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Abstract

MANAGING THE MINERALS SECTOR:
IMPLICATIONS FOR TRADE FROM PERU AND COLOMBIA

Jane Korinek, OECD

Managing and regulating the extractive industries can pose substantial challenges to minerals-
rich countries. Aiming to overcome the “resource curse”, some countries attempt to generate greater
gains from their natural resources by using trade policy instruments such as export restrictions. Others
look to create a balanced regulatory framework to maximise gains from sustainable extraction and
minimise the negative spillover effects. Colombia and Peru have aimed to do the latter. This study
examines their experiences as regards some aspects of the management of their extractive industries.
In particular, it examines the design of the tax system as it applies to non-renewable resources, the
reform of the distribution of revenues from the sector, and strategies for tackling illegal mining. These
policy areas are important to ensure that the extraction of natural resources benefits the economies and
societies of the two Andean nations.
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Executive Summary

Managing and regulating the extractive industries can pose substantial challenges to minerals-
rich countries. Aiming to overcome the “resource curse”, some countries attempt to generate greater
gains from their natural resources by using trade policy instruments such as export restrictions. Others
look to create a balanced regulatory framework to maximize gains from sustainable extraction and
minimize the negative spillover effects. Colombia and Peru have aimed to do the latter and have met
with both challenges and some successes.

This study examines the experiences in Colombia and Peru as regards some aspects of the
management of their extractive industries noting that both governments have strived to regulate and
manage their natural resources without resorting to distortive trade policies such as export restrictions.
In particular, the study examines the design of the tax system as it applies to non-renewable resources,
the reform of the distribution of revenues from the sector, and strategies for tackling illegal mining.
These policy areas are important to ensure that the extraction of natural resources benefits the
economies and societies of the two Andean nations.

One way in which the extractive industries contribute to the wider economy is through the
collection of tax revenue and its distribution. Historically, the Colombian regions where oil and
minerals are extracted received the highest share of transfers from royalty payments by the extractive
industries. Despite this, these regions were also the most impoverished: spending of royalty revenues
was inefficient and corruption was widely documented. In 2011, Colombia passed an ambitious
reform of the system of distribution of royalties from its extractive industries with the aim of
allocating revenues more widely and ensuring more careful oversight of their spending. Revenue from
royalties is now distributed according to a clear set of criteria, to be expended on infrastructure
projects, and represents a large step in the direction of accomplishing the objectives of the reform.
Greater monitoring and oversight of spending is an integral part of the reform and is explicitly funded.
Much remains to be done, however, to ensure project and budgetary monitoring, to guard against
fractioned spending on small infrastructure projects, and to ensure access to project funds by the
regions and municipalities that need it most.

Peru is in a similar situation as Colombia was before its 2011 reform: much of the revenue from
extractive industries in Peru flows to the sub-national governments in the regions where extraction
takes place. In addition, funds are allocated in piecemeal fashion thereby allowing smaller than
optimal infrastructure projects and there is little oversight. Corruption is widespread: nine of Peru’s 25
regional presidents were accused of mismanagement of funds in irregular concessions and public
expenditure in 2014. These indictments represent a precious opportunity to reform the way in which
royalties and corporate tax from extractives are distributed and dispersed in Peru.

A first step toward reducing corruption and ensuring public oversight is transparency. The
Extractive Industries Transparency Initiative (EITI) brings to light any irregularities between the
payment and reception of mining taxes and discloses the results publicly. Peru is the first country to
disclose its earnings at the sub-national level within the context of the EITI. Increased transparency
will not resolve existing corruption problems but it may lead to greater accountability in the process.
Colombia was admitted as an EITI candidate in October 2014.

There is a trade-off in tax design between risk sharing among public and private sectors and ease
of tax calculation and collection. In Peru, all taxes pertaining to the mining sector are calculated on the
basis of operating margins. Thereby firms are taxed at a higher rate when they are more profitable, e.qg.
during times of high commodity prices, and at a lower rate when they are less profitable. These taxes
are harder to calculate and collect, however, as there is an asymmetry of information between tax
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collectors and firms. Issues such as transfer pricing, although outside the scope of this paper, are of
relevance in both Peru and Colombia.

One of the challenges to the mining sector in both Colombia and Peru is the presence of informal
and illegal mining, particularly of gold. Challenges linked to informality include environmental
damage, worker safety, non-compliance with technical norms, non-payment of taxes and royalties, and
job insecurity. The informal sector is highly correlated with smuggling across borders of both inputs to
and output of the extractive industries.

Perhaps the most pressing problem as regards informal gold mining is the use of mercury.
Mercury contamination has been described by some officials as a disaster waiting to happen. Signing
the Minamata Convention to do away with mercury use in artisanal and small mining was of prime
importance—ensuring its implementation will be crucial. In particular, ensuring that mercury use and
smuggling of the substance stops in accordance with obligations taken under the Convention may
prove challenging.

In response to these challenges, the governments of Peru and Colombia have taken steps to
formalize artisanal and small mining (ASM) operations. Some of the complex requirements to enter
the formal sector are difficult to comply with, however, given the limited resources and low levels of
education of many miners operating outside the formal sector. Few miners have been formalized
through these processes to date in either Peru or Colombia. In Colombia, the newly-implemented
contract system by which miners are grouped around a mining title-holder may help toward
formalization.

Alternative models of support to small producers could help them gain access to international
markets and integrate into the formal economy. The Chilean national mining firm, for example, and
the Colombian Federation of coffee growers buy the raw material from small and artisanal producers,
further process and add value through global marketing, and facilitate access to international markets
for the processed product.

Integrating small-scale suppliers of gold into the formal economy through better regulation is
certainly important. At the same time, instruments on the demand side can be used, in particular
leveraging consumers’ preferences for sustainably produced gold. A number of initiatives exist in this
area. Certification systems outline sustainable practices for artisanal and small-scale mining. They also
respond to demand from some gold buyers, in particular luxury brands, for sustainable, secure,
certified supply chains. Peru has been at the forefront of some of these initiatives. Although the
quantities of gold that have been certified to have been mined sustainably are small, there is scope for
expansion. Competing standards and initiatives frustrate efforts of retail firms to manage their
reputational risk. The scale of the environmental and social damage caused by illegal gold mining in
the Andean region, as well as elsewhere, coupled with the demand by the retail sector for sustainably
mined gold, suggests the necessity for a plurilateral solution.

There is a long history of challenges in the management and regulation of the extractive
industries in Colombia and Peru and many of these challenges remain. Some of the recent reforms and
initiatives, not least the reform of the royalties distribution system in Colombia and recent initiatives
in Peru to promote sustainable ASM gold mining by leveraging the supply chain, represent a positive
evolution. These policies have been undertaken without recourse to distorting trade policies.
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1. Introduction

Governments of countries that are rich in natural resources have experienced challenges in
managing extractive industries since their economic activity started. The potentially high value of the
underground resources may attract more risk-taking or unsustainable behaviour encompassed in the
“gold rush mentality” or “cowboy behaviour” of some mining firms, in particular in situations of
under-regulation. One particularity of the extractive industries is that they can attract more investment
and economic activity than the business climate can fully accommodate; another fundamental
difference is that in the extractive sectors, investment is undertaken not only for business reasons but
importantly as a function of geological constraints.

In order to manage their natural resources, some countries have chosen to apply distortive trade
policies. More countries use export restrictions—Dbarriers to export of minerals and metals—now than
in the last decade (OECD, 2014c). OECD studies show, however, that export taxes and quotas are not
the best way to manage the extractive industries and, in addition to leading to lower global welfare, do
not benefit the countries that apply them (OECD, 2014c).

