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THE MINING SECTOR,
AN OPPORTUNITY FOR
GROWTH IN AFRICA?

Editorial

Private Sector Development

By Etienne Viard, Chief Executive Officer of Proparco

Often considered as being on the sidelines of
globalization, Africa has during the 2000s benefited
from continuously increasing investment and become

a fully-fledged player as a result of the boom in the
mining sector. Growth in demand for mineral resources
coming from emerging countries has transformed
Africa, which previously received little attention from
the investment community, into an El Dorado for
small and major mining companies in Europe, North
America, and of course, China.

But what are the benefits? Have African governments
managed, and will they manage, to capture a share

of mining revenues and use it to support sustainable
economic and social development on the continent? Or,
on the contrary, is this appetite for African mineral
resources going to end up with the continent being
stripped of its assets?

Part of the answer lies in the fact that Africa has not been
left out of the development of the mining sector. Africa
itself is part of this trend. Consistent with its mining
sector expertise, South Africa has, for example, given

rise to a number of global mining giants such as Anglo
American (now based in London) and AngloGold Ashanti.

South Africa and Zimbabwe hold the bulk of global
platinum reserves, and the Democratic Republic of
Congo, for its part, remains a “geological aberration”
due to the sheer scale of its mineral deposits. It is
important to highlight, however, that in addition to
the continent’s huge reserves, Africa is also becoming a
key industry player with countries like Botswana now
leading the world in diamond production.

It is not by chance that China and other emerging powers
have shown a heightened interest in Africa, because

the continent is clearly a significant potential source

of raw materials needed to fuel the demand coming

from burgeoning industry. From the perspective of
African countries, growing interest by emerging powers
represents a tremendous commercial opportunity. But
the question remains whether it will be possible to both

exploit Africa’s geological potential and at the same time
do so in a sustainable and socially responsible manner.

The contribution that the mining industry is making
towards development is at times vehemently
challenged. It is certainly true that the way in which
the sector dominates certain national economies can
sometimes hinder the development of other activities.
It can also weaken State budgets if tax regimes are
politically manipulated or simply bypassed through
unethical practices. From this perspective, mining
does not have the same developmental impact as that
of the petroleum industry. The issue must be taken
into account and addressed with support from the
international community. This is especially true when
considering that mineral exploitation has at times
negatively impacted governance, and even worse,
fuelled conflict through misallocation of fiscal revenues.

Despite this, the mining sector is, and will continue to
be, important for Africa. The exploitation of mineral
reserves is the number one source of revenues for
countries such as Mali and Ghana. In many other
countries (Botswana being one of the most notable
success stories) millions of people depend on the mining
industry for their livelihood. From the perspective

of a Development Finance Institution like Proparco,
the question is not whether the mining industry will
develop, rather how it can develop in a way which will
ensure equitable distribution of wealth and contribute
to poverty reduction.

Alot has already been written about the impact of
mining on development. This issue of Private Sector
and Development is hoping to make another small
contribution towards better understanding of the
issues. Collective efforts such as this one can provide an
impetus for change and help shape industry decisions
going forward.

Twould like to thank all of the authors for

sharing their experience and knowledge of the sector,
and helping to clarify the means by which mining can
make a positive impact on development in Africa. @
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of Foreign and
European Affairs.
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the definition and
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France’s cooperation
policy for the
development of
mineral producing
countries.
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Louis Maréchal has been
working at the French
Ministry of Foreign and
European Affairs’ General
Department for Globalization
since 2010, where he is in
charge of implementing
France’s cooperation strategy
in the field of the development
policies of mineral resource
producing countries. He
graduated in international
relations and holds a
specialized Master’s in the
defense industry. He began his
career as a consultant with the
consulting firm Indicta.

1 Since 1990, Raw Materials
Group — which provides consulting
services to governments,

mining industry equipment
manufacturers and service
companies — has managed the
most complete database in the
sector.

2 On this subject, see

David Humphreys’ paper

in this issue of Private Sector
and Development.

3 However, exploration budgets
for iron ore exploration have
increased enormously in Africa
in recent months, particularly
in West Africa (Guinea, Sierra
Leone, Liberia) and Central
Africa (Cameroon, Gabon).

How can Africa’s
mineral resources
help promote sustainable

development?

Since 2003, demand for mineral resources has been bolstered by growth in emerging
countries. In Africa, which enjoys an enormous — but little known — mining potential,
it opens a «window of opportunity» that can make its growth sustainable. To achieve
this, the exploitation of its mineral resources must comply with the principles

of good political, social, economic and environmental governance and the involvement
of the international community and donors remains essential for this.

By Louis Maréchal, French Ministry of Foreign and European Affairs

resources stood at USD 463 billion - up 100%

on 2005 (Figure 1). The recent financial and
economic crisis has only caused a slight slow-
down in this trend. Indeed, the Raw Materials
Group' (RMG) estimates the total value of glo-
bal production in 2010 at roughly USD 430 bil-
lion - this is a new record, and yet it does not
include the spectacular rise in mining raw mate-
rial prices. For example, on 12 November 2010,
the prices of tin (USD 27,500 a ton), copper
(USD 8,966 a ton) and aluminum (USD 2,500 a
ton) reached or exceeded the levels of the end of
the summer of 2008 (AWPress, 2010).

In 2008, the global production of mineral

The sharp rise in demand for mineral raw mate-
rials since the early 21° century can be mainly
put down to growth and urbanization in emerg-
ing countries - particularly in China, which has
become a key player in the global mining mar-
ket. The country is the world’s largest importer
of nickel, copper, aluminum, lead, tin, etc. It is
also the undisputed leader in the production of
26 mineral substances (Bateman Beijing Axis,
2010; Bureau de Recherche Géologique et Miniére
- BRGM, 2010).

With prices once again on the rise, global invest-
ments for exploration have started to pick up
again in 2010 after a sharp fall in 2008-2009
and are back to the record level reached in 2005,
USD 8 billion (Figure 2). Major corporates’ explo-
ration budgets are now on a par with levels posted
prior to the crisis. China also wants to invest
USD 4.2 billion in exploration by 2015 in order to
reduce its dependence on imports (Reuters, 2010).

Mining potential under-exploited
Given that the mining sector has extremely favo-

rable development prospects, Africa enjoys a par-
ticularly interesting “window of opportunity”.
It holds 30% of global reserves of raw mineral
materials and is already a major producer of a
large number of resources. For example, in 2005,
Africa produced 77% of platinum, 56% of cobalt,
46% of diamonds and 21% of gold (Performance
Consulting, 2007).

Mining activities are mainly conducted by West-
ern companies — with the notable exception of
South African companies —, with private or public
capital. Since 2002, and more significantly since
2005, companies from emerging countries have
become serious competitors for access to Afri-
can resources.” In addition to the major players,
a whole host of small independent operators —
registered and listed in Australia, Canada or the
United Kingdom - are scaling up their exploration
campaigns.

And yet in 2009, Africa only accounted for 15% of
exploration budgets (excluding uranium) for non-
ferrous metals. This share is slightly higher than
Australia (13%) and lower than Canada (16%)
- Metals Economic Group - MEG, 2010.® Col-
lier and Venables (2008) highlight the fact that
the average wealth of Africa’s mineral resources
per km® of land is roughly USD 25,000, against
USD 125,000 for developed countries where min-
eral resources have been exploited for much longer.
It is consequently highly likely that the value of
Africa’s mineral resources is underestimated.

This relative lack of investment can partly be
explained by geopolitical tensions, infrastructure
deficits, and competition from other continents
(particularly Latin America). However, compa-
nies have been prompted to scale up their ...
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How can Africa’s mineral resources help promote

sustainable development?

By Louis Maréchal, french Ministry of Foreign and European Affairs

«es investments in Africa as a result of the con-
tinuous rise in prices and the need to identify new
resources in order to meet demand. Despite this,
Africa struggles to fully benefit from its mineral
resources. Africa’s mineral industry continues to
be dominated by the extraction and export of raw
ore. Although raw materials exports generate high
levels of income, they only account for a small pro-
portion of what finished or semi-finished product
exports could represent (United Nations Con-
ference on Trade and Development - UNCTAD,
2007). One of the main challenges facing Africa
is to develop an industry to process mining raw
materials in sustainable economic conditions.

Meeting this challenge requires taking into
account the importance of the mining craft
industry in Africa — a reality that many are una-
ware of. According to the French Ministry of For-
eign and European Affairs (2008), there are five
to six million Africans involved in the extraction
of building materials, precious stones, diamonds,
base metals and gold. On a global scale, it is esti-
mated that the mining craft industry concerned
15 million people in 2005 (BRGM, 2005). This
activity directly contributes to local economies,
yet it is badly organized and causes negative
impacts (contraband, insecurity, health and envi-
ronmental risks). It is essential for it to be inte-
grated into the formal economy.

Avenues for developing Africa’s mining sector
The sustainable economic, social and environ-
mental development of Africa’s mining sector
mainly hinges on the implementation of good
governance practices at the national, regional
or international level. Moreover, infrastructure
must be developed and both investments and
local capacities must be increased.

One of the priorities must be to define a bal-
anced legislative and fiscal framework that can
both receive mining investments and preserve the
interests of governments and local industries. The
way revenues are managed — a sensitive issue that
is a matter of national sovereignty — must comply
with good governance practices. Finally, a policy
for a global development plan must be defined
and applied. It must integrate the mining sec-
tor and serve the industrialization and economic
diversification of producing countries. It is essen-
tial to combat the illegal exploitation of resources
in order to put an end to the financing of local
conflicts and civil wars; in addition to the aspect
which strictly concerns security, transparency

Figure 1: Global production value of metals, diamonds and uranium
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must be strengthened in industrial supply chains
that are dependent on resources produced in con-
flict regions — in the manner put forward by the
Kimberley process.*

Infrastructure construction (particularly in the
transport and power sectors) constitutes another
challenge for growth in the industry in Africa.
Many mining basins suffer from being isolated.

* The Kimberley process

- a well-designed process for
natural resources certification —
was originally initiated to fight
against the illegal trade of

raw diamonds which financed
civil wars in Central and
Western Africa.

This often puts investors off, as they do not nec-
essarily have sufficient financial resources to sin-
gle-handedly finance infrastructure construction,
when this need does not compromise the very
profitability of the project. This is exactly the case,
for example, of the Tambao manganese fields ...
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«eo in Burkina Faso. The strengthening of Africa’s
infrastructure network — one of the objectives of
the G20 — must make a significant improvement
to the attractiveness of Africa’s mining sector
and more widely serve the expansion of other
economic sectors that are also shackled by defi-
ciencies in transport networks and power distri-
bution grids.

Moreover, it is essential for African States to
develop and take on board a geological and eco-
nomic understanding of their mining potential.
This requires greater investment in inventories of
their mineral resources and the creation of enti-
ties to promote countries’ mining potential. This
would correct the strong asymmetry of informa-
tion and capacities, which often penalizes produc-
ing governments during negotiations with inter-
national investors.

Finally, it is essential for administrations to be
sound and have sufficient human resources to
ensure that sustainable development strategies
for Africa’s mining sector are successful. One of
the major stumbling blocks to growth in African
economies in general, and the mining sector in
particular, is the absence or lack of experienced
executives in administrations.

