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1. Executive Summary

1.1  The present Study of the mining and metdlurgica sector has been requested by
the government of Kazakhstan and conducted by a Study team composed of staff and
consultants of the World Bank. An inter-minigterid working group was edablished to
provide guidance and information to the Study team. The team members wish to express
therr thanks to the government and various colleagues in Kazakhstan for their assstance
in the preparation of this Study. The views expressed in this Study are those of the daff
of the Bank, even though they have been thoroughly discussed with the government
authorities.

12 Kazakhdan is fortunate to be exceptionaly wel endowed with petroleum and
minerd resources. But, snce independence, the vast mgority of new invesment in the
sector has been devoted to petroleum. New invesment in the mining and metdlurgica
sector has not been commensurate with the country’s geologica potentiad or the
importance of a sector which accounts for over 30% of total export earnings, 16% of
GDP, and 19% of tota indugtrid employment. Kazakhstan has a long tradition as a
mining country. Some oblasts are dominated by the sector and certain municipdities
depend on the kombinats for vita socid and infrastructure services. The government has
adopted the policy of fostering private sector development for mining and metdlurgy and
has privatized the existing kombinats. However, new exploraion invetment in the sector
is far below the leves required to replace reserves, up-grade technologies, or that
regigered in other countries with smilar geologicd potentid. Thus, the government has
requested the present review of the mining and metalurgical to answer three fundamenta
questions which are at the heart of a drategic vison for the sector. Why is Kazakhstan
not dtracting new privae sector invetment in the mining and metalurgica industries?
What can the government do to better simulate new investment in the sector? And, if it
does succeed in gimulating new investment, what economic contribution can be
anticipated from the sector?

1.3 All governments share dmilar objectives for the mining and metdlurgy sector:
enhancing contribution to economic development, providing an equitable didribution of
benefits, creating jobs and spin-off indudries, simulaing new investment, and cregating a
competitive investment dimae Kazekhdan has patidly achieved some of these
objectives, but has made little progress towards achieving others, notably improving the
investment climate to simulate new invesments. To develop even pat of Kazakhdan's
esimated minerd reserves will be expensve. For example, based on the capitd costs of
recent “greenfidds’ mining projects in other countries, an average of US$ 5,700 must be
invested for every tonne of copper produced; an average of US$ 640 must be invested for
every ounce of gold produced. To develop its minera resources Kazakhstan will have to
mobilize international capita resources.

1.4  Other countries have faced smilar chalenges and have successfully mobilized
investment by carying out a comprehensve “mining reform program’. The reform
program requires a fundamenta re-definition in the role that the State plays in the mining
sector.  Instead of acting as “owner/operator” of mines the new State role is that of
“regulator and refereg” for the sector. Investing and operating mines should be the
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respongbility of the private sector which is better suited to mobilize the funds and take
the risks associated with such activitiess  The reform program generdly includes up-
dating overdl sector policies, adopting internationdly competitive laws, regulaions and
taxes, drengthening government oversght ingditutions, improving capecity of the civil
savants within the inditutions, and modernizing the eath science database. A key
edement of such a program is an open, efficient and transparent mingd title licenang
sysem. Since the late-1980s, severd countries which have undertaken such programs
have achieved remarkable success in terms of exploration expenditures, new investmen,
increased production, exports and tax revenues. The present Study argues that if
Kazakhgtan were to vigoroudy implement a mining reform program it, too, could achieve
amilar pogtive results. Kazekhgan has a world class minerds resource base; carrying
out a comprehensve mining reform progran would help to develop those world class
resources.

15 Kazakhsan is the
ultimete mining ad
metdlurgicd country, defined
in this dudy to incude cod,
ferrous and non-ferrous
mingds. Some 233 mining

Mining Reform Works: The Case of Argentina

The new govenment of Argentina in 1991
announced an amhbitious progran  of  macrc
economic and sectora reforms. A mgor effort was

enterprises produce a wide
vaiety of commodities cod,
iron ore, chromite ores and
ferro-aloys, aumina, copper,
lead, zinc, manganese, ded,
titanium  sponge,  uranium,
barites, and others. The totd
vdue of mingd commodities
produced in 1999 is evauated
by the Nationd Staidicd
Agency as the equivadent of
approximady US$2.7 hillion.
The  mgority of this
production is exported to the
countries of the former Soviet
Union and to internationd
markets, over US$ 2.1 hillion
in 1999. Mining ad
metdlurgy account for 3-4
percent of government tax
revenues and employ directly
nearly 200,000 persons
nationwide. The economies of
certain oblasts — Karaganda,
East Kazakhstan, Pavlodar,

undertaken to reduce the presence of the State in dl
sectors of the economy, the currency was fixed tc
the US ddla to dop inflation, and various
impediments to new invesment were remedied. Ir
the mining sector, which had been moribund for
years despite highly prospective geology, grounc
hedd by federd govenment and provincid
government corporations was opened to new private
invesment, the mining law was reformed, a new
mining  investment act  with  internaiondly
competitive fisca incentives was passed, a moderr
computerized mine title and regidry sysem wee
introduced, geologicd information sysems were up-
graded to international standards, and other reforms
were undertaken to develop the sector. The results
have been very successful: snce 1993, Argentine
minerd production has increesed from US$ 341
million to US$ 1,310 million; annua expenditures ir
exploration are over US$150 million and in capitd
expenditures US$ 350 million. Findly, exports of
minerds has increese ten fold from US$78 millior
to US$ 700 million; by vaue minerds exports are
greater than beef. Mining reform works.

and Kostana — are dominated by mining and metdlurgy. Moreover, the dructure of the
exiging kombinats is such tha they provide essentid infrastructure and socid services to
the communities in which they operate.



1.6 During the years following independence, the didocation of traditiond markets in
the former Soviet Union and the increases in relative factor coss caused Kazakshtan's
minerd production to decline by over one-third. Much of this production decline has now
been redressed, though adjustments to the conditions of the market economy have not
been easy. During the mid-1990s the government embarked on an ambitious program to
privdtize or put under trud management many of the mining and metdlurgica
kombinats. This has been reasonably successful in terms of maintaining socid tranquility
and providing employment and services to the workers a some of the largest and most
important of the kombinats. It has been somewhat less successful in terms of increasing
productivity and efficiency due to lack of transparency and poor governance of the
enterprises. In some cases the government has rescinded the trust management contracts
or dedlaed the privatization invdid. Following independence, with the plentiful
avalability of risk cgpitd for mining ventures in the internationd equity markets,
numerous foreign companies in conjunction with loca interests began exploration or
devdlopment programs in Kazakhstan. With one or two exceptions, these companies have
withdrawn or reduced their operations. On the one hand, foreign companies have
complained that government policies, laws, and taxes discourage new investment in
exploration. On the other hand, the government has been disgppointed in the performance
of some foreign companies which seem to promise much but ddiver little. In certain
ingances disagreements between the government and the companies have caused
internationd  litigation. Indeed, due in pat to the damage to the country’s reputation
caused by these previous bad experiences, Kazakhgstan is viewed by the internationa
mining investment community as something of a “no-go” country. The country attracted
only US$ 9 - 10 million in new exploraion in 1999, an amount vadly insufficient to
replace reserves currently being exploited.® Part of the resson for this failure to attract
sudaned invesment in exploration is the reduced avalability of funding in the
international cgpital markets and low commodity prices. But other countries, with less
geologicd potential than Kazekhgtan, continue to attract new investment. This Study
concludes that the principa reasons are: @) the lack of a clear government Srategy and
policy for the sector; b) deficiencies in the legd, taxation, and inditutiona arrangements,
C) a tendering system for minerd properties which is not in accordance with internationd
practice d) a resarve cdlasdfication sysem which is incompatible with international
gandards, and €) the stigma, rightly or wrongly deserved, of unfair and arbitrary dedings
between the government and the private sector, mostly due to questionable governance
practices.

1.7 Minerals Legidation. The corner done of deveopment of the mining and
metalurgy sector is the body of laws and regulations that govern access by the private
sector to minerd rights. The Kazakhstan condtitution, in fact, provides a basis for such
private access, and other legidative acts governing mining and subsurface usage further
define the role of the State to fadilitate access to minerd rights. A fundamental problem
in Kazekhgan is the confuson of the mining and metalurgy sector with the oil and ges
sector. The economics of the two sectors are entirely different and what works for one
does not necessarily work for the other. The case in point is the tendering system for

! Argentina, for example, annually attractsin excess of US$ 100 million in exploration. Ghana, Tanzania,
Mali, and Burkina Faso annually attract each on the order of US$ 20 — 50 million.



blocks of geologicadly prospective ground that is contemplated in the legidation. This
practice, while extensvely used in the oil and gas indudry, IS very uncommon in mining
and metdlurgy and, in the countries where it has been tried, rdatively unsuccessful.
Because of the cumbersome tendering system and long delays in negotiation of contracts,
ganing exploration rights in Kazakhgtan is more complicated and time consuming than in
other countries. The legidation aso does not srictly adhere to the doctrine of the “same
rues for dl investors’ by gving preferentid trestment to obtan mining rights to
“Nationd Companies’. This appears to leave open the possbility of direct State
intervention to own and operate mines which would seem to be inconsstent with the
policies of private sector led development in mining and metdlurgy. Security of tenure —
that is the right to exploit a depodt in the event of a discovery — is a key concern for an
investor. This actudly is a concept which encompasses a number of issues such as the
naiure of the mining right (property or contract), exclusvity, continuity from exploration
to exploitation, term lengths, maintenance requirements and work obligations, among
others. On each of these issues (with the possible exception of term lengths), the
legidation not only could be cearer and more precise but dso more in line with
international practice. It is important that investors have liquidity of ther invesments —
that is the ability to transfer the mining right. In fact, the amendments to the sub-surface
law introduced in 1999 added provisons in this respect, though these could be
grengthened by conforming more closdy to the provisons governing pledges. Investors
adso will be concerned about the centraized and bureaucratic environmental permitting
and monitoring procedures outlined in the legidaion. In fact, comments such as
“...abitrary and little flexibility...” and “...command and control mentdity...” were
used by investors when asked about this particular issue. Findly, in a number of domans
such as the certification of reserves, obligation to produce a volumes designated by the
State, and the requirements to use loca goods and services, the legidation provides for
government interference in what, in most other countries, are matters for the private
operator to decide.

1.8 Mining Taxation. The taxation regime goplied to mining and metdlurgica
enterprisess in Kazakhgan is fundamentdly unattractive to new investment and not
competitive internationdly.  This is due, in pat, to severa taxes which confuse the
mining and metdlurgy sector with the oil and gas sector. In particular, “discovery” and
“dgnature’ bonuses as wel as reimbursement of “higtorica costs’ are highly unusud in
the internationd mining indusry and increase the codts and risks to new invetors.
Roydties on minerds produced — if any (and the internationd tendency is to diminate
mineras roydties) — should not exceed 2% net smeter return.  The roydty should be
determined in the law or regulaions and not negotiated on a case-by-case bass.
Concession fees and surface rents should be based on a set amount per hectare of the
surface area of the land held under exploration or exploitation permit; for the exploration
permit, these amounts may be increased each year during the life of the permit to
discourage holding the land for purdy speculative purposes. In order to encourage
exploration, import and cusoms duties should be diminated during the exploration phase
of the investment; import duties of aound 5% ae genedly acceptable during
exploitation operations. The vaue added tax should be “zero-rated” for mining projects
which export their products. Since vaue added taxes are reimbursed for exports anyway
“zero-raing” will diminate accumulation of rembursements which the government must
subsequently make to exporting companies.



19 The badc rate of taxation of corporate profits (30%) and dividend withholding
taxes (15%) are compdtitive internationdly. The Kazakhstan mining taxation legidation,
correctly, does not provide for exemptions from profits taxes or “tax holidays'.
However, the government may wish to consder removing the “excess profits tax.” In
other countries, this taxation insrument has proven ineffective in terms of increasing
government revenue and is sometimes percelved negdivdy by investors in the mining
sector. Also, for he cdculation of taxable profits internationaly competitive dispositions
relative to depletion alowances and accelerated depreciation could be put into place.
Government guarantees that the tax rates and methods of caculation will not change for a
certain period — “tax dabilization” — have been effective in other countries to reduce the
riks perceved by investors.  Though not directly in the control of the centrd
government, many oblasts have locd taxes and levies which investors find confusng ad
often complan aout. Findly, regulations should be prepared to determine the tax
trestment for funds and other alowances which companies make for mine closure.

1.10 Public institutions to fairly and adequately administer the legidaion are essentid
for the devdopment of mining and metdlurgy. At independence, Kazakhstan inherited
the old Soviet inditutiond dructure. This dructure has been subgtantialy modified snce
independence, most recently in December, 2000, in an atempt to make it more
regponsve to the needs of a market economy. Specificdly, the vesting in the new
Ministry of Energy and Minerd Resources of primary responsbility for oil and gas as
well as mining and metdlurgy crestes a sngle focd point for the sector which has proven
to be successful in other countries. However, while the new inditutiond set-up could do
much to remove the present overlapping responshilities and cumbersome jurisdictions of
severd nationd and oblast agencies and minidries, the government will have to guard
agang dlowing mining to be confused with oil and gas and to pay due dtention to the
gpecifics of the mining and metadlurgica sector. Government policy is dearly to promote
private sector development of mining and metdlurgy. However, there remains in severd
agencies and minigries a “command and control” mentdity, specificaly with reference
to reserve cetification and usage, that is incondstent with this policy or internationd
practice. Findly, there is, as is common in dl countries, the question of sudainability of
public inditutions The present levd of funding, logisticd support, recruitment and
traning of professonds for the public inditutions respongble for mining and metdlurgy
isinaufficient for long term sugtainability and requires close government attention.

1.11 Governance. Many investors have cited lack of good governance and
transparency in public and private sector decison meking as dgnificant obstacles to
invement in mining and medlurgy in Kazekhgan. As noted previoudy, the
privetizetion program has gabilized production and mantained employment and socid
tranquility. But, if the exiding kombinas are to be adle to dtract invesment on an
internationd levd, directly or as a liging on a mgor stock exchange outsde of
Kazekhgtan, internationally accepted dandards for  transparency,  disclosure,
accountability, and auditing must be adopted as well as other basic measures to protect
shareholder rights. These reforms are also necessary to attract new investment. No
domedic or foreign investor will risk subgtantid new investment in the “ad hoc’
amosphere that prevalls currently on many of these criticd governance issues. Findly,
there are dgnificant shortcomings with the remaning trus management arangements
and with the resdud shares ill hed by the government in many of the privatized
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enterprises. These shareholdings have not produced any significant dividend streams for
the government, do not give rise to any Subsantid government influence on corporate
decison making, and consume scae government management resources. It is
recommended that the government proceed with a responsible program of divestiture as,
for example, the re-activation of the “blue chips’ program.

1.11 Environmental Considerations. Kazakhstan has inherited a legacy of sgnificant
environmental problems a many of its mining and medlurgicd kombinas ~— The
dandards and practices used previoudy ae not in conformance with internaiona
dandards. The government has, however, made progress to develop internationaly
competitive environmental legidation and regulations.  Nonetheless, greater emphads
needs to be placed on the concept of “sustainable development” and the three key
principles thereof: partnerships, revenue sharing, and trangparency. A number of specific
issues need to be addressed including implementing Environmenta Impact Statements,
providing for mine closure, improving hedth and safety, disclosure by companies of
environmental peformance, ad adopting internationd  norms  for  monitoring, in
particular of the ambient environment and not just effluent discharges.

1.12 Infrastructure Considerations. Efficient and adequate supply of infrastructure —
epecidly rail transportation — is vitd to Kazakhgan's mining and metdlurgica indudtry.
Indeed, mining and metalurgica products account for over 85% of the totd freight
traffic on Kazakhdan ralways ~ Following independence, the ral sysem implicitly
subsidized the industry by supplying commercid and socid services in pite of a
dramatic fdl in ral traffic and revenues. Freight rates in Kazakhstan as caculated on a
per kilomter/tonne bass, are very low by internationd <tandards which implies a
continued subsidy to the mining and metdlurgica industry. This has been made possble
by drawing down on reserves of materiel, tracks, locomotives, wagons and other
infrastructure.  However, little new invetment has been made and it is anticipated that
the next fourteen years will require an invesment of US$ 14 hillion in new infragtructure
and ralling sock. Mohilizing this funding will require a reduction in operding cods, an
increase in tariffs, and access to private invetment. To fadlitate this the government has
just passed a new ralways law which will re-dructure the State raillway company,
Kazakhstan Temir Zholy (KZT). Many KZT services will be divested and/or privatized
and the creation of “own account” operations will be authorized. The redtructuring is a
promising sep towards improving efficiency and exploiting new market opportunities for
Kazakhgan mining enterprises. In the meantime, measures are being taken, including
building of new track, to remove bottlenecks in the rail trangport syslem and to cut costs.



Conclusions and Recommendations

Comparison of Kazakhstan and I nter national Standar ds

Topic Present Statusin I nternational Observations
Kazakhstan Standards Recommendation
Economic Mining and Mining contribution in Tomantain thisleve of
contribution ~ metdlurgy are Kazakhstan is economic contribution
ggnificant to the comparable to Peru, requires new investment;
economy: 16% of Austrdia, Canada, internationa countries
GDP; 30% of Chile, and other are more successful at
exports, 19% of countries atracting investment then
indudtrid Kazakhstan.
employment
Privatizetion  Reasonably Privately operated Improve standards for
successful: has mines in accordance protection of
maintained with internationdly shareholdersrights,
employment, socid accepted standards of including reporting,
tranquility, and accounting, reporting disclosure, accounting of
stabilized and transparency financid and operationa
production. dataand overal
transparency.
New Not successful. Kazakhstan should Carry out program of
exploration Kazakhstan only attract US$100+ reformsto policy, legd,
investment attracts US$ 9 million annudly in fiscd, and inditutions to
million. Thisis new exploration attract new domestic and
insufficient to investment. foreign investment
replace reserves or
up-grade
technologies.
Competitive  Not successful. Severd countries Modify legd and taxation
enabling Legd and fisca which have adopted conditions pertaining to
environment  conditions are dlill competitive conditions  investment; solidify
not internationaly have been remarkably  recent indtitutional
competitive; successful indtracting  changes.
inditutiona st-up new investment
maybe getting better
Country Kazakhstan has Other countries are Improve enabling
reputation "No Go” reputation  "investor friendly”, environment; resolve
among internaiond ded farly and contractud differencesin
investors equitably with foreign atrangparent and fair
and domestic manner.

investors.



Topic

Tendering
of minerd

properties

Mining title
issuance and
cadastre

regisry

Security of
tenure

Mining
Taxation

Conclusions and Recommendations (continued)

Comparison of Kazakhstan and | nternational Standards

Present Statusin
Kazakhstan

Not successful.
Current practice of
tendering minerd
propertiesand
negotiating separate
investment
agreements has not
dimulated new
investment.
Unclear regulaions
on mining title
issuance because of
emphasison
tendering.

Right to proceed
from exploration to
exploitation
operationsis not
clear; negotiated on
case-by-case basis

Some taxes confuse
mining indudtry with
oil/gas indutry:

- bonus payments

- historica costs

- roydties
Additiond
difficulties

- reimbursement of
VAT

- depletion
dlowances

- mineclosure
Locd taxes can dso
be troublesome

International

Standards
Tendering of minerd
properties has not
been successful in
other countries,;
reflects confuson with
oil and gas sector.

Exploration rights
granted on “first come
- first served”
principle; cadastre and
registry open for
public ingpection;
objective procedures
for titleissuance
clearly sated in law.

Clear autométic right
to proceed from
exploration to
exploitation; no case-
by- case negatiations

Internationa practice
isto emphasze
reasonabl e taxation of
profits and eiminate
“up-front” payments
or those based on
gross saes revenues,
zero rate VAT,

Recommendations

Abandon tendering
practice; adopt minera
title licenang system

Abandon tendering
practices,; adopt
internationa standards
for issuance of mining
titlesand rights.

Clarify property versus
contract rights; guarantee
progression from
exploration to
exploitation; set up
appedl s procedure for
dispute resolution.
Eliminate bonus
payments and
reimbursement of
historical; adopt
competitive roydties (if
any); zero-rate VAT,
alow accelerated
depreciation and
depletion alowance,
conform to international
standards on tax
trestment of mine closure
alowances, coordinate
with oblasts regarding
locdl taxes.



Topic

Role of the
State

Reserve
evauation

Lead sector
agency

Geologica
urvey

Rall
infrastructure

Conclusions and Recommendations (continued)

Comparison of Kazakhstan and I nternational Standar ds

Present Statusin
Kazakhstan

Stated policy
promotes private
sector invesment in
mining; in practice,
dill excessve
resdual state
controls of geology,
tendering, and
resdual government
shares

Present system of
reserve evduaion is
not competible with
internationa
standards and
causes disputes with
investors.

Reforms of
December, 2000 are
agep in theright
direction;

centralizes authority
for sector in

Minigry of Energy
and Natura
Resources (MENR)

Basic exploration
on regiond scale by
the government is
saled dueto
budget congtraints.

Mining industry
dependent on rail
trangport; new
investment will be
fecilitated by new
ralways law.

I nter national
Standards

Stateis regulator and
referee for the sector,
not owner/operator of
mines, State roleisto
provide information
to potentid investors;
adminiser mining

title system; collect
taxes due from the
sector

United Nations
Reserve
Classfication Sysem
isused by many
countriesand is
compatible with
conditions of market
economy

A angleminigry
responsible for the
sector with sub-units
for function of palicy,
mining title issuance,
environmental
protection, and
geologica survey.

Nationa geologica
surveys conduct
exploration on a
regiond scde and
make the information
available to the public
a nomina cost

Rall servicesin most
countriesa
cooperative effort of
industry and
government on
competitive basis.

Recommendations

Role of geologica
survey and policieson
supplying geology
information need to be
reviewed; tendering
sysem for mining
properties should be
abandoned and a proper
licensing system put into
place; review State shares
in privatized companies.
Adopt UNRRC system;
re-cdibrate existing
reserves data to fit the
UNRRC system.

Reinforce control of
MENR over sector;
guard againg too much
emphass on ail/ges,
create sub-unitsfor
functiond
responsbilities

Resume funding,
logigticdl, and personnel
support for geologica
survey in order to collect
and present scientific
datato potentia
investors

Implement reforms,
especidly divestiture and
privatization of rail
services and creation of
“own account” transport
companies.



Topic

Environmentd
Protection

Sudainable
Deveopment

Resdud
Shares

Disclosure

Accounting
and Auditing

Conclusions and Recommendations (continued)

Comparison of Kazakhstan and I nter national Standar ds

Present Statusin
Kazakhstan

Approva of
environmenta
impact Satements
(E1S) iscondition
for minetitle
iSsuance.

Present systemis
datic: does not
measure long term
impact of mining on
the environmernt;
lack of public
disclosure and use
of ingppropriate
standards

Resdua shares held
by the government
in privatized
enterprises do not
produce dividends
and consume scare
management
resources
Requirements for
disclosure of key
corporate detailsis
lacking: board of
directors, company
charter, shareholder
lis

Progress has been
made to bring
Kazakhstan
Accounting
Standards (KAS)
into linewith
internationa
standards, but
deficiencies

I nternational
Standards

Approva of
environmenta impact
gatements (EIS) is
not a condition for
issuance of mining
title but rather of
operating license.
Environmental
management is an on-
going process, EIS
and Environmentd
Action Plans (EAP)
need to be constantly
reviewed, up-dated
and performance
disclosed and
monitored.

Governments
generdly do not hold
resdua sharesin
privatized enterprises.

Full and complete
disclosure is required
by law of these and
other corporate
details

| nternationd
Accounting Standards
(1AS) dlow
shareholdersto know
on aconggent bass
how company
management is
handling their
investment.

Recommendations

Didtinguish between
gpprova of ElS as pre-
requiste for mining title
issuance and gpprova of
ElSfor an operating
license.

Adopt precise guidelines
for assessment of EIS
and EAPs based on those
used by internationd
organizations, adopt
standards to mesasure
ambient environment,
not just discharges,
encourage disclosure of
environmental
performance

Divest of government
sharesin an orderly
fashion; re-active the
“blue chip” program.

Regulations should be
changed to close
loopholesthat dlow
companiesto avoid full
disclosure.

Rectify the remaining
deficienciesin KASto
conformto |AS.
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2. Backaground on the Mining Sector Study

21  Pursuant to discussons between the Bank and the Government in May, 2000 it
was decided to undertake the present Study of the Mining Sector in Kazekhstan. The
principa objectives of the Study are to:

e diagnose the current date of the Kazakhgtan mining sector and to identify
problems and bottlenecks to new investment and increased contribution of
mining to the nationa and regiona economy;

e provide internationa comparisons, case sudies, examples and best practices on
how other countries have addressed the issues, problems and bottlenecks
identified in the Study (seelist below);

e recommend possible options and dternatives which may be consdered by the
governmen;

o fadlitae the trandfer of know-how and build cgpacity within various government
departments.

2.2  The Study was caried out by a team of specidigs from the Mining Department of
the World Bank together with externd consultants (see list below). A Working Group of
Kazakhdan officids was edablished to assst the Bank team, composed of
representatives from the;

Ministry of Economy, Department of Sector Policy

Ministry of Finance, Department of State Borrowings

Ministry of Labor & Social Protection, Department of State Labor Supervison

Ministry of Energy, Industry & Trade, Center on Complex Processing of Minerds
Ministry of Energy, Industry & Trade, Divison of Nor+Ferrous Metdlurgy

Ministry of State Revenues, Metdlurgy Divison of Electronic Monitoring

Ministry of Natural Resources & Environmental Protection, Committee on Geology
Agency on Investments, Divison on Making Contracts

Ministry of Justice, Depatment on Examinaion of Sub-Law Enactments
World Bank, Operations Officer and Task Team Leader

In addition to the Working Group, the Mining Association of Kazekhstan and severd
private mining companies paticipated in discussons and rendered vauable contribution
to the Study.

2.3  Fdlowing initid vidts to Kazakhstan by the task team in June and September,
2000, a two day kick-off round-table was held in Astana on October 23-24, 2000. During
the round-table three thematic groups were formed to discuss. 1) enterprise reform, socid
and environmentd issues, 2) the roles and responghilities of public mining ingtitutions,
and 3) the legd/regulatory framework. An interactive and participatory approach was
adopted during the roundtable and process of preparing the Study in order to ensure
maximum discusson  and  learning/sharing  of  experiences between the vaious

participants.
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An initid draft Study was submitted to the government for comment and observations in
March, 2001. This initid sudy, the “core report”, was subsequently completed in June
2001 with additiona chapters that required further research. The report was submitted to
the government for review and comments in August, 2001. A roundtable discusson on
the findings of the report and determination of “next steps’ is planned for September,
2001.

24  Bank gtaff and consultants engaged in preparation of this report include:

Mr. Craig Andrews, Principad Mining Specidist, World Bank, Washington
Mr. Koh Naito, Mining Specidist, World Bank, Washington

Mr. Igor Artemiev, Senior Privatization Specidist, World Bank, Washington
Mr. Rudan Mamishev, Operations Officer, World Bank Mission, Almaty
Mr. John Williams, Consultant Lega Specidist, Washington

Mr. Allen Clark, Consultant Ingtitutions Specidist, Hawali

Mr. Danid Meilan, former Minigter of Mines, Argentine Republic

Ms. Natalie Stevens, Fisca consultant, Paris

The Bank aff and consultants involved in this project wish to thank the Kazakhstan

government and, in paticular, the members of the Working Group, for their vauable
contribution.
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3. Enhancing the Economic Contribution of Mining Sector

3.1 Deve opment Objectives of the Kazakhstan Mining and Metdlurqy Sector

3.1.1 Mining can, and does, contribute to the wedth of nations and to economic
development. In many countries — Peru, Chile, Zambia, South Africa, Austrdia, Canada,
Pepua New Guinea, for example — the mining and metalurgy sector is an important
contributor to the nationa and regiona economies. In Kazakhstan, too, cod, ferrous, and
non-ferrous mining and metdlurgy are very sgnificant to the economy.