Governments apply export restrictions for a variety of reasons ranging from promotion of the
downstream processing industry to generating government revenue to protection of the environment
and conservation of natural resources. There are many policy tools available to resource-rich
governments to manage the minerals sector with a view to achieving these objectives. Some countries
have been successful in managing their minerals sector for a wider set of policy objectives without
resorting to distortive trade policies such as export restrictions. Two countries that have been
particularly successful in managing their minerals sectors without resorting to export restrictions are
Chile and Botswana; they have been examined in two separate studies in this series (Korinek, 2013
and Korinek, 2014).

This study examines experiences in some aspects of the regulation and management of extractive
industries in Colombia and Peru. In particular, it outlines the main taxes that are levied on the minerals
sector (section 3); the system of distribution of revenue from the sector (section 4); and strategies for
tackling illegal mining (section 5). Lessons that can be learned from Colombia and Peru for other
minerals-rich countries in the concluding section (section 6) and remaining challenges are outlined.
Before examining the policies that regulate and manage the minerals sector, a brief examination of the
economic situation in both countries follows.

2. The economic context
Colombia

Colombia is Latin America’s fourth largest economy behind Brazil, Mexico, and Argentina. The
size of its economy in 2013 was estimated at USD 378 billion. Experiencing strong growth for the past
decade, Colombia’s economy has almost doubled in real terms since the early 2000s. During this
period, the annual growth rate remained above the OECD average maintaining positive growth even
during the global downturn in 2009 (Figure 1). However, despite the strength in the overall economy,
GDP per capita remains 66% below the OECD average. A recent OECD Economic Survey on
Colombia attributes the lower average income per capita to low labour productivity (OECD, 2013).

The structure of the economy has changed little since 2000. The services sector, comprised
mainly of commercial and financial services, is the largest sector of activity and accounted for 57% of
economic activity in Colombia in 2013. Mining and energy contributes 15% to the overall economy
(Figure 2). However, it should be noted that this refers to the formal economy. The informal economy
in Colombia is among the highest in Latin America; in 2009, over 60% of the Colombian workforce
did not contribute to social security and were thus considered part of the informal sector according to
the 2010-2014 National Development Plan.
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Figure 1. Real GDP annual growth rate
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Figure 2. GDP* by sector of activity, 2013

Agriculture
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Manufacturing
Services 12%
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* Provisional 2013 estimate of added value in current prices.
Source: Banco de la Republica, Colombia, ISIC Rev. 3.

Colombian exports represented 16% of GDP in 2013. Major export products include petroleum
(55% of total export value), agriculture products (11%), and coal (11%) whose prices are largely
determined on international markets. As a result, Colombia’s economy is susceptible to external
developments such as commaodity price fluctuations and changes to the global financial situation.

The composition of exports has evolved over time with both petroleum and coal exports making
up a larger share of total export value (Figure 3). Agriculture products, of which coffee exports make
up about a third, had accounted for almost a quarter of total export value in 2000, dropping to 11% by
2013. In 2013, the share of extractive industries—petroleum and minerals and metals—had reached

69% of total exports.
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Figure 3. Export composition 2000 and 2013
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Improvements in the country’s security situation and economic stability coupled with favourable
commodity prices have led to dramatic increases in foreign direct investment. FDI increased seven
times between 2000 and 2013. The principal sectors for investment were petroleum and mining which
accounted for half of FDI flows during this period. The ratio of foreign direct investment in these
sectors to GDP was 2% 2013 (Figure 4).

Figure 4. Foreign Direct Investment flows, Colombia
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Source: Banco de la Republica, Colombia.

Peru

Peru is one of Latin America’s top performing economies. Over the last two decades, Peru’s
GDP increased three fold in real terms and consistently outperformed other countries both within and
outside of the region. Annual growth rates since the early 2000s average 5%, often well above the
OECD average, and Peru managed to maintain positive growth even during the economic crisis (see
Figure 1 above).
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Peru’s production structure is relatively diverse. While services accounted for over half the GDP
in 2013 (Figure 5), manufacturing and mining activities are also important sectors of the economy
making up 16 and 10% of the total added value, respectively. Agriculture and construction also
contributed 7% each to the overall economic activity in the country.

Figure 5. GDP* by sector of activity

Agriculture
7% Oil and gas
3%

Mining
10%

Manufacturing

Services 16%

55%

Electricity, gas and water
0,

Construction 2%

7%

* 2013 estimate of added value in current prices.
Source: Instituto Nacional de Estadistica e Informatica (INEI), current prices.

Peru is a major producer in the mining industry. Rich in natural resources, it is Latin America’s
top producer of gold, lead, tin, and zinc, and is the third largest producer worldwide of copper, silver,
tin and zinc (Table 1). The country also has abundant mineral reserves, notably of silver and copper.

Table 1. Peru a major global producer of metals

Metal Rank in Latin America Rank Worldwide
Copper 2m 3"
Gold 1 6"
Lead 1* 4"
Silver 2" 3"
Tin 1 3¢
Zinc 1% 3¢

Data refer to 2013.
Source: U.S. Geological Survey, Mineral Commodity Summaries, January 2015.

Mineral production in Peru increased for most commodities compared to 2001 levels (Figure 6).
Copper production steadily increased over the period, almost doubling in volume between 2001 and
2013. Similarly, molybdenum and iron production exhibited strong growth which slowed in 2009
when commodity prices were in sharp decline. The end of the decade saw lower output relative to the
period of high commaodity prices in the mid-2000s. By 2013, production of gold, tin and lead declined
between 11% and 39% from their levels in 2007.
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Figure 6. Metallic mining production in Peru
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The mining sector is an important source of government revenue. At its peak, taxes from the
mining sector accounted for a quarter of total internal tax revenues for the Peruvian government
(Table 2). Tax revenue from the sector fell to 9.4% of the total tax revenue, partly due to the decline in
the price of copper and some other metals.

Exports’ contribution to the economy has always been robust: in 2012, exports amounted to
USD 45.6 billion or 24% of GDP. Minerals and metals accounted for more than half (57%) of the
country’s exports.

The export composition has changed over time (Figure 7). Copper ores and concentrates
accounted for 18% of the total export values in 2013, up from 2% a decade earlier. The gain in export
share resulted from both an increase in production and world price. The enabling policy environment
that has evolved in Peru has been very important as a backdrop to these changes (see Box 1). Exports
of fuel also accounted for a larger share of exports in recent years, while the share of food products
and textiles fell by half.

Table 2. Mining share in tax revenues in Peru

(Million Nuevos Soles)

2002 2003 2004 2004 2006 2007 2008 2009 2010 2011 2012 2013
Total Internal tax revenues 18707 21349 24018 28002 36941 43616 46956 45420 53521 64206 72463 76683
Taxes from mining 689 1002 1741 3123 7731 10761 8985 4859 8132 11258 10633 7181
Mining’s share of total 3%  54% 7.2% 112% 209% 247% 194% 10.7% 152% 175% 147%  94%

Source: Superintendencia Nacional de Aduanas y de Administracién Tributaria (SUNAT), Instituto Nacional de Estadistica e

Informatica (INEI).
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Figure 7. Export composition, 2000 and 2013
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Box 1. Import substitution to trade openness in Peru: A historical view

Peru’s economy has changed substantially in the last two and a half decades. In 1990 a change in government
and economic policies was brought about by the most severe economic and political crisis in the country in recent
times. Inflation in 1991 was 7650%; industrial production had fallen by 20% in two years (GATT, 1994). Public
expenditure was severely curtailed due to a fall in revenue collection and the government’s incapacity to borrow.
Corruption was widespread and the presence of independence movements and growing terrorism by groups such as
Shining Path and Tupac Amaru Revolutionary Movement represented a threat to the survival of democracy.