Growing international involvement

The report of the “World Summit on Sustainable
Development”, organized in Johannesburg in
2002 by the United Nations (UN), in the presence
of around a hundred Heads of State and some
40,000 delegates, addresses the mining sector in
paragraph 46. This is — at the very least — a sign
of international awareness of the fact that this
industry can, in certain conditions, constitute
a real engine of growth for producing countries
(UN, 2002).

In 2008, the French authorities, having observed
the turmoil in Africa’s mining sector, defined a
cooperation strategy that aimed to optimize the
contribution made by Africa’s mineral resources
to the sustainable development of the continent.
This strategy is based on improving the manage-
ment of the information required to develop min-
eral assets, and improving attractiveness, govern-
ance and transparency in the sector. It also aims
to support the transition from a rent economy
to an economy of shared growth. For example,
France very recently accepted to convert Malawi’s
sovereign debt (EUR 9 million) into a develop-
ment project aiming to map the country’s mineral

resources and develop entities to provide training
and promote the sector.

The European Commission (EC), for its part,
established a “Raw Materials Initiative” in Novem-
ber 2008. Although the main objective is to secure
supplies for European industries, the Initiative
also comprises a sizeable “development” compo-
nent supported by the European Union and the
African Union, which will lead to specific projects
starting in 2011 (EC, 2008).

Other international programs to promote good
governance in the mining sector have been imple-
mented since 2002. The Extractive Industries
Transparency Initiative, which gathers govern-
ments, private companies and civil society on a
voluntary basis, seeks to promote a better gov-
ernance of revenues from natural resource exploi-
tation in producing countries. Moreover, since
2009, the World Bank and African Development
Bank have been offering technical and legal assist-
ance to producing countries that do not have the
capacity to equitably negotiate prospecting and
production contracts.

The challenges and obstacles may be huge - for
example, there is a lack of reliable data on the scale
of the economic impact of the sector —, but the
expected continuation of the mining super-cycle,’
in addition to the growing involvement of govern-
ments and international institutions, can lead one
to believe that in the coming years Africa’s min-
ing sector could play an increasing role in the eco-
nomic development of the continent.

It does, however, remain necessary to scale up
regional cooperation. For example, mining prod-
ucts exported by landlocked countries require
regional infrastructure. In addition, the emer-
gence of regional economic spaces requires imple-
menting common external tariffs, fiscal conver-
gence, the free circulation of goods, capital and
persons, as well as common standards that benefit
both mining industries and other sectors of activ-
ity. Moreover, the cross-border trade of high-value
products from the informal (or even criminal)
sector requires close cooperation among control
services. Finally, the lack of training capacities for
all the required skills could be bridged thanks to
regional academic cooperation at the different lev-
els of specialization. @

Development
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The African Lion
investment fund
invests in mining
companies that
exploit fields or
work on exploration
campaigns in Africa.
USD 70 million have
been invested since
1999, thanks to its
«AFL» and «AFL2»
funds, while its USD
79.2 million «AFL3»
fund is right in

the middle of its
investment phase.

Mike Brook A

African Lion

Mike Brook graduated in 1981
with a BSc in Mining Geology
from the University of Wales.

He joined MIM Holdings Ltd
in 1983 as a mine geologist
and progressed to chief
geologist. In 1993, he joined
stockbroker J. B. Were & Son,
where he specialised in junior
companies, gold, base metals,
and mineral sands research. He
joined the African Lion team
in 2001 as manager of African
funds, and in August 2004, he
became an executive director of
Lion Manager (Pty) Ltd.

Investment in junior
companies: laying the

foundations for economic

development in Africa

Investing in junior mining sector players is much more than a simple opportunity:
it can catalyze growth in Africa. New fields can, for example, be exploited thanks to
junior players; despite fluctuations on the raw materials market, they are skilled

at raising venture capital. African Lion has, moreover, adopted an original and
demanding approach to the investments it makes in these players, which promotes

sustainable development in the sector.

By Mike Brook, Chairman of African Lion Funds, Executive Director of Lion Manager Pty Ltd

unior miners provide a high risk/high reward

opportunity in the early-stage exploration

and development niche. Larger mining com-
panies, while still active in this sector, tend to
have an acquisitive strategy and a low appetite for
early-stage exploration risk. The majors look to
the juniors to provide a pipeline of projects.

Motivated by these exit possibilities and there-
fore the investment opportunities provided by
junior companies, African Lion (AFL) has been
actively investing in the mining sector in Africa. It
has developed an investment approach based on
knowledge of the sector and a focus on investing
in the early stages of the cycle — where valuations
are more compelling — and exiting towards the top
of the project cycle. In addition to the opportuni-
ties they offer investors, junior resource compa-
nies can provide a catalyst for growth in Africa.
With a footprint across the continent, they are
often at the vanguard of development initiatives.

Companies from emerging economies are a grow-
ing feature of the African mining industry. While
this increases competition for Western companies
active in the sector, the arrival of emergent inves-
tors will revitalize the sector. This could benefit
private investors, such as AFL, and contribute to
the economic growth of African countries.

Positioning of the junior resource companies

in Africa

Junior resource companies play a vital role in
unlocking value in high-risk exploration and min-
ing projects in Africa. By investing in exploration,
they support the opening of mines that feed the
pipeline of projects contributing to developing
the sector. Without this, the number of projects
would be limited. Junior companies are frequently

managed by technically highly qualified geological
personnel schooled in larger mining companies
from many countries.

Junior companies raise risk equity funding largely
from the mining-focussed North American, Euro-
pean and Australian equity markets. Here and
elsewhere, they can also access pools of private
capital. Funding for juniors is generally both
cyclical and commodity-focussed, with frequent
dips in exploration (and therefore on-the-ground
activities) related to broader market conditions.
It is easier for resource companies (and particu-
larly juniors) to access risk capital at the peak of
the mining cycle. This is particularly the case for
‘hot’ commodities, where market demand for new
opportunities is high. Recent examples include
the uranium boom from 2003 to 2007. Currently,
there is a strong appetite for gold-mining compa-
nies, and African-focussed explorers and develop-
ers are benefitting from this.

The strategy of junior companies generally follows
alternate paths: evolving from explorer to devel-
oper to producer, or taking a project to a stage
where it (or the company) can be sold to a project
developer. Junior companies are capable of being
opportunistic in advancing early-stage projects,
while larger companies tend to be impeded by high
establishment costs and a need to set up technical
and administrative networks. Consequently, they
might instead seek to selectively back junior com-
panies with equity financing or specific project-
level investment. However, where project scale
has been demonstrated (or specific synergies iden-
tified), a full takeover might also be considered.

The major companies frequently make strategic
decisions to focus on specific commodities, ...
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..o CcOuntries or even continents, often avoiding the
less ‘fashionable’ frontier or problem countries (e.g.
Zimbabwe, Sudan, Eritrea), where they are usu-
ally not prepared to commit. This has led them in
some instances to abandon exploration programs,
sometimes resulting in the removal of exploration
teams from projects with good exploration results
or potential. Such projects could be acquired or
possibly picked up by juniors at no cost. Notwith-
standing this, in terms of global exploration spend,
Africa has continued to attract approximately 15%
of world exploration spend from 2005 to 2009
(Metals Economics Group - MEG, 2009).*

The lower profile of junior companies often curbs
unrealistic expectations in structuring project
deals, as tends to occur with larger mining com-
panies. This can result in shorter deal conclusion
times. Junior companies are also able to offset risk
by carefully selecting local partners and providing
them with appropriate incentives.

The AFL approach to investment

AFL has been a private equity investor in Africa since
1999, when the first fund was established. Figure 1
shows the timeline for all three AFL funds. The most
recent AFL3 was established in 2008 with a com-
mitted capital of USD 79 million. The funds have a
5-10 year investment horizon backed by a support
group of shareholders comprising Australian listed
investment company Lion Selection; Commonwealth
Development Corporation; European Investment
Bank; Proparco; a specialist fund Botswana Insur-
ance Fund Management; and commercial banks Rand
Merchant Bank and Investec (both from South Africa)
complete the shareholder mix. This group of inves-
tors has remained largely unchanged since 1999, sup-
porting the creation of the three funds. The currently
active fund, AFL3, has invested in Morocco, Demo-
cratic Republic of Congo (DRC), Uganda, Tanzania,
Liberia, Ivory Coast, Ghana and Tunisia.

Complementing the manager’s experience, the
fund shareholder base has a very strong African
focus and enormous experience across the conti-
nent. AFL’s management team understands the
need to benefit maximally from these relation-
ships in order to review and assess investments
and to add specific-country knowledge when
appropriate. Shareholders have also taken the
opportunity to co-invest via debt and equity in
selected fund investments. All founding share-
holders have the opportunity, and are encour-
aged by the manager to be represented on the
fund investment committee, thereby adding

value to the investment process. This ‘value add’
comes from a broad range of country-specific,
technical and commercial experience across a
range of commodities and countries. Sharehold-
ers also refer opportunities to the manager.

AFL has successfully invested in early-stage com-
panies (grassroots exploration); however, given
the paucity of technical information at this stage,
very few are investment grade. A practical con-
sideration is the number of companies that can
actively be managed. As early stage investments
are generally smaller, the challenge is to find a bal-
ance between small and large investments while
maintaining a portfolio of 10-12 companies. Many
of the investments made by the AFL funds have
thus been at an advanced exploration stage or at
an early stage of project advancement (Figure 2).
At this stage, exploration has already defined a
potential project. Through incremental invest-
ment and the introduction of appropriate board
and/or management skills, the manager aims to
add value and help the company progress to ...

Figure 1: AFL funds

(USD 35 million)

(USD 35 million)

! Only one African country,

South Africa (3%), appears
in the top 10 destinations for

exploration.

1999 2005 2010
Source: Author
Figure 2: Project cycle
Value USD
Project
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-
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Source: Author
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... the next level. This next level might be project
development, partnering or sale.

AFL can invest in listed or private companies. In
most cases of private company investment, the
manager has supported an initial public offering
strategy and helped to introduce banking and bro-
king relationships in the various listing jurisdic-
tions. With some exceptions, the fund will look
to realise its investments close to, or at commer-
cial mine production, with a target of 5-10 times
return on the initial investment.

The AFL team has both technical (geological and
mining engineering) and corporate (banking
and broking) skill and experience. The team has
evolved an investment process that requires a
high level of people, technical and valuation due
diligence, combined with a comprehensive risk
analysis. Of these, the key element is the quality
of the teams being backed, with the objective of
minimising reputational risk to fund sharehold-
ers and the manager. The manager also assesses
economic, geological, operating and market risk.
As part of the country review, the manager gener-
ally visits the project and meetings are held with
key stakeholders. A country due diligence is run in
parallel with the company review, to understand
the regulatory environment, security, political
and event risks, and to meet with government and
other key groups (e.g. accountants, lawyers, the
stock exchange). This is particularly important at a
time of increasing pressure for legislative changes
in the mining industry globally.

The manager and all shareholders in the AFL
fund are committed to ensuring best practices by
investee companies in the areas of health, safety,
environment and social development. These all
warrant that they will comply with AFL’s Environ-
mental and Social Management System (ESMS),
incorporating World Bank/IFC performance
standards. The manager aims to move companies
beyond compliance towards best practice in all
areas of social and environmental management,
and where appropriate, introduces skills and rela-
tionships to help companies grow. Investee com-
panies must comply with all the laws and regula-
tions of their country of residence and any country
where they operate. They must also provide annual
reports to the fund on these issues. The fund has
a nominated ESMS office that ensures adherence
to fund policy. Additionally, investee companies
provide information on significant shareholders
as part of their anti-money-laundering diligence.