3.1.2 Like other countries, the Kazakhstan government has many policy objectives for
the mining and metdlurgicd sector. The present Study addresses three fundamenta
guestions concerning these objectives. |Is Kazakhstan achieving them? If not, or if
progress is only partiad, what changes are necessxy to achieve them? Findly, wha
lessons may be learned from the experience of other countries to achieve the objectives?

3.1.3 The mining and metdlurgicd sector deveopment objectives incude (among
others):

e Ensure continued production, employment and socid tranquility a exiding
kombinats and mining/metdlurgica facilities.

e Emphasze the role of government as regulator ingtead of direct investor/operator
of mines and metdlurgicd plants;

e Attract new private sector invesment to the sector D increase the minerd resarve
base necessary to maintain and expand production;

e Devedop an intenationdly competitive invesment dimae induding government
policies mining law and reguldions mining taxation, and public oversght
inditutions,

e Use the taxes and export earnings generated by the sector for overdl economic
development purposes;

e Enaure that the sector is sudanable in terms of its economic, socid and
environmenta performance:

e Provide for the environmentdly and socidly acceptable closure of mining and
metallurgica operations which are no longer judtified on an economic bas's;

e Mantan an equitable baance of benefits deriving from the sector among various
regions and population groups in the country;

e Hep to renforce the competitive podtion of Kazakhstan's mining and
metdlurgica industry in international markets by providing reasonably priced and
efficient infragtructure support as wel as fadilitating technological up-grading of
the indudtry;
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e Create a professond and efficient organization of public inditutions for oversight
of the sector and ensure that decisons are made in a transparent and efficacious
manner.

e Enhance the scientific knowledge of the basc geology and environment of sub-
soil resources so as to support continued detailed exploration by the private
sector.

314 Kazakhstan has been generdly successful in mantaning  production,
employment, and socid tranquility a the exiging mining and metdlurgicd fadilities
Even though both production and employment in the sector is below that of Soviet times
the mogt important kombinats have continued to function and provide vita socid services
in ther communities. There ae however, some problems of transparency and
governance with the privatization program and manegement contract sysem which are
examined in later chapters. Provison of basic infrastructure services — rail, energy, water
— to the mining and metdlurgical sector has dso been adequate, though some important
bottlenecks are noted in later chapters of this Study.

3.1.5 Kazakhstan has been less successful in implementing policies rddive to the role
of the government inditutions and their reationship to the private sector. The dSated
policy of emphaszing the government inditutiond role as regulaor ingead of
owner/operator in the sector is in line with international best practice. However, certain
digoodtions rdaive to Naiond Companies in the mining legidaion, continued
government share ownership in some privaized enterprises, a confused organizationd
dructure, the recdcitrance of some officids in government ministries and agencies to
accept the new “open economy” philosophy, and problems of efficiency and transparency
have hindered implementation of the policy. The cregtion of efficient, transparent, and
“user-friendly” public oversaght inditutions has aso been difficult. Investors complain of
abitrary behavior of certan public inditutions. Findly, even though basc scientific
investigation and geologicd survey services have been mantained, these have been less
successful in re-orienting their activities in line with the reguirements of the private
sector, paticularly in respect of internationa reserve classfications and evduation. Also,
it is important that the government address issues of adequate logigticd and financid
support for these services.

3.1.6 Kazakhstan has not been successful in atracting and retaining new investment,
epecidly in exploration. This is fundamentdly due to deficiencies in the “investment
dimae€ and a reputaion in the internaiond invetment community as a “no-go’
country. Without new investment the mining and metdlurgicd sector will become less
competitive over time. Kazakhdan aso has not been successful in providing for the
orderly close-down of defunct mining operations as wel as addressng the legacy of past
environmenta damage caused by the sector.

3.2 How Mining Reform Has Worked in Other Countries

3.21 As noted earlier, other governments have smilar objectives as Kazakhgtan for the
development of ther mining and metdlurgicd sectors Many of them have been more
successful than Kazakhgtan to achieve these objectives. They have done so by vigoroudy
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carying out mining sector reforms (the “reform agendd’) which typicdly include up-
dating the minerd policy and drategy, re-writing the mining legidaion (paticulaly in
repect of mining rights), reforming the mining taxaion regime, reinforcing government
supervisory inditutions, building grester capacity (including good governance) within the
inditutions to effectively cary out ther tasks and deveoping a reidble and
comprehensve scientific database of the earth system. Countries such as Chile, Peruy,
Argentina, Ghana, Mdi, and Tanzania — to name just a few — have dl undertaken within
the past 15 years subgtantid mining reform programs. The results in terms of increased
investments, production and export earnings, as well as other economic indicators, have
been remarkable.

Table3.2
Mining Reform Works

MINING REFORM “BEFORE AND AFTER”
RESULTSIN SELECTED COUNTRIES
Exploration Vaue Production Vaue Exports Vaue
{Country USS$ Million USS$ Million USS$ Million
Before After Before After Before After
Argentina <3 150 340 1,310 70 700
{[Chile 15 250 2,400 7,500 2,300 6,900
Peru 10 200 2,000 3,900 1,900 3,600°
Tanzania <1 35 53 350 53 350
{|Ghana <1 N.A. 125 700 125 650
Mdli <1 30 <1 242 <1 230

Source: World Bank staff estimates

3.2.2 This sudy argues that foreign direct investment together with loca private sector
capitd should be encouraged to develop minera resources. The risks associated with
minerds development are too great and localy available cepitd too scarce to permit
otherwise. In order to mobilize this capitd the government will have to reinforce the
successes in the sector since independence and remedy some of the deficiencies which
hinder new investment. Kazakhstan has a world class mineral resources base; it should
implement amining reform agenda to develop its world class resources.

2 peru figure includes value of Antaminawhich will begin production in 2001 at about US$ 650 million
value.
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3.3 The Changing Role of the State

3.3.1 In the 1960s and 1970s, many developing countries adopted a nationalistic approach
to minerd resource development: macroeconomic policies were redrictive and hodtile to
foreign private invesment; foreign-owned operations were expropriated; access to land for
minerd exploration by the private sector was redtricted; minera resources were generdly
exploited only by state-owned enterprises;, and barriers to imports and exports were often
high. As a result of this nationdistic approach investment in mineral resource development
was largey concentrated in the wel-known minerd-rich indudridized countries — the
United States, Canada, and Audtrdia

332 Beginning in the late 1970's and 1980s, a smal number of countries in the
developing world, such as Chile in South America, Indonesia and Pgpua New Guinea in
southeast Ada, and Botswana and Ghana in Africa, began to reform their mining sectors
and were very successful in dtracting new private investment. In the 1990s, with the
globa change towards open economic policies, a growing number of developing countries
have followed this example,

3.3.3 Mining Reform involves a fundamentd shift in the role of the State  instead of being
both owner and operator (player) the role of the State is now that of lessor and regulator
(referee).  Private mining companies are expected to take the lead - and the risks — of
invesing in exploration, devdopment, mining, benefication, smdting, refining, and
marketing minera resources.  Governments focus on the definition and enactment of clear,
condstent, non-discretionary, and explicit rules and policies for the sector, on the
adminigration of minerd rights, on the compilation and provison of basc geologica
information, and on the enforcement of internationaly and localy acceptable socid and
environmental dandards to foder the sustainable deveopment of the surrounding locd
communities.

3.34 This new role of the State is the reverse of previous practices in the former Soviet
Union. Successfully gpplying market economy principles to the new role of the State is not
essy. Although many dements of change are required, three essentid State functions
under the new State role modd are examined below. An additiona function of the State,
management of resdud State shares in mining enterprises, is examined in Chapter 8 of this
Study.

3.3.5 Providing geological information. Under previous practice, the State scientific
inditutions responsible for geology peformed detailed exploration for ore bodies and
delineated of reserves. These reserves became part of the State balance and in due course
could be turned over to an exiging or new mining kombinat for development. Under the
new modd, the State scientific inditutions responsble for geology concentrate on
preparing regional geologicd cartography, mapping and data gathering. This information is
then made available a nomind cost to any potentidly interested party. In addition, the
information is integraed into other scientific databases and an overdl geogrephic
information system. This information then dlows the State agencies responsble for the
sector to adequately administer the sector.  Detailed exploration is too expensve and risky
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for the State. The risks and expense are better |€eft to private sector companies.  The basic
goproach is shown schematically in the following diagram.

Public and Private Sector Roles
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3.3.6 Providing Access to Sub-Surface Rights and Regulating Operations. In order to
be successful, policies, laws and regulaions for the development of a country’s mining
sector should take into account the following fundamenta principles that goply in the
mining indudry:

e Mingds explordion is a very high risk activity. The success rate of solid
minerads exploraion is only a smdl fraction of the success rate of petroleum
exploration.®

3 “Roughly one out of every 1,000 properties passes the preliminary exploration phase and results in the
discovery of economic-grade mineralization. Once discovered, the mineralized zone has a 1-2% chance of
developing into an economic deposit. In other words, it takes 1,000 grassroots prospects to make a
discovery and at least 100 discoveries to make a mine” Virginia Heffernan, Worldwide Minera
Exploration (1998) at p. 3. By contrast, the success rate on exploration drilling for petroleum is
approximately 15%. Alexander, “Production Sharing Contracts and Other Host Government Contracts,”
presentation at the 46" Annual Rocky Mountain Mineral Law Institute, July 21, 2000, Vancouver, British
Columbia, Canada.
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A fundamentd tenet of investment theory is that the higher the risk involved,
the higher the return must be to judify the invesment. According to this
theory, the return on minerds exploration should subgtantidly exceed the
return on petroleum exploration.

e However, the world market prices of base metals have been declining over the
past twenty years, with no indication that this is a temporary trend tha will
reverseitsdf in the foreseesble future.

e Given the high risk nature of hard rock minerds exploration, the declining
prices of minerd commodities, the generd worldwide economic downturn,
and the negative effects of the 1997 Bre-X scandd on the capita markets,
capitd available for mineras exploration is relaively scarce

e In light of the opening of many economies to foreign private invetment since
the early 1990s, there are now a large number of countries competing for a
relativey smal pool of investment capitd available for minerds exploration.

3.3.7 Exploration for ferrous and non-ferrous metalic minerds, as well as for precious
metas and stones, involves greater risk and longer investment periods prior to production
than does exploraion for petroleum. Accordingly, there is much less capitd avallable for
exploration of solid minerds than for petroleum exploration.® Because very few solid
minerd exploration efforts results in a discovery; and very few discoveries become
mines, investors can only judify investing in solid minerds exploration if they can expect
to earn a very subgantid return when they do make a commercid discovery that is
developed into amine.

3.3.8 It is good policy to tender blocks for petroleum exploration because there is a
relatively large amount of capitad competing for those blocks. Kazakhstan has obvioudy
been internationally competitive and successful in dtracting exploration invesment in its
petroleum sector through atender process.

3.3.9 However, under the Subsurface Law of 1996, as amended in 1999, Kazakhstan
adso relies excdusvely on a tender procedure to grant solid mineras exploration rights to
prospective private investors. Kazakhstan has not been internationdly competitive or
successtul  in - dtracting new invesment in solid minerds exploration through this
procedure. The tender procedure for granting exploration rights has not been successful
because it is more expensve and time consuming for investors than the procedures
followed by other nonFSU countries with attractive geology, and because Kazakhstan
requires payments and imposes taxes and roydties that are grester and more numerous
than those imposed by other countries that are aggressvely seeking invesment in solid

* Worldwide private exploration investment increased substantially between 1993, when it totaled US$2.4
billion, and 1997, when it peaked at about US$ 5.1 billion. It subsequently declined to $2.7 billion in 1999.
Metals Economic Group, Corporate Exploration Strategies: A Worldwide Analysis (1999).

> The market capitaization of the entire global mining industry is estimated to be less than the market
capitalization of one of the major oil companies.
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minerds exploraion. Because investors are motivated by profit, they naturaly choose to
inves in countries that offer not only atractive geology, but dso rapid, easy and
transparent access to exploration rights, relatively unredricted trandferability  of
exploraion rights, and competitive fiscd terms for mining. In effect, other counties have
been out-bidding Kazakhstan for invesment in ther solid minerds sectors.  Thus, no
ggnificant mining country outsde of the FSU rdies primarily on a tender procedure for
granting solid minerd exploration rights.

3.3.10 There ae very few exceptions to this negative view of tendering of undeveloped
mineral properties. These are, however, exceptiona cases and not the genera practice.
Peru, for ingance, has successfully tendered a few partidly developed or undeveloped
minerd properties. The Peruvian government in the early 1970s nationalized the operating
mines and minerd reserve holdings of the private companies then operating in Peru. These
holdings were given to specific state owned mining enterprises or holding companies such
as MineroPeru and Centromin.  The Alberto Fujimori government reversed the previous
policies of nationadlism in the ealy 1990s Under the new government an ambitious
program of privatization of dtate owned enterprises was undertaken.  MineroPeru and
Centromin, with the advice of internationd advisors, sold off many mining assets,
including a few highly prospective undeveloped or partiadly developed mineral properties.
An example of a successful tender of an undeveloped minerd property is the case of
Antamina

3.3.11 An example of a successful tender of an undeveloped minerd property is the case
of Antamina. The Antamina copper-zinc depost was first identified by the Cerro de Pasco
Corporation in the 1960s. The assats of the company were nationdized in 1974. In
1995/96 the Peruvian government, in accordance with the naional program of
privatization, decided to put out for internationd tender the Antamina deposit. At tha
time, a tota of about 150 million tonnes of ore reserves had been identified; but, the
government technicians believed that the depost had consderable potentid for greater
reserves.  Accordingly, an international tender procedure was devised which required a
US$ 20 million cash payment and an exploration program of US$ 135 million. The
winning bidder would have a two year option during which time the exploraion program
would take place and the resarves confirmed. At the end of the two year period the
winning bidder could ether confirm its bid, a& which time the US$ 20 million would be
paid to the government, or wak away from the project. The US$ 13.5 million commitment
for new exploration was guaranteed by the company againgt a letter of credit. In the event
that this amount was not spent in new exploration the remainder would be payable to the
government. The property was awarded to the highest bid cdculated according to a
formula which took into account 100% of the up-front payment plus 30% of the investment
commitment.  The winning company was Rio Algom of Canada, later acquired by Billiton,
which subsequently formed a joint venture with Noranda, Teck Corporation, and
Mitsubishi. Devdopment of this mine is curently underway for a totd investment of US$
2.2 billion. Antamina will be one of the largest polymetalic mines in the world, producing
concentrates with an equivalent metalic content of 270,000 tonnes of copper and 220,000
tonnes of zinc per year. The principd lesson to be drawn from the Antamina experience is
to provide for a phased gpproach which will dlow the investing company sufficient time to
confirm existing reserve estimates and prove up new reserves. It should aso be noted that
ggnificat reforms to the Peruvian mining law and regulations had been taken shortly
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before the privatization program. This provided the investor companies with sufficient
security of tenure to mobilize internationd financing for the venture.

3312 Tenders have adso been successful in Finland on a limited bass. In Finland, the
Government promotes exploration and development of a smdl number of carefully
selected minerd properties by having the Geological Survey of Finland conduct extensve
exploration and then putting them up for tender. However, investors can obtain licenses to
explore for mineras in most parts of the country through an gpplication process, without
going through atender.  The key to the success of the tenders in both Finland and Peru is
that they have been done on a highly sdective bass as pat of either a privatization
program or a promotiona program. Neither country has attempted to rely on tenders as the
main procedure for granting minera rights.

3.3.13 Severd countries have had great success in atracting invesment in solid minerds
exploration through a licenang sysem which establishes clear procedures, terms and
conditions for exploration rights ~ Examples are Chile, Peru, Mexico, Argenting,
Indonesia, Tanzania (See Annex J).

3.3.14 The following are generd characteridics of the licenang sysem implemented in
the most successful mining countries:

e They make geologicd information avalable to prospective investors a low
cos. The invedtors identify their own targets, rather than the Government
selecting areas for tender.

e The most successful countries have an open mining cadaster and title
regisry. Investors sdect dtes that are available based on the information
provided by the mining cadaster.

e Genad conditions are specified in the law and/or model contract as to:
digibility; grant criteria (fird come, fird served — no negotiations); digtinct
titte maintenance obligations (eg., payment of annua fees per hectare) and
operating obligations (eg., environmental assessment and planning, hedth
and sofety measures, reporting, fiscd obligations, etc.); relations with
surface users, violations and pendties, and recourse rights. These terms are
standard and not negotiable.

3.3.15 In the most successful mining countries, investors first determine the aress that they
are interested in and that are available by consulting the open, public registry of exploration
and mining titles. They then file an application for an avalable aea.  The time when each
goplication is filed is drictly recorded. No other gpplication for the same area is accepted
unless and until the earlier gpplication for exploration rights in the area is rgected. The
requested title is granted to the first digible applicant to apply for it correctly. The primary
criteria are that:

(& Theareaisavalddle.

(b) Thereisno overlgp with existing rights.

(o) The applicat is digible. (Eligibility requirements are not very redrictive, and in
many countries, no demondration of financia and technical capability isrequired.)
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(d) The applicant provides the necessary identification documentation and pays the
gpplicable fees.

3.3.16 This procedure not only avoids discrimination between competing applicants, but
it dso reduces the time necessary for processng gpplications from months or years to
days Moreover, the sysem of granting minerd rights on a drict “firs come, firs
saved” bads through a licenang office tha mantans an open, public regisry of
exploration and mining titles can be — and in severd countries is — sdf-supporting. The
initid and annua fees paid by the titleholders in order to obtain their rights and maintain
them in effect pay the system’s costs. An east Asan regiond example of a country that
has reformed its mining sector based on the foregoing principles is Mongolia (see Annex

Ji))-

3.3.17 Recommendation: Kazakhstan should amend the Subsurface Law to provide a
diginct regime for the grant of subsurface rights to solid minerals different than and apart
from the regime for subsurface rights to petroleum. It should consder changing its
procedures for granting exploration rights from a tender process to an adminigrative
goplication procedure (license system) based on the “first come, firs served” principle in
order to successfully compete for private investiment in exploration for solid mineras.

34 Background on the Mining and Metallurgica Sector

34.1 During Soviet Union times minera producing kombinats in Kazekhdan were a
principd supplier of minerd resources, processed and unprocessed, to industria plants
elsawhere in the Soviet Union. Some 233 mining and metalurgical kombinats produce a
wide variety of minera products, the volumes and vdues of which are summarized in
Table 3.2. Kazakhstan is a world class producer of chromite ores, ferrodloys and
ferrochrome, dumina, and uranium. It is a mgor producer of refined copper, lead and
zinc, iron ores and pedlets, ded, cod, manganese, duming titanium, barites and
rhenium. Over 90% of the minerd production is exported snce loca consumption of
metds is rddively low. In terms of diversty of minerds produced and prominence in
many export markets, Kazakhdan is the ultimate mining and metalurgica country.
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Table3.2
Kazakhstan Selected Minerals Production: 1999

Commodity Volume Value Value
(million Tenge)  (million US$)

Cod and Lignite 58.4 million tonnes 20,549 171.8
Iron Ores 9.6 million tonnes 17,632 147.4
Bauxite 3.6 million tonnes 2,349 19.6
Chromite Ores 24 million tonnes 6,066 50.7
Steel 7.7 million tonnes 89,558 748.6
Ferrodloys 999,603 tonnes 27,414 229.1
Ferrochrome (60%) 731,563 tonnes 19,988 167.1
Refined Gold 9,655 kilograms 7,740 64.7
Alumina 1,157,692 tonnes 13,074 109.3
Lead Metal 158,890 tonnes 6,714 56.1
Zinc Metd 248,754 tonnes 23,833 199.1
Refined Copper 361,890 tonnes 62,931 526.0

Source: National Statistical Agency

3.4.2 Immediady following the breskup of the Soviet Union the traditiond markets for
Kazekhgan mining and metdlurgicadl kombinats disappeared or became insolvent with
the result that minerd output fel and the kombinats came under severe financid
pressures. The Adan and Russan financid crises further depressed the markets for
Kazekhstan minera products. In 1994-96, in an atempt to redress the Stuation and
maintain production, employment, and socid savices, the government ether privatized
or awarded “management contracts’ for many of the kombinats to consortia of loca and
foreign investors. It should be noted that many of the fordgn firms obtaning
management contracts were not well-known minera producing companies but rather
“trading” or other companies whose core businesses were not minerals production. The
results of the privatization program and management contracts system have been mixed.
On the one hand, production has stabilized and the kombinats have continued to provide
employment and socid services to the communities where they operate. This has been the
case, for ingdance, of the Ispat Internationd (United Kingdom-India) teke over of the
Kamet iron and sted works, the Samsung arrangements with Dzhezkazgan and Bakash
copper kombinats, and Glencore Trading (Switzerland) commercid arrangements
through Kazzinc. On the other hand, some investors dlegedly did not honor their
commitments and ther management contracts were later cancelled by the government.
Disputes related to these cancellations have led to litigation and/or arbitration in loca and
foreign courts®

34.3 In addition to the privaizaion axd/or management contracts of exiging
kombinats during the mid 1990s, many investors, foreign and domestic, were interested
in exploration and new project development in Kazakhstan. The results of these new

® The most celebrated case involves Trans World Group (TWG) which, through various subsidiaries and
affiliates, acquired control of bauxite and alumina kombinats (Whiteswan Ltd.), the Sokolovsko-Sarbay
iron ore complex (Ivedon International), and the Donskoy chromite and ferro-alloys operations (Japan
Chrome Corporation). Following a dispute with its joint venture partner, Kazakhstan Mineral Resources
Corporation (KMRC), the commercia arrangements of TWG were annulled by the Kazakhstan Supreme
Court. This decision was the subject of international litigation. Other management contracts which have
been cancelled include those pertaining to phosphate and certainlead/zinc operations.
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investments have not been entirdy satisfactory, both from the perspective of the investors
and the government. Many foregn companies were more interesed in  short-term
gpeculation rether than long term development. Several mis-understandings between the
invesors and the government, some of which have resulted in litigation in locd and
internationa courts’, have clouded the atmosphere for investment in Kazakhstan. During
this early period, the government, as wel, was ill-prepared in terms of legd and
inditutiond arangements to ded with the requirements of foreign investors. A “licensng
gydem” was a firgd attempted with mixed success. Subsequent revisons to the mining
legidation put the emphass on a “contrect/tendering sysem” and the inditutiona
arrangements were adapted to this type of system accordingly. Most recently, the impact
of the changes to the inditutional set-up introduced in December, 2000 have yet (as at the
writing of this report) to be fully implemented. A principa finding of the report is that
this confuson between a “licensng” and “contract/tendering” system continues to be a
principd hindrance to new mining investment, particularly in exploration. Except for oil
and gas, Kazakhgtan is not atracting sufficient new exploration in minerads resources.
New exploration should thus be a priority for the government as exiding reserves will
become increasingly exhausted and uneconomic unless new reserves are found and put
into operation.

3.4.4 According to the Ministry of Natural Resources and Ecology, Kazakhstan has an
excelent reserve baance in many ferrous and non-ferrous metas. It ranks first or second
in terms of bdance reserves for lead, zinc, tungsten, chromite, and uranium. Kazakhstan
ranks third to fifth in baance reserves of copper, molybdenum, slver, and manganese.
Kazakhstan aso has world class reserves of tin, titanium, gold, and iron ore.

3.4.5 It should be noted, however, there are sgnificant differences between the reserve
classfication standards used in Kazakhstan and those accepted internationdly. The Bank
is of the opinion that if internationd reserve classfication sandards are applied it could
lead to a reduction in the amount and vaue of the minerd reserves® The United Nations
in 1998 proposed a new Internationd Classfication Sysem for Reserves/Resources
(UNRRC) that is rapidly being adopted and accepted as internationad best practice by
most countries. The differences between the UNRRC and the exiding Kazekhstan
classfication sysem aree @) UNRRC is based on “recoverable’ reserves ingead of “in
stu” mineras, b) UNRRC uses current prices and costs and “best available technology”
rather than “fixed in time’ costs and technology as determined by the centra planning
agency; ad ¢ UNRRC wuses “full cos” accounting incuding mining and
environmentd/social  cods, which are not genedly included in the costs used in the
present system in Kazakhgtan. If the UNRRC were usad in Kazakhgtan it would have the
effect of reducing “on bdance’ reserves, increesng the amount of *un-economic”
reserves, and increesing the amount of “off-balance’ resources. This should not be
viewed as a loss of wedth to the country but rather as a re-caibration of existing data to
more accuratey reflect the open market economy conditions that Kazakhstan has chosen
to operate under. Use of the UNRRC or other internaiondly recognized reserve
classfication sysem would hdp remove potentid conflicts concerning “high grading”

" Central Asia Goldfields, a Canadian company which had invested in a gold mining project, is still
involved in judicial proceedings or arbitration. Placer Dome, a well known Canadian gold company,
threatened legal action over alleged breach of contract in dealings with the government.

8 For an explanation of the major differences between reserve classification systems please see annex G.
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and “rationd use of depodt” which have been contentious issues between investors and
the Committee on State Material Reserves. Thus, the present Study recommends that the
government move quickly to adopt the UNRCC system.

3.5 Macro Economic Contribution

3.5.1 Countries treditiondly have measured the economic contribution of mining a the
mecro or nationd levd in terms of contribution to export earnings, nationd tax revenues,
percent of gross domestic product, and percent of industrid employment. In Kazakhstan
in 1999, according to the Nationa Statistics Agency, the gross vaue of cod, metds, iron
ore, nonferrous meta ores and other mineral products was 323 million tenge, about
US$2.7 billion. On a gross vaue bass this is gpproximately 18 percent of tota GDP.
Exports of minerd commodities, principaly to the countries of the former Soviet Union
but dso in subgtantiad quantities to overseas export markets, were US$ 2.1 hillion, 30
percent of total commodity exports in 1999. The mining and metdlurgical sector directly
employs 200,000 persons or 20 percent of the industrial workforce. The sector directly
contributes 3-4 percent of total tax revenues.

3.5.2 The mining and metalurgy sector adso induces the devdopment of ancillary
indusgtries. Among the most important of these are vendors/suppliers of equipment and
supplies to the indudry, financid and marketing services, and professona services such
as brokers, consulting engineers/geologists and various experts. Though the vaue added
of these ancillary industries to the economy depends in large measure on the overdl leve
of economic development in the country, some dudies (Peru, Chile, South Africa)
edimate that the ratio of direct to induced vaue is one to two - that is for every dollar
gpent directly by the industry at least two dollars is generated in the ancillary industries.
In the case of Kazakhgstan, development of an indigenous cadre of vendors and service
companies to the mining and metdlurgicd industry could have important economic
benefits snce many of the current vendors and suppliers are ill located in Russa or
Ukraine. Indirect job cregtion is another important impact of mining development. In
Peru, for example, 56,485 persons are employed directly by the mining and metalurgica
sector; indirect jobs created by the sector are 226,000, a ratio of four to one. Thisratio for
the entire mining and metdlurgicd sector of Peru is confirmed by the direct to indirect
job cregtion multiple of individud mines (see bdow and annex H). Findly, certan
minerd rich countries have devdoped a wide range of financid services and equity
exchanges that sarvice the indusry, as for example the Toronto, Vancouver or
Johanneshurg Stock Exchanges. This is an interesting possihility for Kazakhgtan, though
one that would depend on the strength and integrity of the overdl banking and finencd
sector.