Peru, as many countries in the region, had followed a policy of import substitution for much of the previous
decades. Tariffs were high as was tariff dispersion, implying even higher effective protection. In 1989, the simple
average tariff was 66% (GATT, 1994). There were 56 different tariff levels from 10-84%. Additionally, 535 products
were subject to export restrictions and 540 products, representing 23% of industrial production, were subject to an
import ban (Webb et al., 2006). Multiple exchange rates and interpretation of restricted and banned imported goods
left much discretion to customs officials thereby increasing the potential for corruption.

Starting in mid-1990, a comprehensive set of structural reforms was undertaken. Price controls were eliminated,
most subsidies were removed, quantitative easing was progressively reduced and a managed, unified floating
exchange rate was implemented. The tax structure was simplified and reformed. Peru’s debt was restructured with
foreign creditors which helped to increase confidence among potential investors. A new foreign investment law was
introduced in 1991 which guaranteed foreign investors non-discriminatory treatment, free exchange convertibility and
unrestricted rights to repatriate capital and profits (GATT, 1994).

The comprehensive reforms bore fruit. Inflation was substantially reduced to 57% by 1992 and single-digit later
in the 1990s. Foreign investment slowly returned to Peru, principally to the manufacturing and mining sectors. Tax
revenues increased from 5.8% of GDP in the first half of 1990 to 10.2% in 1992. The public sector deficit was
reduced from 4.3% of GDP in 1989 to 1.5% in 1991.

Peru moved away from the anti-export bias in its tariff structure and moved away from import-substituting
policies. Peruvian firms were subject to increased competition from foreign competitors. Peru’s trade policy
legislation was reformed substantially. Import procedures were simplified and accelerated which had the added
benefit of reducing the risk of corruption. Post-reform, formalities could be carried out without employing dedicated
customs agents. Anti-dumping and countervailing legislation was enacted in 1991.

The tariff structure in Peru was simplified and much reduced. Two tariff rates were applied: 15% and 25%.
Eighty-seven per cent of tariff lines, representing more than 97% of imports, were subject to a 15% tariff rate. The
average level of import tariff was reduced from 66% in 1989 to 16% by June 1993. In 1993, remaining tariff
surcharges were suppressed. Export restrictions were abolished with the exception of the bilateral agreement with
the European Communities under the Multi-fibore Agreement (GATT, 1994). Not only did Peru undertake
comprehensive reforms to its trade regime, including unilateral liberalization, it also supported international efforts, in
particular the Uruguay Round.

Peru’s trade policy reforms have opened the country to trade and foreign investment. Trade has grown by 8.2%
in real terms since the reforms were implemented, compared with 0.7% during the 1980s and 3.3% in previous
decades (lllescas and Jaramillo, 2011). In other words, exports averaged USD 6.3 bhillion at the end of the 1990s to
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an average of 28.8 billion in 2007-9. Much of this increase was in volume as opposed to rising international prices
(Ibid). The volume of non-traditional exports rose by 300% over the two decades following the reforms. Foreign direct
investment increased starting in 1992 whereas there were huge outflows in the late 1980s.

The substantial increase in trade was related to a strong increase in international reserves and overall relative
macro-economic stability. According to statistics of the Peruvian Central Bank, international reserves have been
multiplied by thirty-seven. Inflation has been low, averaging below 4% in the last decade. Public external debt is only
11.4% of GDP and government income has increased from 8.1% to 21% of GDP (Baracat et al., 2013).

Over the period since the early 1990s, Peru has increasingly engaged internationally, in particular in bilateral
and plurilateral trade negotiations and, perhaps even more importantly, has leveraged these processes to implement
trade reforms. The preferential trade arrangement granted by the United States to the Andean countries, United
States Andean Trade Preference Act, was enacted in 1991. Peru joined the Asia-Pacific Economic Cooperation
(APEC) in 1998. The Peru-US trade promotion agreement was completed in 2006. Since then, Peru has also
negotiated and signed preferential trade agreements with Chile, Singapore, Canada, the People’s Republic of China,
EFTA, Korea, Thailand, Japan, Mexico, Panama, Costa Rica, and the European Union. Many of these FTAs have
given political impetus to implement second-generation reforms in Peru and have provided Peruvian officials
experience in different international arenas. They also incited Peru to articulate and communicate its economic and
trade interests.

Peru’s overall goal of increasing international competitiveness in order to expand its position in global value
chains is clearly stated in its tariff policy strategy, published in 2006:

From a standpoint of economic efficiency, the reduction of tariffs promotes improvements in
international competitiveness, productivity of businesses and improvements of domestically
produced products. All of this enables higher incomes and greater customer satisfaction. Higher
tariffs isolate an economy from international competition and provide only a few sectors a boost at
the expense of the economy’s overall efficiency. Hence policy, particularly for a country with no
power to influence international prices, should be to reduce tariffs and thereby their distorting effect
on the efficiency of resource allocation. (MEF, 2006)

Peru’s change in trade and other policies from import substitution during the 1970s and 80s to international
engagement has been vital in its path toward economic stabilisation and strong growth.

Sources: Baracat et al. (2013), GATT (1994), lllescas and Jaramillo (2011), Ministry of Economy and Finance
(2006), Webb et al. (2006).

Favorable macroeconomic conditions and improvements in the country’s political stability,
outlined in Box 1, have led to large inflows of foreign direct investments. FDI inflows have increased
since 2000, peaking in 2012 at over USD 12 billion (Figure 8). By 2013 mining accounted for almost
a quarter of the FDI balance. Financial services, communications, industrial and energy sectors also
received substantial foreign investments.

Figure 8. Foreign direct investment
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14 Other
Services
3%

12 F

8 | Communi-
cations
6 L 17%
Oil
4 F 3%
Finance
2+ 18%
0

PP PR OD D P>LE A PO DD
@@@@@@@@W@Q@QQQQ\\0\\5\:’%@("

1. Includes reinvestment, contributions and other capital transactions, and net lending to the parent company.
2. Projection: BCRP Inflation Report - December 2013.

3. Includes contributions from abroad for social capital of domestic companies.
Source: Proinversion.
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Jobs in mining accounted for only a small share of total employment: formal jobs in mining
accounted for only 1.3% of Peru’s occupied labour force in 2013. However, remunerations across all
types of positions (executives, employees, or labourers) are consistently higher in mining than in other
sectors (Figure 9). Average wages for mining executives are 36% more than executives in
transportation, the second most highly paid sector. Compensation for labourers in the mining sector,
on average, is almost double that in other industries.

Figure 9. Average nominal monthly wage by sector and employment position (December 2007)*
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1. In enterprises with more than ten workers in urban areas.
Source: Ministry of Energy and Mining, Peru.

3. Taxation of the extractive industries
Colombia!

One of the ways in which natural resource-rich countries benefit from their resource endowment
is through the taxation of those minerals and the firms that extract them. This section describes some
of the main taxes applied to mining firms in Colombia.?