The AFL investment model also strongly encour-
ages companies to identify good quality local
partners at the earliest possible stage. Empow-
erment of local partners is aimed at providing
long-term development support and aligning the
interests of all parties involved in project devel-
opment. One example of employment benefits
is Gallery Gold Ltd? in Botswana, a USD 5.6 mil-
lion equity investment (corresponding to 45%
of shares) by the first two funds in 2000. At the
time of the AFL initial investment, there were
10 employees, and at exit in 2007, approximately
350 workers were employed during the early
production stage of the gold mine. The company
built roads, school and hospital infrastructure,
and continues to operate in 2010.

Emerging players and the way forward in mining
The junior mining sector in Africa provides an
enormous investment opportunity for private
investors and can provide co-investment opportu-
nities for fund shareholders. Chinese groups with
national/provincial government backing have been
increasingly active in the sector.> While they ini-
tially focussed on larger companies, projects and
offtake agreements, they are increasingly investing
in smaller resource companies and projects. Invest-
ment in countries such as Zimbabwe, where many
Western mining companies are unable or reluc-
tant to invest, has proved fertile ground for these
groups. Additionally, South American and Indian
companies are spreading their reach into the Afri-
can continent. This is beginning to change junior
company dynamics and represents a competitive
threat to Western-based juniors across Africa.

AFL anticipates that there will be a significant
flow of funds into exploration from China, India
and South America, with increased risk appetite.
The next generation of junior explorers may very
well be Chinese and Indian vehicles, funded by
institutional and venture capital from within
these countries. ®
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Mining companies in emerging countries benefited from market liberalization and

the surge in raw materials prices between 2003 and 2008. This allowed them to
strengthen their balance sheets, invest in exploration and exploitation, secure their
supply chains and go international. The recent slump in prices highlights the challenges
they must face: ensure they have access to financing, expertise and techniques, strike
the right balance between their shareholders’ different expectations and pursue their
international development strategies.

By David Humphreys, Centre for Energy, Petroleum and Mineral Law and Policy,
University of Dundee (Scotland)
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he role of emerging market and developing-
country economies (henceforth emerging
economies) in the global demand for miner-
als grew significantly during the 2003-2008 min-
eral price boom. Similarly, their contribution to
the global supply of minerals since 2000 is strik-

imately 40% of global exploration spending. By the
middle of this decade, that proportion had risen to
60%. This concentration of growth in production
and exploration should not come as too much of
a surprise. After all, these economies account for
approximately three-quarters of the world’s land

Russian mining company
Norilsk Nickel between 2004
and 2008. Prior to this, he was
with Rio Tinto for 18 years.
Before this, he worked for the
UK government for nine years,

surface and, according to United States Geological
Survey (USGS, 2010), a similar proportion of glo-
bal mineral resources (Figure 3). Nevertheless, for
much of history, the development of the resources
of these economies has been hampered by inad-
equate geological knowledge, poor infrastructure,
inconsistent and ineffective government policies,
and a lack of capital.t

ing. They have accounted for most of the growth
in global production of iron ore and nickel and all
of the growth in global production of aluminum,
copper, and steel (Figure 1).

as an advisor on minerals policy.
He has a bachelor’s degree and

a PhD from the University of
Wales. David Humphreys is an
honorary lecturer at the Centre
for Energy, Petroleum and
Mineral Law and Policy of the
University of Dundee, Scotland.

Among these are the world’s largest producers of
the following: iron ore (Brazil), aluminum (China),
copper (Chile), silver (Peru), gold (China), plati-
num (South Africa), and diamonds (Botswana).
More recently, the situation began to change. Lib-

A similar tendency is evident in global exploration eralreformsin the 1980s and 1990s opened up large

1 On this subject,

spending, arguably a pointer to future production
trends (Figure 2). According to Metals Economics
Group (MEG, 2010), at the beginning of the last
decade emerging economies accounted for approx-

tracts of land in mineral-rich parts of the world to
foreign investors, while the liberalisation of capital
markets increased access for all investors to risk
capital.? Equally important, many companies ...

see Louis Maréchal's paper

in this issue of Private Sector
and Development. - Figure 1: Global growth of mine and metal production by economy type between 2000 and 2007

2 On this subject,

see Gary McMahon’s paper
in this issue of Private Sector
and Development.
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Figure 2: Industry exploration expenditure by region between 1991 and 2008
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Figure 3: Global distribution of mineral reserves in 2007
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«+« based in emerging economies started transform-
ing themselves from bureaucratic and conservative
national institutions into modern profit-driven
corporations with expansionary ambitions, not just
within their home territories but also on the wider
world stage. Some of these looked to Africa, with its
substantial natural resources, as a likely destination
for their investment.

Drivers for the rise of emerging players
According to Raw Materials Group (RMG, 2009),
four companies based in emerging economies are
among the world’s top 10 mining companies, and
11 are among the top 30, with three of them being
south African (Anglogold Ashanti, Impala Platinum
and Gold Fields). Several factors have combined to
provide a boost to the role and fortune of these
companies in mining over recent years.

Firstly, the widespread disengagement of the
state from the mining industry was the key to this

\@

growth. While under state control, many mining
companies in emerging economies were effec-
tively restricted to slow, incremental, and local
growth by their lack of access to capital and skills
and their lack of knowledge and experience of the
industry beyond their borders. The disbanding
of state controls opened the door to an inflow of
entrepreneurial talent and a more commercial and
expansive set of objectives.

Secondly, these companies often had privileged
access to local resources. Management were gener-
ally politically well connected in their home coun-
tries, understood regulations and how to operate
within these, and were aware of local resource
development opportunities. As the industry
began to grow, they had a powerful competitive
advantage over newcomers, as well as a powerful
lever in negotiations where they needed to involve
foreign investors with the technologies and mana-
gerial skills they lacked.

oo
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«es Thirdly, the commodity boom of 2003-2008
gave companies in the sector strong cash flows and
healthy balance sheets. Coupled with improvements
in corporate governance and financial reporting, this
increased their access to international capital mar-
kets.® The maturing of banking systems and stock
markets in many emerging economies, combined
in some cases with high levels of domestic savings
and low borrowing costs, also increased funding for
resource projects, most notably for smaller and mid-
cap companies.

Fourthly, many of the larger mining and metals
companies in emerging economies have been on
a fast-track mission to globalise, to improve their
risk profiles through geographic and commodity
diversification, and to acquire skills and technol-
ogy. Sometimes, they have had the tacit support
of their governments, to whom hosting a global
champion often appeals. In acquiring assets in
lower-risk countries, or those of commodity com-
panies that promise to give greater stability to
their earnings, management may feel justified in
paying a premium if they believe that the benefits
of the resulting improvement in risk profile will be
reflected in a higher valuation for the business.

Finally, these companies seek to secure raw mate-
rials for their metallurgical operations. This flows
from the growth of emerging economies as min-
eral consumers, and associated concerns over
the security of supply of raw materials needed to
support their industrialisation and the growth of
their metal-processing and manufacturing sec-
tors. Chinese and Indian companies have been
actively seeking resource development opportuni-
ties overseas, with a view to feeding their domes-
tic smelters and refineries. The mercantilist think-
ing behind this sort of strategic investment often
results in buyers valuing a mineral asset more
highly than they would using a strict commercial
evaluation.

Challenges for the emerging players

While the boom of 2003-2008 saw the growth of
emerging mining companies, the current market
environment is presenting new issues. Falling
commodity prices have put pressure on all produc-
ers, and risk aversion has afflicted financial mar-
kets, impacting particularly heavily on emerging
economies, and resulting in the stocks of many
companies from these regions being hard hit.
Even the most profitable of these companies do
not have long track records to point to when ask-
ing for understanding and support from banks

and investors. For smaller companies, particularly
those not yet in production, the sources of fund-
ing have almost dried up. The credit crunch has
left many banks wholly disinterested in the sector.

Unlike global mining companies, which tend
to have diversified shareholdings, the stock of
many emerging market companies is concen-
trated in a few hands, with the minority dis-
tributed among a greater number of investors.
While the market was strong, reconciling the
interests of both sets of shareholders was not
difficult. However, with cash flows diminishing
and pressure on personal finances, the tempta-
tion may arise for larger shareholders to pres-
sure management to prioritise short-term cash
generation at the expense of longer-term devel-
opment interests, an objective that might be
preferred by minority institutional investors.

A third challenge faced by emerging market
companies is maintaining momentum on glo-
balisation. Many of these companies were estab-
lished as national companies exploiting domestic
resources, which did not equip them well for the
global stage. Many retain a strong national focus
in their business and cultural perspectives. The
current slowdown in commodity markets will
likely aggravate these problems, since downturns
force a review of priorities. Protectionist political
pressure to invest at home, providing domestic
employment, will be intensified, especially where
companies have become dependent on state
financing. The creation of national champions
may accentuate this tendency: while they pro-
vide for commodity diversification, they do little
or nothing for geographic diversification. In fact,
they increase investors’ exposure to one country
and to one currency.

Finally, for emerging economy companies grow-
ing off a strong domestic base, the skills and
knowledge of their management are confined
largely to these markets. This applies to both
business skills and technical skills. Due to a
lack of international experience, they may lack
the required communication skills and sensi-
tivities to other countries’ business and cultural
practices. This will inhibit their performance
overseas and create challenges for foreigners
brought in to assist with the globalisation proc-
ess, restricting their participation in industry
and governmental bodies addressing global
industry issues and working to develop global
industry standards.

Development

3 The majority of this fundraising
was in the form of bank
borrowing and bond issues.
Some companies, however, also
tapped equity markets. Mwana
Africa, in 2005, became the
first African-owned, African-
managed mining company

to be listed on the London

Stock Exchange’s Alternative
Investment Market. See CEO of
Mwana Africa Kalaa Mpinga’s
paper in this issue of Private
Sector and Development.
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«+s The economic slowdown could compound these
issues, and there is likely to be greater resistance
to bringing in highly paid foreigners in a tougher
cash environment.

Commercial prospects and development
expectations

Much of the literature (for example, United Nations
Conference on Trade and Development— UNCTAD,
2007) is focused on the development impacts of
‘north-south’ foreign direct investment (FDI). Less
attention has been devoted to the development
implications of FDI in mining originating from
emerging economy countries, commonly referred
to as ‘south-south’ FDI. In principle, companies
from emerging economies face the same challenges
as those based in developed economies. Yet they
sometimes bring a different perspective, emphasis-
ing both secure raw material supply considerations
and commercial prospects, along with such invest-
ments taking place within the context of a broader
government-to-government financial and coop-
eration agreement. This approach to investment
is supported by some resource-rich countries, and
may in time deliver the benefits it promises, but the
political nature of these arrangements will require
careful management. Note that not all Chinese
investment in mining is large-scale and govern-
ment-backed. A great deal of Chinese investment
going into Africa’s cobalt operations has been from
small private enterprises, many of them employing
Chinese workers.