3.5.3 The direct macro economic contribution of the mining and metalurgica sector

for various countries is illusrated in Table 3.3. Kazekhgan is comparable to other
minerd rich countries such as Peru, Chile, Audrdia, Canada, South Africa and others.
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Table 3.3
Economic Contribution of Mining
Macro Indicators for Selected Countries- 1999

Country Valueof Percent Percent Percent Per sons Per cent of

Exports of of tax of GDP  directly industrial
USHhin  exports revenues employed employment
Kazakhstan 2.1 30 3-4 16 200,000 20
Canada 31.0 13 N.A. 3.7 386,000 10.2
Audrdia 11.6 23 N.A. 3.0
Peru 3.0 48 22 6.0 56,485°
Chile 6.9 45 N.A. 10.0
South Africa 16.0 45 2-3 6.3 436,500 9.2
India 5.9 16 N.A. 1.0

Source: World Bank Staff Estimates

354 Thex ddidics tedify to the importance of mining and metdlurgy to the macro
economics. However, over the past severd years some academic (Harvard University) and
international (UNCTAD) dsudies have noted that minera dependent economies tend to
grow more dowly than economies which are not minerd dependent. Among other
drawbacks, foreign exchange windfal earnings from minerd exports can contribute to an
aopreciaion of the locd currency thus eroding the competitive advantage for other
manufactures, services and agriculturd exports (the so cdled “Dutch diseasg’). This is a
serious problem. However, it is a problem that proper government policies can solve. For
ingance, windfal revenues can be held in specid dabilization funds which can be used to
cushion the nationd economy from the effects of fluctuations in commodity prices. This is
what Kazakhstan intends to do for petroleum revenues, for example. Such funds are dso
sometimes used in mining and metas exporting countries, for example Chile (copper) and
Botswana (diamonds). In the case of these countries the State has a large ownership
postion in the producing mines. This is not entirdy the case in Kazakhgtan which has
privetized mog mining and metdlurgicd kombinats. Also, with present low commodity
prices the revenues generaied soley by mining and metas exports may not be sufficiently
large to warrant a specid dabilization fund. However, this is a question which the
Kazekhgtan authorities should perhaps examine in due course in light of developments in
international commodity prices.

3.6 Economic Contribution at the Regiona or Oblast Leve

3.6.1 Within Kazakhgan, the economic contribution of mining and metalurgy varies
consderably by oblast (Table 3.3).Certain oblasts, such as Karaganda, East Kazakhstan,
and Kostana are heavily dependent on mining and metdlurgy while others, such as West
Kazakhdan, Kyzylorda, and Mangisau have litle or no mining and metdlurgica
industry. The different dependencies of the oblasts on exiging mining and metalurgy
plants, as wel as the impact of potentid new developments, is important in the regiond

® The Peurvian government estimates that an additional 200,000 persons derive “indirect” employement
from the sector.
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context especidly in tems of infragtructure and training and dlocation of human
resources.

Table 3.6
Economic Contribution of Mining by Oblast - 1999
Oblast Commodities Direct Per cent of Value of Average
Produced Employment Indusgtrial Assets Monthly
Production  (tenge min) Wages
Karaganda Stedl, cod, 106,998 85 192,696 16,362
copper
East Copper, lead, 36,514 63 55,676 22,525
Kazakhstan  zinc, titanium
Pavlodar Aluming, cod 16,309 60 58,148 18,976
Kostanai [ron ore, 18,330 35 NA 17,044
manganese
Aktobe Chromite, 5,805 28 8,213 22,525
ferrodloys
Zhambyl Lead, 1,399 28 1,180 17,720
phosphates

Source: National Statistical Agency

3.6.2 Physcd infrastructure requirements such as rail, road, waterways, and dectricity
tend to service the mining and metdlurgica indudtries on a priority bads and thus tend to
be concentrated in the oblasts where the industry is concentrated. The operators of the
infrastructure services, be they private or public, must take into account the requirements
of the indudry in terms of exising operating bottlenecks as well as future plans. Oblast
government authorities dso need to assess the land use needs for the infrastructure, the
potentid impacts on oblast revenues, and potentid problems obtaining and granting of
right-of-way. Those oblasts with the highest levd of mining and metdlurgicd activities
requires specidized manpower and  skills. This may, in turn, require additiona
invesment in specid training fadilities in the oblast as wedl as on the nationd leve. The
wage differentid in the mining and metdlurgicd industry when compared to the nationd
averages, to other economic sectors, and within the same sector but in different oblagts,
may aso pose a chdlenge. For instance, a coa miner in Karaganda earns 12,790 tenge
per month (first quarter, 2000) while a cod miner in East Kazakhstan earns 22,166 tenge
per month. Under conditions of a free labor market, this differentid in wages could be
expected to induce migration of skilled manpower from low wage oblagts to higher wage
oblasts.

3.6.3 There is ds an issue from a nationd policy standpoint regarding the equitable
digtribution of economic wedth and benefits between oblasts. Those oblasts blessed with
oil or minerd resources will tend to be better off economicaly than those which do not
have the resources. Not only do these oblasts receive the benefits of job creation and
goin-off effects from the invesments but dso localy levied taxes and, to the extent
provided in nationd legidation, a portion of centraly collected taxes as wdl. The
equitable didribution of benefits is fundamentdly not a problem for the mining and
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metalurgy sector to solve but rather a problem of overdl nationa policies and politica
direction. Many other countries have grappled with this issue of regiond distribution of
wedlth and there are no easy solutions.

3.6.4 Recent decrees of the government give greater powers to the administrations of
the oblasts which could have ggnificant impacts on the mining and metalurgical sector.
However, in Kazakhdan it remains to be seen exactly what powers and authorities will
be decentrdized In certain countries organized on a “federd” bads (such as, Audrdia,
Canada, Argenting, USA) the governments of the dates or provinces have substantia
powers in respect of issuance of mining titles and cadasire, supervison of work
obligations and environmental compliance, and assessment and collection of certan
taxes. In other jurisdictions organized on the “unitary” bass (such as, France, Chile,
Indonesa, and Kazakhgtan) these functions are in principle firmly controlled by the
centra government. Execution in the provinces is through units or locd deegations of
the centrd minigtry, rather than units of the locd provincid government. In Spite of
centra control, in Kazekhgan investors have complained that the oblast governments
sometimes add taxes which are not specified in the contract. Also, there have been some
complaints about overly zedous labor and safety ingpectors, though it is not clear if this
is from the oblast government or the local unit of the central minidtry.

3.7 Economic Contribution at the Locad Community Leve

3.7.1 At the internationd leve, over the past five years much attention has been
focused on the economic impacts and contribution of mining a the levd of the locd
community. Based on some recent sudies'® the impacts of one mine in the locd
community can include:

e indirect employment - for every job created directly in the mine between 2 and 25
jobs are created with suppliers, vendors and contractors to the mine;

e induced economic activity — every dollar spent by the mine on operations generates an
average of 2.8 dallars in the loca economy in terms of induced economic activities in
and around the mine Site;

e |ocal employment — between 65 and 90 percent of the labor force at the mine is drawn
from the locd community;

e social services — mines contribute directly to socid services such as schoals, hospitas
and clinics, training centers, food security programs, water wels, smdl scae busness
development, vendor and supplier partnerships.

10 The World Bank has conducted studies (1999) of the economic contribution of mines in Latin America,
Africaand Asia. The summary of the findings of these studiesisin annex H.
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3.7.2 Loca communities, which bear the brunt of environmentad damage and socid
dedabilizetion of mining activities, often complain that they do not receve ther far
share of tax revenues and other benefits. Many governments are now pursuing policies
and enacting laws to share a portion of mining taxes and other revenues directly with the
locd community. However, this prectice rases the issue of the capacity of locd
communities to properly adminisger and use the funds. Experience in severd jurisdictions
demondrates that locd communities (or individud politicd leaders of them) could
amply sguander the resources on projects which do not benefit the community as a

whole. This, in turn, can cause
ggnificant problems for the
mining company and the
central government which ae
sometimes  wrongly held to
blane for the mis-use of
funds at the locd leve.

3.7.3 Mining and
metalurgicd  kombinats  in
Kazakhgtan, located mainly in
isolated rurd aess, have
traditiondly assumed  direct
responsbility for provison of
infrastructure,  socid and
support services to the locd
community. Much of this
respongbility hes been
trandferred to oblat  or
municipd governments.
Nonethdess, the mining and
metdlurgicd  kombinats il
provide critica services to the
locd community. There is
dso a difference of mind-set

Mine Closure: the Case of British Cod

Cod was instrumentd in providing power for the
British indugtria revolution and, aslate as 1947,
accounted for more than 90% of dl primary energy
consumption. However, by the late 1970s abundant
supplies of natural gas began to replace cod as the
fud of choice for the dectricity generators. The
government of Margaret Thatcher, which cameto
power in 1979, was determined to let market forces
work and refused to subsidize the losses &t the
netionalized company British Cod. Againgt the
vigorous objection of the cod miners union, British
Coa was privatized and loss making colleries were
shut down. From 1980 to 1992 over 170,000
employees were made redundant and 170 cod mines
were closed. British Coal created a separate company
to provide counsdling, job and entrepreneurship
training, and partnerships with local communitiesin
order to ease the trangtion. Generous redundancy
payments were given to the retrenched workers and
various municipa and naiona programs were
accessed to ease the transition. Thetotal cost to the
British exchequer between 1980 and 1992 was 18

billion terling, of which 5 billion was earmarked for
socid and restructuring grants.

between locad companies and
internationa companies.
Typicdly, a mine operated
under market economy conditions by an international company expects to underteke a
much smdler role in terms of support for the locd community. Some foreign companies
operating in Kazakhgtan, such as those that have bought existing kombinats, have learned
to adapt to local practice and appear more responsive to the needs of the loca community
than foreign companies in search of new deposits.

3.8 Mine Closure

381 A vexing issue in Kazakhgtan, as in many other countries is the extent of
government respongbility to provide socid support to the loca community when a
mining operdion is no longer economicdly viable and must close, where a mine owned
by the government has been abandoned, or where an existing operaion cannot be
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privatized. International experience has shown that there are no easy solutions to these
issues. The politically expedient choice, as long as funds for te purpose are available, is
to continue subsdizing the mining operation to support the community. This, however, is
not a viable long term drategy. Mot governments, through a variety of mechaniams,
prefer an orderly shut-down of operations, rehabilitation of the environmenta damage a
the mine ste, and some form of ad to the workers and community. In most countries,
this is an expendve process but ultimately chegper than continued subsidies, provided
that the politica will exids to cary through with the restructuring exercise. Where
mining operations have been privatized, as is the case for many operations in Kazakhgtan,
the new owners should have the responshility of rationdizing the operations. In fact,
resructuring and downsizing of personnel has successfully been undertaken a KARMET
cod opeations and by Kazzinc. However, for nonviable operations which cannot be
privatized, or operations which must close due to exhaustion of reserves (eg., the cases
of Tekdi, Kentau, and others), the government must step in to ensure the orderly closure
and shutdown of operations and provide trandtional support for the workforce and
township.

3.9 Some Important Additional 1ssues

3.9.1 High grading. A problem which has occurred in Kazakhstan (concerning
operations a Dzhezhkagan among other Sites) as well as in other countries is the problem
of “rationd” or “best” use of the minerd depodt. This is normdly related to the
perception of the government and/or local community that the mining company (foreign
or locd) is exploiting the best portions of the depost (the practice known as “high
grading’) and will abandon exploitation once the highest grades have been exhausted.
Part of this problem is caused by the reserve classfication system used in Kazakhstan. As
explaned ealier, because this sysem is different that the one used internationdly,
mining companies and the government could have a different vaudions of the in Stu
reserves. Also, the plans, methods and rhythm of extraction used by the mining company
to mine the ores could be different than those proposed by the government. But, even if
the resarve dlassfication sysem were the same, mining companies generdly exploit the
best and easest minerd reserves fird in order to: a) generate substantid postive cashr
flows in the early years of the project; b) quickly pay off the debts incurred for the
project’s development; and ¢) meet the expected rates of return on investment. This
practice is not inherently bad or incorrect. However, governments sometimes complicate
meatters by assessing heavy “ad vdorem” roydties which in effect increase the cut-off
grade forcing the investor to mine the best ores. Another common error is to grant tax
holidays during the firda few years of the project in the mideken bdief that this is
necessy for the investor to improve the rate of return. In redity, the tax holiday only
increases the temptation to accelerate the process of high grading since the investor, quite
logicaly, will seek to maximize returrs during the tax holiday period.

3.9.2 Employment of expatriate personnel. Few issues in developed or developing
countries are as emotive as the issue of employment of expatriae personnd. This
paticulaly the case in Kazakhstan and neighboring countries where foregn mining and
oil/gas operators routindy request permisson to bring in large numbers of expatriates
when qudified locd specidists may be avalable. It is understandable during the project
development phase and early years of operations that the foregn company will rely on
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personnd which it has employed for many years or who have specidized skills not
available locdly. However, this practice should diminish over the firg three to five years
of operdions as training programs within the company tran locd specidiss and
managers. Indeed, the company should have every financid incentive to minimize the
high costs employing expatriate personnd. Experience in other countries demonstrates
that by the tenth year of commercia operations only the very senior managers of the
company should be expatriates. In some countries, Indonesia, for example, in contract of
work between the government and the company specifies the phase-out of expatriate
employees over a number of years. Use of direct quotas on the number of expatriate
employees a company may engage or the vetting by government agencies of individua
expatriate personnel qudifications has proved in other countries to be cumbersome and
time consuming, both for the company and the government.
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4, The International Mining I ndustry and Foreign | nvestment

4.1 Attracting the Investor: What Do They Want?

4.1.1 Countries have become acutdy aware over the past fifteen years of the necessty
of diracting international capital Snce the amounts of investment required to develop
minerd depodts and the risks of failure are too large to be possible or judtifigble from a
public expenditure point of view. A survey of mgor internationd mining companies was
conducted in 1991 under the auspices of the United Nations and the World Bank to
determine the reative importance of certain criteria used by the companies to evaduate
potentid investment projects in emerging economies. In order of importance, these
criteriaare;

Good geologica prospectivity and mining tradition and potentia

Clear mining rights and title (mining legidetion)

Attractive and competitive fiscal conditions (tax legidation)

Ownership and control of operations (mining legidation)

Politicd gtability and trangparency of governance (government inditutions)
Availability of infrastructure

Sk wNE

4.1.2 Experience internationdly has demondrated that if governments address these
issues they can and do aitract Sgnificant amounts of investment. Kazakhstan has highly
favorable geology and a mining tradition. The country aso has reasonably good
infrastructure to support mining activities, except in certain areas. However, concerning
criteria 3 — 6 above, a dgnificant reform program will be required to remedy the
perceived deficiencies and to comply the expectations of potentid investors. As
explaned in section 3.1 of this Study, the countries which have undertaken such a reform
progran have been successful in attracting new invesment. For indance, Table 4.1
shows the shift in exploration expenditures which occurred between 1985 and 1999. It is
noted that Latin America, a leader in the mining reform agenda, doubled its share of
world exploration expenditures at the expense of traditiond countries such as Canada, the
USA and Audrdia

Table4.1
Per centage Distribution of Exploration Expenditures
1985 - 1999

Country 1985 1999
Canada 26 11
Audrdia 24 19
USA 16 10
Latin America 13 29
Africa 12 15

4.1.3 Even though the totd amount of exploraion expenditures have falen recently die
to overdl market conditions, those countries that have undertaken effective reforms have
dill managed to retain ggnificant invesment while those countries in which the reforms

31



were not as effective or undertaken serioudy have logt investment. For instance,
Argenting, Tanzania, and Mdi — countries which are serioudy underteking reforms —
continue to attract US$ 25-100 million in new exploration annudly. Prior to the 1990s,
these countries had little or no international mining activity.

4.2 Conditions of the Internationa Mining Industry

421 The interndiond mining and metdlurgicd indudry is one of the most complex
indugtriad  sectors in the world.™ Depending on the commodity, the production chain
usudly condss of extraction of the raw minead commodity, beneficiation and
concentration of ores, smdting and refining of product, marketing and brokerage of
commodities, and fabrication into end-use products. The industry, a al dages of the
production chain, but especidly a the exploration, extraction and processng stage, is
highly competitive and growing more 0 every year. Many internationd factors affect the
decisons that companies meke to invet in mining and medlurgy in emeging
economies. The focus of this chepter is to explan these man internationd trends in
generd and Kazakhstan in particular. For Kazakhgtan the over-riding issue is to atract
new invesdment in exploration and project deveopment, thus awareness of the
international context in which private capital operatesis essentid.

4.2.2 Firs, there is significant diversity among international companies? in terms of
size, financial capacity, and strategic focus which affects the way they view investment
opportunitiesin emerging economies. As agenerd proposition, these companies include;

e veay lage intenationa conglomerates which mine a diversfied portfolio of
commodities in many different countries (examples Anglo American, Rio Tinto,
Broken Hill Proprietary, Billiton);

e vay lage international companies which focus on sngle commodities (examples:
Newmont, Placer Dome and Barrick (gold), Alcan (duminium), Inco (nickd),
Cogema (uranium));
state owned enterprises (such as Codelco Chile);

o formely sate owned enterprises which have been totdly or partidly privatized in
recent years (e.g. CVRD (Brazil), ZCCM (Zambia));

e medium szed internationa companies which focus on one or more commodities
(Avmin (South Africa), Industrias Penoles (Mexico), Boliden (Sweden));

o locd privady owned medium sized mining companies (US$ 50+ million
revenues'year) which focus on domedtic operations, such as Buenaventura,
Volcan, Minsur, Milpo (Peru) or Grupo Gordo, Lasnesa, Antofagasta (Chile);
ggnificantly, some of these groups are of sufficient Sze to have access to the
internationa equity markets

A major study of the international mining industry is under preparation by the Mining and Metals and
Sustainable Development project funded by major mining companies due to be published in May, 2002.

12 yBS/Warburg Bank tracks over 60 ferrous, non-ferrous, and precious metals companies whose shares are
guoted on international securities exchanges. This figure does not include companies active in the coal
sector, numerous small “junior” companies, and privately held mining companies.
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e junior companies which focus generdly on adding vaue to exploration prospects
which can later be sold to and developed by larger companies,

e internationd companies for which mining exploration and production is not the
core business but which neverthdess seek and invest in profitable opportunities in
mining (examples: trading companies such as Glencore and East Point Holdings,
which are active in Kazakhgtan);

e gmdler locdly owned companies exploiting indudrid and condruction materids
or, in some instances, deposits of non-ferrous or precious metals.

4.2.3 The second trend, and perhgps the most important, is the fierce competition
among companies to raise equity risk finance for projects in emerging economies. All
companies, with the possble exception of the smdler localy owned companies, depend
on access to a greater or lesser extent on the internationa equity, finance and risk capita
markets centered principdly in Canada, the United Kingdom, Audrdia, South Africa,
and the United States. In the case of the medium and junior international companies, the
equity funds raised on these markets are used principaly for highly risky exploration and
pre-development projects. Project finance is dso rased in these financid markets for
gpecific investment projects in emerging countries snce even the largest of the mining
companies will seek to off-set some of the financid and politica risks involved. The
financid markets as well as the peformance of the companies having access to them, are
highly sendtive to internationd commodity prices as wel as competition from indudtrid,
consumer goods, financid, and other sectors which compete for funds. For ingtance, the
gock of globa mining companies has been consderably less attractive to investors than
other high technology stocks (Graph 4.1).2 This difficulty in raisng equity on the
financiad markets has meant that companies have reduced expenditures on development
projects. In 1996, internationa non-precious metas companies had around US$ 30
billion capitd expenditure on new project development; by 1999 this had fdlen by 33
percent to around US$20 billion. This has meant that companies have become much more
sdective in the types of projects they will undertake and the countries in which they will
undertake them.

4.2.4 A third mgor trend, and directly related to the availability of risk cepitd, is the
dramatic decrease in the funds companies spend on exploration. In the peak year of
1997, the companies surveyed by the Metals Economics Group (Canada) spent US$5.1
billion on precious and nonprecious metas exploration worldwide. In 1999, these
expenditures on exploration had falen by 33 percent to about US$3 hillion. The “junior”
mining companies and the emerging economies have been paticularly hard hit by this
decline in exploraion expenditures. During the mid-1990s due to the liquidity in the
equity markets, there was an exploson of activity among the juniors for exploration in
the emerging economies, principdly in Lain America but aso Africa and Asa Now,
because of the decresse in risk capitd, these companies have withdrawvn from the
emerging economies and are focusing their exploration efforts closer to existing mines or
in ther home countries. Also, some companies are concentrating on expanson of the
enterprise via acquigtion of other mining enterprises rather than investing in exploration.

13 Graph 4.1 shows the performance of the Hong Kong Shanghai Banking Corporation (HSBC) global
mining index relative to the performance over the same period of the NASDAQ index which is dominated
by technology companies.
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It has dready been noted that investment in new exploration should be a priority for
Kazakhstan in order to develop new deposits. The scarcity of risk capitd for exploration
will make it even harder for Kazakhstan to attract the exploration investment it needs.

Graph 4.1
Performance Mining Equity Markets
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4.25 A fourth mgor trend is consolidation, merger and acquisition taking place
among the large and medium sized companies, such as the mergers of Grupo
Mexico/Asarco (copper), Alcoa/Reynolds (aluminum), and Barrick/Sutton Resources
(gold). The trend towards large companies means that these companies must find and
develop very large depodts in order to meet the financid growth expectations of their
shareholders and financid backers. The gpplication of advanced technologies in
exploration, extraction and processing of minerds'® has led to the relentless trend of the
past 30 years to lower production costs and achieve economies of scale These
technologies are commonly avalable and known so it is unlikdy that a sngle company
could “corne” a mingd commodity through technology done. It reinforces the
industry’s over-riding concern to find and develop “quality” or “world class’ ore bodies —
in terms of grade, tonnage, ease of extraction. The implication for Kazakhgan is that
some of the known deposts which the government may considered attrective for
invetment do not, in fact, meat the “qudity” criteria that internationd companies
require. An honest re-evduation of these ore bodies according to internationally accepted
resrve classfication sysem would be a sep in the right direction to determine whether

14 For instance, advances in geology and the geo-sciences have made possible exploration of much larger
areas of ground at reduced cost; advances in extraction technologies (larger haul trucks and mills, for
instance) emphasize very large exploitation operations in order to achieve greater economies of scale and
lower production cost; and instantaneous communications and computer technol ogies.
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particular ore bodies are dtractive. Furthermore, opening up the territory to further
exploration usng modds and techniques which have led to world dass discoveries in
other countries could produce beneficid results.

4.2.6 Fourth, increasing pressures for greater social and environmental
consciousness. Companies are under increesng pressure from non  governmenta
organizations and civil society in the countries where they operate to be more socidly
conscious and aware of the impacts their operaions have on the nationd, regiona and
locad economies The indudry in generd has been heavily criticized, rightly or wrongly,
for its past neglect of these issues. The indudtry is dso more aware now than ever of the
effects operations have on the physica environment and pollution of water, soils and air.
Much progress has been made from a technicd standpoint to apply cleaner production
technologies. Yet, environmental consderations have an important effect on the decison
making process companies go through to invest in mining projects More recently,
pressures on companies have increased regarding the negative socid impacts of mining,
paticulaly on locd communities. Companies are dso dtempting to do better in this
respect, though there is often a wide divergence between the expectations of the locd
community in terms of support for socid infradructure and the economic redities of
what the company can afford to spend. This is particulaly relevant to Kazakhstan where
under the previous sysem mining and metdlurgicd kombinats accepted a wide range of
socid phere responghilities. In many cases, the kombinats have continued with these
respongbilities even though they have been privatized. However, it will be difficult,
though not impossible, to reconcile the expectations in terms socid support of the loca
community or government with the expectations of private internationa companies. In
other countries, the issue of providing socid support for communities has been a point of
serious disagreement between governments and private companies.

427 Fndly, an intereting development in countries which have managed to atract
new exploraion is the emergence of private, locally owned mining companies. These
types of companies were referenced in section 4.2.2 above. The growth of these smdl to
medium szed locd mining companies has been paticulaly evident in countries where
the mining tradition is srong and which have reformed ther mining laws and inditutions,
such as Peru and Chile. The key to success in these countries is rapid turn-over of data
and the esse with which companies can obtan mining rights. Internationd mining
companies typicdly explore for very large minerd depodts. During the process of
exploring for these large deposts numerous smdler or medium sSzed deposts ae
discovered which do not meet the invetment targets of the large company. The
exploraion rights to these smdler deposts are rdinquished by the large company and,
according to legd requirements, the exploration data is given to the nationd geologica
survey. The data is then made available a no cost to any interested party (among which
could be private locdly owned companies) who can then easily obtain exploration rights
to the area. Given Kazakhgan's strong mining tradition and technical expertise, there is
good potentid for the development of smilar private local companies, subject to putting
into place an enabling environment conducive to private sector investment in generd, and
ggnificant reforms to the mining legd, indtitutional and taxation regimes in particular.
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5. Legal and Regulatory Regime
5.1.  Introduction

This chapter of the study compares the legd and regulatory environment to atract and
retain private invesments in the mining sector in Kazekhsan with that of other
successful emerging economies™® Key elements discussed separately below are:

1) Condtitutional foundetion for private accessto minerd rights,
2) An open sector with the same rules for dl;

3) Easy accessto exploration rights;

4) Security of mining tenure;

5) Liquidity of mining invesments;

6) Appropriately adapted environmentd requirements; and

7) Competitive and stable economic conditions.

5.2. A Strong Condtitutional Foundation For Private Access To Minerd Rights

521 Sovereignty and ownership of mineral resources. Because the mining and
metadlurgicd sector generdly requires the investment of large amounts of cgpitd for long
periods of time under conditions of substantia geologicd, technologcd and market risk,
a s0lid legd foundation for the rules under which such invetments ae made is
consdered crucia. That lega foundation should be rooted in the national Condtitution.

5.2.2 The Conditution of the Republic of Kazakhstan vests the ownership of “the land
and underground resources, waters, flora and fauna, and other natura resources’ in the
date. It provides that land may be privatedly owned, but it does not provide for private
ownership of underground resources. Therefore, ownership of minerds in the ground in
Kazakhstan may not be transferred by the state.*®

5.2.3 The Conditution does not specificaly address the granting of mining rights to
private parties. The lega authority to grant mining rights to private parties appears to ke
based on Article 6 of the Condtitution, which enables the legidature (or the Presdent, in
certain circumstances) to establish by law the “subjects and objects of ownership, the scope
and limits of the rights of proprietors, and guarantees of their protection.”

5.24 Articde 26 of the Conditution contains provisons for the protection of private
property rights. It requires a court decison before a person can be deprived of his property;
and it permits condemnation of private property “for the public use’ only in extraordinary
cases authorized by law and conditioned on “equivalent compensation.”

5.25 Thus, it gppears that the Conditutiond bass for the Subsurface Law is the authority
under Article 6 to adopt legidation establishing property rights, and the Conditution

15 The basic legal texts governing investment in mining in the Republic of Kazakhstan are listed in Annex F
to thisreport.

16 That restriction is typical of civil law countries, including the Latin American civil law countries that are
the most successful in attracting private investment in exploration and mining.
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requires due process and compensation as conditions for any taking of private property by
the sae. This should provide a sound Conditutiona basis for mining rights that are
property rights protected by the Congtitution. However, as discussed below, the Subsurface
Law does not clearly establish mining rights that enjoy the full scope of protection afforded
by the Congtitution.

5.3.  An Open Sector With The Same Rules For All

53.1 The Sector Is Only Selectively Open. As discussed in Section 3.3 above, a
successful trangtion from a centrdly planned economy to a market economy requires a
change in the primary role of the date in the mining sector from that of investor in
exploraion, extraction and processing eactivities, and commercid operator of those
activities, to that of promoter of private invesment in the sector and regulator of private
development activities as necessary to protect the public interest. The inditutiona functions
and dructures inherent in the state's new role are discussed in a subsequent chapter of this

study.

5.3.2 Although Kazekhdan has opened its mining sector to privae invesment, it has
done so0 on a sHective bass that is not well suited to the fundamentd redlities of investment
in the market-oriented mining indugry. In addition, mined policy in Kazakhstan
contemplates an ongoing role of the sate as a commercid operator on a preferentid basis,
which in turn discourages private invesment.

5.3.3 There is a fundamentd problem with the orientation of the mining legidation in
Kazakhgtan. The role of the state under the Subsurface Law and the Subsurface Granting
Rules is, in large pat, tha of a holding company evaduating and disposng of vauable
assts on the best possble terms. Its primary functions include putting subsurface aress
up for tender, negotiating contracts with the winning bidders, sdling geologicd
information, evauating reserves, and collecting required bonus payments a various
intervals.