Mining firms in Colombia are subjected to five main tax instruments: corporate income tax; a
pro-equity income tax (CREE); value added tax levied on the purchase of fixed assets; a wealth tax
levied on business net wealth; and royalty payments.*

1. This section intends to provide a description of the main taxes used to extract revenue from the
minerals sector in Colombia. It is not meant as a comprehensive study of taxation of the extractive
industries. Issues such as transfer pricing, despite their importance, are outside the scope of this
paper and would need to be covered in a more comprehensive context. For a more comprehensive
coverage of the Colombian tax system and recommendations on how it can be improved, albeit not
specific to the extractive industries, see OECD Economic Surveys: Colombia 2015.

2. Strictly speaking, Colombia continues to levy export surcharges on a few products: one of these is
uncut emeralds. A 1% tax levied on the value of exports of uncut emeralds finances programmes to
develop the industry and to finance social and economic development in producing regions.

3. Additional taxes that mining firms, as all other firms, are subject to in Colombia is the local real
estate tax (impuesto predial), the tax and social taxes for explosives, the additional ‘Super
Sociedades’ tax on corporations and the national fuel tax.
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Colombian corporations and other legal entities are subject to tax on their worldwide income,
while foreign corporations and entities are subject to tax only on their Colombian sourced income. The
general income tax rate for both Colombian and foreign corporations and other legal entities is 25%.
However, if a foreign firm’s Colombian sourced income is not attributable to a branch or a permanent
establishment in Colombia, the rate is 33%.

Colombian income tax liability is calculated on the basis of two potentially different tax bases.
Either the tax base is (i) profit after exemptions minus allowed deductions, or (ii) is calculated using a
minimum presumptive tax base, whichever is higher. The minimum presumptive tax base is equal to
3% of a firm’s net equity in the previous year. In the case a firm pays tax under the minimum
presumptive tax base rule, it can carry forward the difference between taxes paid, using method
(ii) above, and taxes due when calculated using tax base (i), until they are paid under the profit-based
taxable base and for the following five taxable years maximum.

There are a number of deductions from the calculated income tax base in Colombia. The most
relevant ones to the mining sector are the following:

e Royalty payments are deductible in the calculation of income used as the tax base for the
corporate income tax and the pro-equity tax (Tax Code 107 and General Ruling no. 15766 of
2005)

e  Exploration costs in the case of discovery of minerals. Unsuccessful exploration expenditure, or
exploration which has not yet yielded a return, can be amortized in the year incurred or within
the subsequent two years (Tax Code 142 and 143).

e VAT paid on imported machinery for basic industries such as mining.

e  Tax depreciation of fixed assets, not including land, generally over a ten-year period for capital
equipment and 20 years for immovable assets

e Payments to head offices by Colombian companies for management expenses or royalties

e Rental fees, payroll tax, social security contributions, and taxes on inputs such as import duties
not otherwise refunded or credited.

e Voluntary investment made towards environmental enhancements or control if they have been
accredited by the environmental authority. The deduction cannot exceed 20% of the taxpayer’s
taxable income.

e Income taxpayers who invest in projects qualified as technological research and development
can deduct from their net income 175% of the amount invested. The deduction cannot exceed
40% of taxable income before having credited the deduction; however, the difference can be
carried forward for the following years.

Non-incorporated individuals, including self-employed miners, are liable for individual income
tax. The marginal rate is on a progressive scale from zero to 33%. However, a simplified minimum
alternative tax (IMAS) has been introduced in the 2012 tax reform for low and medium income
employees and self-employed individuals. The IMAS involves a simplified form and a grace period of
six months after filing until taxpayers are eligible to be audited.

The 2012 tax reform act instituted a new “pro-equity income tax”, the CREE, which has been in
place since January 1, 2013. One of the reasons for the reform was to reduce the tax burden on formal
sector jobs. The CREE replaced two previous payroll contributions for private-sector employees
earning up to 10 times the monthly minimum wage.

The CREE tax rate is 9% through 2015 and will fall to 8% starting in 2016. The tax base used for
the CREE is broader than the one used to calculate corporate income tax since most of the deductions
permitted on corporate income tax are not allowed under the CREE. Royalty payments are also
deductible from the CREE tax base.
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Colombia levies royalty payments on products of the extractive and petroleum industries. The
royalty is “compensation for the exploitation of a non-renewable natural resource property of the
Colombian State” (Article 360 of the Colombian Constitution). Royalty payments are collected and
administered by the Ministry of Mining and Energy. They are calculated on the basis of the value of
mineral sales. For gold and silver, the price at which the metal is valued for the purpose of royalties
collection is 80% of the average price during the previous month on the London exchange. Royalty
rates range from 1 to 12% (Table 3).

Royalties collected for coal are progressive — the rate charged is higher for firms extracting more
than three million tonnes annually.

Table 3. Royalty rate for different minerals, Colombia

Royalty rate payable on the value of production
“at the mine gate”

Mineral extracted

Coal above 3 million tons production annually 10%
Coal under 3 million tons production annually 5%
Nickel 12%
Iron and copper 5%
Gold and silver 4%
Alluvial gold in concession contracts 6%
Platinum 5%
Radioactive minerals 10%
Metallic minerals 5%
Non-metallic minerals 3%
Construction material 1%

Source: Colombian Federal Law 756 of 2002, Article 16, www.sgr.gov.co/LinkClick.aspx?fileticket=68y2-
RNV469%3D&tabid=103.

In 2013, the royalties collected from the mining sector amounted to USD 800 million, equalling
15% of the total royalties collected. (The hydrocarbon sector accounts for the remaining 85%). Coal
accounted for most of the royalty payments in the mining sector — 12% of all royalties in 2013.

Value added tax (VAT) is collected on all goods and services that are sold in country or
imported. VAT is collected on the total value of goods and services at a rate of 0%, 5% or 16%.

Dividends in Colombia are taxed at the combined statutory corporate income tax and CREE rate
of 34%. Dividends are not taxed at the personal shareholder level. Capital gains are taxed at a rate of
10%. Gains realised from the sale of certain assets including immovable property are taxed at lower
rates or are tax exempt (OECD, 2015b).

Peru

Tax structure applicable to mining firms*

Mineral extraction firms in Peru are subject to five different tax instruments: (i) Corporate tax,
(ii) Royalties, (iii) Special mining tax, (iv) Special mining levy, and (v) Employee participation in
earnings. Corporate tax and employee participation in earnings apply to all firms operating in the
country; royalties are paid by all firms which extract non-renewable resources such as minerals and
gas; and the mining tax and levy are specific to the mining sector.

4,

Information adapted from Ministerio de Energia y Minas (n.d), Sociedad Nacional de Mineria
Petréleo Energia (2013), APOYO Consultoria (2011 and 2014).
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The corporate tax (Impuesto a la renta) rate is 30% of the profit before taxes and employees’
participation in earnings and after payment of royalties. A tax reform package passed through
Congress in December 2014 lowered the corporate tax rate to 28% in 2015/16, 27% in 2017/18 and
26% from 2019 onward. Firms in the mining sector are allowed the following deductions regarding
corporate tax:

e  Amortization of the acquisition value of mining concessions and exploration expenses over a
term determined according to the probable life of the deposit.

e Deduction of the exploration expenses incurred in a single year once the mine has begun
production, or its amortization over several years.

e Deduction of the development and mine-preparation expenses in a single year or their
amortization over a maximum of three years.

e The possibility of deducting the infrastructure investments that constitute public services made
by the mining firms from their net income.

e The possibility of applying a higher depreciation rate for machinery and equipment used for
mining.

