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sector
» Dynamics between the central government and states, as
well as sectarian tensions, will dictate the level of sub-

sovereign pressures a company might experience

3. Outlook under current commodity price

environment

In practice, governments in recent years have been
pursuing “pragmatic” resource nationalism by paying
more attention to balancing their fiscal take while also
ensuring ongoing investment into the mining sector.
In contrast to previous bouts of resource nationalism,
governments are more sensitive to the downside of the
commodities price cycle and concerned with maintaining
global competitiveness. As such, resource nationalist policy
changes pursued by governments in the past two years have
generally not driven away investment, but that condition
will depend heavily on whether commodities prices are
able to hold up. As commodities prices have fallen from
their 2011 highs through 2012 and into 2013, governments,
while not backing away from resource nationalism, will
be even more likely to ensure that their policies remain
pragmatic and moderate. Yet the mining sector will continue
to contend with additional resource nationalist policies as
amid weaker economic conditions, mining companies are
still viewed as generally profitable and therefore will still

be seen as an easy target for additional revenue extraction.
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Figure 1: Structural budget balance, select producing countries

4. Recent examples of resource nationalism

Since a surge in minerals demand primarily from
a rapidly growing China drove a major upturn in the
commodities price cycle starting in 2009, governments
have since passed a number of resource nationalist policies
to increase their revenues from a profitable mining sector.
As a review of some of these policies suggest, however,

policymakers have generally strived to strike a pragmatic

balance between additional fiscal or regulatory demands and

ensuring a favorable investment environment. Nonetheless,
each country’s policies will primarily be driven by domestic
political, economic, and social realities, so the degree of

resource nationalism will vary from country to country.

Australia:

Australia is generally considered to have one of the
most transparent and stable regulatory regimes for mining.
Yet even developed countries like Australia are not immune
to resource nationalist policies. After her election in 2010,
Prime Minister Julia Gillard made returning the budget
to surplus a top priority for her government. In order
to achieve that goal, the government passed a Minerals
Resource Rent Tax (MRRT) on large iron ore and coal
companies, which passed in late 2011 and took effect in
July 2012. The MRRT, however, is actually a significantly
milder version of former Prime Minister Kevin Rudd's
original and highly unpopular Resource Super Profits Tax.
Gillard’s revisions, which came about following intense
negotiations with Australia's three largest miners—BHP
Billiton, Rio Tinto, and Xstrata—included slashing the
headline tax rate and raising the profits threshold at which
the tax takes effect. The negotiated settlement on final
terms demonstrated a more pragmatic approach taken by
the Gillard government compared to her predecessor’s
proposal. Yet, Australia’s move in this direction can be
viewed as the trigger for the most recent bout of resource
nationalism globally as it provided other countries with the

confidence to pursue similar measures.

Peru:

Recent developments in Peru offer a clear example
of pragmatic resource nationalism. During the campaign
season leading up to June 2011 elections, then-candidate
Ollanta Humala promised to extract greater rents from the
mining sector through the imposition of a windfall profits
tax. Humala’s rise rattled investors and led to concerns
about a major tax grab. After assuming office, though,
Humala pursued close negotiations with mining companies
and in late August announced an agreement with mining
companies on additional taxes. The government shifted
away from a royalty system based on sales to one based
on operating profits, a move supported by the industry.
Companies without stability agreements would pay
between 1% and 12% of profits, while those that previously

signed stability contracts pay a special mining burden tax of




between 4% and 13.2%, depending on operating margins.
The overall tax level and the government’s willingness
to consult with mining companies shows a degree of

moderation and restraint that eased investor concerns.

Chile:

Nationwide demands for increased social spending
prompted Chilean President Sebastian Pinera to introduce
a tax reform package last year that hiked the corporate tax
rate from 17% to 20% indefinitely (following a temporary
hike to fund earthquake reconstruction that was set to
expire in 2013). This move was preceded by developments
in 2010 when the vast majority of medium- and large-
sized mining companies voluntarily agreed to pay higher
royalties for three years in return for a six-year extension of
the tax stability period that began in 2005 and ran through
2017, also to fund reconstruction. Through this deal, mining
companies can lock in a 4%-5% royalty rate through 2023
and avoid a variable rate of 5%-14% from 2018 onward,

depending on operating margins.

Indonesia:

In March 2012, the Indonesian government announced
the decision to force foreign mining companies to divest
at least 51% of their ownership within 10 years of starting
operations. The announcement illustrates the growing trend
toward resource nationalism in Indonesia that is likely to
increase ahead of 2014 elections and probably continue
beyond. The government has also embarked on full scale
contract renegotiations with mining companies to increase
government revenue by altering royalty schemes. In
addition, the government imposed a 20% export duty that
took effect in May 2011 on 65 categories of unprocessed
ore to promote more domestic value-added processing,
but that measure was struck down as unconstitutional by
the Supreme Court. More recently, prompted by fears over
a loss of revenues from falling exports, the government
backed away from plans to ban exports of low-calorie
coal (meant to promote domestic processing), although
eventually the government will move to limit exports in

favor of domestic consumption.