5.3.4 These functions are based on a petroleum sector model. That modd, in turn, is
based on certain hypotheses that are true in the oil and gas industry but not in the mining
and metdlurgy industries. The petroleum sector is characterized by scarce but fungible
resources and strong demand, resulting in prices that are high in relaion to the production
cog of the commodity, as well as rdativey short exploraiion and development time
frames. Those conditions do not gpply in the mining industry, which has experienced flat
demand and genedly dedining prices for its products, which are highly differentiated,
over the last 20 years or s0, while the exploration and development periods for major
projects have lengthened. As a generd rule internationd mining companies are not
interested in bidding for the rights to acquire and/or develop minerdized aress, except in
those rare cases when there is an opportunity to acquire a known, particularly high grade
deposit with low production costs.

5.35 According to officids of the Minidry of Justice, Kazakhstan has attempted to
edablish the Subsurface Law as an “umbrdla law” covering the common eements of dl
types of minerd resource extraction activities, with separate subsector legidation on
petroleum and hard rock mining, respectively, under the generd Subsurface Law. To
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date, that objective has not been achieved. The separate Edict Concerning Petroleum
provides a rdatively appropriate legd framework for oil and gas exploration and
devdlopment consgent with internationad practice;, and Kazakhstan has achieved
condderable success in - atracting magor internationd  investment in its ol fidds
However, the Subsurface Law is very smilar to the Edict Concerning Petroleum, and
does not provide a legd framework that is sufficently sendtive to the differences
between hard rock mining and petroleum exploration and exploitation, some of which are
mentioned above. Continued efforts to reformulate the Subsurface Law as a generd
umbrella lawv covering the common aspects of different types of subsoil utilization - with
separate subsector laws under that umbrela law for mining, petroleum and possbly
specid, drategic minerds, respectively, based on best internationd practice — would
improve the legd framework for invesment in mining and should be encouraged.

5.3.6 Role of the State and Preferential Rules for National Companies. The
Subsurface Law contemplates an inherently preferentid role for the 100% <ate-owned
Nationd Companies. Unlike private companies, the Nationa Companies are to receive
Subsurface Allotments in the fird indance through direct negotiation. The lav dso
encourages private companies to joint venture with the state companies. These provisons
of the Subsurface Law suggest, contrary to current policy, that Kazakhstan government
entities gill intend to play a role as investor and commercid operator in the sector, whereas
in fact, the Government has aggressively pursued a policy of privatization of the mining
sector. The provisons on Nationd Companies in the Subsurface Law should be eiminated,
or revised to specificdly limit the role of any Nationd Companies, so as not to creste the
impression that Kazakhstan has not yet decided to confine its role to that of promoter and
regulator.

537 In order to be competitive with other investment opportunities available to
investors in the current and forecasted international economic climate, Kazakhstan should
condder a fundamenta change in the way in which it manages its non-petroleum minera
resource base. Internaiond experience demondrates that the countries which have had the
greatest success in atracting private investment into their mining sectors have done o
through a process of:

® rgpid rdinquishment of their uneconomica sate holdings,
promotion of investment opportunities by making geologica information
genardly available,

e publicdzing which geographicd aress are avalable, by means of a mining
cadastre open to public consultation,
reducing the time and cogt of acquiring minerd rights,

e providing greater security for those rights, and

e regulating those aspects of mining company activities that concern the public
interest (hedth, safety, protection of the environment, planning for sustainable
community development, reporting of operations and results, and compliance
with fisca obligations).
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This process is fundamentaly based on consgtent agpplication of objective, published
dandards, while alowing companies to conduct their operations as they see fit in order to
compete in open markets.

5.3.8 With respect to the role of the state as regulator, there is a fundamenta difference
between the approach inherent in Kazakhstan's Subsurface Law and best internationd
practice.  Under the Subsurface Law, the State evaluates the minera reserves associated
with a depost and uses that information to regulate both the mining contractor’s extraction
program and the roydty rate that the contractor must pay the state.  This practice, common
in former centraly-planned economy countries, is not a part of date regulation of the
mining sector in the successful mining countries.  The practice of reserve evaudion by the
Stae is in contradiction with the basc principles underlying a market economy: that
demand and supply determine the price of minerd commodities, which in turn drive
decisons on whether and how to produce and market the commodities. Mining companies
must respond to market forces according to the best of their abilities in order to survive and
thrive. By requiring a state-controlled evauation of reserves that is based on a one-time
measurement of ore volume and grade, without regard to changes in the cost of production
or the market value of the commodity over time, Kazakhsan severdy condrains the ability
of private mining companies to adapt their operations to market forces. This lack of
fundamenta operating freedom makes Kazakhdan a rdatively unattractive investment
environment for many of the mog qudified internaiond mining companies.  Until
Kazakhstan re-evaluates and redefines the role of the Sate as a regulator that leaves mining
companies free to plan and conduct their operations in response to market forces and
corporate drategies, subject to complying with localy adapted, internationdly recognized
hedth, safety, environmental protection and other standards, the country is likely to find
that the mgor internationd mining companies will not make large invesments in
Kazakhstan regardiess of how attractive its natural resource endowment may be.

5.4. Easy Accessto Exploration Rights

54.1 The countries with the most success in dtracting private invesment into their
mining sectors enable investors to obtain exploration rights quickly and eedly, a low cod,
through a transparent process. Under the Subsurface Law of Kazakhstan, however, the
process whereby exploration rights for metdlic minerds are made avallable is more time
consuming, cumbersome, expensve and uncertain than in those countries. The difference
between the process of providing access under Kazakhgtan's mining legidation and under
international best practice is discussed in section 3.3 above and summarized in the
following table.
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Table5.4

Accessto Exploration Rights

Kazakhstan Compared to International Practice

| SSUE KAZAKHSTAN INTERNATIONAL BEST
PRACTICE PRACTICE
1. Avallability of areas The Govenment sdects| All areas that are not designated
aess awnmudly by an| by lav as off limits and are not
unspecified procedure. dready teken, are avallable. The
information is shown on maps of
the mining cadastre, open for
public consultation.

2. Application procedure Gengrdly, by dandad form
goplication to the regisrar of
mining titles

Open tender or closed| Tenders only in rae cases of

tender, as decided by the
Government.

vauable
explored

dispostion of known
properties  exten-svely
by the state.

3. Grant criteria

Compstitive,  subject to
criteria specified in tender.

Firg digble applicant for the
area, provided that there is no
overlap of exigting licensed aress.

No evduaion of financd or

Extensve evauation. technica background.
4. Form of mining rights Negotiated contract, based | License,  permit, lease  or
on Model Contract. concesson, contaning sandard
terms fixed by datute.
5. Time required Severd months at the lesdt. Hours, days or weeks.

5.4.2 As indicated in the table, the most successful countries make exploration aress
available on a non-competitive, firs come first served basis, founded on the principle that
dl aress are available unless they are taken or designated by law as off limits. An open title
registry and mining cadastre enable dl prospective investors to easly find out what areass
are avalable. The title registry and mining cadadre are centrd features of the mining law in
the most successful countries. Examples of successful mining sector reforms in various
countries based on a transparent and efficient title registry and mining cadastre are
provided in Annex J. The purpose of the mining cadastre in those countries is to show who
owns what rights to any given area. It is not to show the location and amount of the state's
ore reserves, asisthe practice in Kazakhstan.

5.4.3 In order to dtract a sgnificantly grester amount of private invesment capitd into
minerds exploration in Kazakhgan, it would be necessary for the date to make its
procedures for granting access to subsurface exploration rights as easy, or easer, than those
that apply in_other smilarly endowed countries. That would require changing from the
current system of granting subsurface utilization rights only through a tender procedure to a
gysdem of granting exploration and/or exploitation rights for most areas by licendang or
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contracting in response to gpplications from investors who would be free to sdect available
areas based on an open and meticuloudy updated mining cadastre.  Such a change would
not guarantee success, but it would increase the likdihood thet investors in mining would
undertake more exploration in Kazakhstan.

5.4.5 Furthermore, as discussed below in Section 6.5, Kazakhstan's requirement that
exploration and/or production contractors reimburse the State for higtoric geologica
exploraion codts is contrary to internationa practice and is not competitive. Other well-
endowed mining countries provide extensve geologicad information to potentia investors
for free or & nomina cost in order to promote investment in the development of their
resources. Kazakhstan's historic cost reimbursement requirement congtitutes an obstacle to
investment in its mining sector because it raises the initid cost of minerds exploration or
mine development in Kazakhgan. By contradt, in the most competitive countries, such
cods conditute an investment by the State in the promotion of the mining sector.  Although
the Government of Kazakhstan may fed an obligation to recover such cods for its people,
it cannot force investors to pay them in a competitive environment. The Government's
god should be to maximize overdl fisca revenues on a net present vaue bads, consgent
with other important public vadues such as cregting employment opportunities, expanding
infrastructure and protecting the environment. Fisca revenues can best be maximized by
dtracting invesment in minerds exploration and, eventudly, mine devedopment and
udainable operation.  The hidoric cost reimbursement requirement, unfortunately,
impedes progress towards this god rather than contributing to it.

5.5 Security of Mining Tenure

55.1 Given the high risk naure of invesment in minerd exploration,'” security of
tenure is a fundamenta requirement of private investors in that activity. The concept of
security of tenure includes the following dements

e dlaity as to the nature and drength of avalable exploraion and mining rights (i.e,
whether they conditute property rights protected by the fundamental law of the
jurigdiction, and whether those rights can be pledged or mortgaged);
excludvity of the exploration or mining rights with respect to minerds and territory;

e assurance of the right © exploit an ore body discovered by a license holder within the
area covered by its exploration license;

e Clear, objective requirements for the maintenance of exploration and mining rights;

e gopropriate term lengths (flexible for exploration and relatively long for mining); and
clear, objective criteria and procedures for the cancedlation of edtablished rights,
subject to appealsto an independent adjudicator.

17 «“Roughly one out of every 1,000 properties passes the preliminary exploration phase and results in the
discovery of economic-grade mineralization. Once discovered, the nineralized zone has a 1-2% chance of
developing into an economic deposit. In other words, it takes 1,000 grassroots prospects to make a
discovery and at least 100 discoveries to make a mine.” Virginia Heffernan, Worldwide Minera

Exploration (1998) 3.
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5.5.2 Rights that satify the concerns of investors in these respects are consdered to
provide the security of tenure necessary to induce them to make the high risk investments
in exploration that may lead to the eventud discovery of ore bodies that can be profitably
developed and brought into production

55.3 Nature of therights. Legal and Regulatory Framework
There is lack of darity asto | What the Investors Say About:
the naure of Subsurface
Utilization Rights (for | Clarity of Laws “lack transparency and
metdlic and precious consistency”
minerds) in the Subsurface “ complex”
Law. “ could be clearer”
“no appeal process’
554 As noted in section “ weak judiciary”
5.2 above, the Condtitutiona
basis for the Subsurface Law | Mining Regulations “arbitrary and little
gopears to be the legidative flexibility”
authority to define property “ too many”
rights.  Yet,  Subsurface “command and control
utilization rights ae not mentality”
clearly defined as property
rights in the Subsurface Law. | Sanctity of Contract “ not as much as we would
Article 5 of the Subsurface like’
Law provides that minerds
extracted by the Subsurface | Security of Tenure “unclear if big discovery
User are the User’s property. Is made”
However, the Subsurface
Utilization Rights | Internationaly competitive “ yes, but unnecessary
themsdves are not defined as N paperwork
property  rights in  the | Temsand conditions
Subsurface law. According

to Article 13 of the Subsurface Law, they arise from the contract granting the rights. The
Ministry of Judtice advises that Subsurface Utilization Rights are red property rights under
Articles 1, 195 and 379 of the Civil Code of the Republic of Kazakhgtan..

55.5 Claificaion of the naure of Subsurface utilization rights in the Subsurface law
itsdf is important. If Subsurface Utilization Rights are property rights then, according to
the Condtitution, they can only be taken away from a User in good standing pursuant to a
decison of a court. As contract rights, however, they would not be subject to the
Condtitutiona protections for property rights, but would only be subject to the terms of the
contracts, and therefore would have lesser legal Status®

18 We note that the Model Contract in effect through June 2001 is inconsistent with the 1999 amendments
to the Subsurface Law. As of June, 2001 the new Model Contract implementing the 1999 changes in the
Subsurface utilization Law had been prepared but had not yet been officially adopted by the Government.
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5.5.6 Whereas security of tenure requires clarity as to the nature of exploration and
mining rights, there is ambiguity in the Subsurface Law as to the legd nature of Subsurface
Utilization Rights because those rights are no longer the subject of a license separate from
the contract that grants the rights. At a minimum, a clear definition of Subsurface Rights as
property rights in accordance with the Civil Code - distinct from the state's ownership of
minera resources in the ground and from ownership of the surface land - is needed.
Strengthening the legd nature of Subsurface Utilization Rights in the Subsurface law
would enhance security of tenure for exploration and mining in Kazekhgan. In this regard,
consderaion should be given to replacing the contracts with standard licenses, leases or
concessions, defined as property rights that are protected by the Condtitution and that are
subject to pledge or mortgage, asis the case in most successful mining countries.

55.7 Exclusvity. The Subsurface Law does not clearly date that different Subsurface
Utilization Rights cannot be superimposed smultaneoudy on the same parcd. The best
international practice dlows only one exploration or exploitation right for metalic or
precious minerds a a time over any given geogrgphicad aea Exclusvity is important
because (a) it avoids conflicts between holders of overlapping titles, (b) it facilitates the
maintenance of an accurate and up to date mining cadastre® (c) it reduces risk for the
investor;? and (d) if the subsurface utilization rights are dso transferable, as they should
be, it motivates the investor to explore thoroughly for al vauable minerd deposts within
his exploration area.®*

55.8 Exclusvity of exploraion rights in an investor's contract area does not mean that the
contractor can prevent or obstruct the holders of exploration rights in adjacent areas from
obtaining access to ther respective contract areas. The Subsurface Law could be improved
by adding provisons on easements governing the respective rights and obligations of
subsurface utilization right holders among one another and with respect to surface use
owners or legd occupants. The 1997 Mineds Law of Mongolia contans extensve
provisions on this subject and should be consdered as a relevant regiond precedent that
has worked well.

5.5.9 To conform to international best practice and improve its attractiveness to investors,
Kazakhstan should consder:

19 When rights to explore for different metallic or precious mineralsin the same area can be granted

to different contractors, it restricts the Mining Administration’s ability to efficiently computerize the

mining cadastre and increases the complexity and time involved in determining what rights can be granted

in any particular area.

2 An investor in exploration is exposed to a significant, and often unacceptable, risk that he may not
be able to develop a deposit he finds within the area covered by his contract because another right holder
makes an earlier discovery of a commercial deposit of other minerals and obtains the right to proceed to
Eroduction on asite which precludes the development of the firstinvestor’s deposit.

! An investor with the exclusive right to explore for al metallic and precious minerals within his
contract area, who has the right to transfer his contract in whole or in part, will seek to maximize his profits
by proving up whatever commercial deposit of minerals can be found in his contract area. If the deposit is
of minerals that the investor does not wish to exploit himself, he will sell and transfer his rights to the
deposit. The investor in exploration is highly motivated, and probably better able than the Mining
Administration, to find the most appropriate new investor to take over the project in that case.

43



e providing in the law that no other exploration or exploitation right may be
granted in the same area where an exploration or exploitation right aready
exigs, with the possble exception of granting rights to explore for and/or
exploit common condruction materids in an area dready subject to an
exploration license for metdlic or precious minerds,

e providing in the law and the regulation that a Subsurface Utiliztion Right
covers ather dl Usgful Minerds or dl Commonly Occurring Useful Minerds
(as defined in the Subsurface Law).

5.5.10 Continuity of the right to proceed from exploration to exploitation. Most
minerd development activities in Kazakhstan must commence under a Contract for
Exploration, and then proceed to a Contract for Exploitation. Although the Subsurface Law
contemplates contracts for exploration and exploitation (E&E Contracts), as wdl as
contracts for exploration only and contracts for exploitation only, it is our understanding
that, in practice, the E&E Contracts have been offered only in connection with tenders of
aress that incdlude known depogts dready identified and quantified by the competent
authority of the State 2

5.5.11 Under the Subsurface Law and the Modd Contract for Exploration, the contractor
who makes a discovery has to negotiate the terms and conditions of his Contract for
Exploitation after making the discovery. This injects a subgtantid degree of uncertainty
into the exploration process. A Smilar 2-stage negotiation procedure was previoudy in
effect in severd African countries that have since abandoned it because it is not sufficiently
atractive to investors.

5.5.12 In the mos successful mining jurisdictions, the holder of an exploration right has a
virtudly automdtic right to proceed from exploraion to exploitation on terms set forth in
the mining law (e.g., the provincid mining laws of Canada and Audrdia and the nationd
mining laws of Chile, Peru, and Mexico), or in a comprehensive contract entered into prior
to the commencement of exploration (e.g., Indonesia).

5.5.13 In order to provide the degree of security of tenure necessary to attract significant
amounts of private investment into its mining sector, Kazakhstan should consider adopting
one or the other of the known best practices. either (a) generdly enter into contracts that
cover the progresson from exploration to exploitation on standardized terms fixed in
advance, or (b) set out in the subsurface law the standard terms and conditions for
exploitation licenses tha ae avaldble virtudly autometicaly to holders of exploration
licenses whaose exploration programs result in discoveries.

5.5.14 Maintenance requirements. and cancelation criteria and procedures.
Kazakhdan's law of mining correctly distinguishes between the respective grounds for
suspension of subsurface contract rights, on the one hand, and rescisson or termination of
contract rights, on the other hand. However, the subsurface contractor is subject to

2 Moreover, it is our understanding that E& E Contracts are currently disfavored because of bad

experiences with early contractors who exploited the known deposits and then abandoned their sites
without carrying out their promised exploration commitments.



termination of his contract based on discretionary enforcement of the provison in Articles
45-2 12 and 70 of the Subsurface Law requiring the contractor to comply with
Government instructions on production levels. This provisior?® injects politica risk into the
security of tenure and makes debt financing of an exploitation project difficult and/or more
expensgve to arrange.

5.5.15 The best practice approach would be to limit the ground for terminaion of mining
rights to violations of a clear obligation to make specified annud payments to mantain the
vdidity of the holder’'s rights. Such payments are typicdly a function of the Sze of the area
held, and are generdly sat high enough to make it uneconomical to hold onto a large area
for a long time without producing minerds from it. In addition, a financid pendty might be
levied for falure to meet a pre-determined production volume by a certain date.

5.5.16 Both of these gpproaches enable a mining right holder to make an economic
decison to mantan rights in effect or not when the holder fals to meet anticipated
production or work plan targets They remove the risk of disputes arisng out of
discretionary enforcement of subjective standards, thereby enhancing security of title and,
in turn, fadlitating financdng of mgor mining projects. If a contractor's Subsurface
Utilization Rights are wrongfully impaired or terminated by the date, the contractor can
bring an action before a court in Kazakhstan or, in the case of a foreign contractor, before
the arbitration body stipulated in the contract.?*

5.5.17 Term lengths. The term lengths of subsurface rights are generdly conssent with
internationd practice. However, it appears that a showing of a new discovery must be made
to judify an extenson of an exploitation contract for the period of time necessary for the
evaduation of such new discovery. Extenson of an exploitation term should be avalable
automaticaly, as long as the Subsurface User is in compliance with his obligations and is
working adepodit that is economicaly exploitable.

5.5.18 The trend in best internationd practice has been to lengthen terms for exploration
rights or facilitate the trangtion from exploration to exploitation. This is done to ensure that
exploration right holders who ae exploring difficult depogts that take a long time to
evauate will not lose their rights to the deposit because of the lapse of an arbitrary date.

5.6.  Liquidity of Mining Investments

5.6.1 The law's provisons on the pledge of Subsurface Utilization Rights are the kind of
provisons that are consstent with internationd best practice: prior gpprova of the pledge
by the competent authority is not required, and the pledge takes effect upon its registration

z The provision appears to be implemented in the Model Contract as a prohibition against any

interruption of the contractor’s production under his work program for more than a specified number of
days, except when due to force majeure.

It should be noted, however, that the Republic of Kazakhstan has not waived its sovereign immunity
from enforcement of an arbitration award, so the enforceability of such an award against the State is subject to
considerable uncertainty.
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with the competent authority. However, as noted in the preceding section, the Subsurface
Utilization Right is not defined as a pledge able property right separate from the subsurface
use contract under the Subsurface Law.

5.6.2 Furthermore, Article 15 of the Subsurface Law appears to contain the following
anomaly. On the one hand, a Subsurface Use Right can only be pledged to secure financing
of operations to be caried out under the subsurface use contract. Presumably, such
financing would come from one or more banks. However, Article 15, clause 2-6, appears to
exclude banks from exercigng the Subsurface Utilization Rights upon foreclosure. The
latter provison undercuts the benefits of the pledge provisons. Under internationa best
practice, banks would be authorized to substitute a new, better qualified, operator for a nor+
performing operator. This benefits both the lender and the dtate, while facilitating project
finandng.

5.6.3 In contrast to the provisions on pledges, prior approval of the competent authority
is required for other trandfers of Subsurface Utilization Rights. The internationa trend has
been in the direction of facilitating transfers of mining rights. Such transfers are paticularly
important during exploration. Mogt propertties change hands severd times before a
discovery is made or developed. Extensive prior governmental review of the cgpabilities of
trandferees is usudly a time-consuming process that adds nothing in the way of assurance
that the trandferee will be a more successful developer than the initid right-holder.
Kazakhstan's Subsurface Law could be improved dgnificantly by adjusting the provisons
on tranderability to conform to the provisons governing pledges — i.e, diminae the
requirement of prior review and impose a limited check on the digibility of the trandferee
a thetime of regidration of the trandfer.

5.7. Appropriatdy Adapted Environmental Reguirements

5.7.1 There is a ggnificant amount of overlap between the Environmenta Law and the
Subsurface Law, which creates the risk of conflict between the two laws. There is dso a
fundamentad problem crested by the sequencing of the procedures for granting
Subsurface Utilization Rights and gpproving the environmental plan for operations under
thoserights.

5.7.2 The Environmentd Law requires a thorough environmentd review and gpprovd
as a condition of the grant of Subsurface Utilization Rights. Accordingly, the Subsurface
Law requires bidders for subsurface rights to date in their tender proposds their
“intention ... in reation to the environmentd protection including re-cultivation and land
restoration at the Contract area” As a practicd matter, a bidder for an exploration
contract cannot afford to prepare a thorough environmental andysis and mitigation plan
until he is assured that he will receive the Subsurface Utilization Right. In accordance
with internationa best practice, the procedures should be separated so that a successful
bidder can prepare his environmenta assessment and mitigation plan after being awarded
the Subsurface Utilization Right. Approvd of the environmenta plan should be a
condition for operations under the right — not for the right itsalf.
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5.8. Compstitive and Stable Economic Conditions

5.8.1 Apat from a competitive tax package, which is discussed in a separate chapter of
this report, the key components of the competitive and sable economic conditions
needed to atract and maintain direct foreign invesment in mining are:

operating freedom,

marketing freedom,

unrestricted use of foreign exchange earnings, and
dability of the governing terms and conditions.

5.8.2 The Subsurface Law contains certain redrictions on a contractor's operating
freedom that are at odds with international best practice. For example:

e Sae expat evduation of reserves and the feashility of development of a
deposit is a condition for the commencement of extraction operations under
Article 57 of the Subsurface Law. None of the indudtridized or emerging
countries in Ada, Africa or Latin America that atract most of the new
investment in mineras exploration has such arequirement.

e The State retains the power to indruct the contractor to produce a volumes
that the authorized body finds to be appropriate to the geologica potentid of
the depost. Falure to comply can lead ultimady to cancdlaion of the
contract. Preventing high grading of deposts is a legitimate regulatory
concern as explained in section 4.6.1. But this provison of the Law grants
the competent authority subgtantid discretionary power to interfere with a
mining company’s operding decisons. Mining companies may have
different views than Government officids as to how to economicdly mine a
deposit. The subsurface user's mining plans should be subject to review and
gpprova, but a dispute over cut-off grades should never conditute grounds
for termination of a mining right. Lenders would find this to be unacceptable
and will not finance projects subject to such arisk.

e |n addition, the drict new requirements to use loca goods and services in
carrying out subsurface operations impose a burden on foreign investors that
is generdly being lifted esewhere in the world. Foreign investors generdly
prefer loca goods, services and labor because they are chegper and more
readily avalable than imports, provided that they are of the necessary
qudity. Most countries currently promote the use of loca goods, services
and labor through incentives and assstance to loca suppliers rather than
imposing an additiond redriction on foreign investors tha diminishes the
country’s competitiveness. The issue of employment of expatriate labor and
the quotas gpplied by the government thereto, is discussed earlier in this
report.

5.8.3 With respect to marketing freedom, the Stat€’s pre-emptive right to purchase
output a prices not exceeding international market prices, under Article 67 of the
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Subsurface Law, suggedts a threat of governmenta taking that would be contrary to the
Conditution. Rather than setting internationd market prices as a celing for such
purchases, the law should state that any such purchases would be at prices comparable to
(or gpproximating) international market prices.

5.84 Concerning the freedom to use foreign exchange earnings, Section 15.3 of the
Modd Contract authorizes the contractor to “have accounts in the national and foreign
currencies a Banks of the State, and beyond its boundaries for the purposes of
implementation of the contract”. This suggests a condderable amount of freedom to
manage export revenues in offshore accounts, consstent with the practice in the countries
that attract the greatest share of private investment into their mining sectors. The Contract
a0 dates that dl types of settlements and currency transactions shdl be carried out in
accordance with the governing legidation of the State. The Currency Regulation
authorizes the Nationa Bank of the Republic of Kazakhstan to require the sde of export
currency receipts, but does not genedly require the repatriaion or sde of foreign
currency revenues from export sales.

585 Basad on the experience of other countries, it is clear tha mgor foreign
invesment in minerds exploraion in Kazekhdgan will only matenidize if investors
perceve that they will be able to manage their eventua export revenues in foreign
currency accounts in mgor internationa financia centers. The Currency Regulaion of
Kazakhgtan, on its face, does not appear to impose any redrictions that would discourage
such invesment. However, in practice, locd companies find it extremey difficult or
impossble to obtan authorization to maintan foreign bank accounts.  Maintaining
reasonable freedom of mining companies to manage the bulk of their export revenues in
offshore accounts is a necessary prerequiste for attracting mgor foreign invesment in
Kazakhsan's mining sector. This is due to the requirements of lenders and equity
investors for acceptable security interests in those funds, among other things.

5.8.6 Sability of the contract terms, and stability of the tax burden on the contractor,
are guaranteed by Sections 16.11 and 28 of the Model Contract. Section 16.11 provides a
re-opener for adjustment of the tax provisons gpplicable to the contractor so as to protect
him from any incressed tax burden as a result of subsequent changes in tax legidation,
rules or interpretations thereof. Sections 16.11 and 28 agppear to leave open the
possibility of renegotiating tax provisons of the Modd Contract so that the contractor
does not obtain the full benefit of a subsequent decrease in applicable taxes. This appears
to be condgent with Article 6 of the Foreign Investment Law, which contemplates
renegotiation of certain contract provisons in such cases. The Miniger of Finance has
recently announced the Government’s intention to review exising petroleum and mining
contracts with a view toward drengthening the interests of Kazakhgan. The
announcement has raised concens in the internationd investment community that the
sanctity of contract provisons between the State and foreign investors may not be
respected by the Government of Kazakhgan. If the review and renegotiation of existing
contracts goes beyond the scope of the adjustments contemplated by the origind
contracts, it will send a dtrong negative sgna to prospective investors and increase the
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perception of the paliticd risk associated with investing in Kazakhgtan, thereby making it
more expengve to raise capitd for projects there.