The mining royalty (regalias mineras) is a fee that the holders of mining concessions pay for the
exploitation of metallic and non-metallic mineral resources. It is progressive and is determined by
applying an effective rate, ranging from 1.0% to 12% depending on the operating margin, on the
quarterly operating margin of mining companies. The resulting amount is compared to 1% of the
quarterly sales, and the higher amount is paid. The amount of royalty paid is considered as an expense
for the purposes of calculating corporate taxes.

Royalties in the mining sector have traditionally been calculated as a share of the value of
extracted minerals or a fee per tonne of extracted ore. In Peru, however, it is based on operating
margin. The question has been raised as to whether the Peruvian tax administration has the capacity to
accurately evaluate the level of profits of large, oftentimes multi-national firms that have some
flexibility in their accounting practices. In this regard, it is noteworthy that the Peruvian mining sector
accounts for a small portion of the royalties paid. Although not strictly comparable since the system of
calculation of royalties is different for mining as compared with hydrocarbons, the information in
Table 4 suggests that the mining sector’s contribution to the royalties take is largely below that of
hydrocarbons despite its substantially larger share in economic activity.

The special mining tax (impuesto especial a la mineria) is a progressive tax levied on the
operating profits obtained by mining companies from the sale and own consumption of metallic
mineral resources. This tax is determined on a quarterly basis, by applying the effective rate, ranging
from 2.0% to 8.4%, on operating profits. The rate is established on the basis of the quarterly operating
margin. The amount paid as special mining tax is considered as an expense for the purposes of
calculating corporate taxes. This tax is applicable to firms without stability contracts since 2011. (Peru
has implemented a system of stability contracts whereby firms are guaranteed a stable tax environment
over a 10 to 15-year period, at least as regards income taxes. These contracts are described in greater
detail in a subsequent sub-section).

The special mining levy (gravamen especial a la mineria) is a voluntary and temporary surcharge
that mining companies pay by virtue of agreements subscribed with the government. It is applicable
only to firms with valid stability contracts signed before 2011 and who agreed to the application of
this levy with the Peruvian government. The special mining levy applies only during the period that
firms are protected by stability contracts; afterwards they are subject to the standard regime of special
mining taxes (further details concerning the stability contracts are included in the next sub-section).
This levy is calculated by applying the effective rate, ranging from 4.0% to 13.12%, on the quarterly
operating profit of mining firms. The amounts paid as royalties are deducted from this levy.
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Table 4. Contribution of mining and hydrocarbons sectors to total royalties envelope in Peru

Million US dollars

2005 2006 2007 2008 2009 2010 2011 2012 2013

Petroleum 316 387 443 653 344 459 681 657 574
Liquid gas 199 247 290 397 431 696 893 781 905
Natural gas 27 37 58 81 84 162 418 457 454
Hydrocarbons - total 543 672 791 1132 859 1316 1993 1895 1933
Mining 61 112 153 162 102 201 298 188 177

Source: PERUPETRO, MINEM.

Employees’ participation in earnings (participacion de los trabajadores en las utilidades) is a
transfer by firms to their employees. Firms with more than 20 employees are required to distribute 8%
of their annual taxable income before taxes to all of their employees, with a maximum limit per-
employee equal to 18 monthly salaries. If there is a surplus, i.e. if 8% of a firm’s profits exceeds its
18-month salary hill, this surplus is allocated to the Fondo Nacional de Capacitacion y Promocion del
Empleo (National fund for job training and job promotion) up to a ceiling. Over and above that
threshold, the surplus profits allocated to the fund are attributed to regional governments for public-
investment projects.

This unusual system of mandatory profit-sharing with employees at all levels, including those
that cannot influence the strategic management of the firm, suggests that larger, capital-intensive,
potentially highly profitable firms such as some mining firms will draw more desirable employees
from more labour-intensive ones and from smaller, higher risk firms such as start-ups. It also implies
that larger firms that are expected to make a large profit, such as some mining firms, can reward
employees with lower salaries than corresponding firms in some other industries since they will
receive substantial bonuses — up to 150% of their annual salary — in the form of the employees’
participation in earnings. The wage bill of such firms may thus be lower than it would be without this
policy, and their overall taxable base may therefore be higher. If this is indeed the case, they will pay
more tax as their profits will be higher due to a reduced wage bill. Finally, it represents a risk-sharing
factor between the firm and its employees — some of the volatility in revenue of firms in industries
such as mining is passed off on the employees if their salaries are estimated using an average
employees’ participation package.

Dividends are taxed at a rate of 6.8% when profits are distributed to non-residents and individuals
as of 1 January 2015. The previous rate was 4.1% and it will be further increased in the coming years.
From 2017 the dividend tax rate will be raised to 8% and from 2019 to 9.3% (Ernst and Young, 2015).

The tax structure described above as regards the extractive industries is the result of a substantial
reform undertaken in 2011. Unlike the previous scheme outlined in Box 2, the new system is built on
the assumption that mining companies should be taxed based on their profitability: those with higher
margins are subject to a higher effective rate. This reform was particularly relevant in the context of
low commodity prices: the new system is ascribed with preventing sharp reductions in profits from
causing substantial layoffs and decreased investment. Such a system, however, presents greater
difficulties with respect to the ease of calculation by tax authorities. As was seen above, the amount of
royalties paid by the mining sector has been relatively limited, in particular when compared with the
hydrocarbons sector which represents a far smaller share of the total economy, although this is not
only due to the calculation of the tax and royalty base.
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Box 2. Tax system as applied to extractives in Peru: Pre- and post-2011 reform

Before the 2011 reform, the tax system for mining firms was comprised of four components: corporate tax, royalties,
employees’ participation on earnings and a voluntary contribution towards social investments.

The former tax system included a 30% rate for corporate taxes and 8% for employees’ participation; these two
instruments remained unchanged in the new fiscal framework. The taxable amount and tax rate for royalties changed
under the new system. Before 2011, royalties were calculated based on sales. The marginal rate for annual sales of
USD 60 million or less was 1%,; for sales between USD 60 million and USD 120 million was 2%; and for sales over
USD 120 million was 3%.

The voluntary contribution toward social investments (Programa Minero de Solidaridad con el Pueblo) was started in
2006 as a response from mining firms to the intention of the government to increase taxes due to the sharp increase in
international minerals prices and was considered to be temporary. The rate was 3.75% of net profit for firms that did not
pay royalties and 1.25% for companies that paid royalties. The programme ended in March 2011; in June of the same
year the new tax scheme was announced including, in particular, the special mining levy and special mining tax.

The figure below illustrates the change in the effective tax rate for firms with and without stability contracts. The
change of tax system particularly affected firms with higher margins and no stability contract (left), as well as firms with a
stability contract, since they had a flat and lower rate before the scheme changed.

EIRM WITHOUT STABILITY CONTRACT:
TAX BURDEN OF A "MODEL" MINING COMPANY 1/ 2/
(% profit before tax, payments and contributions)

EIRM WITH STABILITY CONTRACT
TAX BURDEN OF A "MODEL" MINING COMPANY 1/ 2/
(% profit before tax, payments and contributions)
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Operating margin (operating profit / sales)

1/ We assume 70% of profit sharing through dividends.
2/ Taxes included are corporate tax, employees' participation, royalties,
special mining tax and tax on dividends.

Source: APOYO Consultoria (2014b)

Operating margin (operating profit / sales)

1/ We assume 70% of profit sharing through dividends.
2/ Taxes included are corporate tax, employees' participation, special
mining levy and tax on dividends.