Although less well documented, emerging econ-
omy mining companies often have substantial
experience in grappling with development issues
at home. Many have grown up with a wide range
of social responsibilities and face high expecta-
tions in the communities where they operate,
about what these responsibilities should be. Social
responsibility forms an integral part of these com-
panies’ corporate history and character. While
transforming themselves into competitive com-
mercial enterprises, they have often had to disen-
gage themselves gradually from a range of activi-
ties more appropriately carried out by elected,
tax-funded authorities. Nevertheless, they con-
tinue to play an important role in economic devel-
opment where they operate, and will doubtless
face a tough challenge over the next year or two
in balancing the demands of their businesses with
the demands of political processes. @

Development
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What are the impacts
of the African mining sector

liberalization?

Mineral sector reform has brought mining back to Africa — aided by price rises in the

early 2000s — impacting on investment, growth and poverty reduction. And there are

no indications that price trends will decline to previous levels. For the sector to have a
sustainable impact on poverty in Africa, governments must convert non-renewable capital
into skills, infrastructure and business development. The success of this will be underpinned

by improvements in governance.
By Gary McMahon, World Bank'

t the macro level, the mining sector

has never played as important a role

across Africa as it does now. This is
due partially to the rise in mineral prices
since the early 2000s but more to the suc-
cess of many mining sector reforms in the
late 1980s and 1990s. Many African coun-
tries view this sector as a possible engine of
sustainable development. They want mining
developments, rather than taking place in an
enclave fashion, to increase linkages to other
economic opportunities, directly or through
better integration of associated infrastruc-
ture. They also want a larger share of the sec-
tor’s rents, particularly when mineral prices

are high.

Most African countries nationalized their
mining sectors in the 1960s or 1970s. How-

ever, by the end of the 1980s the trend had
reversed, partially due to market liberaliza-

tion but also due to the weak performance of
state-owned mining enterprises. Further, to
attract additional Foreign Direct Investment
(FDI) into their mining sectors, African
countries often called upon the World Bank
- which, with the IMF, was often involved in
structural adjustment programs that began
in the 1980s - to support the design of min-
ing policies and laws that would make coun-
tries attractive destinations for FDI. This all
occurred at a time when mineral prices had
been very low for nearly 20 years (and would
remain so for another 15 years).

The focus of mining sector reform in the 1990s
was revitalization, as state control of the sec-
tor had scared away both new developments
and exploration. State-owned companies typi-
cally suffered from underinvestment, as prof-
its were mostly brought into the countries’
general fiscal revenues.

Table 1: Mining sector reform and investment in Africa

Country Year Reform

Completed
. 2001-2008: averaged over USD 250

Tanzania 2000 million per year

o Ongoing; USD 7 billion of investment

Liberia began in 2006 agreements signed between 2006

9 and 2010

USD 5.5 billion of investment

Madagascar 2005 agreements signed for 2 projects in
2005 and 2006

Mozambique 2006 2008: USD 804 million

Mauritania 2003 (approximately) 2003-2008: USD 500 million in total

Amount of Mining Investment

Comments

From 1990-1999, investment less than
USD 10 million per year

Could be USD 10 billion of total investment
by 2015

QIT Madagascar Minerals* (USD 1 billion); also
benefited from a World Bank loan guarantee to
renew the port it will use for export purposes

USD 24 million in 2002; USD 2 billion-USD 3 billion
investment in coal expected in next 3-4 years

Investment was USD 13.5 million in 2001;
USD 11 million in 2002

*QIT Madagascar Minerals, a partnership between the government of Madagascar and Rio Tinto, developed an ilmenite mine

near Fort-Dauphin at the south-eastern tip of Madagascar.

Sources: Mining Journal (2009), Pelon (2010), Roe and Essex (2009), World Bank (2003, 2009, 2010a, 2010b)
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What are the_im{)_acts of the African mining
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.. Hallmarks of these reforms were revi-
sions to mining laws and regulations. These
included transparent and non-discretionary

Table 2: Mining reform countries: growth rates and Human
Development Index (HDI) = 1990s versus 2000s

proctedure's in allocating ('axplm.'atlon and pro- ygc:;ﬂlegx(gzrt GDP Annual  GDP Annual gg\rggp_
ductlo.n rights; ey.cploratlon rlghts alloca'ted Country of total exports ggct);vth gggzvth ment Index  HDI. 2008
on a first-come, first-serve basis and subject of goods, ! ' (HDI), 1995
R > L sub Soaos00n) 19891998 19992008 (02600
to minimum work conditions; according find-
ers the automatic right to exploit a deposit,  Burkina Faso* : 4.4 5.4 0.291 0.389
subject to certain conditions, or to sell the  pemocratic 0.353
;o ; Republic of Congo 54.0 9 32 (2000) 0.389

right; stable fiscal terms - although not nec-
essarily fixed as discussed later - throughout  Ghana 345 43 5.2 ?Z?J%%) 0.526
the lifetime of the operation (or for a well- _
defined period); well-defined property rights ~ ©!Ie 85.6 42 32 0.435
and, subject to commitments being made, no  [jperia 519 143 ;(90(82)005_ 0.280 0.442
expropriation.

Mali* - 33 5.5 0.267 0.371
Mining reform, investment, and growth Mauritania 516 25 46 %%% : 0.520
Table 1 illustrates the impact on private min-
ing investment in several African countries Mozambique® ) Al i 0.310 0.402
that undertook mining sector reform with ;oo . 15 37 ?2%%%) 0.340
World Bank support. These rather spectacular
results were similar in other countries around ~ Sierra Leone 641 4.2 9.9 0.365
the world (e.g. Argentina, Mongolia, Papua  1i7ania* . 28 6.5 0.425 0530
New Guinea).

Zambie 66,2 -0,1 49 0,454 0,481
This investment contributed to large increases
in GDP growth in many African countries, as ﬁxsv?i%%;e " : 03 S 0.363 0433
shown in Table 2. Average growth rates for
12 mineral-dependent countries in Africa rose  (weighted by - (0.1) (5 (0.355) (0.428)
from 0.3% in the 1990s to 5.7% in the 2000s.  Population)

Mining sector reform was just one of several
major reforms undertaken in these countries,
and they benefited from high average prices.
Nevertheless, the mining sector led the growth
spurt in all of them.

Whether these growth spurts will lead to a
higher growth path remains an open question
given the relative recency of the reforms and
the difficulty in separating their impacts from
the high prices of recent years. The true, diffi-
cult to measure, test of the contribution of the
mining sector is whether it leads to sustainable
development.

Long-run growth and sustainable development

A large mining sector can have a strong im-
pact on the long-run sustainable develop-
ment of a country by, first, being an engine
of growth through the spin-off firms and in-
dustries® it creates and opportunities opened
up by non-dedicated infrastructure, such as
roads, railways, ports, and power stations,
and second, by using fiscal revenues gen-
erated by natural capital to produce other
forms of capital.

*New mineral dependent country in 2000s
**0.439 (0.435) without Guinea and Sierra Leone

Sources: IMF (2009) for column 2, World Bank (2010c) for columns 3 and 4, and United Nations Development

Programme (UNDP, 1995, 2000; 2008) for columns 5 and 6

Mining is the only sizable industry for many
African countries. It is usually valued for its
ability to kick-start economies and for its fis-
cal revenues. This is particularly the case for
coal or base metals like copper and iron ore,
which require substantial infrastructure that
can be used for other purposes. The infrastruc-
ture may be paid for entirely by private min-
ing companies - usually the case in Africa - or
funded through public-private partnership, as
frequently happens in higher-income countries.
There is a strong tendency in Africa for new
mining contracts negotiated between central
governments and large mining companies to
emphasize infrastructure provision. Mozam-
bique, Madagascar, Guinea, Democratic Re-
public of Congo, Sierra Leone, and Liberia are
among the countries that require private com-
panies to finance non-dedicated infrastructure
in large mining projects.
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««. Considerable staff training is required to take
advantage of the opportunities afforded by min-
ing operations, particularly to provide goods and
services to mines. Most new mining contracts in
Africa require companies to provide training to in-
crease the percentage of nationals working in the
mining operation; many require efforts to build
the capacity of domestic SMEs to subcontract to
mines. Many companies do this willingly, partly
to develop and keep good relations with their host
communities, the citizens of which often benefit
the most from these programs.

While it is too early to tell whether income and
job creation® related to the growth of mining
sectors has had a significant impact on poverty
in African countries, the HDI of all the coun-
tries in Table 2 (columns 5 and 6) improved
significantly in the 2000s, with an 18% increase
on average. This suggests that the benefits of a
mining boom are more broad-based than com-
monly believed.

The fiscal question

In principle, goods provided in mining contracts
could be provided by the state, with mining rev-
enues, if these were adequate. This implies that
tax (including royalty) rates are below what
they should be to maximize governments share
of natural resource rents. While taxation could
be higher without damaging the industry, there
are a number of qualifiers to this statement.*

First, tax rates were low because metal prices were
low over an extended period, and political risk was
high in most African countries. In many countries,
political risk has not diminished significantly. Sec-
ond, large tax increases will eventually result in
less exploration and less investment in the sector,
which means fewer direct benefits from mining,
Third, some proposed new tax instruments, such
as super-profit taxes, would be difficult to admin-
ister in many African countries. Fourth, provision
of infrastructure and community services is often
preferred over higher taxes, at least in the short-
to medium-term, as it helps overcome governance
problems in many countries.

Is there an optimal fiscal regime for mining?
Clearly, one with fixed rates is not optimal. At
best it leads to contract renegotiations and nega-
tive knock-on effects for future investment; at
worst it leads to civic strife, violence around min-
ing operations, and even nationalization. How-
ever, it is important that flexible regimes are sta-
ble, so that potential investors know how rates

vary with prices and/or profits. It is also impor-
tant that taxes can be collected, suggesting that
in low-income countries, royalties, which are paid
even if a mining company is losing money, will
play a much larger role than called for in theory.
Income tax, which depends on profitability, is the
preferred method of taxation, as royalties could
result in closures. However, as most mining pro-
duction is exported and must cross borders, it is
easier for governments to determine the value of
production than the profitability of operations.

The way forward

Evidence suggests that recent mining sector ex-
pansion has had positive impacts on growth and
poverty reduction in African mineral-rich coun-
tries. Two questions arise though. First, is there
an optimal legal, regulatory and fiscal mining
regime that is more likely to lead to these re-
sults? Second, under what circumstances are
these results most likely to be sustainable?

On the first question, for a mining regime to be
considered ‘optimal’, first, mineral legislation, in-
stitutions, and the tax regime must be sufficiently
attractive to induce investment. Second, the regu-
latory framework must be clear and comprehen-
sive, with adequate monitoring and enforcement
capacity. Third, fiscal revenues should be collected
in a transparent and efficient manner. In recent
years, adherence to the Extractive Industries
Transparency Initiative (EITI),° in which both
companies and governments report to independ-
ent auditors what they have paid and collected,
has been the main governance tool for increasing
fiscal transparency. Fourth, governments must be
able and willing to manage and allocate fiscal rev-
enues efficiently and in a manner that contributes
to sustainable development. It will be important
to simultaneously build capacity to manage the
large increase in revenues and overcome political
economy factors that tend to drive resources to-
wards private hands. Fifth, increased experience
and training should lead to more linkages being
developed over time. Sixth, a portion of natural
capital should be transformed into infrastructure,
underpinned by mining developments.