5.8.7 Recent Legidative Development. As of July, 2001, a proposed new Investment
Law that would replace the exiging Foreign Investment Law is pending before the
legidaiure of Kazekhstan. The proposed new Invesment Law would generdly diminate
the didinction between foreign and domedic investment, diminae certan exiging
preferences for foreign investment, terminate the dabilization provisons of the Foreign
Investment Law except for investments made pursuant to investment agreements prior to
the enactment of the proposed law, modify the scope and manner of protection of
investments againg politica risks, and redrict access to internationa arbitration for the
resolution of investment disputes. If the proposed new Investment Law is enacted, as
aopears likdy, then the Modd Contract for Conducting Subsurface Operations will
necessarily be revised to diminate the tax dability provisions contained in articles 16.11
and 282. On the other hand, the proposed new Investment Law, in its current form,
retains the provison in Article 6 of the exising Foreign Investment Law that contemplate
renegotiation of certain contract terms, in the event of improvements in tax legidaion, to
mantain the baance of economic interests of the paties. The lack of tax Stabilization
guarantess in future Subsurface Utilization Contracts, coupled with the reduction in
guarantees againg creeping expropriation and reduced access to internationd arbitration
of invesment disputes, will unfortunately increese the politicd risk of investors and
diminish the dtractiveness of the legd environment for investment in Kazakhgan in
comparison to that prevailing in other geologicdly endowed countries competing for
investment capitd.

5.9 Concluson and Recommendations

The conclusons and recommendations based on the foregoing review can be summarized
asfollows

5.9.1 The date has not adopted an appropriate role or model for opening the
mining sector to private investment. To successfully compete for private investment, it
would need to:
e put up for tender only a smal number of well documented, identified
deposits,
e genadly, meke sub-surface aess avalable for privaie investors
through an application process,
e grant exploration rights generdly on a “fird come, fird served” bass,
supported by an open mining cadastre and title registry; and
e diminate preferentid trestment of Nationd Companies and
specificdly limit their role.

5.9.2 The Subsurface Law and the Modée Contract do not provide adequate
security of tenure. In paticular:
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e Ambiguity in the Subsurface Law as to whether Subsurface Utilization
Rights are property rights or contract rights should be darified, by
defining and treeting such rights as property rights;

e The Subsurface Law should make it clear that Subsurface Utilization
Rightsfor different mineras cannot be superimposed on one another.

e The right to proceed from exploraion to exploitation of a discovered
depost should be made virtudly automatic, subject to compliance with
environmental  impact assessment  requirements.  If  Kazekhgan
continues to rely on sub-surface use contracts, it should use a single
comprehensive contract covering exploration and exploitation.

e CGrounds for termination of Subsurface Utilization Rights should be
limited to falures to comply with one or two cear, anud financid
obligations to the date, to enhance security of tenure and facilitate
finanang.

e Tam extendons of exploitation rights should be virtudly automatic as
long as a Usr is economicdly exploiting a depost in compliance with
environmental protection requirements.

5.9.3 Transfers of Subsurface Utilization Rights should be permitted
generally according to the procedure specified for pledges, except tha lending
banks should be authorized to subgtitute a qualified operator for an operator in default.

594 Environmental permitting should be treated as a separate condition
for operating after an exploration right has been granted

5.9.5 Certain redrictions on operating and marketing freedom -
particularly requirements on reserve evaluation, production levels and use of
local providers — are not competitive and should be eliminated or dramatically
modified.

5.9.6 Stability of terms and conditions should be maintained as currently in
effect under the Foreign Investment Law and the Model Contract.
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6. The Mining Taxation Regime

Mining Taxation
What Investors Say About:

Compstitiveness of tax rates. Yes—5; No—-4

Conformity with international Sandards: Yes—4; No—-6

Deductibility of taxesin home country: Only some

Mining tax practices. Subject for improvement.
No ethics

Arbitrarinessin amending laws Yes—6; No—2

Excessveness of audits: Yes, for foreign companies

Troublesome taxes: VAT

Royalties, bonus payments
Excess profits tax
Double taxation

6.1 Taxes and other levies

6.1.1 Application and registration fees. It is standard practice for most governments to
charge fees when a physicd or juridicad person makes gpplication for mining license. The
goplication and renewd fees ae minor in reaion to the overdl invesments in
exploration or minerd development, hence they do not conditute hindrances to new
invesment.  However, these gpplication fees should not be confused with other
payments, such as ggnature or  bonuses which, if excessve, could be dggnificant
obstacles to new investment. The study team does not have any data on application and
registration fees required from mining companies operating in Kazakhstan.

6.1.2 Bonus payments. Bonus payments are required from mining companies operating
in Kazakhgan. A signature bonus is required in the tendering process. The amount of this
bonus is set in the bidding documentation and can be increased during negotiations.

6.1.3 A discovery bonus will be due a the time of the discovery of a commercid
deposit. It is set according to regulation a 0.05% of the market vdue of the depost
found. The vaudion of the depost in the feashbility study will be submitted to the State
Committee for reserves. This Committee will ether goprove the vauation or rgect it. In
the later case, it will desgnae the vaue to take into consderation for the caculaion of
the discovery bonus The sudy team does not have any information concerning the
methodology by which this valuation process is caried out by the Committee and the
possible avalability of apped s for the mining company.
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6.1.4 The recommendation in line with internationad practice would be to dlow for
competitive fees to be levied a the time of the granting and renewd of a title but to
remove any bonus payments. Although very common in the oil and gas indudry, such
bonuses are not practiced in the mining industry where there is greater geologica
uncertanty.

6.1.5 Historic Costs. In Kazakhgan, mining companies must reimburse dl higtorica
geologicd exploration costs borne by the State prior to the granting of the mining title.
For the most part, these costs were mostly incurred under the Soviet period. They are
rlated to geologicd exploration in the project area. The Committee for geology
cdculates the amount that has been spent on a particular fiedd. The method of cdculation
is &t out in a Government regulation, yet the regulaions include condgderable flexibility
in the determination of these costs. The mining company is required to reimburse these
costs to the State and will be dlowed to depreciate them at the rate of 25% on a declining
balance bads (same depreciation treatment as exploraion costs and feasibility sudy costs
actudly incurred by the mining company). Most contracts provide for a gradud
reimbursement of these cogts to mitigate their impact on the economics of the project.

6.1.6 Rembursement of hidoricd geologicd cods is uncommon in the mining
industry. From the investor's perspective there is no economic raionde for any payment
other than the vaue of the geologica data provided by the State. The vaue of this data
may be far less than the totd historical geologicd cost Snce most mining companies will
want to cary out their own exploraion program or a least verify any geologica data
receved from the State. Such veification will generate additiond codts for the mining
company. In most countries geologicd data is made avalable by the State on a free or
nomina cost bass as part of a country’s generd effort to promote ts geologica potentia
and attract mining investmen.

6.1.7 The reimbursement of historicd geological costs will be viewed by the potentia
investor as an additiond cost of doing business in Kazakhstan. In economic projections
of the potentid income that a mining operation could generate, historical geologica costs
will be treasted as an additional cost and for tax purposes as additiond exploration costs.
Ther tax treatment will reduce the Stat€'s potentid revenue from corporate income tax
snce the bads of this tax will be reduced by the deductions made by virtue of the
depreciation of the historica geologica costs.

6.1.8 Hidoricad geologica cogs will dso be viewed by the potentid investor as a factor
negatively impacting on the trangoarency of doing business in the country. The amount of
the cods that the Government will cdam as reimbursable historicd geological cods is not
st in an objective, sysemdicdly trangparent manner. The immediate consequence of
this lack of trangparency is that the potentia investor will not be able to evduate such
historicdl costs in advance. Pre-determination of economic and fiscd measures is
essentid in the assessment of a busness environment. Lack of predictability is a negdtive
factor from the investor’ s perspective.
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6.1.9 The recommendation of this Study is to aandon the reimbursement of historica
geologicd costs dl together. This would improve the economics of any potentid project
in Kazakhsgan and would send the internationa mining community a clear sgnd that the
country iswilling to create a competitive investment environmert.

6.1.10 Land and property fees, surface rents. Internationdly, in addition to negligible
goplication fees for the mining license, an annua fee is levied as a“rentd” of the surface
aea. This fee is generdly a charge per square kilometer or hectare of the area held under
license.  In many countries, the fee is escalated annudly for the duration of the license to
discourage idle holding of land for speculative purposes. In Kazakhgtan, a fee for usage
of the land is levied. This fee is based on the area of the mining license and is established
annudly by the government. It is understood that these fees and surface rents are not
excessve and hence they should not be obstacles to new invesment. They are st out in
regulations.

6.1.11 Property Tax. A propety tax of 1% of the resdud value of any congtruction
must be pad by its owner. The study team could not get detailed information on this tax
but is under the impresson that the tax base could include heavy machinery and
equipment that would be bolted to the ground or ingaled in such a way that it would
become part of the congruction (cement base, structural support, etc.). Specia attention
must be paid to the economic impact of this form of taxation in the mining sector where
capita investment can be consderable.

6.1.12 Mining Royalty. Minerd roydty is due on the saes vaue of minegds. Its rae is
set on a case-by-case bass and will dependent on the percelved rate of return of the
project (as cdculated on basis of the feashility study). The Government’s Regulatory Act
n° 503 sets out the procedure by which the rate of return of a project is evauated. The
cdculations take into conddedion dl taxes incuding the roydty (bescdly gross
revenue — dl costs™ — dl taxes = net after tax profit, which is discounted to establish the
rate of return). It is our understanding that the genera rule in the determination of the
royaty rate i that a project’s rate of return should never be below 8% or above 20%. It is
the rate of return that is negotiated. Once agreement has been reached on the rate of
refurn that a given project should have, it is gpplied to the projections found in the
feashbility study and the roydty rate is set accordingly. This is a very peculiar way of
stting roydty rates Most countries opt for a fla rae (which will usudly differ
depending on the minerd) that is st in the mining code. This offers the advantages of
predictability and trangparency. The potentid investor can eesly find out what the
goplicable rate is and evduate how it will affect the economics of the project. The
importance of predictability and trangparency has been discussed in the paragraph o the
rembursement of higorical geologicd codts. It is recommended that the Government
should focus on enhancing these two characterigtics.  The royaty should be st a a flat
rae (the government may choose to st different rates for different minerds). As a
generd propogtion in internationd practice, dl mining related taxes, including roydlties,
should be specified in legidation and not negotiated on a case by case bass. Putting into

5 Costs up to first marketable product
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place such cdear and unambiguous tax regime for mining shoud be a priority of the
government in order to attract and retain investment in the sector.

6.1.13 In Kazaekhgan, roydties are due on the saes vaue of production. This is a gross
vaue that does not take into condderation the costs associated with extracting,
processng and trangporting the minerds. Internationdly there is a trend away from
charging the gross sdes proceeds of the venture, which in effect is a roydty on minerds
production. On the one hand, such roydties are payable whether or not the enterprise is
profitable and thus can be a dgnificant disncentive to invesment. They increase direct
operating cods thus raisng extraction cut-off grades and reducing resource utilization.
On the other hand, roydties are easy for a government b collect and payable regardiess
of the profitability of the enterprise.  This has the digtinct politicd advantage of
generating some tax receipts in the early years of the project’s operaion even though it
may not pay other profits based taxes because of depreciation and loan reimbursements.
Those governments which gill have roydties generdly assess them on a “net smdter
return” basis - that is, gross export vaue less intermediary codts to render the product into
sdeadble form, such as charges for assaying, transport, insurance, brokerage, smdting,
refining, and sdes commissons. In the case of gold, these various charges are not
ubgtantid, generdly less than 1% of the market price of gold. However, in the case of
other minerds such as copper, zinc, lead, nickd and others, the amdting and refining
charges can be quite substantid. Therefore, it is our recommendation to adopt the
concept of “net smeter return” royadty as a more appropriate bass upon which to assess
the percentage royalty.

6.1.14 Import and export duties. In Kazakhstan the average import duty rate applied to
mining and processng equipment (5%) is reasonable when compared with internationa
dandards. A difficulty emerges for the import of ancillary equipment or spare parts which
do not fal under the description of the category to which the preferred rate gpplies and
are therefore subject to higher import duties. Furthermore, practice indicates that the duty
is caculated on the imported value increased with VAT. With a VAT rate set a 20% on
imports, this has a sgnificant impact on the cogt of equipment.

6.1.15 During exploraion and development, many governments grant exemptions from
import duties, or levy them a an extremdy low rate (1%) in order to atract mining
investment. Generdly, mining equipment and supplies are not manufactured locdly and
virtudly dl of these items must be transported long distances & great cod.  Adding
subgtantia import duties would further increase the cost of the investment and conditute
a ggnificant disncentive to investors dince it increases the cost of necessary equipment
and supplies which cannot be found in the country. However, once a mine has begun
production, it generdly can support reasonable levels of customs duties 5 — 10% of the
declared customs vadue on consumables, spare parts, equipment, reagents, and other
supplies.

6.1.16 Value added tax. A dgnificant issue for the mining sector in Kazekhdtan is the
goplication of the Vadue Added Tax (VAT) to imports and exports of the sector. Vaue
added taxes which are paid by the enterprise on goods and services used in production,



whether imported or acquired locdly ae “rembursed” by the government to the
enterprise. A badc principle of vadue added taxes internationdly is that the find
consumer bears the burden of the tax. However, in the case of products which are
exported the company cannot charge or collect vaue added taxes from the find
consumer. This leads to a dgnificant problem snce, in the case of mining, the enterprise
makes large payments of vaue added taxes on imports and localy purchased equipment
and supplies which cannot be off-set because value added taxes are not collected on
exported products. The government then finds itsdf in the unenvigble postion of having
to remburse the company very large sums annudly. To avoid this problem, many
countries “zero-rate€’ imports required for mine exploration, congtruction and operations
for vaue added tax purposes, thus avoiding reimbursements to the company. For the
VAT paid onlocal purchases arefund mechanism should be built into the system.

6.1.17 According to the tax code of Kazakhstan, VAT is charged at the rate of 20% on
imports and loca purchases for companies. The tax code provides that if production is
exported ( which means that there will be no vaue added tax credits aganst which to
offset the vaue added taxes aready paid on imports and loca purchases) the vaue added
taxes will be refunded within 60 days. If payment of the refund by the government is not
caried out within that time-frame, the company may offset the amount of the refund
agang other taxes owed by the company. This Study is of the opinion that is not a
sudtainable solution in the long term for the government since it will impact negaively on
totd tax recapts and impact the national budget in an unpredictable manner.
Furthermore, it is difficult for the tax ingpectors to monitor effectivdly. We therefore
recommend that al imports by sub-soil users would be zero-rated during al phases of the
mining operation, and a& a minimum during the exploration and congtruction phases when
the company is not cregting a sufficient tax lidbility from which to off-set the VAT credit
generated by imports and other inputs. Furthermore, the off-set mechanism does not
seem to work in practice and mining companies are left with consderable VAT credits.

6.1.18 Withholding tax on interest payments. There is a withholding tax of 15%”° on the
interest remitted on foreign loans. This rate is competitive compared to internationd
prectice.  However, the tax law implies tha this is not an alowable deduction for the
cdculation of the income tax. This is contrary to internationd practice where this
withholding is conddered as an additiona financing cost and is therefore qudified as an
dlowable deduction. The cost of the withholding tax is increased by the fact that the
investor will not be able to clam a tax credit for it in his home country because most
countries limit credits to those locdl taxes which are based on redized profits.

6.1.19 Specid trandfer pricing rules should be written into the mining taxation legidation
to require loan conditions set & “am’'s length” to ensure that interest charges are
internationaly competitive.  Also, it may be useful to condder requiring a debt-equity
ratio limitation rule in addition to the rule on the arm’ s length interest rate.

% This is the standard rate; Bilateral investment treaties or other international tax treaties may provide
lower rates
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6.1.20 Withholding tax on consultant fees. A withholding tax on sdaries or professond
fees pad to foregn entities or individuds is set a 20%. From our information, this tax
does not appear to be deductible for the purposes of caculating the company’'s taxable
profit. This is contrary to internationa practice and does not make economic sense for the
following reason: a consultant’s fees are dways quoted excluding locd taxes and these
taxes are effectively added on to the quoted price and borne by the mining company. This
increases the cost of using the consultant and should therefore be trested as a cost and
deducted from the taxable base.

6.1.21 Taxation of sub-contractors. Anocther issue that needs to be addressed is taxation
of sub-contractors. Any investor must manage its operations in an efficient manner. This
may require the use of independent contractors, on a one-time basis or on a regular bass,
to deliver specific sarvices. From a mining taxation point of view this raises the question
of the taxation regime gpplicable to the activities of the contractor and more specificaly
whether the contractor will be dlowed to benefit from the same preferentid mining
taxation regime as goplied to the invedor. If, for example, the mining company
subcontracts the building of a processng plant, should this subcontractor be entitled to
enter the equipment necessary for the work under the same customs exemption that may
be avalable to the mining company? In practice governments ded with this by clearly
defining the tax- payers and the activities that can benefit of the preferred regime.

6.1.22 The extent to which the government is willing to grant the benefit of the
preferentid  regime to the sub-contractors will be reflected in the definition of
subcontractors. The following are two examples of such definitions:

e Example of abroad definition
A sub-contractor is any legd entity or physica person, who carried out an activity
that forms pat of the operations of the title holder (mining company). Such
acﬂwtycanbemyofthefollowmg
geophysicd or geochemicd works, or drilling for prospection and/or
exploration purposes,

- condruction and  exploitation of  indudrid, socio-culturd < and
adminigrative infrastructures.  roads, railways and runways, factories,
offices, housng, supermarkets, hospitas and dispensaries, schools, leisure
fadlities and water and dectricity supply plants,

- extraction works, transport, stocking and processing of mineras.

o Exampleof aredrictive definition:
To qudify as sub-contractor, any legd entity or physical person must receive a
least 95% of its Gross Revenues from work done exclusvely for the title holder
(mining company) in the country where the mine is located.

6.1.23 Dividend withholding tax . A 15% withholding tax is levied on dividends paid to
legd entities not resdent in Kazakhstan. Different rates may be avaladble in bilaterd
investment tregties or other tax treaties. Internationd investors examine the total impact —
in the host country and their home country — of the tax burden on a particular project.
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Thus, the full impact of the dividend withholding tax on the investor's returns from a
mining project must be consdered together with the profits tax rate snce both affect the
amount of income that can be distributed to shareholders.

6.1.24 Profits tax. The rate of profits tax gpplicable in Kazakhgtan is 30% which is in
line with the internationd dtandards. However, the effect on overdl investor profits can
only be fully assessed by taking into account the various deductions, alowances, credits
and incentives used in the cdculdtion of the taxable income. There are common
dandards and practices used internationdly for the caculation of the taxable corporate
income. It is important that the legidation of Kazakhstan take into account these
international standards and practices. For ingance, if a tax pad in Kazakhgtan is not
recognized as a tax in the investor's home country it could lead to the possbility of
double taxation of the investor's profits. Additiondly, certain deductions and/or credits
are used by the internationd industry which are tallored to the specifics of mining. The
next section summarize some of the more common internationd practices.

6.1.25 Excess profits tax. An excess profits tax gpplies if the internd rate of return on
net income (after tax profits) is greater than 20%. The excess profits tax is not added on
top of the regular profits tax but applied to net income. Itsrate is asfollows:

- if theinternd rate of return isless or equd to 20%: 0%
- if theinterna rate of return is more than 20% but less or equa to 22%: 4%
- if theinternd rate of return is more than 22% but less or equd to 24%: 8%
- if theinternd rate of return is more than 24% but less or equd to 26%: 12%
- if theinternd rate of return is more than 26% but less or equa to 28%: 18%
- if theinternd rate of return is more than 28% but less or equd to 30%: 24%
- if the internd rate of return is more than 30%: 30%

6.1.26 From the information received by the study team, this excess profits tax has never
kicked in. Mining projects in Kazakhstan have not earned the trigger rate of return yet. The
generd profits tax rate, set a 30%, is in line with international standards and should secure
reasonable tax receipts for the government once a dgnificant portion of the initid
invesment (including exploration and other pre-production costs) has been recovered by
the investor. Our recommendation would be to remove the excess profits tax. It is not
probable that this form of taxation would generate any additiona tax revenue and it makes
the mining taxation system available in Kazakhstan look more burdensome thaniit is.

6.2. Accounting Rules and |ncentives

6.2.1 Depreciation of exploration, feasibility and pre-production expenditures. Mining
is by ndure a cgpitd intendve activity. The investor must meke a large up-front
invetment in the hopes of generaing profits a a later dage. However, the changing
nature of technicd, management, financid and maket factors means that there is
congderable risk that the profits could be much less than anticipated and, most
importantly, it will take longer for the investor to pay-back the amounts invested. In
order to reduce this risk, many governments authorize accelerated depreciation and/or
other deductions which reduce the payback period for the investment. Under the system
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of accelerated depreciation, the investor is dlowed to increase the norma depreciation
rates gpplicable to plant, equipment, pre and post production expenditures. This has the
effect of increasng deductions, lowering taxable income and taxes due, and shortening
the time required for the investor to recover the investment. It is important to note that
accel erated depreciation smply shifts payment of the tax to alater date.

6.2.2 Kazakhstan does not gpply accelerated depreciation in the mining industry. The
depreciation mechanism is on the bass of a declining baance and a rates st in aticle 20
of the Tax code. For instance, expenses prior to the development of a mine - such as
exploration, feashility study, pre-sripping, exploration shafts and tunnels, building access
and haul roads, and other pre-development works - are depreciated at a rate of 25% of the
declining baance. Buildings are depreciated a 10%. Fixed and mobile capita equipment
such as plant, mills, equipment and vehicles are depreciable at the rate of 25 — 30%. While
these rates are in line with those practiced internationdly, as a means of reducing the
payback period for the investor and thus encouraging invesment, the government may
wish to condder dlowing larger depreciation percentages (accelerated depreciation) or
expendang them dtogether.  For ingdance, rather than depreciating exploration and
feasbility study cods at a rate of 25% on the beds of a dedlining baance, the government
could alow these codts to be deducted for the purposes of calculating income tax in their
entirety in the firgt year of production.

6.2.3 Depletion allowance. Most governments recognize that the minerad depost is
progressively used up [depleted] during operations. In the financid Statements, the cost
of udng up plant and equipment is generdly accounted for through depreciation
alowances or deductions linked to the life of the assst. Similarly, in the cse of a minerd
deposit, a depletion alowance is sometimes used.  The depletion alowance recognizes
the usng-up of the minerd reserves and dlows the mining company to set asde a certain
amount of its annud revenue, before tax, to continue exploratiion during the exploitation
phase. The amount set asde annudly is to be spent for further exploration over a certain
amount of years — typicaly around three years — an in proximity to the mining operations.
Should the amount set aside not be used for new exploration within this time-frame it will
be added back to the taxable income beginning in the fourth year.  This type of depletion
dlowance does not exist in Kazakhgtan. The government is conddering the introduction
of a specid roydty tha would be due on the extraction of non-renewable resources. The
receipts of this roydty would be used by the government to cary out exploraion
programs amed a keeping the nationd reserves & a condant leve. It is recommended
that the government avoid levying this additiond royalty.

6.2.4 Mine Closure allowance. Most governments have adopted provisons in
the mining legidation and regulations which require restoration and rehabilitation of the
mining dte after exploitation operations have ceased.  Furthermore, to ensure that
adequate funds are available for the purpose, they dlow mining companies to set asde on
an annua bass an amount as alowance for the rehabilitation. The tota amount set asde
must be related to the rehabilitation costs as evauated in the environmenta and socid
impact assessment study.  Further, to prevent taking the full amount of closure codts as an
dlowance in the early years of the project life — thereby deferring taxes for many years -
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the dlowable amount each year may be capped as a percentage of net taxable revenue.
Also, there should be no time limit within which to use this dlowance except the last
financid period of the mine.  The Kazakhgan mining law contains some rather generd
datements about rehabilitation, but the tax treatment of funds necessary to do so is not
clear.

6.2.5 Loss carry forward, carry back. In Kazakhstan losses can be carried forward
for seven years - which is in line with internationd practice. The loss carry forward is a
common and essentia tax incentive that lets the investor carry forward any loss incurred
to offset agang income in future years. This is important to give effect to the
deductibility of exploration and pre-production costs as wel as to depreciation
deductions. Most countries dlow a loss cary forward but some limit future years againgt
which the loss can be recorded. However, in generd, there is no good rationde for
limiting loss cary fooward. Tax loss cary back is a dmilar incentive where current
losses are deducted from previous income. As a generd rule tax loss carry back should be
avoided. Vey few countries make this incentive avalable to investors because it
generates accounting complications.

6.2.6 Tax holidays. The Kazakhstan general tax code does not provide for an
exemption from corporate profits taxes [tax holiday]. This Study is of the opinion that
there is no good raiond for exempting a mining enterprise from the payment of
corporate profits tax.  This opinion is qudified by, 1) accounting measures that dlow for
a reasonably short pay-back period, as is the case with accelerated depreciation; 2) an
ovedl burden of taxation that is competitive with internationa dandards, and 3) the
government does not have a “caried” equity shareholding in the venture.  Many of the
jurisdictions that have been the most successful in atracting mining investment (Canada,
Chile, Indonesa, South Africa or Western Audrdia) do not provide exemptions from
profits taxes. The fundamenta economic rationde for a modern mine is the qudity and
quantity of minerd reserves. A tax holiday is unlikdy to entice an investor to exploit
margind minerd reserves.  During exploration and project development the enterprise
does not generdly generate profits and therefore a specific exemption from profits taxes
during this period is not applicable (though other exemptions such as reief from customs
and import duties are sometimes offered as incentives). However, once production
begins and the enterprise shows profits there is no reason why such profits should not be
taxed. Perversdy, taxes on profits not pad in the host country are sometimes pad in the
investor’'s home country since the worldwide profits are consolidated.

6.2.7 Tax credits Many governments utilize tax credits to encourage companies to
inves in gspecific programs such as improvements in technology, socid infrastructure,
transport infrastructure, or other gods of public utility. Such a tax credit scheme does not
seem to be availdble in Kazakhgtan. Some difficulties with tax credit schemes should be
noted. Fird, while such schemes may simulate the desired results, they are very hard to
adminiser. The tax inspectorate may lack the capacity and logisticd support to
determine  whether the dedgnated investments were actudly made according to the
regulations. Second, some mining investors argue, correctly, that invetments in socid
sphere and physca infragtructure are the responghility of the government which should
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use norma tax payments for these purposes. To the extent that mining investors must
inves in these infradructures because of remote location or inability of the government
to do s0, they should receive a credit againg taxes for the investments made. In fact,
some governments, such as Pgpua New Guinea, have such credit schemes in place for
this purpose. This practice, however, rases the question of the enterprise actudly
becoming the “surrogate’ for government, responsble for services which normaly would
be provided for by the government. The sStuation is complicated in Kazekhgan, as in
other states of the former Soviet Union, snce kombinats traditiondly have assumed large
socid sphere respongbilities in the locdities where they operate. There are no easy
answers to the question of tax credits. However, in the conditions now prevaling in
Kazakhgtan the option of a tax credit scheme would not be the most appropriate course of
action.

6.2.8 Tax dtabilization.  Many governments have edablished tax dabilization
schemes.  These schemes recognize that the risks associated with mining investments can
be reduced if the government gives the company a guarantee that the taxation regime
goplicable to its invesment a the time the investment is made will reman unchanged
long enough to redize the rate of return required for the project to go ahead.

6.3. Compliance

6.3 Any economic agent in Kazakhdan, generating an income &bove a given
threshold set in government regulation, mugt file and pay taxes on a monthly bass. This
obligetion is very uncommon. Fling on a monthly bass represents an  important
adminigtrative burden on the economic operator and will be perceved as an additiond
cost of doing busness in Kazakhgan. If the idea is to guarantee tax receipts throughout
the year in order for the Government to dispose of the necessary budget, this can be
achieve by quarterly advance payments of the year's profits tax. The reference bass for
these payments would be the profits tax paid during the previous year where Y4 of this
amount would be paid on June 30, September 30, December 31% and March 31% %, The
totd amount paid during the year would be offsst againg the amount eventualy due once
the taxes for the given year have been filed. If the baance is negdive, i.e. the taxpayer
owes less taxes than what has been paid during the year, the baance will be offset againgt
the interim payments due the following fiscd period. If the bdance is podtive, the
taxpayer will pay it in accordance withthe law.