Zambia:
Despite more populist rhetoric during the election

campaign in 2011, Zambian president Michael Sata did

not steer Africa’s top copper producer toward aggressive

resource nationalism that had concerned investors. In
particular, Sata decided to forego a dreaded windfall profits
tax, which was viewed as the most onerous option on the
table by mining companies. In the end, Sata's consultations
with mining companies, donors and tax experts convinced
him that a royalty increase would be more palatable to
investors and easier to enforce. While the chamber of mines
wanted to hold the royalty increase to one percentage point,
the Sata government opted for doubling royalties from 3%

to 6% after extrapolating likely impacts on miner profits.

5. Future trends in resource nationalism

Looking forward, despite a more recent downturn in
commodities prices, governments across the world continue
to eye additional revenues from the mining sector through
forthcoming resource nationalist policies. Future measures,
however, will have to contend with a more credible risk of

investment withdrawals by mining companies.

Democratic Republic of Congo (DRC):

Resource nationalism will likely be a significant
problem for copper producers in the DRC, where the
government will try to pass a tough new mining code this
year, when the current mining code's stabilization period
expires, with higher royalties and taxes likely. State equity
stakes in future projects could be modeled on Guinea's
recent changes to grant the state 15% free-carry in projects
and the option to buy an additional 20%. On top of this,
weak rule of law and widespread corruption produces an
extra layer of provincial rents (in part because the central
government refuses to let producing provinces retain 40%

of their revenues, as stipulated in the constitution).

Brazil:

The Dilma Rousseff government is poised to shortly
present its new regulatory framework for the mining
sector, probably through an executive decree. The
proposed changes will increase state control over the
sector by imposing stricter timeframes for investments and
requirements for value-added processing and minimum
local content. In addition to nearly doubling current royalty
rates, probably through a sliding scale mechanism allowing
for variations based on mineral category, the administration
is also expected to broaden the sector's tax base and create
a special participation tax, which would go directly to the

federal government.
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12th Five-year Plan of India - Emphasis on
Social Infrastructure to Boost Economic Growth

In India, Five Year Plans are considered very important
as they set objectives and the roadmap for economic
development of the country. Several policy decisions,
including the union budgets and the monetary policies
of the Reserve Bank of India (RBI), are prepared to help
achieve the Plan targets. The Plan’s importance can be
understood from the fact that the Prime Minister of India is
the Chairman of the Planning Commission that develops,

executes and monitors the Plan.

1. Introduction of the 12th Five-year
Plan
The latest 12th Five Year Plan (2012-2017) was
approved at the end of December 2012. Its motto is “Faster,
Sustainable, and More Inclusive Growth,” and in order to
achieve growth, it has set the following targets:
» Annual average GDP growth rate of 8.2%, a rate that is
higher than the 7.9% growth rate of the 11th Plan.
* Growth rate of 10% for the manufacturing sector.
+ Infrastructure investments to be 9% of the GDP,
compared to 7.1% in the 11th Plan.

* Create 50 million new jobs in non-agricultural sectors.

2. Huge Emphasis on Infrastructure
Development
The main highlight of the Plan is its target of US$ 1
trillion for new investment in infrastructure (Table 1).

Table 1: 12th Plan — Infrastructure Investment Targets (cumulative)

Sector USS$ Bn Share (%)
Power 331 323
Roads & Bridges 176 172
Telecom 172 16.8
Railways 118 11.5
Irrigation 92 9.0
Water Supply & Sanitation 46 4.5
Ports 36 35
01l & Gas Pipelines 27 2.6
Auirports 16 1.6
Storage 11 1.0

Total 1,025 100

Source: Planning Commission, Government of India (2012)
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This target looks ambitious as it is double the target of
the 11th Plan, which itself fell short of target (estimated to
realize 92.8% of the target infrastructure investments). It
has a huge focus on social infrastructure — power, transport
especially railways, water supply & sanitation, which

matches with the focus areas of Hitachi’s business.

2.1 Power (US$ 331 billion)

The 12th Plan has set a target to increase India’s power
generation capacity by 88,000 MW, which is almost 42%
of the current capacity (210,500 MW), by 2017. About
80% of this target capacity is coal-based. So, achieving this
target will be a challenge, because India has a shortage of
domestically produced coal. In fact, power sector fell short
of target by 30% in the 11th Plan also (Fig. 1). To promote
alternative sources, the Plan targets to add renewable
capacity of 30,000 MW, a significant increase in the current
capacity (24,500 MW). It has a special focus on wind
(15,000 MW) and solar (10,000 MW) energy.