Most African countries are moving towards an
optimal mining sector regulatory regime, as the
experience and lessons of other countries on
the continent and around the world have had a
snowball-like effect. While investment and eco-
nomic growth have been predominant, signifi-
cant progress is being made in skills develop-
ment, creating linkages, fiscal transparency ...

3 Data on overall employment
in mining is not available. It

is worth noting that excluding
artisanal jobs, employment
directly in the mining industry
is usually not very large.
Employment created through
linkages, multiplier effects, and
increased fiscal revenues, would
be greater, although data on
individual countries would be
required to confirm this.

# In the 12-country sample

in Table 2, the mining sector
contributed more than 10% of
total 2008 fiscal revenues only
in Democratic Republic of Congo
and Guinea.

>The EITI is a coalition of
governments, companies, civil
society groups, investors and
international organizations.

It sets a global standard for
transparency in oil, gas and
mining, making it possible for
companies to publish how much
they pay and for governments to
reveal their incomes.
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What are the imPacts of the African mining

sector liberalization?

By Gary McMahon, World Bank

... and taxation, and infrastructure provision.
Yet most countries still lack in their ability to
monitor environmental and social perform-
ance, as well as the broader macroeconomic
goals related to budgeting, sustainable invest-
ments, and creating conditions for developing
other sectors.

On the second question, while companies,
regulatory institutions, local governments and
other stakeholders (including NGOs) are pri-
marily responsible for the social and environ-
mental sustainability of mining operations, the
sustainability of economic benefits is primarily
a macro problem related to governance im-
provements. National governments are respon-
sible for ensuring that mining synergies are
captured through regional development plan-
ning, shared infrastructure, and capacity build-
ing for workers, SMEs and local governments.
They are also responsible for ensuring that the
capital captured in the fiscal revenues is turned
into renewable capital. If these revenues prima-
rily become a new source of rent-seeking for the
political elite, there is a strong possibility that
after closure mining regions will sink into an-
other ‘hundred years of solitude’.

However, causality does not extend only from
the center to the mining regions. Given its im-
portance, the mining sector can strongly influ-
ence the center. If mining regions are experienc-
ing broad-based prosperity due to the actions
of private companies, there will be pressure on
national governments to change traditional pat-
terns of behavior. Moreover, new stakeholder
and interest groups will be created who per-
ceive development differently. These can impact
strongly on the political economy of a country.
Of course, mining companies cannot do this
alone. Civil society, local governments and inter-
national agencies have a large role to play. Inno-
vative programs, such as EITI, are also essential
in modifying historical ways of governing. e
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THE MINING SECTOR, During the 1990s, the share of Africa’s mineral production in global production fell

AN OPPORTUNITY FOR

GROWTH IN AFRICA? from 16.6% to 10%. Despite this relative drop, to the benefit of Asia and Latin America,

Africa is the largest producer of the ore coveted by industry, such as platinum, cobalt

KEY DATA and diamonds. This dominant position is expected to be strengthened further by 2015.

However, Africa currently only accounts for a small share of global resources due to

the lack of exploration. Yet the surge in mineral resource prices, which has made the
sector more profitable prompted junior players to scale up prospecting in Africa as early
as in 2002. These favorable prospects do not, however, guarantee the development of
the continent. This is demonstrated by the fact that there is little correlation between
mineral exports and the Human Development Index.

Worldwide breakdown of the main ore resources in 2010
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N
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®

@ Nickel
. Zinc

. Diamonds

)

The size of each circle is proportional to that of the mineral resources measured in million tons. Mineral resource is a concentration or occurrence of natural, solid, inorganic or fossilized organic material in or on
the Earth's crust in such form and quantity and of such a grade or quality that it has reasonable prospects for economic extraction. Mineral reserves are resources known to be economically feasible for extraction.

Source: Raw Materials Group, 2010

Total exploration expenditures by type
of company between 1997 and 2008
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Exploration expenditures of mining companies by region
between 2000 and 2009
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Weak correlation between mineral exports and Human Development Index in Africa in 2005
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The higher the value, the better the index. The correlation coefficient, R?, illustrates the intensity of the relation between the two variables. It varies between -1and +1. The closer it is to 1, the more the
variables are correlated. Here, the coefficient is very close to 0 meaning that the correlation is thus not meaningful.

Source: Calculations of M. Patrice Christmann, Bureau de Recherche Géologique Miniére, 2010

African mining production

as a percentage of world total between 2005 and 2015

Production in 2005 Production in 2015 (estimates) 30%

% of world
Minerals Unit Africa  World total Afri World
Platinum 1000 ounces 5115 6,640 % 6,100 7,800
Cobalt tons 32,500 57,500 56% 48,000 80,000
Manganese 1000 tons 4,010 10,400 39% 8,000 14,000
Diamonds 1000 carats 90,400 196,000 46% 120,000 210,000
Palladium 1000 ounces 2,605 8,405 31% 3100 9,000 34%
Gold tons 522 2,470 21% 550 2,550
Uranium tons 8,150 50,900 16% 12,000 55,000 22%
Bauxite 1000 tons 15,900 172,000 9% 30,000 200,000
Copper 1000 tons 730 15,500 5% 2,000 23,461
Zinc 1000 tons 410 9,560 4% 800 11,165
Coal 1 million tons 249 5,886 4% 425 8,857
Aluminum 4 909 tons 675 66733 1% 780 94,673
oxide

Source: Performance Consulting, 2007

Strong volatility of extractive
industries’ profitability*

e Global 500 median e Telecommunications —emmmm Beverages
e Pharmaceuticals s Extractive industries

25%
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*Profitability is measured as the ratio of profits to revenues in the Fortune 500 Global, in

their respective activity.
Source: United Nations Conference on Trade and Development, 2007

Evolution of mining production by region and type of metal between 1990 and 2009
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THE MINING SECTOR,
AN OPPORTUNITY FOR
GROWTH IN AFRICA?

Curtis Research,
an independent
research firm, was
set up by Mark
Curtis in 2005 in
order to conduct

research on

public policies for
development aid. It
seeks to be both
less consensual
than universities
and public institutes
with the actions of
governments and
mining companies,
and to propose
rigorous research to
NGOs which need it
in order to promote
change.

Private Sector Development

The role of transparent

and fair taxation in converting
Africa’s mineral wealth

Into development

The mining industry does not contribute enough to Africa’s development —
when it does not make local populations poorer and destroy the environment.
Its fiscal regime needs to be overhauled, with a greater share of revenues
transferred to governments. Fiscal transparency must also be made mandatory;
the sums paid by mining companies, the revenues received by governments and
the expenditure made must be published. Finally, international standards,
backed up by local legal tools, could revolutionize the sector tax system.

By Mark Curtis, University of Strathclyde (Scotland)

ineral extraction is an ‘enclave’ econo-
mic activity. In African mineral-rich
countries, foreign mining companies
create very little forward or backward linkages
into the local or national economy that would
stimulate private sector development and job
creation. This is why there is consensus among

Mining revenue, key to development

Foreign mining companies import most of their mi-
ning equipment, as well as the technical, financial
and managerial services needed to run the mines.
Very few African firms, mostly based in South Africa,
can provide this equipment and these services. Once
extracted, raw ore is exported for further refinement

.
Mark Curtis SR

or processing elsewhere. Furthermore, given the
University of Strathclyde p g W , &

the United Nations Conference on Trade and
Development (UNCTAD), the United Nations
Economic Commission for Africa and the IMF
that the paramount development benefit of mi-
ning in Africa is the potential to generate pu-
blic revenue through a transparent taxation and
budgeting system (UNCTAD, 2007). This is the
key instrument through which governments
can make mining work for development in the
foreseeable future.

capital-intensive nature of industrial mining, these

Mark Curtis is an independent companies create very few jobs relative to the abun-
consultant and a honorary
research fellow at the University
of Strathclyde. He was research
fellow at the Royal Institute

of International Affairs and

dant labour supply in mineral-rich African countries.
As an illustration, UNCTAD (2007) estimates that
the mining sector employed just 0.2% of Tanzania’s
workforce in 2001.

visiting research fellow at
the Institut Francais des

The World Bank has challenged this view, and

Relations Internationales and maintains that if multinational mining compa-

the Deutsche Gesellschaft fur
Auswartige Politik. He was
also director of the World
Development Movement,

nies can commit to sustainable development
as part of their bottom line, then the transfer
of skills, technology, and capital from mining

Up to now, African governments have failed to

collect the additional rents generated by mining
director of Policy and Advocacy

at Christian Aid, and the political

director of ActionAid.

companies before and during the price boom
(2003-2008), partly because mining companies
operating in Africa are granted too many tax sub-
sidies and concessions. This partly explains the
high prevalence of low-income indicators in mine-
ral-endowed African countries and communities
in mining areas.

Many Africans harbour expectations of economic
and social development, based on the continent’s
rich mineral deposits. They believe that mining
activity, if well managed, can transform the conti-
nent’s economies. To do so, the process of creating
tax regimes and mechanisms of tax payment need
to become transparent, and African mining-tax
regimes need to be reformed to ensure that Afri-
can governments are able to collect a fair share of
mining rents.

can improve the impact of mining on economic
and social development. However, this commit-
ment is still lacking, especially among the junior
players in the mining industry. Coupled with
legal mining frameworks linking mining to local
communities and wider economic development -
on which governments are intentionally or unin-
tentionally silent — revenue collected through
the budget remains the key instrument through
which they can make mining work for develop-
ment in the foreseeable future. Furthermore, a
surplus of revenues could counteract the impact
of mining on local communities (See box beside).

These community impacts constitute an addi-
tional cost to society. So far, African mining tax
regimes have failed to encourage mining compa-
nies to sufficiently improve their social and ...
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The role of transparent and fair taxation in
converting Africa’'s mineral wealth into development

By Mark Curtis, University of Strathclyde (Scotland)

... environmental practices, and national laws
have generally failed to adequately protect com-
munities and the natural resources on which they
depend. Compared with the enormous energy
devoted to costing and mitigating the commer-
cial risks of mining to companies, very little en-
ergy has been devoted to costing and mitigating
the social and environmental risks of mining to
communities.

Downward drivers of revenue: mining tax
subsidies, concessions and avoidance

During the 1980s and 1990s, slower international
metals-driven growth, together with oversupply,
led to a slump in international prices. Many Afri-
can mineral-rich countries were suddenly faced
with a sovereign debt crisis, as they no longer ear-
ned sufficient foreign exchange from their mineral
exports to fund the repayments of loans they took
during the boom years. The World Bank became
a lender of last resort, and used this position to
rewrite the mining laws and tax regimes across
Africa, resulting in a shift to lower tax rates and
other tax concessions offered to foreign mining
companies. The justification was that capital for
mining was scarce, given low international prices;
therefore, African countries had to compete with
one another and with other mining economies to
attract high-risk capital, by developing ‘competi-
tive’ tax regimes. Many of these laws allow minis-
ters to negotiate tax deals with individual mining
companies at their discretion, often leading to
lower royalties, corporate taxes, fuel levies, and
windfall or other taxes than those stipulated in
the law. At their worst, contracts may completely
exempt companies from any taxes or royalties.