27 Assuming the fiscal year runs from April 1% to March 31%.
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Mining Tax
Income (profits) tax

Excess profits tax

Dividend
Withholding Tax
Withholding Tax on
sarvice providers
Withholding tax on
interest payments

Royadty

Application fees
Concession fee

Land fees and

surface rents

Import duties

Depreciation

Table 6
Kazakhstan Mining Taxes Compared to I nternational Practice

Kazakhstan

Republic
30%

from 2 to 30% on
net profits once IRR
above 20%

15% genera

20%

not deductible
15%

not deductible
Rate is determined
in contract on
subsurface use

Not known

Not known

Capitd investment
preferentid rate of
5%

Spare parts and
materids.  standard
rate

Declining balance

Int’'| Practice

15 -40%

not common

0-35%

0-20%
deductible
0-20%
deductible

0-3% ad vaorem,
net smelter return,
or mine mouth

Negligible
Gengdly same as
surface rents

Surface rents:
US$0.10 —10.00
per square
kilometer,
escalating during
period of
exploration license
Exempted during
exploration and
congtruction;
compstitive rates
during exploitation
(lessthan 5%)

Accelerated
depreciation

Recommendation

Bascrateis
competitive
Remove Excess
profits tax

Bascrateis
competitive

Allow deduction
from taxable profits
Allow deduction
from taxable profits
If any, rate should be
st inthelaw and
should not be
negotigble,

The amount should
not be greater than
2% of net smdlter
return

Compstitive
Convert from
amount per ounce of
gold to an amount
based on surface
area

Egtablish
competitive and
escalating rates per
sguare kilometer of
exploration areas

Introduce
exemptions for
exploration and
development; import
duties less than 5%
are acceptable during
production

Adopt accelerated
depreciation
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Mining Tax

Depletion alowance

Profitstax
exemption

Export duties
Value added tax
Loss carry forward

Mine closure
dlowance

Tax sabilization

Bonus payments

Reimbursement of
historicad costs

Table 6 (continued)
Kazakhstan Republic Mining Taxes Compared to I nternational Practice

K azakhstan

Republic
None

Generd law: none
Priority sectors:
specia tax
holidays may be
dlowed

None
20%
7 years

Not provided for

Currently in
Foreign Investment
Law and Moddl
Contract; to be
eiminated
Signature bonus
Discovery bonus
Set on acase-by-
case basis

Int’'l Practice

Allowance for
exploration

None

None

Zexo rated and
reimbursed
Generdly 5t0 10
years

Yearly dlowance as
per environmental
impact statement
Up to 30 years

None

None

Recommendation

Adopt depletion
alowance based on
deduction for
exploration
Eliminate exemption
from profits taxes

Maintain no export
duties

Adopt zero rate
reimbursable system
Maintain

Introduce amine
closure dlowance

Retain exising
gabilization clauses

Abandon

Abandon
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Year
Tax

Direct taxes
Royalties and licensefees
Income taxes

Total direct taxes

I ndirect taxes

Land taxes and rates

Payrall, fringe benefits and social taxes
Employee income taxes

Fuel, utilities, excise taxes and customs
Charges for government rail infrastructure
Total indirect taxes

Total government revenues
VAT (net of reimbursements)
Net government revenues

Table6.1
Compar ative Mining Taxation: Australia and Kazakhstan

Taxation of the Mining and Metallur gy Sector
The Cases of Kazakhstan and Australia: 1999 - 2000

2000 1999
Australia Kazakhstan Australia Kazakhstan
US$min % UStSmin % Ust$min % USSmIin %

616 20.0% 93 31% 7335 205% 57 37%
6201 201% 1818 60.6% 4268 11.9% 773 495%
1,237.0 40.1% 191.1 63.7% 1,160.3 32.5% 83.0 53.1%

364 12% 114  38% 368 10% 102 65%
1872  61% 638 21.3% 2580 7.2% 422 27.0%
756.C 245% 246 82% 9930 27.8% 16.7 10.7%

70z 23% 92 31% 00 25% 41  26%

796.5 258% 00 00% 10358 29.0% 0.0

1,846.0 59.9% 109.0 36.3% 2,413.5 67.5% 73.2 46.9%

3,083.0 100.0% 300.1 100.0% 3,573.8 100.0% 156.2 100.0%

0. -129.0 0.0 -56.3
3,083.C 1711 35738 9.8

Source: Bank staff estimates from Minerals Council of Australiaand Ministry of State Revenues data and information.

1998
Australia Kazakhstan
uUustmin % US$Smin %
6795 201% 39 56%
2640 7.8% 362 521%
943.5 27.9% 40.1 57.7%
368 11% 101 145%
2670 79% 00 0.0%
9878 29.2% 129
863 26% 64 93%
1,0583 31L.3% 00 0.0%
2,436.0 72.1% 294 42.3%

3,379.5 100.0%

69.5 100.0%
-64.4
51
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7. Public Sector Institutional |ssues

What Investors Say About:
Government attitudes: “ Despotic”
Length of time to get gpprovals. “ Excessive’
Requirements for documentation: “ Excessive’
Clearness of inditutional mandates: “ Confused”
Ingtitutional competence: “ Old fashioned thinking”
Levd of training: “Mediumto low”
Budget and logistical support: “ Insufficient”
Understanding of market economy “Mediumto low”

7.1 Introduction and Background

Experience in other countries demondrates that effective and efficient public sector
inditutions are essentid to ensure that mining and metallurgy make a pogtive contribution
to overal economic development. At independence Kazakhstan inherited reasonably well
developed, but old Soviet style, public ingtitutions responsble for mining and metalurgy.
Under this sysem, the role of State inditutions was essentialy to oversee public sector
investment and operations of various state owned kombinats. With the move to a market
economy the functions, organization, and policies of these old ingtitutions have undergone
ggnificant transformation. Under conditions of the market economy the operations and
invesments previoudy managed by State inditutions have been privatized, with the
government holding minority shares. Officid government policy now places emphasis on
privete sector invesment in mining and metalurgy. Thus the new role of public sector
inditutions is to administer and regulate the sector, rather than own and operate mining
kombinats. Additiondly, public sector inditutions must manage and eventualy dispose of
resdud State shareholdings in the kombinats which have been privatized or are under
management contract. This section of the Study will examine some of the key ements of
international best practices for public inditutiond management of the mining and
metdlurgical sector.

7.2 Internationa Practice Compared to Kazakhstan I nstititutions

7.21 While each country organizes the inditutions responsble for the mining sector
differently, there are some important commondities. Every country generdly has a
Senior Ministry or Agency responsble for the sector. This agency is designated by
legidation to serve as the Government’'s principd contact for dl minerd sector related
activities and coordinates dl other minerd sector inditutions. Within the agency or
minigry is located the Mining Cadastre Unit. This unit has the respongbility for the
regidration, granting and cancdlation of mining rights exploraion, deveopment and
exploitation activities The agency or minisry aso generdly contains an Environmental



Permitting Unit which is regpongble for the evduation of environmentd impact
datements, issuance of operating permits and coordination of sector activities with other
environmental protection agencies. The Mining Inspectorate Unit is responsble for
monitoring and control of mining sector activities as wel as for the transparent and
uniform enforcement of laws and regulaions. Findly, the Geological Survey Unit is
regponsble for deveoping, mantaining, and providing access to dl geologicd and
asociated minerd  sector related (water and environment data, for example). This
dandard internationd  dructure is shown in Fgure 7.1 below. Additiona examples of
sector ingtitutional set-up for Queendand, Audtrdia and Chile are given in Annex.

Figure7.1
Basic Framework of a National Mineral Sector Lead Ministry

Mining Cadagtrd Unit

Mining Directorate

Ministry
Of Mines and Geology

Mining Environment Office

Geologica Survey

7.2.2 The fundamentd inditutiona dructure for mining and metdlurgy in Kazakhgtan
is determined by the Law on Subsoil Utilization (January 27, 1996) as revised
(September 1, 1999) and most recently by the Presdential Decree of 13 December 2000
which reorganized the inditutions responsible for the sector. Among other changes, this
reorganization transfers to a newly created Ministry of Energy and Minera Resources
(MEMR): 1) the geologicd survey and dae materid reserve functions previoudy
domiciled in the Ministry of Environmenta Protection and Natural Resources and, 2) the
licensng and contracting for investors previoudy domiciled in the Agency on
Investments. While the exact raionde for the reorganizaion is unclear a the time this
report is being written it would gppear that the government is moving in the direction of
cregtion a dngle focd point for the mining sector, as is common practice in most
countries.

7.2.3 The newly crested Ministry of Energy and Minerd Resources should continue the
role of promoter and regulator of the minera sector rather than investor-owner-operator.
This role is fully consgent with international practice and has proven effective in other
countries to simulate private sector invesment in mining. This role emphasizes five key
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functions (1) policy advice and formulation, (2) adminigration of minerd rights and
concessons, (3) environmental permitting, (4) control and regulation enforcement and,
(5) geologicd infrastructure development.

e Policy advice and formulation — the newly creasted Minisry of Energy and Minerd
Resources should be clearly designated as the lead government agency for mining and
metdlurgy and a “one-stop” shop for minerd sector issues. However, the MEMR
gould listen to multiple "voices', from the highet to the lowest levds of
government, when formulating sector policy and drategy; towards this end it may be
advisable to creete an inter-ministeria advisory group.

e Administration of mineral rights and concessions — clear adminidrative guiddines
need to be developed within the MEMR to access information and obtain approvas
from other minidries and agencies when tendering of minerdized aess and
negotiating contracts.

e Environmental permitting - this is a key and critical function that reguires careful
attention. There appears to be a lack of clear-cut policy guiddines between minidries
with respect to (a) evauating and approving environmental impact statements and (b)
grating of environmental permits and licenses. This is a concern in the new
organization since minerd development issues (geology and subsurface use) and
environmentd protection are now in different ministries.

e Control and enforcement — there is a lack of implementing rules and regulations br
vaious socid, environmental and ecologicd monitoring and oversght of minerd
deveopments. Also, there appears to be a lack of formdized inter-miniderid
agreements and an “ad-hoc” administration by loca level government agencies.

e Geological information development — there is a deficiency in the funding and
recruitment of personne for the collection of geologicd information. Also, there are
potentid conflicts of interet with the private sector and concerns about
confidentidity of State geologcal data.

7.24 As noted, the new inditutiond set-up in Kazakhgan is a step in the direction of
international standards. It could, for instance, remedy the duplication of effort and delays
in dedings with investors, paticulaly contract negotiations, permitting and license
goprovas. These delays as well as the conflicting responsihbilities of agencies and lack of
harmonization of regulations have been cited by investors as condraints to efficient
operations. There are, however, some very red dangers in the new inditutiond
organization. Firde, the set-up is sill cumbersome and much work remains to be done to
carify the exact nature, scope and functiond respongbilities of the new inditutions. For
indance, no less than six Minidries and/or Agencies are directly involved a the nationd
and oblagt levels in various aspects of the development, adminigration, regulaion and
monitoring of the minera sector. Second, the new Minidry of Energy and Minerd
Resources dso has enhanced responghilities for the oil and gas sector. There is a red
concern that mining and metdlurgy could be neglected within the new minisry because
of the overwheming importance of the ol and gas sector. Additiondly, the evident
confuson in the legd regime between the ol and gas sector and the mining and
metdlurgicd sector could spill-over into the inditutiona redm as wel, particulaly
within the context of tendering procedures and processes.
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7.25 Cooperdion between (inter) and within (intra) ministries and agencies is essentia
for effective management of the mineral sector. Effective cooperation results from a clear
definition of the respective authorities, functions and respongbilities of the various
government agencies and departments. The Minigry of Energy and Minerd Resources as
the dngle focd agency for the sector could éiminate the previous Stuation of over-
lapping juridictions of severd agencies. The over-lgpping responghilities resulted in
ineffident and duplicative activities, ddays in decison-making, uneven implementation
and adminigration of rules and regulations, confuson on the pat of the private sector,
and breakdown in communication between dl partiesa dl levels.

7.2.6 As the government moves forward to implement the new organization sructure,
gpecific attention needs to devoted to organizationd aspects related to: 1) environmenta
asessment and gpprovas, 2) responghility for mining taxation (especidly at the oblast
levd); 3) the capacity of the government to monitor, and the private sector to adhere, to
contract obligations on peformance and invesment requirements, and 4) coordination
issues between the nationd, oblast and municipd levels of government and the private
sector.

7.3 Inditutiona and Private Sector Rdaions

7.3.1 Under the international best practices, government agencies do not, except in
unusua circumstances.

a Intefere with the norma operaions of the private sector based on palitica
consderations.

b. Unduly interfere in technicd and investment decisions by the private sector.

c. Provide sarvices that are (i) in conflict with its functions or (ii) in compstition
with the private sector.

d. Intefere technicdly with private sector operations, dthough they do ensure
control of labor, hedth and safety issues as wdl as impacts which effect the
community or Government.

e. Explore or undertake evduaions normdly within the purview of the private
sector

7.3.2 It is dso important that the government avoid cregting, and certainly not within
the same minigry, a potentid conflict of interest between the government as shareholder
in ventures and as regulator of the sector. However, there remans within some
government departments both the desre and the dructure to continue many of the
activities that now properly belong to the private sector. This is particularly the case with
respect to minera exploration and ore reserve edimations. These activities should be
generdly undertaken by the private sector. In practice, the Committee on Geology does
not conduct detailed minerd exploration for lack of budgetary support. However, its role
in dealed exploration and reserve edimaion activities has not been specificaly
excluded under the new organizationd set-up.
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7.4 Inditutiond Sudtainability

One of the mogt serious tasks facing the government is to sustain minera sector
inditutions. Experience in other countries demondrates tha sudainability can be
achieved if the inditutions (a) adopt transparent and non-discriminatory policies and
procedures to cary out ther functions (b) create a "level playing fidd" for both foreign
and domedtic investors, (C) reduce or eiminate duplication of functions with other State
and private entities; (d) adjust services and products to meet the demand by government
and industry, and (€) eiminate competition with the private sector. In Kazakhstan serious
concerns have been raised by investors concerning the transparency and nor:
discriminatory policies and procedures in government inditutions. Some government
inditutions have had difficulty to adjust to the new emphass on private sector minerd
development in accordance with the new economic mode. These entities, for indtance the
State Committee on Geology, should not compete with the private sector but provide
savices to the private sector, perhgps on a fee paying bass. This would hep in ensuring
the sugtainahility of the geologicd survey function.

75 Inditutiona and Structurd Problemsin the Tendering of Minerd Rights

7.5.1 As explaned in the legd chapter, the tendering of minerad exploration aress, as is
currently practiced in Kazekhgtan, is not international best practice. Instead of tendering
properties, governments generdly indicate which areas are available for exploration and/or
development on publicly avalable regigtries and maps of the mining cadastre. Exploration
rights, which are gandardized in the law and thus non-negotiable, are granted on a “first
come, fird sarved” bads. Generdly, the technicd and financid capabilities of agpplicants
for exploration rights are not consdered in the licensing procedure,

7.5.2 The tendering process as used in Kazakhgtan raises severa ingtitutional problems,
primarily because of the complex and non-transparent nature of the tendering and
contracting procedure. The process gill involves many steps, is norruniform in application,
subjective in sdection of “winne™”, and highly negotigble. Internationa experience has
shown the tendering process is ineffective for mining and metallurgy sector because:

e it unduly confines the private sector to working in aess, pre-sdected by
government, which often do not coincide with the geologicd environments or
deposit types of interest to specific companies,

e the areas and/or deposits that are tendered are often not internationaly competitive
because they are sub-economic or technologicdly difficult to deveop;

e private sector companies each have their own corporate "competitive advantage’
with respect to exploration and/or deposit evduation that requires freedom of
access,

e the tendering process requires up-front invesment of time and expense that is
unacceptable for the private sector;

e the tendering process has in the past been conducted in a non-transparent manner
and lacks credibility in the intenaiond invesment community (eg., the
Vadlkovskoye gold deposit).
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7.6 Conclusions and Recommendations:

Changing the role of the Government and its inditutions from that of an
“investor-owner-operator” to that of “promoter and refereg’ for private sector investment
is a process that is both time-consuming and difficult under the best of circumstances.
However, experience in other countries demondrates that efficient and transparent public
inditutions are an essential part of this process and help to simulate new investment. In
lignt of this internationd experience, the following recommendations are made for
Kazakhgtan indtitutions:

e Conxlidae and mantan dl mining and metdlurgy activities under the Minisry
of Energy and Minerd Resources, this Ministry should be the “focd point” for dl
mining sector investors, domestic and foreign;

e Défine in regulations the areass of authority and cooperation between this Minigtry
and other ministries and agencies, develop inter-ministerid consultative group;

o Clealy define the roles and responghilities of naiond and oblast leve
government inditutions, especidly with reference to  ongoing efforts  for
decentrdization;

e Edablish within the Minidry of Energy and Minerd Resources a mining cadastre
office, responsble for the processng of gpplications for exploration and mining
rights as wel as the regidration and adminidration of such rights, including the
maintenance of public registries and maps indicating who has, or has applied for,
wha rights and where.

e Strengthen capacity of Committee on Geology and Minera Protection (CGMP) to
provide necessary geologicd information to facilitate private invetment and to
effectivdly monitor and enforce regulations, improve access by private sector to
geology data at nomind cog;

e Deveop interndly generated funding mechanisms (perhgps through the sde of
sarvices to the private sector); however, remove CGMP activities which compete
directly with the private sector (e.g., detailed exploration);

e Increase training ad compensation for inditution daff so as to begin to atract
new and younger people to the industry.
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Kazakhstan
Agency or
Ministry
Minidry of
Energy and
Minerd
Resources

Agency for State
Materid
Reserves
Minigry of

Labor and Socia
Security

Minigry of
Naturd
Resources and
Environmenta
Protection

Minigry of
Finance

Minigtry of State
Revenues
Minigry of
Foreign Affairs,
Committeeon
Investments
Minigry of
Transport,
Communications,
and Tourism

Table7.2
Agencies and Functions

Kazakhgtan Compared to | nter national Standar ds

K azakhstan
Function

- Policy Formulation

- Geologicd Survey

- Tendering procedures
- Contract negotiations
- Permit and license
issuance

- Monitoring and
Enforcement

Cetification of
reserves

- Employment and
compensation

- Mine Hedth and
Safety

- Environmentd
compliance and
monitoring

- Bvduation of
environmenta impact
Ssatements

- Taxation and audits
- State property
management

- Tax collection and
adminigtration

- Generd non-sector
specific investment
functions

- Infrastructure

I nter national

Agency or
Ministry

Minigtry or
senior
government
agency
responsible for
mines

Not used

Minigry of
|abor

Minigry of
Environment

Minigry of
Finance

Generdly, not
aoplicable
Generdly, not
aoplicable

Minigry of
Transportation

Inter national
Functions

- Policy Formulation
- Geologicd Survey

- Contract negotiations
- Permit and license
issuance

- Monitoring and
Enforcement

- Mine hedth and sefety
- Environmentd control

Not gpplicable

- Generd labor issues
only

- Sdtting environmental
policy, laws, and
sandards

- Coordination on
environmentd matters
with sector ministries

- Taxation and audits
- Tax collection and
adminigration

Not agpplicable

Not agpplicable

- Generd infragtructure
policy

- Increasing private
provision of basic
infrastructure
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8. M anagement and Gover nance | ssues

What Investors Say About:

Shareholdersrights “ problematic”

Management practices “Insider trading and self-dealing”

Reporting requirements “ Full non-disclosure”

Accounting sandards “Need to move to IAS’

Business environment “Working in Kazakhstan is like being pecked

to death by ducks, no particular biteisvery
painful, but cumulatively the bites become
overwhelming”

8.1 Why is Corporate Governance Important?

8.1.1 As noted previoudy in this report, the privatization of Kazakhsan's existing
mining and medlurgicd kombinats has been reasonably successful in terms  of
dabilizing production, maintaning employment, and ensuring continued supply of vitd
socid and infrastructure services to isolated communities. However, the process has not
been transparent and significant governance issues are present in the current management
of the kombinats. This report does not directly refer to a specific mining or metdlurgica
kombinat but rather to the genera conditions which apply to corporate governance in
Kazakhgtan. It is important that corporate governance be improved. The kombinats can,
of course, continue to operate under the current opague Mmanagement in the atmosphere of
ad hoc governance rules. However, if they are to grow and prosper they will require
access to internationd cepitd. Requirements for ligting on internationd stock exchanges
in turn requires that internationd standards be adhered to and respected, particularly
concerning accounting and financid disclosure.

8.2 Legacy of Trus Management Agreements and the Privatization Process

8.2.1 Privatization of many of Kazakhsan's mining and metdlurgicd kombinats was
caried out on case-by-case bass, sometimes with a preceding trus management
agreement, though not necessarily with the future dtrategic owner. This gpproach was
desgned to presarve the exclusve property rights of the Republic for subsoil naturd
resources by dlowing the “nondate sector” to explore the deposits on the bass of
concessions for production or trust management contracts®® On the one hand, this
approach avoided many of the problems associated with mass privatization scheme (eg.,
voucher invesment funds none of which survived). On the other hand, the way the trust

28 prjvatization in K azakhstan: achievements and prospects. Presentation by Andar Shukputov, First Deputy
Chairman of the State Committee for Management of State Property, at the World Bank’s conference
“Kazakhstan: Managing the Transition”, Almaty, 24-25 May, 1996, p. 113.
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management  agreements were awarded and the firms privatized was lacking in
trangparency and resulted in a dgnificant loss of vdue for the government. Under the
trust management agreement, a drategic investor (sometimes, but not dways, a company
registered overseas) would get dgnificant rights vis a vis the enterprise. The investor
assumed al assets and liabilities of the enterprise and was dlowed tota control over the
cash flows of the enterprise for “feg” to the government. Trust management agreements
used in Kazakhdan and other neighboring countries differed from standard management
contracts in many ways, including in the direction of compensation. The internationd
practice of such contracts provides for payment of a fee by the Government to the
operator for managing a state owned enterprise”, and not vice versa as in the case of trust
management agreements. Trust management deds were lacking in trangparency, were
paticulaly vague regarding property rights, and often ingppropriate contractuad forms
were used. For instance, Access Indudtries, Inc. (USA) has been assigned to “trust
manage’ one of the largest surface cod mines in the world (Bogatyr Comyr) on the basis
of a smple power of attorney letter®®. The terms and conditions of the trust management
arangements differed dramaticdly: the duraion of vaidity of some agreements was
relatively short (2-3 years) others were longer (15 years) and are till in force.

8.3 Management of Resdud Government Shares

8.3.1 There are a least a dozen of large privatized mining companies in which the State
has ggnificant resdua holdings (Table 8.1). The actud number of joint stock companies
in the sector with State shares is larger (some 25 — 30 companies) however, the drategic
investor generdly consolidates its shareholdings in the parent company, leaving the
government with larger residua shares in the subsidiaries®. Various considerations may
prompt a government to keep resdud shares in privatized enterprises. earning dividends
on government shares, equity appreciation with time to earn more proceeds when the
capitdization increases (during a public offering, for ingance), or “golden shares’ hdd in
companies of drategic sgnificance . Some of the lessons learned about State holdings of
resdud shares in other trangtion economies (Czech Republic, Poland) ae 1)
privatizetion proceeds would have been higher if the whole block of shares had been
offered initidly; 2) effective government influence in the decison meking of the
enterprise is non-exigent; 3) the resdud shareholdings rardly produce sSgnificant
dividend dreams, and 4) scarce government management resources are engaged in
superviang the resdud shareholdings. These lessons gpply equdly to the case of
Kazakhstan.

8.3.2 Government influence in decison making. In al cases, except one, the
government owns aminority position which in most casesis less than ablocking

29 “Management Contracts: A Review of International Experience’, H. Shaikh and M. Minovi, CFS
Discussion Paper No. 108, World Bank, May 1995.

30 General power of attorney letter # 2818/02, dated November 6, 1996, issued by the State Property
Committee.

31 For instance, 90% of shares in Kazakhmys parent company is owned by the strategic investor (Samsung
Deutschland Gmbh) and only 10% by the government, while in the Kazakhmys subsidiaries smaller
strategic shareholdings are sufficient to exercise control.
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Table8.1
Residual State shareholdingsin Mining and Metallurgical Kombinats
(as of October 2000)

Enterprisename,  State shareholding, Agency/firm Private strategic
mineral(s) in percent managing state shareholders
shares

Aluminum of 31.68 State Property Eurasian Bank*

Kazakhstan Committee,

(dumina) Minisiry of Finance

Kazakhmys 35 Trugt management Samsung

(copper) Samsung Deutschland
Deutschland

Kazchrome 32.37 State Property Euragan Bank*

(chromite, Committee,

ferrodloys) Minigtry of Finance

Sokolovsko- 39.5 State Property Eurasan Bank*

Sarbayevskiy (iron Committee,

ore) Minigtry of Finance

Kazzink 27.64 Minigtry of Energy, Glencore

(leed/zinc) Industry and Trade

Usk-Kamenogorsk 15 State Property Specidty Metas Co

TMK (titanium and Committee,

magnesum) Minidiry of Finance

Akbaiskiy GOK 333 Trust management Altynamas

(gold) Altyndmas

Vaslkovskiy GOK 90 Trust management Gold & Silver

(gold) Gold & Silver Altyndmas

Maikainzoloto 25 Trust management DP Handd GmBH

(gold) East Point Holdings

Bakyrchik Joint 30 State Property Centrd Adan

Venture (gold) Committee, Mining Ltd.
Minisgtry of Finance

Bogatyr Access N/A Trust management Access Group

Komyr (cod) Access Group

* Property rights are not yet final after repossession of TransWorld Group holdings in early 2000. Eurasian Bank was appointed the
exclusive agency for any financial transactions of the seized companies.
Source: State Property and Privatization Committee, Ministry of Finance

minority of one-third (1/3) of votes. Since two-thirds (2/3) voting mgority is required for
drategic decisons (e.g., changes to the company charter, approva of large transactions,
decisons on liquidation and other criticad issues) the government's shareholdings are
inaufficient to dlow it to influence drategic decison making of the enterprise. In five of
eleven cases the State shares are transferred to the drategic investor under “trust”
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management arrangements. Instead of sdling the whole block of shares on an open
internationd tender, these arrangements dlow for a phased transfer of shares to the buyer
sdlected on a non-competitive bass on undisclosed terms, presumably with a loss of
corporate vaue, and with alossin privatization proceeds for the State treasury.

8.3.3 Revenue streams from dividends. The expectation of receiving revenues on resdud
State shareholdings is unfounded. Firg, mogt SOES, including in geology and mining, are
loss making, like 66% of dl other state owned enterprises in the country. Second, most of
the SOEs showing profits reinvest them. Of the total of 167 million tenge of profits earned
by the SOEs only 65,000 tenge (or less than 0.04%) was transferred to the state budget. The
privatized companies dso tend to reinvest ther profits, and payments of dividends on
government shares are decreasing: 1,195 million tenge in 1998; 1,039 million tenge in
1999% . In the year 2000 dividends from government shares dropped to 342 million tenge
(USZé 32.4 million), or 0.12% of the tota revenues of the companies with government
shares™.

8.34 Government management of residual holdings. The government aso has
difficulty in effectivdy managing the State reddud shares Generdly, the shares ae
represented on the company board by one staff of the Committee on State Property and
Privatizetion (Minigtry of Finance) and by another dtaff member from the corresponding
line ministry (Minigry of Energy and Naturd Resources). These are in most cases middle
ranking ministry employees gppointed after gpprovals by many agencies, and do not have
enough rank to effective defend the government’s intereds. These daff are over-
dretched, having ther normd respongbilities & the minisry in addition to ther duties
representing the government on the board. Also, they have conflicting targets (dividend
maximization vs. re-invesment) and often operate without sufficient information because
the company refuses to discloseiit.

8.4 Disclosure Reguirements

84.1 Ful and complete disclosure by companies of criticd information is sddom
accomplished with Kazakhgan mining and metdlurgicd enterprises Two  pertinent
disclosure deficiencies concern the list of shareholders and the company charter.

8.4.2 Shareholder list. Even though the 1998 Joint Stock Company Act includes a
number of provisons for disclosure, in practice, procedurd detalls negate the intent of
the law. For example, even though the law provides that any shareholder owning 5% or
more of the company shares has the right to recelve a copy of the shareholders lig, the
procedure to obtain the lig is established by the generd meeting of the shareholders. In
one example, the Government found that even with a 40 percent share of a company, it

32 In the year 2000 the government owned 100% of shares in 94 companies; from 67 up to 100% in 83
companies, from 51 up to 67% in 7; from 34 up to 51% in 32, from 5 up to 34% in 25, and less than 5% of
shares in 1 company. (Concept of Management of State Property and privatization in Republic of
Kazakhstan, Astana, approved by the Decision of the Government, dated July 21, 2000, #1095, p. 14).

