from undertaking riskier investments for lower grade ores that are costly to extract and which therefore generate lower profits.  Also, they encourage mining companies to abandon projects when the highest grades run out, as the same royalties are payable on the remaining ores which may cost far more to extract.

The fairness criticism comes from the way they deal with windfall profits.  Mining is a risky business – it is costly to undertake and requires significant capital and labour inputs.  Miners seek a fair return for their investment and only undertake projects that will generate a fair rate of return given the risk and investment involved.  Like all businesses in Australia, mining companies share their profits with the government by way of a 30 percent tax on those profits.

Sometimes, however, in addition to the normal return on their work and investment, mining companies realise windfall profits or “rents” as they are known in economic literature.  These super profits are not the normal returns on the investment and work but the result of rises in the value of commodities above the level anticipated by the investors when they calculated the return they would expect on a mining investment.  The question arises whether the windfall profits should accrue to the benefit of the mining companies who were given licences to extract Australia’s mineral wealth, or Australia, which provided the minerals that rose in value due to factors separate from the mining operations.  

A resources super profits tax is seen by tax policy experts as the fairest way of dividing these super profits above a normal rate of return between the country that provides the minerals and the mining company that extracts them from the ground.  There are two ways the “normal” rate of return can be determined.  In the first super profits tax imposed in Australia, the petroleum resources rent tax that has been levied since 1988 on above normal profits from the sale of offshore oil and gas, the normal rate of return is set at 11 percent.  This is calculated as the risk-free rate the investors could realise if they invested in government bonds (currently in the range of 6 percent) and an uplift of a further 5 percent to reflect the higher borrowing costs of the oil and gas producers and the risk they face.  

A different tact has been proposed for the mining super profits tax.  It sets the normal rate of return much lower, at 6 percent without an uplift for risk by removing the risk.  This is done by way of a symmetrical base that collects tax on super profits but refunds an equal proportion of losses if a project is abandoned.  

Rather than replace State royalties, the government’s proposed tax is designed to operate alongside the State taxes.  To avoid any overtaxation, a mining company’s super profits tax liability will be reduced by any royalty payments the company makes to a State government.  Also, the super profits tax will be a deductible business expense when calculating the company’s ordinary income tax liability.  

Australia’s mineral resources are sold into a world market and world prices, beyond the control of Australia and mining companies, increasingly generate windfall super profits.  It is reasonable and fair for Australia, as the source of the minerals that generate these windfall gains, to make it part of the deal with mining companies allowed to extract those minerals that any super profits over and above all the revenues needed to repay the cost of the miners’ investments and normal profits on those investments should be shared.  The super profits tax is the most efficient and fairest way to share those windfall gains.