These tax reforms, coupled with the tax incentives
offered by some of the major mining economies,
such as Australia, Canada and the US, to mining

multinationals for overseas exploration, have
led to an upsurge in ‘junior’ exploration compa-
nies obtaining mining licences and trading their
concessions, or attempting to make quick short-
term profits. For example, Canadian companies
now account for more than 60% of all new inves-
tors in African mining exploration (Open Society
Institute of Southern Africa — OSISA et al., 2009).
Five out of every six of the 1,220 companies regis-
tered on the Toronto Stock Exchange are juniors
(Tougas, 2008). This is significant, as these compa-
nies are seen as very risky by institutional inves-
tors, and are more likely to ask for special tax deals
from governments to help sway potential financial
backers. The upsurge in these types of investors
has compromised the quality of foreign direct in-
vestment in Africa’s newly privatised mining sec-
tor. Junior’ companies require huge tax subsidies
to help them finance their operations; they need
to turn profits faster as they are not in business
for the long term, and they are often less sensitive
to the need for corporate social responsibility.

In addition, multinational mining companies
seeking to invest or expand their investment in
Africa often enter into confidential agreements
with governments to acquire special tax rates
and concessions that are outside statutory fra-
meworks. These agreements are legal commercial
contracts, and can override national laws and
tax regimes. Mining companies have been able
to obtain these exemptions in countries despe-
rate to attract foreign private investment into
their mining sectors. In Zambia, the mining de-
velopment agreements negotiated with private
investors who took over the copper mines after
the privatisation of Zambia Consolidated Cop-
per Mines in 1998 offer huge tax exemptions to
companies. The two largest mining companies,
KCM and Mopani Copper Mine, managed to ...

Impacts of mining on local communities

Those who are living around mining areas continue to fall
victim to the social and environmental fall-out from large-
scale mining, with very little protection from their govern-
ments to stem the erosion of their livelihoods, health and nat-
ural resource base. The costs of mining to communities and
households include the loss of land for farming, soil and water
contamination, air pollution, deforestation, forced removals,
physical damage to dwellings, and an unsafe living environ-
ment. In Zambia, for example, farmers living near Konkola
Copper Mines’s (KCM) Nchanga plant have suffered crop loss-

es due to sediments and silt that are flooding farmers’ fields
so that farmers can no longer use them (Christian Aid, 2007).
This has prevented farmers from growing basic foodstuffs such
as cabbage, tomato and maize for their own consumption or
for selling in local markets. This cost local farmers a total of
USD 19,523 in lost income during 2005 alone. Such routine
discharges are not the only problem caused by mining opera-
tions. On 6 november 2006, one of KCM'’s pipelines released
significant quantities of acidic liquid into several rivers, includ-
ing the Kafue — one of Zambia’s largest rivers.
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The role of transparent and fair taxation in
converting Africa’'s mineral wealth into development

By Mark Curtis, University of Strathclyde (Scotland)

..o negotiate deals whereby they would pay only
one fifth of the royalty stipulated in the mining
law. At 0.6%, these royalty rates were the lowest
in Africa. While KCM reported increased net
earnings, from USD 52 million in 2005 to USD
206.3 million in 2006, Zambia’s minister of fi-
nance in his 2006 budget speech estimated that
the country would earn less than USD 11 million
from copper mining royalties in the next finan-
cial year (OSISA et al., 2009).

Some mining companies have also been accused
of illegally evading taxes — in Tanzania, a govern-
ment-commissioned auditor alleged that the
country’s four main gold mining companies over
declared their losses by millions of dollars.

Tax subsidies, together with tax avoidance and
alleged tax evasion practices by mining compa-
nies, have robbed African treasuries of millions of
dollars of tax revenue from the mining industry.
OSISA et al. (2009) have estimated that in Ghana,
South Africa, and Tanzania, lower royalty rates
have or will cost treasuries up to USD 68 million,
USD 359 million, and USD 30 million a year res-
pectively. In Malawi and Sierra Leone, tax breaks
granted in mining contracts have cost or will cost
treasuries up to USD 16.8 million and USD 8 mil-
lion a year respectively (OSISA et al., 2009). In the
Democratic Republic of Congo, the tax exemptions
in a single mining contract have cost the treasury
USD 360,000 a year (OSISA et al., 2009).

Increasing mining revenues

Too many African governments are still unwil-
ling to open up their tax deals and tax receipts
from mining companies to public and parlia-
mentary scrutiny. And too many mining com-
panies are still pushing for tax exemptions,
and fail to report what they earn and what they
remit to government in each jurisdiction where
they operate. The credit crunch and its impact
of a reduction in finance available for mining
investment are set to motivate governments to
continue such secret deals. The crunch will also
give mining companies the moral instrument to
demand more exemptions.

In order to reverse the ‘paradox of plenty’ charac-
teristic of many mineral-rich societies in Africa -
whereby countries with the most natural resources
are often the poorest and worst governed — two
major changes are needed to increase mining reve-
nue and transparency.

First, the process of creating tax regimes and
mechanisms of tax payment needs to become
transparent. To ensure that the correct amount
of revenue is collected from mining activity,
and that this is spent equitably according to the
country’s agreed national development strategy,
civil society organisations and parliaments need
to be able to monitor and oversee the collection,
allocation, and actual spending of budget reve-
nue. To contribute to such transparency, a new
international accounting standard that requires
all multinational companies to report on their
remittances to governments, and their profits
and expenditures in each of the countries where
they operate needs to be established. The Inter-
national Accounting Standards Board (IASBY)is
presently discussing whether to introduce such
a standard for the extractives sector. This would
be an important systemic reform, which would
enable governments and citizens to track where
companies pay tax, and how much. This would
make it more difficult to shift profits between the
subsidiaries of different companies.

Second, African mining tax regimes need to be re-
formed to ensure that African governments are able
to collect a fair share of mining rents to fund their
national development plans. In some countries,
this would require an increase in the rates of royal-
ties and other taxes; in others, it would require
stopping the practice of negotiating tax breaks for
individual companies in secret contracts.

African governments also need to revise their
company acts to require the subsidiaries of multi-
national mining companies incorporated in their
jurisdictions to publish the financial information
required by the Extractive Industry Transparency
Initiative (EITI?). This will ensure that private
or state-owned mining companies, such as the
growing number of Chinese state-owned or fi-
nanced mining companies are required by natio-
nal law to publish their profits and losses, and re-
mittances to government and other structures. ®

Development
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It sets a global standard for
transparency in oil, gas and
mining, making it possible for
companies to publish how much
they pay and for governments to
reveal their incomes.
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THE MINING SECTOR,
AN OPPORTUNITY FOR
GROWTH IN AFRICA?

Mwana Africa, a
mining company
founded and
managed by
Africans, operates in
Angola, Botswana,

the Democratic
Republic of Congo,
Ghana, South Africa
and Zimbabwe. The
company is listed
on the London
Stock Exchange’s
Alternative
Investment Market
and is specialized
in the exploration
and extraction

of gold, nickel,
copper, cobalt and
diamonds.

[ ]
Kalaa Mpinga SR
Mwana Africa

Kalaa Mpinga began working
for Anglo American in South
Africain 1991; he joined the
New Mining Division in 1995
where he was in charge of the
exploration and acquisition

of resources in Africa. He was
appointed to the Board of
Directors in 1997. Kalaa Mpinga
left the Group in December 2001
and in 2003 founded Mwana
Africa Holdings (Pty) Limited

— a company which

led to the creation

of Mwana Africa PLC.

! Base metals generally refer to
copper, nickel, zinc, lead, cobalt.

2 OHSAS 18001: this series
of recommendations concerns
health and safety at work and

allows companies to manage
risks relating to their activity.

The singular identity
of a true « African child »

Mwana Africa — a mining company founded and managed by Africans — bases

its development strategy on diversity (geographical sites, minerals exploited) and
responsibility. Although employee safety is a priority, the company also mitigates the
impact of the crisis on local populations. It pays for its employees’ health care, provides
them with accommodation and access to education. This responsible approach, coupled
with its African identity, is extremely demanding on the company; but in return, it also

constitutes its main asset.

By Kalaa Mpinga, Chief Executive Officer of Mwana Africa

wana Africa means “African child” in

several Bantu languages spoken in East-

ern, Central and Southern Africa. It is
also the name of the first mining group held by
investors from Sub-Saharan Africa to be listed on
the London Stock Exchange’s Alternative Invest-
ment Market in October 2005.

One of the unique features of the company lies
in the structure of its team: former employees of
Anglo American South Africa with undisputed
expertise and an impressive number of contacts
and a group of businessesmen from Angola, the
Democratic Republic of Congo (DRC), Kenya,
South Africa, Zambia and Zimbabwe, who have
been successful on the continent. They all had
a long-term vision whereby the development of
the company would contribute to Africa’s growth.
Today, 20% of its capital is still held by African
players; this African origin influences its invest-
ment strategy and the way in which Mwana con-
ducts its operations on the continent.

The company, whose market capitalization reached
some USD 400 million prior to the financial crisis
in the autumn of 2008 (USD 83.7 million at Decem-
ber 10, 2010), has a pan-African vocation with all
its assets located exclusively in Africa: Angola,
Botswana, DRC, Ghana, South Africa and Zimba-
bwe. As well as being one of the only junior mining
companies to have such geographically diversified
assets, Mwana’s activity also focuses on several raw
materials (gold, diamonds, nickel, base metals'),
while most companies operating in Africa focus on
just one asset or one country.

A responsible approach, the key

to long-term success

In addition, all operations are managed by Afri-
cans and follow a responsible process, which is
considered to be one of the long-term keys to
success. Indeed, the company seeks to offer its
employees a safe working environment and look

after their health; it also makes efforts to mitigate
the environmental impact of its activities as much
as possible.

The company is aware of the fact that mineral
exploitation carries a high risk that cannot be
disregarded, and considers that it has the respon-
sibility to create an environment which guaran-
tees the safety of all its employees. Despite these
efforts, a fatal accident unfortunately occurred at
Mwana at the end of 2010. This is certainly lit-
tle compared to its 2,982 staff — 322 office staff
and 2,660 operators or engineers — , but it is,
of course, obviously already too much. The reo-
pening of the Freda Rebecca gold mine, located
in Zimbabwe and owned by Mwana, which had
been shut down during the period of hyperin-
flation in the country, provided an opportunity
to make huge improvements in terms of safety,
now a top priority. Similarly, this constant con-
cern is a cornerstone of the new procedures
defined by Bindura Nickel Corporation (BNC),
Mwana’s Zimbabwean subsidiary, for its reopen-
ing in 2011. BNC has consequently obtained the
Occupation Health and Safety Assessment Series
(OHSAS) 18001 certification,? which is interna-
tionally recognized in the mining industry for
health and safety at work.