33 Concept of Management of State Property and privatization in Republic of Kazakhstan, Astana, approved
by the Decision of the Government, dated July 21, 2000, #1095, p. 17.
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was unable to obtain a copy of the lig of shareholders. Outside investors, lacking the
influence of the business groups or the authority of a government agency, would no doubt
find it even more difficult to obtain the shareholder list.3*

8.4.3 Company charter. The Company Act dlows the shareholders meeting to make
subgtantid changes to a company charter. While the company charters are filed with the
Nationa Securities Commisson, no provison in the Company Act requires tha the
chater be made avalade publicly. This loophole has ggnificant implications for
corporate governance practices. The Company Act dipulates that transfers of assets in
excess of 25 percent of the company assets must be gpproved by a vote of two-thirdsin
favor a the generd shareholders meeting , unless the company charter has been
amended.®® Since company charters are not publicly available, investors cannot know in
advance if the company charter has been amended to dlow company managers to make
large asset transfers without shareholder approval.

8.5  Accounting and Auditing Standards>®

8.5.1 Accounting and auditing standards and practices hit a the heat of governance
issues, since it is through the accurate disclosure of financid and operating information
that shareholders are able to track their investments and, where necessary, take action to
change company management. The Kazakhstan Accounting Standards (KAS) are close to
International Accounting Standards (IAS). However, the differences are sufficiently
materid that Kazakhstan companies intending to access the globad markets are obliged to
obtan an audit from one of the "Big Five' internationd audit firms usng internationa
accounting standards.

8.5.2 The differences between KAS and IAS dffect the transparency of financid
transactionsin severd materia ways.

e KAS do not require separate disclosure of minority shareholdings of equity in
affiliated companies. Neither KAS nor the regulations of the Nationd Securities
Commisson require that names of companies, owned in whole or in pat, be
disclosed as pat of the public information available to shareholders. Thus it is
virtudly impossble to find out from public sources who owns which companies,
and the nature of the ownership ties even among the largest and mogt-heavily
traded companies in Kazakhstan.

e KAZ do not require the disclosure of contingent liabilities, which in some cases in
the mining sector, paticulaly involving environmentd liddilities, can exceed the
net worth of a company. KAS a0 fail to conform to IAS in terms of write-offs of
obsolete inventory and bad debts.

34 K azakhstan: Corporate Governance Review, draft document prepared by Susan Rutledge, ECSPF, World
Bank, p. 12.

35 This provision is better than other CIS countries, notably Russia, which requires only that two-thirds of
the shareholders present at the shareholders meeting vote in favor. (Kazakhstan: Corporate Governance
Review, draft document prepared by Susan Rutledge, ECSPF, World Bank, p. 12.)

3% The section is written on the basis of the following document: Kazakhstan: Corporate Governance
Review, draft document prepared by Susan Rutledge, ECSPF, World Bank.
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e KAS do not require disclosure of transactions among dState enterprises, thus
dlowing companies with dae equity holdings to avoid disclosure of inter-
network transactions. For tracking of transfer price abuses, such information of
transactions among companies within the same busness group or holding
company could be important.

e Audits ae not mandatory under the Joint Stock Company Law. Should a
shareholder request an audit -- and is prepared to pay the expense of the audit --
the company must have its financid datements audited. The Law on Companies
with Limited Lidbility has no gpedfic provisons requiring preparation of
financd information or of didribution of audited financid datements to
shareholders. Findly, the auditing professon in Kazekhgan has a number of
deficiencies. For indance, the professond liability of Kazakh auditors is limited
to the capitd of the auditing company which, in the case of mogst audit companies,
isvery low.

8.6 Concentration and antitrust practices;

The antitrust enforcement and practices are notorioudy wesk in most trangtion
economies. A pecdiaity of Kazakhsan is conspicuous absence of economic
concentration provisons in its Antimonopoly Law. Aluminum, chromium, iron ore,
copper and lead ae highly concentrated indudtries. The market share of the leading
producer (often close to 90- 100%) makes the companies operating in these industries
unrestrained private monopolies which may be ausng ther power by al sorts of
redrictive business practices. The Antimonopol;/ agency is looking forward to
cooperation with CI'S countries to tackle the problem.®

8.7 Stock markets

Mogt of the trading in shares of the mining companies is over-the-counter. The “blue
chips’ program to lig shares of mgor mining companies on the Kazakhgan Stock
Exchange (KASE) was launched by the Government in 1998 using the Szable resdud
holdings retained by the Government for this purpose. Initidly there were plans to ligt the
folowing mining companies on KASE: Kazakhmys, Us-Kamenogorsk TMK, Aluminum
of Kazakhstan, Kazchrome, Sokolovsko-Sarbayskoye GOO, Kazzink, but these plans
have not been fulfilled. But, as of 2000, only common and preferred shares of
Kazakhmys were traded with modest volumes of 500 million tenge during 1998, and only
236 million tenge during 1999. The rest of the “blue-chips’ have not yet been listed and
no immediate plans seem to be in place to do so. Lack of reporting and transparency
prevents more active trading of shares at KASE.

37 An Agreement on conduct of coordinated antimonopoly policies was signed among the Antimonopoly
agencies of 12 CIS countriesin Moscow, on January 25, 2000.
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Table8.2

Corpor ate Gover nance: Kazakhstan Practice Compar ed to | nter national Practice

Issue

Trust
Management
Contracts

Resdud
Shares

Disclosure
Standards

Accounting
Standards

Auditing and
reporting

Anti-trust

Stock market

Kazakhstan
Practice

Management
contracts have a
number of serious
deficiencies

Government 4ill
holds significant
resdua sharesin
privatized enterprises
and receives no
sgnificant bendfit
from the holdings
Disclosure standards
aeddficient in terms
of shareholder ligt,
company charter,
board of directors
KAS 4till do not
conformto IAS
regarding inter
company
transactions,
contingent liabilities,
and minority
shareholdings
Lawsareweak in
terms of auditing
requirements

Current anti-trust
legidation neglects
heavy “economic
concentration” in
some commodities

Blue chip program is
Sdled

I nter national
Practice

Not used

Governments
generdly do not hold
resdua shares,
except in very specid
cases

Full and complete
disclosure
requirements to
protect shareholder
rights

Internationd
Accounting
Standards require full
and cons stent
reporting of all
financid aspects of
the company

Auditsare
mandatory, carried
out by established
firms operating under
strict code of ethics.
Internationa practice
generdly incdludes
definitions in respect
of “economic
concentration”
Mining companies
are generdly listed
on exchanges

Recommendation

Wind up these
arrangement as
quickly as practicd,
S| assets at transpa
rent competitive tender
Divest government
resdual sharesas
quickly and
expeditioudy as
possible.

Improve disclosure
requirements to
remedy deficiencies
and protect
shareholder rights
Remedy KASto
conform to
international standards

Egtablish auditing
requirementsin the
law.

Correct the anti trust
legidation to introduce
“economic
concentration”
prohibitions.
Re-activate blue chip
program, but with
adequate legal
protections.
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9. Environmental and Social Consder ations

9.1 Introduction and Background

9.1.1 Sudanability of naturd resources and protection of the environment ae
important for governments and civil society. The traditiond government role has been to
st environmentd standards and ensure that individuals and organizations abide by them.
However, increasingly government, industry and civil society are working as partners to
enure the optima utilization of naturd resources, maximize development impact and
protect the environment for present and future generations. This involves advancing
from the concept of “do no harm” to a more pro-active stance of “adding economic and
socid vaue'.  This is paticulaly important for the mining industry where the chdlenge
is to fadilitate locd economic development during the life of a mine which can be «df-
sugtained after the mine has closed.  In many parts of the world mining activity is under
threat from environmentdists and other pressure groups. Surviva and development of the
industry will be dependent upon demondrable “sudainable development” and this will
be the focus of this chapter.

9.1.2 At independence Kazakhgan inherited a mining industry that was typicd of the
former Soviet Union. Hidoricdly, atention was pad to the provison of socid services
but little to environmentd management. Attitudes to mine hedth and safety were largdy
reective. This has resulted in both a legacy of environmental pollution and the lack of a
“culture of proactive safety” @ mogt mining operdtions.  Since independence, as
economic pressures have mounted on some kombinats, less resources have been avalable
for pollution prevention. Thus, the potentiad Ste contamination could be substantid and
ambient environmenta basdine data for mining Stes is modly not publicly avaladle.
There is a backlog of mitigation necessary to bring the industry up to internationd
dandards and to rehabilitate abandoned mining areas for which the Kazakhstan
Government has limited resources. In addition, even though the caibre and technica
traning of Kazakhdan environmentd and hedth & safety specidids is excdlent, they
have not been sufficiently exposed to or are not experienced with current internationaly
accepted concepts of sudanability, proactive safety practices or responsble
environmental management.

9.2 Sugtainability and the Mining Industry

921 Internationdly, governments and the mining industry have embraced the concept
of sugtainable development as defined in the Brundtland Report (World Commisson on
Environment and Development, 1987). The man principles of sudanability are
summarized asfollows

e to enhance individud and community well-being and wefare by following a path
of economic development that safeguards the welfare of future generations,
e to provide for equity within and between generations; and,
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e to protect biologicd diveraty and mantan essentid ecologicd processes and life
support systems.

9.2.2 Building upon these basc principles , the concept has acquired a broader
meaning, requiring the integration of environmental and socid concerns to those of
economic development. The linkages between these three dimensons cals for close
coordination between various policy makers and the implementing agencies A
paticipatory approach involving dl rdevant dakeholders becomes centrd to the
redization of this concept. In recent years notions such as equity, transparency, justice,
accountability and consultation have been added to these basic principles.

923 The chdlenge for Kazakhgtan is to develop further its mining industry and
efficiently manage the renewable and nonrenewable resources on which it depends in
accordance with these principles. Specificdly, sudtainability related to the mining
industry involves two key concepts.

e Partnerships between the centrd government, the mining company and the
surrounding community to share resources (water, environment etc.), share work
(integration of locd firmg), and share decisons (continued stakeholder
engagement). This facilitates the idea of locd economic development which can
outlagt the life of the mine.

e Sustainability and revenue sharing, is a topic of current international debate. It
has been noted in many countries that in order to achieve a "sustaindble impact"
the centrd government and the mining company need to negotiste a satisfactory
and transparent arangement for sharing and didributing revenue to the locd
community and/or region. Both governments and companies have a common
interes in negotiging an equitable revenue shaing mechanism.  There ae
numerous good examples of successful policies for decentraization and revenue
sharing. These include but are not limited to: tax credits for locd community
expenditures (Placer Dome - Pgpua New Guineg), full financid transparency (BP
in Angola), stabilization funds (Debswana, Botswana and Codelco, Chile), and
inter-generationa transfers of wedth (trust funds in Alaska, USA). Whichever of
these (or other) ingruments are used is a function of the economic viability of the
project in question as well as the circumstances prevailing in the country.

924 There ae a number of Statements of principles concerning sudtainability in the
mining industry which have been developed by various industry associations and non
governmenta organizations. One such statement has been developed by the Internationd
Council for Metds and the Environment. The man principles in this datement are
summarized in Annex . While adherence to these principles is the responshility of
the mining companies, acknowledgment of them as a priority by the government could
encourage companies to ensure high qudity in ther economic, environmentad and socid
performance.
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9.3 Deveopment Impact from Mining

9.3.1 Hidoricdly in Kazakhdan fees for the use of environmental resources and fines
payable if set limits were exceeded have been payable by kombinats. It appears to have
been common practice throughout the former Soviet Union for these finds to have been
retained at the regiona leve. However, in recent years there has been a growing pressure
to remit more of these funds to centrd government. The advantage of retaining the funds
a Regiond levd is tha it affords the opportunity to re-invest them in regiondly
beneficia development projects. However, the amounts of such revenues and their use is
not publicly avalable and therefore locd and regiond communities often perceive tha
there are no demonstrable benefits from projects.

9.3.2 Current internationd dtitudes to revenue management ae towards greater
trangparency of such revenues and their use. As noted above, to achieve a “sugtainable
development impact”, the centra government and mining companies need to be able to
demondtrate to local and regiond stakeholders that projects are benefiting the regions in
which they are located. Furthermore, the needs of these stakeholders should be included
in consultations as to the most beneficia and sustainable use of these revenues.

9.4 Kazakhstan Regulatory Framework

9.4.1 A legidaive framework for environmentd maiters has been developed under the
umbrella of the Environmenta Protection Law (No. 160) passed in July 1997. The
legidation requires an Environmentd Assessment of mining projects dthough this is
primarily a “one step” process leading to the issuance of an environmental permit. This
highlights a further legacy of the former sysem: poor understanding of the necessty for
or “buy-in" to current internationaly accepted concepts of sudtainability and responsible
environmentd management throughout the life of amine.

9.4.2 Until the end of 2000 environmentd responshility rested with the Minigry of
Natura Resources and Environmental Protection. However from the beginning of 2001
the responsible authority is the Ministry of Energy and Natura Resources — Environment
Committee. This committee is one of four under the Minidry, the others deding with
geology, water resources and fisheries & forests. This is a postive move with a sngle
committee dedling with environmenta permitting.

943 A gshortcoming of the present system is that the process of preparing the
Environmentd Impact Statement (EIS) is viewed by the respongble minidtries as a sngle
stage process leading to the issuance of the mining license. Thus the EIS becomes a
“snapshot” of the project and rapidly becomes out of date. Internationa best practice views
environmenta management as an ornrgoing process that continues through the life of the
mine from congtruction to fina decommissoning.

944 It is deaxr that for new invedors, the government will dlow consderable

flexibility in negotiaing environmenta requirements. For example, the agreement
between the Kazakhstan Government and Ispat Kamet alowed the new company a
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period of ten years during which time any new environmenta law cannot be gpplied or be
enforced againgt the Purchasers. There is dso a cap on the cost of compliance with
exiging legidation (per year) which Ispai-Karmet is lidble for. Ispat is aso not
responsible for any historic contamination that may have occurred prior to take over.

95 Environmentad Monitoring

9.5.1 Environmental monitoring capacity: As noted earlier in this report, it is not clear
whether in practice the locd authorities have the capacity, amongst other issues, to
adequately adminigter the environmental monitoring.

952  Applicable Quality Sandards.  According to Kazakhstan environmenta
legidation, companies mugt submit data on the Maximum Allowable Emisson (MAE)
for arborne pollutants and Maximum Allowable Discharge (MAD) of effluents into
waer. The MAE/MAD levels for a project are agpproved by the Regiona (Oblast)
authorties and a licence is issued which is vdid for one year. An interesting exception
was made for the Ispat Karmet project where the investors negotiated to have the
goplicdble environmentd dandards st a naiond levd rather than locd leve. This
caused ggnificant annoyance a locd leve as it deprived the loca authorities of the
ability to rase funds (environmental taxes) through the project. These MAE/MAD leves
are incorporated into the projects Ecologica Passport. Taxes are payable for “use of
environmental resources’ for discharges within the MAE/MAD sandards and fines are
levied if emissons or discharges exceed the standard limit. These limits are set on the
bass of the origind Environmenta Impact Statement but are modified annudly, usudly
on the basis of the past years performance. At many kombinats the MAE and MAD leves
are caculated rather than physically measured.

9.53 Ambient Environmental Conditions The problem with the MAE/MAD approach
is that it does not necessarily address the impacts of discharges and emissons on ambient
conditions. To address these impacts requires project specific ambient environmenta
monitoring which is typicaly not undertaken in Kazakhgtan (as in other parts of the former
Soviet Union). From a practica standpoint, kombinats cannot assess the ambient impacts
unless they aso undertake ambient basdline monitoring. The Soviet period approach very
rarely actualy measured discharges and emissons on a regular basis. The old gpproach
was to cdculate (on a mass bdance bass) the amounts of pollutants being emitted or
discharged. This old approach is not condstent with the internationd approach to
minimizing pollutants as fa as possble (eg: by usng BATNEEC - Bedt Avaladle
Technology Not Exceeding Excessve Cost). Because MAE/MAD methods focus on the
discharge rather than the effect in the recaving environment, comparison of the mine's
environmenta impact with internationd normsis usudly difficult if not impossible.

9.54  Environmental Liabilities There is currently no dear cut definition of
respongbility for hisoric and current environmental ligbilities - pollution “stocks’ and
pollution  “flows’. Pollution “gocks’ refer to the accumulation of historicd
environmentd contamination exiding & the time of an ownership change of the State
owned kombinat. Pollution “flows’ refer to the pollution produced by the operation after
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the change of ownership. Adequatdly identifying the parties responsible for these
environmentd lidbilities is important for the previous owner (the State) and the new
private owner.  Internaiondly, governments which have owned the Sate mining
enterprise usudly teke responghility for “pollution stocks’, manly because they have
derived most of the benefits during the operationd period prior to teke over. The new
owners assume responghility for “pollution flows” and onrgoing environmenta
ligbilities. Mogt private companies will require that the “stocks’ and “flows’ be defined
by an audit (and agreed by the government) as pat of ther due diligence of the
undertaking. For te Ispat Karmet operation, the acceptance by the government of such
ligbilities was negotiated.

9.6 Environmentd Management

9.6.1 Under Kazakhstan government legidation, the environmenta impacts of a project
ae primaily conddered during preparation of the initid Environmentd Impect
Statement (EIS). Although the subsequent Environmenta (Ecologicd) Pessport is re-
issued every five years, this would typicdly congder only changes to emissons and
discharges reflected in agreed MAE/MAD leves. This approach, by which the EIS
becomes a “sngpshot” of the project with updates only after five years can result in
environmental problems going un-noticed for long periods of time. This is in contrast to
the current international best practice which views environmental management as an on
going process throughout the life of the mine from condruction to find
decommissoning. The key dement in this “on-going” gpproach is the establishment of
an Environmenta Management Sysem (EMYS), generdly prepared pursuant to the EIS.
The EMS ensures the sysematic management of environmenta actions identified by the
EIS and tha these are constantly reviewed, updated and monitored. Some investors have
managed to negotiate specid terms with regard to ecologica passports, Ispat Karmet for
example have been given 8 yeas to complete ther program of environmentd
improvements before their passport expires.

9.6.2 Environmental Management Systems The international standard for Environmenta
Management Systems (EMYS), is defined within the 1SO 14000 series. An EMS usudly
comprises the following dements i) an environmental policy statement of the company; ii)
an organizationd dructure and responshilities of each unit; iii) an  environmenta
management plan; iv) a set of environmentd objectives and targets, v) a monitoring and
record keeping sysem; and vi) mechanisms for public reporting of environmenta
performance. The advantage of such a system is that it takes into account dl of the relevant
aspects (environmenta, socid, hedth and safety issues) and emphasizes continuous
improvements in areas such as pollution control, efficient use of resources and
rehabilitation. An important aspect of the EMS is regular independent auditing to establish
whether targets are being met and, if not, what remedia measures could be undertaken.

9.6.3 Mine closure. The Kazekhgan authorities require a closure plan for mining
operations which is dependent on the remaining life of the operation dthough the exact
period before closure when such a plan is required does not appear to be defined. From
experience of working with mining operations in Kazakhstan it appears that closure plans
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are submitted about :2 years before closure is anticipated. There is a requirement to set
adde the funding required into a government held closure fund. It would appear that
these provisons need to be complimented by more detalled regulaions, since it is not
cler how a mine which is having financid difficulties ahead of closure would be able to
fund the necessary rehabilitation. Rehabilitation completed under these requirements a
Ispat Karmet has been observed to have been done to a high standard which would meet
current international practice. Also, issues related to performance bonds or insurance to
cover complete costs of closure need to be addressed, even from the start of operations
(in the event of a sudden unforeseen closure).

9.6.4 Health and Safety. Accident datidtics for the mining industry in Kazakhdan are
not publicly disclosed. It may be anticipated that due to the lack of a culture of proactive
safety in some mining operations, hedth and safety standards may fdl short of current
internationa practice. This dtuaion is aggravated by the current economic difficulties of
some kombinats which are unable to continue to fund a adequate levels exising hedth
and safety measures.  This shortcoming may be related to lack of safety equipment issued
to workers (dust masks, ear plugs, safety glasses, safety boots etc) as well as a “culture of
safety” a the mine leve. Such a “culture of safety” would address issues such as poor
ventilation and gas and fume control standards, roof support, unguarded machinery, risk
of dugt explodon, trangport hazards, sumbling and fdling hazards, poor working
conditions (wet, muddy, uneven), lack of safety posters, lack of sgnpods (eg.. hazard
aress, emergency escape routes) and poor lighting.

9.6.5 Public disclosure. Mines and metalurgicd plants in Kazakhstan produce and/or

process a wide variety of minerds (gold, copper, cod, lead-zinc), many of which
typicaly could have serious environmenta impacts. However, no operations publicly
report on ther environmentd peformance. Public disclosure by mining companies of
thar environmentd performance is becoming more frequent internationdly.  Such
disclosure can take many forms including separate annud environmental reports, period
publications and datements, required Satutory filings with government authorities, and
other forms of disclosure. As a matter of best practice, disclosure regulations (covering
frequency, standards, thoroughness of reporting, and other aspects) should agpply to al
mining operaions in a uniform manner. It is dear from dakeholder discussons in
Kazakhdan that public disclosure of reevant information (revenues, environmentd
conditions) is one of the key demands by many people affected by mining projects

9.7 Environmental Status of Exising Operations

9.7.1 Although the respongble authorities were requested to provide information or
current environmental issues and problems a mining kombinats, they did not provide this
data. Generic problems cited by the authorities were waste materias (particularly related to
Uranium mining operations, disturbed topography (from open pit mining), damage to eco-
sysems and contaminated mine water recharge). It is known that severe environmenta
problems exist a severd dtes, for example, groundwater contamination related to the large
metdlurgicd complexes in Ut Kamenogorsk which are subject to an investigation by a
French team at the present time. In generd, such information is not publicly available and
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where it is known (through audits or assessments) it is mostly confidentid to the kombinats
or new investors. One exception is Igpat Karmet, which when privatized was subjected to a
full Environmental Audit which was publicly disclosed. However, there was no
requirement for subsequent public disclosure of environmenta monitoring at the project.

9.8 Recommendations

9.8.1 Sustainability Strategy for the Mining Industry. The government needs to
devdop a sudanability drategy for the mining industry. The drategy would follow the
principles outlined in the Nationd Environmentd Action Plan (NEAP) as wdl as
principles outlined in this report.

9.8.2 Specific Guidelines for Environmental Assessment. Guiddines should be
developed for a mining specific Environmentd Assessment (EA). Severa countries have
developed such guiddines which are useful in ensuring condstency between different
operations. The outline could be based on the requirements of an internaiond
organization in this respect (see, for example, World Bank Operational Policy (OP 4.01))
concerning Environmental Assessments. Some  links to  industry best practice or
guiddlines may be found at the following webstes,

http://mww.ifc.org/enviro/EnvSoc/Safequard/EA/ea.htm (IFC)
http:/Mww.ea.gov.aw/industry/sustai nabl e/mining/index.html (AUSTRALIA)

9.8.3 Proactive Environmental Management. New mining operations should be
encouraged to adopt an Environmenta Management System (EMS), compatible with
SO 14001 standards.



10. Infrastructure Consderations

10.1 Introduction

10.1.1 To a grester degree than many indudries, mining and metdlurgy ae criticdly
dependent on adequate and efficient supply of infrastructure, principaly ral and
maritime trangport.  Power, water supply, telecommunications, air transportation are aso
important cost factors. But, with the possible exception of the power for some projects,
the ability of a mining operation to compete in domestic and international markets is not
as sengtive to these infragtructure dements asit is to rail/maritime transportation.

10.1.2 In many countries where mining is important — Audrdia, USA, Brazil and
Canada, for example — mines are located at some distance from markets or deep water
segports.  Nonethdless, these countries are top competitors in bulk minerd commodities
such as cod, iron ore, copper, potash, and other commodities. They depend on efficient
ralways, which have been built up over the years usng a combinatiion of public and
private capita, to trangport the bulk mineral commodities to the coast. Mines in
Kazakhgtan, like those in other countries, are criticaly dependent on raillways to transport
ther bulk minerd commodities to markets in other FSU countries or to deep water
segports. This chapter will examine some of the rallway trangportation issues as they
may effect the way Kazakhstan’s mining industry can compete in the future,

10.2 Importance of Railwaysto the Mining and Metdlurgical Sectors

10.2.1 At independence, Kazakhgstan inherited a well developed ral transportation
system comprising over 13,000 kilometers of single and double track, 28% of which is
eectrified. Operational control of the ralways is vested with Kazakhgan Temir Zholy
(KZT), a State owned enterprise, created in 1997. The Ministry of Trangportation and the
Minisry of Finance have supervisory responshiliies for KZT.  More recently, the
government has adopted a new railway trangportation law which will re-organize agan
the ralways principaly through priveization and segmentation of certan services
Kazakhgtan railways are critica to the nationa economy, transporting over 96 percent of
dl freight. Indeed, some recent studies would suggest that Kazekhstan is more dependent
on ralways than any other country in the world. This is certanly true of the mining and
metdlurgicd industries which have virtudly no dternative to ral transportation, except
in the case of very high vaue added commodities such as gold or speciaty metals.

10.2.2 Ral traffic in Kazekhgtan is currently over 100 hillion tonne-kilometers.
Trangport of bulk minera commodities such as cod, iron ores, ferrous and non ferrous
metalic ores, and congruction materids make up 75% the totd traffic. For most of these
commodities, there is no other feasble mode of trangportation. The largest current
cusomers for KTZ ae Access Bogatyr (cod), Eurasan Bank Companies (aluminium,
chrome, ferro-chrome, iron ore, coa), Ispat-Karmet (sted, iron ore, coa), and
TengizChevronQil (petroleum).  Much of this traffic is intraccompany, that is moved
between origins and destinations belonging to the same company, as for ingtance Ispat-
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Karmet which transports coa between its mines and sted plant. The remainder of the
freaght traffic is dedtined for externd and trangt markets, principdly the indudrid
centers of Russa and Ukraine, trandt to Europe and Ada through Russa and
(increasingly) to China.

Rail Transport of Mineral Commodities, 2000
10%

doil
6 M Iron ores
ONon ferrous ores

48% OFerrous ores

7%
B Construction
3% materials

ONon minerals

B Coal

15%
Source: Ministry of Transport, Railways Department

10.2.3 The rallway system is vulnerable to certain dructurd drawbacks of its freight and
minerdstraffic.

e The devdopment of the rallways during the Soviet Union period was bascdly to
export Kazaekhstan raw commodities to service indudriad plants in other parts of
the Soviet Union. As a reault, the rail infragtructure is unevenly developed among
various regions in Kazekhgtan and the track layout does not necessarily reflect the
best routing between producers and customers. For ingtance, the shortest rail
disance between the mining aeas of Aktyubinsk/Kodana oblasts and the
processing facilities in Pavlodar/Karaganda oblasts passes through Russa which
charges very high taiffs for this trangt traffic. Thus, the government has begun a
priority program of new track congtruction to shorten certain distances between
these suppliers and customers and to lessen trangit through third countries.

e Second, the ralways are reliant on a few very large cusomers and have little
opportunity  for  diversfication. Thee cugomes (principaly mining and
metalurgica enterprises) operate in cyclicd indudtries.  Decreases in prices or
market prospects for minerd commodities can reduce shipments and thereby
revenues to the railways.

e Third, previoudy mining and metdlurgicd enterprises had accrued large payment
arearages to the ralways. These have been largey cleared up though some of
the larges cudomers dill have difficulty in paying for ral transportation,
epecidly if they themsalves are not paid for their products.

86



e Findly, the larget mining and metdlurgicd kombinats are powerful and have in
the past (and could in future) exert pressure on the government to limit freight
rates.