Target

Actual

0 20,000 40,000 60,000 80,000
Source: Planning Commission, Government of India (2012)
Figure 1: 11th Plan — Additional Power Generation Capacity (MW)

In order to make power transmission and distribution
(T&D) efficient, the Plan focuses on the following areas:
» Develop technologies for transmission lines of 765 KV
& 1000-1200 KV, and gas insulated substations.
» Promote smart grids through a number of pilot projects,
phased installation of smart meters, and extend
Supervisory Control and Data Acquisition (SCADA)

system to 100 additional towns.

LR R N A R N R N R R N I R R R R N N R R N R N R RN RN RN R RN RN NN Y]



2.2 Railways (US$ 118 billion)

India has the world’s fourth largest rail network with
a total 64,000 km of track. But, it does not have any high-
speed rail lines capable of supporting speeds greater than
200 km/h. Recognizing this, the 12th Plan has a goal to
complete feasibility studies for six identified high-speed
corridors (Table 2), undertake at least two detailed project
reports and develop one corridor for construction. But, it
will take several years as massive funds are required to
build a high-speed network, and civil & safety standards

also need to be upgraded to run these trains.

Table 2: 12th Plan — Six High-Speed Rail Corridors

Corridor Km.
Delhi—Agra—Lucknow—Varanasi—Patna 990
Pune-Mumbai—-Ahmedabad 650
Chennai—Bangalore—-Coimbatore—Emakulam 649
Hyderabad—Dormakal-Vijaywada—Chennai 644
Delhi—Chandigarh—Amritsar 450
Howrah—Haldia 135

Source: Planning Commission, Government of India (2012)

There is a plan to complete two Dedicated Freight
Corridors (DFCs) on the eastern and western routes at an
estimated project cost of US$ 19 billion. This will help in
the transportation of coal and steel on the eastern corridor,
and containers for commodities on the western corridor.
The Plan focuses on modernizing signaling systems with
advanced technology and developing systems to improve
safety. These technologies will address safety concerns
for the Indian Railways, which has been plagued by rail
accidents. In fact, during 2007-2011, of 177 rail accidents
that occurred globally, 15% happened in India alone.

2.3 Water Supply & Sanitation (US$ 46 billion)
Rapid urbanization, increase in population, and
industrial growth have put severe stress on water resources.
To address this challenge, the 12th Plan focuses on water
management systems by pursuing the following initiatives:
» Enforce water returns (like annual tax return) and
water audits for industrial users to promote water
conservation technologies.
» Promote industrial reuse and recycling of wastewater
through incentives and regulatory frameworks.
According to industry estimates, if the current pattern of

demand continues, about 50% of the demand for water will

be unmet by 2030. Therefore, implementation of planned

policies will be essential for water conservation.

2.4 Other Key Measures
» Increase the oil refining capacity by 100 MMTPA
(million metric tonnes per annum); formulate policy
for exploration and production of shale gas.
» Implement Electronic Toll Collection (ETC) system for
all 150 toll plazas on the National Highways.
» Invest US$ 660 million to improve Air Navigation

Services (ANS) and air safety infrastructure.

3. Policy Developments
3.1 Initiatives for Manufacturing Growth

To boost manufacturing, the 12th Plan emphasizes
policy initiatives such as reforms in the land acquisition
process, setting-up NIMZs (National Investment and
Manufacturing Zones), encouraging technology and R&D
investments from the private sector, and pursuing policies to
improve the skills of workforce. To address environmental
concerns, the Plan proposes to expand the scope of the
Perform Achieve and Trade (PAT) program to promote
energy efficiency, and create a Green Technology Fund to

promote the development of green technologies.

3.2 Focus on Private Sector Investments

The Plan focuses on increasing the role of private sector
through models such as Public-Private-Partnership (PPP).
Its target is to increase private sector investments from 38%
of total infrastructure investment in the 11th Plan to 48% in
the 12th Plan. More private investments will help address
the problem of insufficient government funding due to

India’s high fiscal deficit (5.9% of GDP in 2011-12).

4. Conclusion

The Plan emphasizes infrastructure growth and capacity
building to achieve faster economic growth. For this, it stresses
policy reforms to facilitate investments. However, due to
sluggish economic conditions, financing challenges, and policy
paralysis, it is likely to miss its USS$ 1 trillion investment target.
The HRI India Research Group will continue to monitor the

progress and achievements of the 12th Five Year Plan.
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THE INTENTION ECONOMY
-When Customers Take Charge-
By Doc Sears
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