The main public health problems encountered
in the regions where Mwana operates are either
caused by malaria or are AIDS-related. In order
to prevent and treat malaria, Mwana trains its
employees and their relations and provides them
with medication. Mwana Africa has set up anti-
AIDS community programs in Freda Rebecca,
Klipspringer (a diamond mine in South Africa)
and BNC. These programs include awareness-
raising campaigns, voluntary screening, health
care and training for local communities. Freda
Rebecca ensures employees infected with the
virus and their dependents have access to antiret-
roviral (ARV) treatment.
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By Kalaa Mpinga, Chief Executive Officer of Mwana Africa

e« Mwana also takes concrete measures to miti-
gate the impacts its activities have on the envi-
ronment. [t makes an optimal use of resources,
such as water, fuel and electricity. The manage-
ment systems in place comply with the ISO 14001
standard® (as early as in 2005 for BNC). This cer-
tification is also internationally recognized. Freda
Rebecca implements a program established in
compliance with the performance standards of the
International Finance Corporation, World Bank
and World Health Organization. As a general rule,
Mwana recognizes its obligation to rehabilitate
the sites where it operates and has made financial
provisions for this, particularly in Zimbabwe and
South Africa, in compliance with local laws.

Limiting the impact of difficult decisions

This responsible process was not affected by
the unprecedented turbulence observed on glo-
bal financial markets in 2008, which drastically
reduced available financing and caused a slump
in raw materials prices. For example, nickel prices
fell from USD 55,000 a ton to under USD 10,000.

Mwana had to resign itself to the fact that dif-
ficult decisions had to be taken. In November
2008, the decision was taken to shut down the
BNC nickel mine, which at the time accounted
for 100% of the Group’s turnover, in order to
conserve the liquidity of the Group and maintain
all its operations. The fact that Zimbabwe was in
a state of total decline - a victim of hyperinfla-
tion — made this decision even more difficult.
There was obviously the risk that stopping BNC’s
activities for nearly three years would have a
negative impact on the local population; indeed,
it can be estimated that for each employee, ten
members of the community benefit from the
mine’s activity. There was consequently the risk
that laying off 2,425 employees would ultimately
affect 30,000 people. To mitigate this impact,
Mwana therefore decided to continue to pay for
the accommodation, electricity and health care
of BNC’s employees during the closure.

The company’s African identity undoubtedly influ-
enced its decisions in this context. Despite the
unprecedented crisis in the mining sector over
these last two years, Mwana’s headcount has only
been reduced by 8.6%, whereas the price of nickel
saw a fivefold decrease over the same period.

These difficult decisions have allowed Mwana to
safeguard its future growth. The upturn in com-
modity prices and the improvement in Zimba-

bwe’s economic situation with the end of the
monetary chaos - following the abandonment of
the national currency which was replaced by the
US dollar — made it possible to resume operations
in Freda Rebecca. A budget of USD 6.2 million
was allocated to the first phase of works in 2009.
A USD 10 million loan allocated in November
2009 by the Industrial Development Corpora-
tion of South Africa should allow a production of
50,000 ounces of gold as early as in 2011. It has
been scheduled to resume BNC’s operations in
Zimbabwe this year.

Long-term development of local communities
The clout that the mining industry carries in cer-
tain African countries is unique. Its financing
requirements — estimated at several billion dol-
lars — and the investment potential it represents
would allow it to make a sizeable contribution to
the economic development of a country.

When the crisis hit its peak, Mwana continued
to make long-term investments, always with the
concern of supporting the development of local
communities, which are often located in remote
regions. Indeed, it boosts the local economy by
creating employment, helping SMEs to operate
and develop, providing outlets for service activi-
ties and subcontractors located close to the mine
(engineering, equipment maintenance, etc.) — not
to mention its impact on the development of local
infrastructure (roads, runways, telecommunica-
tions, etc.). For example, Mwana contributed to
the installation of a mobile phone network in [turi
Province in northeastern DRC, which did not exist
before its arrival. The impact of Mwana’s activi-
ties consequently does actually go well beyond its
direct contribution to employment.

Mwana therefore takes part in the development of
local communities; the company particularly con-
siders that their education is partly its responsi-
bility. For example, BNC provides all the resources
required for the primary education of its employ-
ees’ children and has set up a fund (BNC Chair-
man’s Fund) in order to facilitate access to second-
ary and university education. Each year, around
ten scholarships are also allocated to higher edu-
cation establishments that receive the deserv-
ing children of Mwana’s employees. BNC conse-
quently helps both the local university and the
Zimbabwe School of Mines to operate. In Freda
Rebecca, maternal, primary and secondary educa-
tion is supported via school modernization. Finally,
Mwana wishes to support redeployment for its ..

ISSUE 8 - JANUARY 2011 - THE MINING SECTOR: A LEVER OF GROWTH IN AFRICA? 23

? The ISO 14001 standard
is part of the “ISO 14000”
series of standards designed
to help businesses mitigate
their negative impact on the
environment.



Private Sectore

Development

The singular identity
of a true « African child »

By Kalaa Mpinga, Chief Executive Officer of Mwana Africa

... employees (for those that request it) towards
agriculture or craft industries, particularly by
helping them gain access to microfinance.

Finally, Mwana has anticipated measures aiming
to give local populations economic autonomy, for
example, by offering local investors a sharehold-
ing in the company. Today, the Chamber of Mines
of Zimbabwe, of which BNC and Freda Rebecca
are members, is negotiating with the govern-
ment over the application of the law promoting
the “indigenization” of Zimbabwean businesses.
47% of BNC, which is listed on the Harare Stock
Exchange, is already held by Zimbabwean pen-
sion funds and investors. Moreover, Mwana
has already announced the sale of 15% of Freda
Rebecca to alocal partner.

It should be possible to promote and reinforce
this method of firmly establishing companies at
the local level in other contexts, in other African
countries. It is certainly true that ever-increasing
efforts are demanded of Mwana as a result of its
African identity; but this demand is also an asset.
By being transparent and responsible, Mwana
Africa is both effective and recognized.

The limits of the model and how to improve it

The mining sector provides African States with
revenues. Unfortunately, the exploitation of
mineral resources is often at the expense of
local populations and the environment, which
makes its development difficult. There may be
no doubt that mineral exploitation can benefit
national economies, but the reforms introduced

in the mining sector during the 1980s and
1990s under the auspices of the World Bank*
and IMF would not appear to guarantee this
contribution. They are often criticized because
of the considerable incentive measures that
benefit mining companies. In addition, they
have undoubtedly contributed to reducing the
share received by African governments — a share
they absolutely need to finance their social and
economic development programs.

The mining industry should promote the devel-
opment of businesses in the countries where it is
established, which provide it with a whole range of
inputs. These businesses can build ties with other
local economic sectors and consequently find out-
lets and speed up the development of techniques
relating to mineral exploitation. The latter is by
nature not sustainable, the lifespan of a mine
is always limited as the resources end up being
exhausted. However, thanks to the ties built with
other economic sectors (upstream, downstream
and via by-products), a mine can be guaranteed a
certain level of sustainability. If their activities are
to truly benefit local populations, mining compa-
nies must adopt a long-term vision, give priority
to the development of sustainable mines and build
mutually-beneficial partnerships with the States
and peoples of the countries that host them.

It is possible to create wealth for the continent
and give Africans a greater share, provided the
continent’s mineral resources are exploited in an
integrated manner — and if this is to be achieved,
there must be consultation among all players. o
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Getting the mining sector to
work for Africa: the role of DFIs

The role played by Development Finance Institutions (DFIs) in the rapid development
of Africa’s mining sector has seen a slight downturn. This can be explained by the
strong presence of private investors. And yet DFIs do play a useful role: it is their
natural vocation to support risky projects that do not interest private investors. They
can also play a determining role in kick starting all the reforms needed in the sector:
better distribution of revenues, mitigation of social and environmental impacts...

By Jérome Bertrand-Hardy, Deputy Investment Director
and Xavier Darrieutort, /nvestment Officer at Proparco

ince 2002, a number of base metal and pre-

cious metal commodity prices — particularly

for gold and copper — have risen sharply. This
has prompted an increase in investments in the
mining industry, both in exploration and in com-
mercial operations. Africa has not been left out -
even though one could have imagined it would have
been able to benefit more from this keen interest.
Copper exploitation has resumed in Zambia, and
now also in the Democratic Republic of Congo
(DRO). The gold mining potential of Tanzania and
West Africa — with Ghana the leader — has been
confirmed. Itis expected that Madagascar will very
soon be producing nickel.

In view of this situation, Development Finance
Institutions (DFIs) should also logically have scaled
up their investments in Africa’s mining sector. The
reality is, however, more contrasted. There have
been relatively few opportunities for debt financ-
ing that meet the criteria for DFI investments.
Although institutions, such as the European
Investment Bank, have invested sizeable amounts
in projects to exploit copper in Zambia or nickel in
Madagascar, most mining projects in Africa pro-
duce gold and manage to obtain financing from
the markets. Proparco, for its part, has focused its
efforts on mining exploration, mainly by making a
total investment of USD 13 million in three Afri-
can Lion' investment funds, alongside partners
such as EIB, Investec or Rand Merchant Bank.
To date, thanks to these investments, six gold or
nickel mines have been opened in five countries by
junior companies, such as Red Back in Ghana, Gal-
lery Gold in Botswana, Albidon in Zambia. Even
though these companies have experienced mixed
fortunes and have sometimes been subject to con-
solidation processes, this type of investment does
appear to be particularly justified from a DFI’s
perspective. The exploration phase may require
less investment than the launch of the operating

phase, yet it is crucial to the development cycle
of a mining site. Junior companies are not always
viewed favorably, but at least some do employ
experienced professionals. Moreover, these com-
panies often do not have the capacity to put as
much pressure on local authorities as the major
players. This allows public authorities to negotiate
more profitable contracts. However, these compa-
nies lack resources, which can mean they do not
apply the best environmental and social practices.
African Lion has consequently decided — under the
impetus of its investors — to strengthen its envi-
ronmental and social requirements by monitoring
the companies in its portfolio more closely.

The investments made by DFIs such as Proparco
have consequently been lower than could have
been expected. This situation can be explained by
the obligation to only finance projects with strong
impacts on economic development, by the respect
for the principle of financial subsidiarity, and
also by the scale of the environmental and social
impacts of the projects.

Only finance projects that contribute

to economic development

The first condition for a DFI operation to finance
a mining project is the contribution this project
will actually make to the economic development
of the country and to poverty reduction. The
developmental impacts of mining investments are
gauged by the direct and indirect employment cre-
ated and the scale of fiscal revenues levied by the
State. In terms of job creation, mining projects
generally employ several hundred people that are
either unskilled or have a low level of skills. They
are generally recruited locally during the construc-
tion phase (the most intensive phase in terms of
labor). DFIs play close attention to the impacts
projects have on local employment. Some coun-
tries have legislation that requires a certain ...
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.+« percentage of local employees to be recruited.
For example, the agreement signed between the
Senegalese State and the Australian company
Mineral Deposits concerning the operating of the
Sabodala gold mine stipulated that the operator
had to train and employ local labor. At the end of
the day, 45% of employees were Senegalese and
came from regions immediately neighboring the
mining site (Mineral Deposits, 2010).

The tax system is also a tool that can help the
mining sector make a greater contribution to
the economic development of a country — pro-
vided, however, that the revenues States receive
are equitably redistributed to the population.
DFIs must ensure that fiscal regimes for min-
ing projects guarantee a fair level of remunera-
tion for States. This vigilance is even more
important in Africa, where the mining sector
often accounts for a large share of a country’s
exports and GDP. Donors must consequently be
careful not to finance projects using “fiscal opti-
mization” techniques, which deprive States of
the revenues they are entitled to. Proparco has
come across this type of arrangement in West
Africa. As the borrower was registered in a tax
haven, it was logical to wonder whether such an
arrangement amounted to reducing the taxable
base of the project, something which is unac-
ceptable for DFIs.