Source: APOYO Consultoria (2014b)

OECD TRADE POLICY PAPER N°186 © OECD 2015



20 - MANAGING THE MINERALS SECTOR: IMPLICATIONS FOR TRADE FROM PERU AND COLOMBIA

Mining firms’ perceptions of the tax system can be considered rather neutral. According to the
Policy Perception Index calculated by the Fraser Institute, Peru is ranked 56" out of 112 mining
jurisdictions in terms of overall policy attractiveness.” Peru’s tax regime is ranked 33" out of
112 countries. Sixty-two per cent of the respondents considered the tax regime encouraged, or was not
a deterrent to, investment; 9% considered the tax regime in Peru to be a strong deterrent to pursuing
investments in the country.

According to some estimates, the mining sector in Peru may be subject to a higher tax burden
than countries competing for investment in their mining sectors. Before the change in tax design and
rates in 2011, the tax burden on mining companies was 39.4% of operating profit. ° With the new
system, the burden increased by nearly 3 percentage points.” In 2013, the average tax burden on a
copper firm was 43% of operating revenue for companies without stability agreements and 42% for
companies with agreements. Although difficult to compare across countries, these rates may be higher
than those observed for comparable firms in some competing countries. However, the extractive
industries contribute relatively less to total government revenues in Peru compared with some other
Latin American countries (Appendix Figure 1).

Stability contracts

In order not to discourage firms from investing in the country because of the risks of a sudden
change in the legal or tax schemes, Peru has two kinds of contracts that can be subscribed by mining
investors in order to obtain legal stability for their investments: (i) legal stability agreements that are
applicable to all private investors, including those investing in mining activities and (ii) stability
contracts applicable exclusively to those investing in mining activities. Firms can subscribe to both
contracts and enjoy their combined benefits as long as they meet the requirements for both.®

Legal stability agreements are arranged with Prolnversion, the Peruvian government agency in
charge of promotion of private investment. They guarantee that the corporate tax regime will remain
unchanged for a term of ten years from the agreement’s date of signing. Investors are guaranteed that
they will not be subjected to a greater tax burden than the one they faced when they signed the
agreement in terms of stability of investments, dividends, earnings and movement of funds. They are
guaranteed free access to currency, free remittance of earnings, dividends, capital and other income
and no discrimination in treatment of foreign and local investors. To qualify, investors must invest
USD 2 million within two years from the date of signature of the stabilization contract.

Stability contracts are applicable only to mining activities in accordance with the General Mining
Law (GML) and are approved by the Ministry of Mines and Energy. The 2014 tax reform instituted
three types of stability contracts: for 10, 12 or 15 years depending on production and investment

5. The Policy Perception Index (PPI) is a composite index, measuring the overall policy attractiveness of
the 112 jurisdictions in the survey. The index is com posed of survey responses to policy factors that
affect investment decisions. Policy factors examined include uncertainty concerning the administration
of current regulations, environmental regulations, regulatory duplication, the legal system and taxation
regime, uncertainty concerning protected areas and disputed land claims, infrastructure, socio economic
and community development conditions, trade barriers, political stability, labor regulations, quality of
the geological database, security, and labor and skills availability. The PPI is normalized to a maximum
score of 100.

6. Estimates for 22 companies and includes corporate taxes, employees™ participation on earnings and
royalties.

7. Includes corporate taxes, employees” participation, royalties, special mining tax and special mining
levy.

8. Information regarding stability contracts and legal stability agreements is adapted from Ministerio de
Energia y Minas (n.d), Sociedad Nacional de Mineria Petroleo Energia (2013) and APOYO Consultoria
(2011).
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levels. They guarantee stability of the tax regime applies to corporate income tax rate, not including
the withholding tax rate paid on dividends. They are also guaranteed tax exemptions, incentives and
benefits that were in effect when the contract was signed for the duration of the period fixed by law.
Stability contract holders are also accorded accelerated annual depreciation for machinery, industrial
equipment, other fixed assets, buildings and construction in accordance with the General Mining Law
(GML). These firms must invest at least USD 500 million and achieve a minimum capacity of
extraction. In exchange for this stability, firms pay an additional 2 percentage points of corporate taxes
(32% instead of 30%; 30% instead of 28% in 2015/16, etc.) during the period of validity of the
stability contract.

It is worth noting that the special mining levy was an additional tax imposed on stability contract
holders, although this was “voluntary”. Stability contract holders could have chosen not to accept the
new tax but they would have been subject to a higher tax rate after their stability contracts expired.
Firms that have chosen to sign stability contracts despite the previous changes in the tax regime
affecting stability contract holders, seem to have considered it more favourable to sign a stability
contract and be open to renegotiation rather than being subject to unforeseeable and unexpected
changes. Indeed, the tax structure has changed twice in the last four years: the far-reaching change in
the tax design in 2011 moving to a system based on operating margins or profits as a tax base, and the
December 2014 decrease in the tax rates for corporate taxes and increase in taxes on dividends and
changes to the stability contracts. These changes have, however, been undertaken in consensus with
stakeholders.

Private sector participation in public investment

Despite the steady growth in Peru and the increase in tax revenue that local governments in
mining areas receive, there is a lack of basic services in mining communities. In 2008, the Peruvian
government designed a mechanism called “Obras por impuestos” (OxI) or “Works for taxes” with the
objective of accelerating and improving the quality of public investments. This mechanism allows
private firms to finance physical infrastructure and maintenance expenditures under the responsibility
of local governments in exchange for future tax credits. The amount invested in these projects
annually by private firms can be recovered up to a ceiling of 50% of the previous year’s corporate tax.
The mechanism was devised to allow mining firms that are substantial tax payers to ensure that their
taxes are well spent.

The OxI mechanism is seen to have benefitted regional and local governments by increasing the
execution of infrastructure projects, accelerating the local economic dynamism, using the know-how
of private companies to increase the quality of their investments, and enhancing the reputation and
image of local governments by helping them to reach their goals and objectives. The benefits for
private firms are that their taxes are directed to generate social impacts, they develop corporate social
responsibility programmes in collaboration with the regional and local authorities of the communities
in which they operate, and they may improve their corporate image and reputation. Finally, the
mechanism may benefit the community as a whole if it helps to accelerate the investment in
infrastructure, improve the quality of public services and generate direct and indirect employment for
the local population.

The main risk associated with allowing private firms to replace the local and regional authorities
in the provision of public infrastructure relates to the extent to which firms can determine the priorities
of subnational governments. Their own priorities and biases may tend to drive some types of
investments, i.e. conflicts of interest, albeit projects must be approved by the regional or local
government.

Equally important as the level of tax and its design is how the revenue from the sector is
distributed and spent. The following section outlines the reform in the system of distribution of
revenue from royalties from the extractive industries.
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4. Distribution of revenue from royalties
Colombia

The Colombian government passed an ambitious reform of its royalties system in 2011. The
reform, which was implemented starting in 2012, responded to two objectives: i) distribute revenue
from State resources more widely and equitably, and ii) ensure more careful spending of revenue from
natural resources (Ministry of Mines and Energy). It prioritised monitoring and oversight of the
collection and spending of revenue from natural resources. It also oversaw the creation of a
stabilisation fund to manage risks related to volatile commodity prices and smooth spending over
time.