If the taxation of mining revenues is too low, it can
lead to governments renegotiating contracts and
a legal instability which can deter foreign inves-
tors. A few years ago, the governments of DRC and
Zambia, having observed that the conditions they
had granted to mining projects were too favorable,
engaged in an extensive process to renegotiate con-
tracts in order to gain a greater share of mining rev-
enues, which were on an upward trend at the time.

A principle of financial subsidiarity jeopardized
by highly liquid markets

DFIs only finance projects or businesses when
there is a lack of investors or private lenders, thus
respecting the principle of financial subsidiarity.
There is consequently less need for DFI invest-
ments in mining projects — even in Africa — due
to the strong presence of private funders in this
industry. This phenomenon is exacerbated by the
predominance of gold mining projects on the con-
tinent, which are generally financed by loans with
maturities of five years or shorter that specialized
banks are perfectly willing to offer.

The financial subsidiarity of DFIs is even less
relevant during periods of upward price trends.
Indeed, mining investments were bolstered by
the boom in the global raw materials market
which rose 39% between 2004 and 2009 (Raw
Materials Group, 2010). Mining companies gen-
erally had no difficulty in obtaining vast amounts
of financing from commercial banks and special-
ized equity markets, the first being the Toronto,
Sydney and London stock exchanges, which were
highly liquid at the time. The financial crisis,
which coincided with a slump on raw materials
markets, spared gold - a safe investment in times
of crisis - the prices of which soared to record
levels. A gold mine project in West Africa demon-
strates the fact that investors have not lost their
appetite for the yellow metal. It was entirely
financed by the promoter on its own equity,
despite the financial turmoil in 2009.

Projects with strong social and environmental
externalities

Most mineral extraction projects have an impact
- which is sometimes extremely strong - on nat-
ural capital and local populations. DFIs must sys-
tematically ensure that the projects they finance
comply with the environmental and social legis-
lation of the relevant country. Beyond this, the
reference international standards for mining
projects must be respected - particularly the
“Performance Standards on Social and Environ-
mental Sustainability” defined by the Interna-
tional Finance Corporation (IFC).

For example, Proparco has studied the fea-
sibility of a gold mining project in West
Africa, which required the displacement of
over 2,000 households, i.e. a total of roughly
11,000 people. The initial impact assessment
and resettlement plan did not provide for
measures to compensate people affected by
the project who earned their livelihood from
gold panning on the site of the future mine.
The application of IFC Performance Standards
makes financial compensation for the tangible
or intangible assets that are lost by displaced
persons mandatory. It also requires for them
to be rehoused in a new home and for their
incomes to be restored in a sustainable man-
ner. A mission to the project site was able to
ensure that the negative impacts of the project
had effectively been mitigated by its sponsors.
Despite these constraints, DFI investments in
Africa’s mining sector do offer a real added ...
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... value. Indeed, these investments are essential
in countries and metals which are seen as carrying
risks; they are also imperative for promoting the
best environmental, social and fiscal practices.

Higher level of risk taken

Although commercial banks continue to show
a high level of interest in short-term mining
projects, in the most common metals (such as
gold, nickel and copper) and in the most stable
countries on the continent, they are, however,
more cautious when it comes to long-term financ-
ing and countries and metals which present
a higher risk profile. DFIs have a mission to
respond to market discontinuities, for example,
by allocating long-term loans (10 years or longer)
that allow mining projects, which have sizeable
upfront investments, to be profitable thanks to
more extended repayment schedules. DFIs can
also support projects involving rarer and more
risky metals, for which there are no forward
hedging instruments to secure volumes and sale
prices. Finally, one of the missions of DFIs is to
take more risks than private funders by investing
in countries that are geologically rich, but more
unstable or less developed.

Promoting exemplary projects

If DFI investments are to guarantee the exem-
plary nature of the mitigation of the social and
environmental impacts of projects, it is essential
for the IFC Performance Standards to be system-
atically applied. These standards were reviewed
in 2006 and have de facto become the key refer-
ence standards for the responsible development
and financing of extractive projects in emerging
countries. They also widely inspired the Equa-
tor Principles® that have to date been adopted
by some sixty private financial institutions.
The eight IFC Performance Standards cover
extremely varied areas, which include human
resources, working conditions, pollution preven-
tion and mitigation, biodiversity conservation

and sustainable natural resources management.
These standards require a high level of involve-
ment of local populations in the project.

A fair distribution of revenues and greater
transparency

The overhaul of the mining sector tax system
must both ensure that States and mining compa-
nies receive a fair remuneration, and guarantee
the stability of the legal and fiscal framework in
order to attract investors. It is necessary to ensure
that Africa’s mining States do not enter into a
form of fiscal dumping, whereby they constantly
lower tax rates in order to attract investors.® Mini-
mum rates — which could become international
standards — could be defined under the impetus
of donors and in consultation with the different
players in the sector. Tax exemptions must be less
systematic and should be approved by national
parliaments. Greater transparency in transactions
between States and mining groups, in line with
the recommendations of the Extractive Industries
Transparency Initiative (EITI),* will strengthen
their legitimacy. This will also make it possible to
measure the developmental impacts of projects
more accurately. DFIs have a key role to play in all
these reforms in terms of both their application
and widespread implementation.

DFIs should be neither excessively proud nor
ashamed of the results achieved by their invest-
ments in Africa’s mining sector in recent years.
They tend to be left on the sidelines due to the
dynamism of private investors and the specific
constraints of extraction projects. Yet this must
not lead them to stay away from the sector. They
must remain true to their mission and invest in
areas where the private sector is absent. In addi-
tion, they can play a key role in the widespread
implementation of good environmental, social
and fiscal practices — prerequisites for the sus-
tainable and equitable development of Africa’s
mining sector. @

Development
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he price of mineral raw materials skyrock-

eted in the early 2000s on the back of the

huge appetite of emerging countries, such
as China, India and Brazil. The financial and eco-
nomic crisis that shook the planet and brought a
number of countries into recession sparked a fall
in prices — except for gold, which was seen to be
a safe investment. But prices once again saw an
upward trend in 2010 - particularly for tin, copper
and aluminum; their levels have now reached or
even topped those of the summer of 2008. Most
experts today estimate that there are good days
ahead for the mining sector and that it could have
a knock-on effect on the entire African continent.

An opportunity not to be missed for Africa

This situation indeed constitutes a historic oppor-
tunity for Africa which must not be missed. The
continent has a wealth of mineral resources and
major advantages it can exploit. For example, it
is estimated that by 2015 Africa will provide 78%
of global platinum production, 60% of cobalt and
57% of manganese and diamonds. South Africa
has a mining tradition that dates back over a cen-
tury and enjoys both invaluable expertise and a
vast network of small specialized companies.

The liberalization of Africa’s mining sector — which
had previously been dominated by State-owned
companies that were running out of steam — was
briskly led by the World Bank in the 1980s and
1990s. It opened the continent up to exploration
and simultaneously attracted a whole host of new
junior players from Canada, Australia, Ireland,
but also from Africa, China and India. In 2009,
four companies from emerging countries ranked
among the world’s top ten players in the sector.
Eleven ranked among the top thirty - three of
them are South African. The exploration expendi-
ture of mining companies in Africa tops the 15%
mark, except for in 2008 and 2009 (the crisis
years); they now fall within the global average.

Challenges to be met

Africa can hope to play the “leading role” and
finally benefit from its mineral wealth in order to
develop and reduce poverty. But to achieve this, it
must face some major challenges.

It must first and foremost create a local industry
for mineral resources development. The revenues
generated by the sector are today primarily related
to raw materials exports, which only account for a
tiny amount of potential revenues from finished or

semi-finished products. Mineral extraction is highly
capital-intensive and is a practically self-sufficient
economic activity. The companies are mainly foreign:
they build very few ties with the local economy, con-
tribute little to promoting the private sector and cre-
ate relatively few jobs. In addition, they import the
bulk of their extraction equipment, as well as tech-
nical and financial services and the management
required for mining exploration and exploitation.

The last challenge concerns fiscal revenues from
the mining industry. From this perspective, it has
to be admitted that mining industry has not man-
aged to create as many spillover effects as those
from the petroleum industry. The reforms of the
1990s led to the implementation of attractive fis-
cal systems for investors. Yet many NGOs con-
sider that these preferential systems have been
too profitable for mining companies. They also
condemn — and they are not the only ones to do so
— the African governments that refuse to have the
agreements they have signed with mining com-
panies scrutinized by their parliaments and their
citizens. Finally, they criticize companies that
continue to exert pressure in order to obtain tax
exemptions and fail to publish what they earn and
what they pay to the governments of the countries
where they operate. And when one considers the
projects that use “fiscal optimization” techniques
- or even involve fraud in some cases — African
Treasury Departments are ultimately deprived of
millions of dollars of revenues every year.

Promoting sustainable development

in the sector

Many countries sought to cash in on the price boom
between 2003 and 2008 and set out to reform their
mining tax systems in order to readjust revenue
distribution to their advantage. Yet these processes
have all been interrupted by the recent drop in
prices. However, the definition of a balanced legal
and fiscal framework that is both attractive for inves-
tors and preserves the interests of States and local
communities must continue to be a top priority. At
the same time, the way revenues are managed - a
sensitive issue, which is a matter of State sovereignty
- must comply with good governance practices.
The increasing amount of international involve-
ment aims to promote this — one example being the
Extractive Industries Transparency Initiative (EITI).
It has been the most widely used tool in recent years
for promoting better governance of revenues from
natural resource exploitation in producing countries.
EITI gathers States, private companies and civil ...

ISSUE 8 - JANUARY 2011 - THE MINING SECTOR: A LEVER OF GROWTH IN AFRICA? 28



Lessons learned from this issue

Private Sector Development

By Benjamin Neumann, Editor in Chief

««« society on a voluntary basis. In order to “take up
the gauntlet” and promote sustainable development
in the sector — economically, socially and environ-
mentally —, Africa must implement good governance
practices at the national, regional and even interna-
tional level.

It must also scale up investments and build local
capacities. Developing the infrastructure network
will also enhance the attractiveness of Africa’s
mining sector and help other economic sectors
to develop rapidly — the remoteness of some min-
ing basins can, for example, put off certain inves-
tors. The challenge consequently lies in defining
and applying a comprehensive planning policy
for development and getting the mining sector to
work for the industrialization and economic diver-
sification of producing countries.

It is also essential for African States to take on
board a geological and economic understanding

of their mining potential by making an accurate
inventory of their mineral resources. Finally, if
sustainable development strategies in the sector
are to be successful, Africa needs an administra-
tion equipped with financial resources and man-
aged by experienced executives.

Although the role played by Develop-ment
Finance Institutions — whose principle of sub-
sidiarity has been jeopardized by highly liquid
markets — has seen a downturn in recent years
in spite of the boom in the mining sector, their
investments do offer a real added value. Indeed,
they are essential in countries and for invest-
ments in metals which are seen as carrying risks;
they are also imperative for promoting the best
environmental, social and fiscal practices because
they not only ensure that the projects they
finance comply with local legislation, they also
ensure that they are in line with international
benchmark standards. e
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