Royalties are paid by mining firms to compensate their extraction of non-renewable resources
that are the property of the State. The revenue from royalties is also State property. The revenue from
royalties has increased substantially in the past decade (Figure 10a). In 2013, revenue from royalties
equalled 1.4% of Colombia’s GDP. Revenues from hydrocarbons have accounted for between 70 and
97% of royalties paid in the last decade; mining has provided 3-30% of the total. In 2013, royalties
paid were 9.6 trillion pesos, 97% of which was provided by the hydrocarbons sector (Figure 10b). Of
the royalties emanating from the mining sector, 75-85% is typically provided from coal mining. About
15-25% is provided by gold, nickel and emeralds.

Before the 2011 reform, 80% of royalties were distributed to the regions where minerals and
hydrocarbons were extracted; only 20% were distributed according to other criteria. Starting in 2012,
distribution to regions rich in extractive resources was substantially reduced and criteria were revised
in order to distribute the revenue in a more targeted and geographically diverse fashion. Prior to 2012,
80% of the royalties were distributed to regions that represented 17% of the Colombian population; in
2012, the same share, 80% of royalties collected, reached regions representing 70% of the population
(Ortiz, Astrid Martinez, 2013). Despite the substantial contribution of revenue from royalties to
regional and local governments in minerals and energy producing regions, they are among the least
developed regions in Colombia. Indeed, poverty levels were higher than the national average in six of
the eight regions that received the largest share of royalties by 2005 (Ministry of Mines and Energy).
In La Guajira, for example, the region receiving the largest amount of royalties from mining before
2012, half of households did not have access to sanitation in 2009, 41% did not have access to a
continuous water supply and only 67% of children under 17 attended school, compared with the
national average of 85% (Ruiz and Ferro, 2013).

The 2012 reform aimed at improving the effectiveness of investment and infrastructure spending
funded by royalties. Of the total package of revenue from royalties, 2% is set aside for administration
and oversight of the distribution system. An additional 1% is used for monitoring, control and
evaluation of projects (Figure 6). The emphasis on oversight and monitoring of expenditure, as well as
explicitly accounting for the financial burden that it implies, was one of the major aims of the reform.

Expenditure to fund research and development of geological resources and geological mapping
has also witnessed a substantial change due to the reform in the royalties' distribution system. Two
per cent of the revenue from royalties goes to funding INGEOMINAS, the Colombian Geological
Service. Investing in geological, geochemical and geophysical mapping of Colombia’s resources
represents an important step in leveraging Colombia’s comparative advantage in extractive industries.
Having comprehensive, detailed geological information will allow the Ministry of Mines and Energy
to increase the efficiency of decision-making, including the granting and auctioning of mining and
energy exploitation licenses and their monitoring, which will help to ensure future revenue streams
from royalties. The availability of geological information is an area where Colombia has been lagging:
only 53% of the country has been mapped using geological information, 28% in geochemical maps
and 5% in geophysical mapping. Corresponding figures in Peru for example are 100% (geological),
50% (geochemical) and 60% (geophysical).
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Figure 10a. Evolution of mining royalties in Colombia and breakdown by industry, 2004 to 2013
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Figure 10b. Evolution of mining royalties in Colombia and breakdown by industry, 2004 to 2013
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The availability of geological information is one determinant of the future of the mining and
extractive sectors. Eighteen per cent of investors reported that the access to geological information,
including the quality and scale of maps and ease of access to information, represented a strong
deterrent or a reason not to pursue investment in the mining sector in Colombia. An additional 35%
indicated that it represented a mild deterrent to investment in 2013 (Fraser Institute, 2013).
Corresponding figures for Peru for example suggest that 4% of investors found the availability of
geological information to be a strong deterrent to investment and 26% found it a mild deterrent
whereas 22% found the quality and access to geological information to encourage investment in the
country. Funding geological research will therefore aid in sector development and increase future
government revenue, including future revenue from royalties.

The remaining expenditure envelope is distributed between funds created to oversee spending on
infrastructure and investment projects; science, technology and innovation expenditure; and pensions.
Half of the remaining budget envelope is disbursed between producing regions and two new regional
funds that were created to invest mainly in infrastructure-related projects (Figure 11). The share going
to producing regions has gradually decreased from 50% in 2012 to 20% from 2015 onward. In the
medium term, therefore, the producing regions will obtain about 10% of the total revenue from

OECD TRADE POLICY PAPER N°186 © OECD 2015



24 ~ MANAGING THE MINERALS SECTOR: IMPLICATIONS FOR TRADE FROM PERU AND COLOMBIA

royalties in direct expenditure, compared to 80% before the reform. Although this has created some
strong reactions from producing regions, with some regions suggesting they will no longer allow
mining operations in their jurisdictions, it seems a more appropriate share of the revenue given that the
underlying reason for payment of royalties is to compensate the State for extraction of non-renewable
resources that belong to all of its citizens.” However, mining activities, and to a lesser extent
extraction of hydrocarbons, create immigration into producing regions necessitating greater regional
and local expenditure on infrastructure and social and municipal services. Any consequent demand for
public services and infrastructure created by extractive activity should be included in an overall
development plan which can be funded through the newly-created regional compensation and regional
development funds in addition to the direct allocation funds.

Figure 11. Distribution of Royalties in Colombia, post-2012 reform
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The newly-created Regional Compensation Fund disburses 60% of the allocation to project-
oriented funds (about 23% of the total royalties take or USD 1.1 billion in 2013) to Colombia’s
poorest regions. This envelope is distributed mainly for infrastructure and investment projects. The
Fund is distributed to projects both at the regional (60% of projects) and departmental (40%) level.
Criteria for regions qualifying for access to these funds are based on the Basic Unmet Needs index
which combines indicators of poverty, population, and unemployment. Notably, six of the eight
regions hosting extractive industries have Basic Unmet Needs that are higher than the national

9. The Ministry of Mines and Energy has implemented the Production Incentive Project which
provides additional sources of revenue to producing regions in order to encourage extraction of non-
renewable resources, contribute to sustainable development in those areas, and improve relations
between local officials and mining and energy firms. A total of 180 billion Colombian pesos will
fund projects through 101 local governments during 2015 and 2016. The Colombian authorities
forecast that the impact on regional development will be significant.
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average. It is expected that the Regional Compensation Fund will be combined with the Regional
Development Fund in 30 years, i.e. spending will be available for all regions, if regional disparities
diminish.

The remaining 40% of disbursement in the Funds for projects covering infrastructure and
investment (15% of the total royalties envelope or USD 700 million in 2013) in the Regional
Development Fund goes to all other departments. Anecdotal evidence suggests that a large proportion
of these funds is accessed by departments with greater capacity to submit viable projects and greater
knowledge of the process of project allocation, therefore potentially not those with the greatest needs.
Lack of capacity in the project submission process is a recurring challenge for many sub-national
governments.

A further 10% of the royalties revenue is allocated to a pension fund FONPET (Fondo Nacional
de Pensiones de las Entidades Territoriales) which is administered by the Ministry of Finance.
FONPET is aimed at guaranteeing pensions for sub-national public employees.

Finally, 10% of the envelope is available for projects covering science, technology and
innovation (STI). Each region has its own advisory council for science, technology and innovation,
normally chaired by the governor, with the participation of regional industry, research and education
institutions and Colciencias, the national Department for Science, Technology and Industry. This
allocation implies a significant increase in resources available for STI. In 2012, the amount of royalty
spent on projects in the Science and Technology fund was USD 250 million or 40% of total spending
on science and technology nationwide (www.sgr.gov.co and OECD, 2014a). The amount spent in the
2013-2014 envelope had already doubled as of the first quarter of 2014 confirming that resources
flowing to science, technology and innovation have substantially increased.

Funds from the royalties system are allocated to finance investment projects presented by
municipalities, departments, and other territorial entities. Selection of projects and their management
is the responsibility of OCADs (Organos Colegiados de Administracion y Decision), public-sector
management bodies that exist at the local, regional and national level. Colombia’s six regional
OCADs are responsible for defining, evaluating, prioritizing and approving regional investment
projects presented by territorial governments. They also designate the projects’ executor. In 1 089
municipalities, local OCADs approve local projects presented mostly by mayors. Science, Technology
and Innovation resources are allocated by a national OCAD composed by governors, universities and
the National government.

A triangular system of local, regional and national involvement in decision-making regarding
infrastructure investments aims to increase the efficiency of spending, provide oversight and provide
opportunities for technical assistance from the national level in terms of project development and
management. OCADs include representatives of municipalities, departments and the national
government (Figure 12). Projects are proposed at the regional or departmental level, in the case of the
poorest regions, and at the regional level in the case of the Regional Development funds. Local and
regional representatives are generally mayoral and governor-led councils; at the national level, they
are representatives from the Department of National Planning, the Ministry of Mines and Energy,
Ministry of the Environment, Ministry of Finance, Transportation, etc. At the national level,
representatives of Ministries are chosen as appropriate to the project (e.g. Ministry of Transportation
for projects to develop the transport infrastructure), and one Ministry is named as leader. The Senate,
Chamber of Representatives, and representatives from indigenous communities and other minorities
also participate in the OCAD but cannot vote on decisions.

During the 2012-2014 period, 74% of the USD 9.3 billion available from royalties payments for
investment has been allocated by the OCADs to finance more than 6 000 projects. In the case where
an investment project presented by a sub-national entity is rejected by an OCAD, funds allocated to
that entity are held in escrow, at the disposal of the sub-national government, which has to re-design a
new project. Unspent funds from previous years are allowed to accumulate.
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Figure 12. OCAD system of sub-national approval of infrastructure and investment projects
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Stabilization and Savings Fund

A substantial outlay of the royalties' revenue goes to a Stabilisation and Savings Fund (FAE).
Opened in August 2012, the fund aims both to stabilize the Colombian peso and, more generally,
foster macroeconomic stability, and to save a portion of the rents from its non-renewable resources for
future generations. The Fund collects up to 30% of the distributed revenue from royalties and is spent
in a counter-cyclical fashion in order to maintain stability in spending of regional investment projects
described above. It also aims to reduce the exchange rate volatility, and exchange rate pressure, that
strong natural resource exporters often experience.

The vast majority of Colombia’s exports are in natural resources: 70% of exports are
hydrocarbons or minerals. Rising prices of oil or coal therefore put pressure on the Colombian peso.
As natural resource prices rise and push up the exchange rate, Colombian exporters of non-extractives
find it more difficult to remain competitive. In addition, as the extractive industries draw resources
from the economy, they put pressure on prices and wages by increasing competition for skilled
workers and inputs into production processes. Non-extractive industries exporters can be “crowded
out” due to exchange rate pressure and competition for resources. This has often happened in
Colombia whose exchange rate has typically been quite highly correlated with energy and minerals
prices (Figure 13).

The increase in the real effective exchange rate as minerals and energy prices rise reduces the
competitiveness of tradable non-extractive industries, such as manufacturing and agriculture. The
increase in the real effective exchange rate as minerals and energy prices rise reduces the
competitiveness of tradable non-extractive industries, such as manufacturing and agriculture. In
particular, while the mining sector grew by more than 14% in real terms in 2011, non-mining tradable
sectors have seen their competitiveness affected by the dual effect of a stronger exchange rate and
higher input prices driven by the mining industry (OECD, 2014b).

In an attempt to counter this effect, the Colombian FAE invests 30% of revenue from royalties in
foreign currency (USD). When oil and minerals prices fall, easing pressure on the exchange rate, a
share of the accumulated FAE can be withdrawn to complement a shortfall in spending due to lower
levels of revenue from royalty payments. In any given year, up to 10% of the last year’s closing value
can be withdrawn.
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By 1st January 2015, the FAE had accumulated USD 2.5 billion. According to forecasts of
revenue from royalty payments, 30% of which are to be invested in the fund each year, and assuming
no draw-down of the FAE, it will have accumulated 24 trillion Colombian pesos by 2022
(USD 10 billion at January 2015 exchange rates) (Figure 14).

Figure 13. Colombian peso exchange rate and minerals and energy prices
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Figure 14. Colombia’s Stabilization and Savings Fund: Forecast of annual inflows
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The FAE is managed by the Central Bank of Colombia and oversight is provided by an
Investment Committee. The Investment Committee is made up of representatives of the Ministry of
Finance, Ministry of Mining and Energy, the National Planning Department, all with voting rights, as
well as the Chairman of the Central Bank, an auditor, two Governors and two Mayors, who do not
hold the right to vote. The FAE objectives include adhering to the highest standards of sovereign
wealth fund (SWF) management. Adhering to these standards, including in terms of transparency of
portfolio holdings, returns and independent audits, will be key going forward.

The fiscal rule

A substantial share of revenue to Colombia’s government is derived from the royalties and other
taxes on its non-renewable resources—22% from 2009-12 (OECD/IDB/ECLAC, 2014). Moreover,
exports of oil and minerals account for a strong percentage of Colombia’s trade — 70% in many recent
years. Changes in the prices and demand for a few non-renewable resource commaodities can therefore
introduce substantial volatility in funds available to the government. In the case that government
spending follows changes in non-renewable resource prices, effects of this volatility will be
exacerbated. Spending by the government should therefore be counter-cyclical, i.e. higher when
revenue from non-renewables is lower - or at least constant, and dependent on overall macroeconomic
conditions and the economy’s capacity to absorb the spending without overheating. Researchers at the
Central Bank of Colombia have found a positive effect on welfare of a counter-cyclical fiscal rule as
opposed to a balanced-budget rule (Ojeda, Parra-Polania and Vargas, 2014).

In order to impose fiscal discipline and to separate government spending from revenues from the
oil and minerals sectors, the Colombian government introduced the Fiscal Rule for Colombia (in
Law 1473) in 2011. The fiscal rule applies to central government spending, i.e. not spending of sub-
national governments. The fiscal rule has been modelled on the fiscal rule (otherwise referred to as the
structural balance rule) that has been in place in Chile since 2001 (Box 3). It prescribes that the
Colombian government must meet precise structural fiscal-deficit targets. Targets are defined in the
Law and have been set in a decreasing fashion over the ten years following its inception. The fiscal
deficit target has been set at 2.3% through 2014, 1.9% through 2018 and 1% as of 2022.

Box 3. Chile’s fiscal balance rule

The structural balance rule was introduced in Chile in 2001 and raised to law by enactment of the Fiscal
Responsibility Law in 2006. The structural balance rule involves estimating the fiscal income that would be obtained
net of the impact of the economic cycle, and in particular of commodity price cycles, and spending only the amount
compatible with the structural balance target defined by the Government. In practice, this means saving during
economic highs, when revenues known to be of a temporary nature are received, and spending the savings in
situations when fiscal income drops.

The structural balance indicator used in Chile calculates a measure of government revenue net of the cyclical
impact of three variables: the level of economic activity and the prices of copper and molybdenum, a by-product in the
production of copper. Thus the structural balance reflects the financial r