10.3 Ralway Restructuring

10.3.1 Independence has opened up new opportunities for Kazakhstan railways,
incduding dgnificant link ups with other nationd ralways (China, Russa Kyrgyz
Republic, Uzbekistan) and the posshility of atracting trangt traffic on the Europe-Ada
route.  But, it has dso brought ggnificant chalenges  For indance, following
independence, ral traffic in Kazakhstan declined by 70% in terms of freght ton
kilometers, as a result of the rupture of traditiond trade and transport patterns. The
ralways mantaned low tariffs and provided dependable transportation for essentia
mining and medlurgicd indudries during this difficult period.  During this difficult
period, the ralways continued to mantan employment levels pay taxes to the
government, provide essentid sarvices to locd communities and tolerate payment
arearages by industrid enterprises.  Government policy makers condoned this effective
subsidy as means to stabilize the economy.

10.3.2 The adility of the rallways to operate in this manner was made possble by
drawing down on a huge reservoir of surplus assets in terms of track, locomotives,
wagons and coaches. The avallability of these assets dlowed the rallways to defer fleet
renewads and new invetment. Indeed, over the past ten years there has been no new
investment to replace equipment. This Stuation is now coming to an end. Over the next
few years Kazekhgan rallways must embark on an ambitious investment program to
replace capital assets.  In addition, certain inconveniences with respect to routing of
tracks will need to be rectified through new track construction.

10.3.3 Funding these capitd invesments will be a difficult, but not insurmountable,
chdlenge. It is edimated that over USH4 billion in new invesment will be required
over the next 14 years. The investment will be made primarily for track congtruction and
modernization; locomotive and rolling stock rehabilitation; sgnals, communicatiions and
informatics development; and dectrification and power supply. The invesment funds
could be mohbilized interndly by dther increasing in fraght traffic, increesing tariffs
government subsidies, decreasng operaing costs, new private invesment, or some
combination of these five  The fird three options are not promisng. In future years,
though there is some posshility that freight traffic will increese as the economies of the
region improve, it is unlikey that freght traffic will regain the volume regisered prior to
independence. Even though freight tariffs as cdculaled on a tonnekilometer bass ae
low by internationa standards, these have dready been increased and further increases in
tariffs could have negative effects on the ability of Kazakhstan enterprises to compete
effectively in the domestic marketplace. Direct government subsidies to the rallways
would not be consgent with the maket economy philosophy embraced by the
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govenment®.  Thus, the government is putting emphasis on a combination of reducing
operating costs and encouraging new private sector invesment into the railway sector.
These two objectives are a the heart of the recently approved plans to restructure the
rallways.

10.3.4 In June, 2001 the government adopted a railways restructuring program and a new
ralways law. The fundamentd thrust of the program and new law are to privatize and/or
divest certain services and noncore assets from the ralways. The divestiture program will
be implemented in stages and with due caution in order to avoid the problems encountered
in some of these countries (such as the United Kingdom).  Under the program tracks,
sgnas, digpatch dations and locomotives would remain property of and be operated by
State organs. Other assets would be privatized or divested, induding:

e Remaning socid and municipal assets (these have largdy dready been divested
from KTZ)

e Cetan ral service enterprises and other non-rail assets (some of these services,
such as track maintenance, condruction and locomotivelwagon repair have or
dready are in the process of being divested)

e Passenger services (a new company will be formed to provide passenger services
with some form of government subsdy to mantan low taiffs and acceptable
levels of passenger services).

10.3.5 In terms of reducing cods, many of the rallway assats are “surplus’ given the
reduced level of freght traffic on the rallways. For ingance, track in dl categories (but,
epecidly light dendty lines and tracks in dations and yards) could be reduced by
aoproximately 24% over the next fifteen years. Surplus locomotives, wagons, and fixed
fecilities could dso be reduced in line with the anticipated demand for services. Direct
employment by KZT should also decrease, though many of the redundant persomnd will be
retained in the separate companies to be privaized. The introduction of new accounting
and informaion sysems will give the ralways are better control over codts. This in
conjunction with the planned divedtiture of services and surplus assets, could result in
subgtantial savings.

10.3.6 The redructuring program adso provides for the crestion of competitive freight
cariers. This innovation opens the posshility for mining and metalurgica enterprises to
engage in ral trangport for their “own account”. For instance, a company such as
Ispat/Karmet could purchase wagons and lease track and locomotives from the government
(KTZ). It would then provide transportation services for its intra-company operations and
perhgps dso to externd clients. It has been edtimated that by 2005 “own account”
operaions by mining enterprises could divert as much as 15% of the current KTZ traffic on
domestic routes in cod, ores and metals and between 5% and 10% on export routes.
However, by putting the railways on a commercid and competitive bass with respect to
cusomers it will lead to better service and pricing. It will aso result in a norma regulatory

38 Though, in effect as explained earlier, there has been a hidden subsidy of the railways to industrial
enterprises. It should also be noted that other market economy oriented governments (such as the United
States or European governments) implicitly subsidize railways through avariety of mechanisms.
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relationship with the anti-monopoly committee which will no longer have judification to
dictate maximum prices for KTZ sarvices (except a may be negated by politica
interference).

10.4 Codsof Rail Transport

10.4.1 Introduction of compstition in the market for railway services in theory could lead
to more advantageous pricing options for companies. In practice, these pricing
advantages will probably take some time to work through the system; in the meantime,
prices for ral transport services could actudly increese, especidly if the government
seeks to recover the full margind codts of track, sgnding and other dements which will
reman in its control. Developing a traffic costing information system is a priority for the
ralways and depends, in turn, on a reiable and timdy source of operatiiona and
finenda/accounting information.  This new coging sysem is paticulaly important in
respect of the tariff structure.

10.4.2 Charges for ral trangportation of bulk minera commodities in Kazskhstan would
gopear to be very low by international tandards. However, this can be confusng. When
consgdered on a cost per tonne/kilometer the rates are very low. For ingance, for a
distance of 500 kilometres the rate per tonne/kilomter in Kazakshtan for cod is

US$ 0.003; a comparable rate for the same distance in the USA for east coast cod is

US$ 0.048. On longer hauls of 1,500 kilometers, the rate per tonne/kilometer for cod in
Kazakhgtan is 0.0024; a comparable ral transportation charge for Powder River Basin
cod in USA is 0.013 per tonne/kilometer.

Table 10.4.2
Rail Transport Cost per tonne/kilometer (US$)
500 kms (300 miles) 2000 kms (1,200 miles)
Kazakhstan 0.003 0.0024
USA 0.048 0.0132
Canada NA 0.0156
Audrdia

10.4.3 When rail transport charges are consdered as a percent of tota sdes price of the
commodity Kazakhgtan tariffs would appear more in line with internationd Standards.
For example, the percentage that rail transport represents of the total sdes price of east
coast USA coal is about 26%6°°; in Kazakhstan it is 29%; in Augtrdiait is about 27%.

10.4.4 Comparing tariff rates can be difficult snce it is not known what dements are
included in the cdculation of Kazekhgan costs - whether they include, for instance,
charges for loading and unloading, insurance, overhead and adminidrative cods. Also,

39 The cost of rail transport of Powder River Basin coals in the USA is about 80% of total sales price.

This is an anomaly which is explained by the low mine mouth costs of coal, long haul distances, lack of
adequate competition on the rail routes, and desirability of the low sulfur coal with electricity power plants.
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freight rates may kept ddiberatdy low which would imply a subsdy to the mining
industry.  Findly, as cdculaed as a percent of totd sdes price, the transportation
competitive percentage may smply reflect a lower sdes price for domestic consumers
than that used internationdly. A new cog information sysem would provide a better
bass on which to cdculae taiff raes It would dso supply judification for the
Kazakhdan rallways to rase the raes it is currently charging the mining and
metalurgicd enterprises — assuming, of course, that by doing so it did not negatively
influence the fair market price of the commodity.

Table 10.4.4
Costsof Rail Trangport as Percent of Product Price

Commodity Transport % of Product Price
Ferrous ores 47.3%

Coal 29.4%

Gas 9.5%

Qil 9.3%

Sted] 2.2%

Zinc 1.2%

Copper 0.5%

Source: Ministry of Transportation, Railways Department
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Annex A

Satidtica Information on Mining and Metdlurgicd Sector
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Annex B

Kazakhgtan Mining and Metdlurgica Enterprises
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ANNEX C:

Kazakhstan Mineral Reserves and Production:; 1999
(compiled from Mining Journd Annua Review and Ushkenov presentation)

Balance Reserves of Major Commaodities

Commodity azakhstan % of total Pther countries having significant
vorld reserves €serves
Lead 16% Audrdia, Russa
Zinc 18.9% Canada, China
Copper 7% Chile, Russa, USA, Zambia
Iron Ore 3.8% Russa, Ukraine, USA, China
Manganese 8% South Africa, Ukraine, Gabon
Titanium 2.5% South Africa, Audtrdia
Chromium 22.4% South Africa, Zimbabwe
Bauxite 1.2% Audgtrdia, Guinea, Jamaca
Gold 20.8% South Africa, Canada, Austrdia

Source: Ministry of Natural Resources and Ecology

Aluminium/Bauxite

Reserves Location:
Bauxite reserves of the sedimentary karst type deposits located in Bdinskolye,
Koktaskoye, Krasnooktyabrskoye, Tuansorskoye, and Vostochno-Ayatskoye.

Economic reserves of 355 million tonnes a 44% duming, sufficient for 60 years
at projected levels of outpuit.

Operating plants:
Pavlodar Alumina Plant produces approximady 1 million tonnes dumina in

1999. Also, producer of by-product gdlium. Exports adumina to aduminium
andtersin Russa

Management:
Previoudy owned/managed by Trans World Group and Kazakhstan Minerd
Resources Corporation and Whiteswan Ltd. These commercid arrangement were

declare null in January, 1999 and ownership management is currently with
Eurasan Bank. Internationd litigation is till being pursued.

Baite

Reserves,

Resarves esimated a 162 million tonnes of BaSO4, dmost 30% of world

reserves. Deposits are located at Ansay, Bestube and Zhayrem.
Operating Mines:
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Eleven deposts are worked with the Karagayly and Zhayrem mines (southern
Kazakhgtan) accounting for 70% of barite output. Inspite of the demand for barite
for the Kazakhgtan oil indudry, petroleum companies are critical of the qudity of
Kazakhstan barites.

Chromite and Ferrodloys

Reserves.
Kazakhstan ranks 2" in the world (21% in totd world reserves) in terms of
balance reserves of chromite. The main deposits are located in Donskoy, Aktobe
oblast, with reserves estimated at 317 million tonnes at 50% Cr203.

Operating mines/plants:
Kazchrom operates the Donskoy GOK mines which produce chromite ores from
four open pit and underground mines. Of the 2.4 million tonnes produced in 1999,
0.75 million were exported to Russa or Ukraine, the remained processed at the
Aksu and JSC ferrodloys plants in Kazakhstan.

Management:
Ownership/management of Kazchrom previoudy was Trans World GTroup and
Kazakhstan Minera Resources Corporation and Japan Chrome Corporation.
Ownership/management is now vested in Eurasia Bank Group.

Coal

Reserves.
Over 400 coa depodts contain and estimated 30,000 million tonnes of codl.
Magor depodts are at Ekibastuz, Karaganda, Maykuben and Turgay basins with
additiona resources in Borly, Karazhir (Yubileyny), Kuu-Cheku, Priozernoye and
Shubarkol depogits. One third of the cod is brown cod; the Karaganda basn
supplies coking coas while the Ekibastuz depost is a mgor suppler of cod for
power generation.

Mines and Enterprises:
In 1999 about 58.4 million tonnes of cod was produced, down subgtantidly from
1996 when 77 million tonnes were produced. Fifteen cod mines in the Karaganda
basn were sold to Karmet some of which were later rationdized or shut down.
Other mines have been sold or are operated by consortia of locd and foreign
interests such as Access Industries.

Copper

Reserves.
Kazakshtan ranks fifth in the world in terms of “balance reserves’ of copper, 7%
of tota world reserves. Mgor deposts (porphyry, cupriferous sandstone, and
copper pyrite) are located in Zhezkazgan, Aktogoia, Boshekul-Makan, East
Kazakhgtan, Tady Kurgan, and Zhambyl. Resarves are edimated at 37 million
tonnes a an average grade of 0.68% copper.

Producing Mines/Plants:
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Kazakhstan ranks 11" in terms of world copper production, the mgjority coming
from the operaions in Zhezkhazgan region. Mgor producing mine enterprises
include Zhezkazgantsvetmet, Kazakhmys, and JSC Zherzkentsy GOK.
Kazakhmys operates concentrators and smelters at Zhezkazgan and Bakash.
Most of the production is exported. In 1999 362,000 tonnes of refined copper
were produced, an increase over levelsin 1996.

Ownership/Management:
Samaung (Deutschland) GmBh, a subsidiary of Samsung (Kored) owns the
majority shares of KazakhMys since 1997.

Gold

Reserves.
Kazakhgtan has gold reserves of an estimated 800 tonnes of gold in ore grading
6.3 grams per tonne. About 134 lode deposits are known with an additiona 60
polymetdlic deposits. About 40% of the gold can be processed with smple
gravitation techniques, the remainder, however, are complex ores difficult to
beneficiate which require sophisticated technology.

Producing Mines/Plants:
A date owned firm, “Altynadmass’ was created in 1993 which seeks to contract
with foreign firms. Other gold enterprises (which produce primary or by-product
gold) incude Makanzoloto, ABC-Bdkash, Alta JSC, Bakash AGRK, GMP
Pustynoe, GRK Altyntobe, FIC Ald, and Nugrim Ltd. The Bakyrchik depost is
adso being developed by Ivanhoe Resources. The Bakash smeter processes much
of the nationally produced gold.

Ownership/Management:
So far, however, foreign invesment in the gold sector has been disgppointing,
both as a result of ingppropriate government policies as wdl as speculaive
foreign ventures. Currently, Newmont mining is active in exploration. A mgor
gold depogt, Vaslkovskoye, has been previoudy tendered without successful
result. This is probably Kazakhstan's mogt attractive undeveloped gold depost
and potentia candidate to attract serious private sector development interest.

Iron Ore

Reserves:
Kazakhgtan reportedly has 9,000 million tonnes of iron ore in 27 mgor deposits,
of which over haf are in the proven category grading 39% Fe. Magentite deposits
supply the Sokolovsko-Sarbay beneficiation enterprise, hematite deposts the
Lisskovsky enterprise, and sedementary deposits the West Kaazhd mining
enterprise.

Mines/Plants:

Iron ore is both consumed locally and exported. In 1999, a totd of 9.6 million
tonnes of iron ore was produced, a reduction from the 13 million tonnes produced
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in 1996. The largest iron ore and peletizing plant is the Sokolovsko-Sarbay

kombinat. Other mines are Lisakovskoye Kacharskoe, and Aya.
Ownership/Management:

Sokolovsko-Sarbay is owned/managed by Eurasa Bank, having passed through

the hands of the Trans World Group. This group accounts for 92% of iron ore

production. Orken Ltd.,, Toga Ltd., and JSC Elrovo Concern are also active

enterprisesiniron ore.

Lead/Zinc:

Reserves.
Reserves of lead are 15 million tons and of zinc 35 million tonnes. However, the
ore is very low grade: 1.3% Pb and 3% Zn. Most operating deposits are located in
Eagt Kazakhstan with some in Zhambyl. New deposits are under development at
Artemovskoye.

Mines/Plants:
The Kazzink enterprise includes mines, beneficiaion plants, and smdters at
Leninogorsk, Ust-Kamenogorsk, Zyryanovsk, East Kazakshtan copper-chemicd
plant, and the Tekdi complex. A lead processng plant in Chimkent dso exigts. In
1999, 158,890 of lead and 248,754 tonnes of zinc were produced, much of which
was exported.

Ownership/Management:
Kazzinc was formed in 1997 and is mgority owned by an affiliate of Glencore
International AG (Switzerland).

Manganese

Reserves
A totd of 426 million tonnes of manganese ore is classified as economic; reserves
grade of 20% Mn. Thisisrdatively low grade by world standards.

Mines/Plants:
75% of the manganese is extracted from the Atasu-Zharem open pit mine. Other
producers include Zhezkazganruda JSC, TNC Kazchrom, Abaken Ltd.,, and
Tulpar. The Zharem complex ae under the management of the Swiss firm
Nakosta

Phosphate Rock

Reserves.
Kazakhstan reports economic reserves of 785 million of P205 ores, the mgority
of which are located in the Karatau basin and the remainder in Aktobe.

Mines and Plants:
Phosphate rock was produced and processed at plants in Zhambyl and Chimkent.
However, the collapse of markets in Russa and dsewhere, combined with the low
grade and difficult mining conditions of the phosphate rock, have caused most
production to cease. The future of thisindudtry is uncertain.
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Stedl

Mines and Plants:
In 1999 Kazakhstan produced 4.1 million tonnes of sted, an increase from 3.2
million tonnes produced in 1996, though <ill down from pesk production of over
6.7 million tonnes of crude sted produced in 1990. The main (cod) mines and
ged plant are located in Karaganda (Timertau).

Ownership/Management:
In 1995 Ispat International (UK and India) acquired the management contract and
later an equity ownership in Karmet, the Karaganda Iron and Sted works. The
firm has injected new funds into the enterprise and has begun developing export
marketsin Asaand esawhere.

Titanium

Hants:
Kazakhgan produces titanium sponge a the Us-Kamenogorsk Titanium-
Magnesum (UKTM) plant. Capacity is rated as over 40,000 tonnes but has falen
to just 4,000 tonnes in 1998, dill meking Kazakhstan the world's 3™ largest
producer of titanium sponge. The titanium is produced from dags imported from
Russa and Ukraine, though plans are afoot to develop loca ilmenite deposits.

Ownership/Management:
UKTM isowned by Specialty Metas Corporation (Belgium).

Uranium

Reserves.
Kazekhgan was the largest producer of uranium in the Soviet Union, however
production has falen since the bresk-up of the Soviet Union. About 87% of the
U308 produced came from the Tsdiny complex.

Ownership/Management:
Kazatomprom is the govenment entity respongble for uranium production. It is in
joint-venture negotiations with Cameco (Canada) for Inka deposit and Cogema
(France) for the Zhambyl deposit based on in-Situ leaching technology.
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ANNEX D:
Results of Investor Survey

Questionnaire of company’s experiencein minerals exploration and
mining in Kazakhstan

Totd responses-- 11
Totd questionnaire sent -- 15

The questionnaire was sent to 15 companies operational in the country now or known to
be active up to three years ago. Among the 11 respondents there were 5 major mining
companies with global operations and 6 juniors. The companies had headquarters in
USA, Canada, UK, and Australia.

The answers are grouped by the subjects of the questionnaire, and some illustrative
comments are quoted bel ow:

CORPORATE GOVERNANCE

“Government officids do not understand what privatization means’

"The inadequacies of Kazakh corporate law were going to be addressed in a shareholders
agreement which would have ensured that our rights were protected, at least on paper.”

"We control the joint ventures: no problem”

Shareholders’ right

"Any inadequacies where to be addressed in aforementioned shareholders agreement”

"Conduct of shareholding mesetings, dection of the board, payments of dividends and
confirmation of fixed asset sdles are problematic”

“Insder trading and sdlf-dedling are problems”

A comment on “other problems in governance’ was given “’secretly operating own
bank” (apparently operated by other shareholders— to check)

Accounting standards

“Inadequate’ -- 5

“Can be substantidly improved”

“There are no accounting standards”

"Accounting standards were to be specificadly addressed in the shareholders agreement
which would have required preparation of accounts in accordance with [our country's|
GAP"

"No such problems’

"Kazakhstan needsto moveto IAS, ashas Kyrgyz"
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Reporting requirements

“Full non-disclosure”’

“Midfit reporting among loca companies’

“What ever the Tax Police and Tax auditors decide, NO RULES’

“Government agencies resst to work under the law or to follow legd procedures during
audits’

"Internd  reporting practices were to be governed by shareholders agreement or by
agreement on gppointment of corporate officer in charge of thisarea.”

"No such problems’

Conflict of interest

“Yes’ 2—to ask, likely minigtry officias on the board (Kaz parties have 20% in 2 V)

“Money for salaries from project funds’ — to ask

“No” -- 2

"Conflict of interest, independence of directors, executive remuneration -- are
problemétic’ — 2

Comment (of a foreign investor in a JSC mgority owned by Kazakh partner): “Managing
director appear to have interest in every supply contract”

LEGAL REGIME

“Conflict of lega and regulatory laws’

“Week judiciary”

“No appeal process’

“Very complex and confusing. Is Decree driven system”

"There are an extreordinary number of rules making it difficult and time consuming to
even find out what are dl the applicable rules, any one of which could make your project
uneconomic. For example, dfter invedigating for severd months, we discovered there
was a Regiond Govt. rule, probably origindly designed to cetch chemicd plants,
requiring the payment of approximately $1 per ton of mined materid. Since, we were
looking @ moving ore a about 60 cents per ton in our economic modd, this would have
rendered the Project uneconomic as it would have more than doubled our costs. Again,
one is put in the podtion of having to try and negotiate around this. In these type of
circumgtances the Regiond Govt., in our experience is liable to say yes we can help you
as long as you build this piece of infredructure for us. The infrastructure may have
nothing to do with the mine or itsimpact on the community or region.”

"Main problem isimplementation”

“Reasonable mining law exigts, but not applied equdly”

Claity of laws

“Laws are clear, but regulaions lack trangparency and consistency”
“Poor, contradictory regulations’

“Frequent exchange of duties among agencies’

"Complex”
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"Could have been clearer”
"Satisfactory”

llmrll

"Lawsaregenerdly OK" -- 4

.... Of regulations

"Where they were clear they were often abitrary with no flexibility to suit the
crcumgtances. For example, the rule tha an openpit must have dope wals of a
maximum of 45 degrees. In most countries, the degree of dope is determined by the
nature of the surrounding ground i.e. if it is ganite or sand can make a big difference to
how steep the pit-walls can be safdy maintained. These countries require a professond
geophysicd study to independently determine what is an gppropriate safe dope is in the
crcumsances. The arbitrary rule of a maximum of 45 degrees can meke a large pit
uneconomic by requiring the remova of thousands or millions of tons of waste rock
around the ore in order to atain a maximum 45 degree dope. The dterndtive is to try and
obtain an exemption which is very time consuming and exposes onesdf arbitrary
decisiontmaking and potentia corruption.”

"Too many"

"Boor™

"Regulations are 4ill the old Soviet Centrdized Command and Control type, Reform is
needed to refocus regs onto compliance with policy issues (i.e. budget

commitments and environmentd safety) rather than the regulators trying to second guess
daily operating decisons.”

“Vague pluslots of internd directives’

“OK” -- 2 Comment: “Uncertainty of payments required per state contract”

Sanctity of contracts

“Not as much as we would like’

“Y es with partner”

“Yes' -- 2

"Theoretically, yes, but in practice the contact holder can be and , in our experience , was,
subjected to threats of arbitrary remova of contractud rights by senior Gowt. officids. To
have ones rights respected one must resort to INTERNATIONAL arbitration where the
Govt. is not liable to settle on a reasonable basis unless one can bring pressure to bear on
them to prevent something from happening that they wish to make happen.”

"No" — 2 Comment: “Not by our partners’

"We had no particular problems with sanctity of contracts or security of tenure”

“Track record of Kazakh Government in dealing with mining contractsis not good”

“Thisisat least a perceived problem”

Security of tenure

“Y et to be demongtrated”

“Unclear if abig discovery is made’
“Yes' -- 2
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"Judging by experience in the indudry, if the Govt. wants to get rid of you, they will find
a way. Whether or not, that is a lega way, can only be determined by legd action which
is expengve and time consuming”

"NQ" -- 2 Comment: “Not by our partners’

"We had no particular problems with sanctity of contracts or security of tenure"

Terms and conditions competitive internationa ly?

“Yes on license size and duration, except on getting geological data’

“Sow getting of licenses, often ingder trading to government officids’ -- to ask

“30 years’

"Yes, but they often require unnecessary and burdensome paperwork”

"Yes'-- 5

One comment: "Terms were competitive as to Sze and duration, there

is a need in the terms to dlow lower work requirements or deferral of work during
periods of depressed metal prices.”

“Not in our openion”

REGULATORY REGIME

“Every migtake is consdered crimind, triggering involvement of the Procurators office”
“Concern has been expressed at clearing approva for projects on the same terms as were
agreed at exploration stage”’

Length to get approvals
“Excessve’ - 8

Comments "Generdly spesking, most gpprovas require numerous meetings and lots of
paperwork. But one of the mog time consuming things is determining whether you have
al the permits required from dl levels of Gowvt. in order to proceed. There is a certan
amount of tenson between the centrd Govt. and the Regiond Government which adds to
the difficulty”.

"The need for multi-agency approvad for rdaivey smdl itemsis difficult to ded with."

“Normad” -- 2

Reqguirements for documentation
“Norma”
“Excessive’ - 8

Comments. "Generaly spesking, due to lack of understanding there is a tendency to want
to obtain paper. This dedre for documentation was present even when there didn’t seem

to be apolicy purpose’.
"Documentation and procedure requirements are excessive."

Confidentidity of reporting to the Government
“Don't know”
“Itisanisue’ - 5
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Comment: "1 would not expect ANY confidentialy in reporting to the government.”
HYS’

"In our experience this was not an issue.”

“Probably”

“Normad” -- 2

TAXATION RULES
“What is on the books is seldom practiced”
“Fiscd terms are not competitive’

Cdculation of rates and basis competitve

"Yes' -- 5. Comments.

“The basic rate (35%) is competitive. The problem is in the myriad of “other” taxes, each
of which may be indgnificant, but added together become very sgnificant. Mineds
being a non-renewabl e resource, a depletion alowance would help tremendoudy.”

"Tax levels themsalves are competitive. The tax police have entirely too much power."

"No" -- 4. Comments:
“Not competitive and not in conformity with INTERNATIONAL standards’
“Y ou never know”

Conformity with int'| Sandards

“Guess do not meet”

“No” _— 6

Comments. "The accounting system and the tax system need to be converted to IAS as
was done in Kyrgyz". “No, compared to successful mining countries’

"Yes'-- 4

Kaz taxes deductible for income tax caculations

“Some are, some aren't”

“Most”

“No” -- 2

N/A

"Yes , assuming that the Kaz taxes you refer to are roydties and mining taxes and the
income tax cdculations are for the purposes of Kaz income tax , not offshore income
taxes on our shareholding company ."

"y e

Kaz taxes deductible in home country

“Not dl of them?”

“Yes’ -- 3

“Do not know”

"No"

"[Our country does not have a “imputation” system like the USA. Therefore, what occurs
in the separate operating corporate entity in Kazekhstan has no direct effect on a
corporate shareholder [in our country]"
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MINING TAX PRACTICES
“Subject for sgnificant improvement”
“No ethics’

“No detailed knowledge on our sde’

Arbitrariness in amending laws
“Yes' - 6

"Not in our experience"

“No” -- 2

Harassment by inspectors

“Yes' -- 3

“No” -- 6

One comment. "Since we did not get to the operating stage, we have no knowledge of
this'

Excessveness of audits

“ Sometimes’

“Yes, for foreign companies’

“Yes' -- 3

"Since we did not get to the operating stage, we have no knowledge of this'
"No" -- 3

Undergtanding of INTERNATIONAL practices by officids

“Very rarely (no)”

“No” -- 6. Comments.

“Not inamillion years’

"The officids do not understand INTERNATIONAL best practice.”
v

Troublesome taxes

“VAT, Double Taxation Tregties, Withholding tax, Customs duties, Bonus payments,
Roydty raes, rembursement for Higoricd Geologica Exploraion codsts, Fee for
purchase of geologicad data, ring fencing, farm out, loss carried forward, interest expense,
excess profit tax”

“Roydities, VAT, double taxation”

“Interpretation by Tax Committee. Auditorsis a problem”

"The excess profits tax is of concern as demondrates a lack of understanding of the
relationship between risk and investment”

"Land tax"

“VAT refund”

"l do not recal any particularly troublesome taxes."

“VAT. Withholding tax” -- 2

MINING INSTITUTIONS
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Clearness of mandates

“Confused” - 6

One comment: "There are many inditutions and one gets the impresson tha they ae
used to working separately without much coordination”

"Clear" -- 3

Competence

“Old-fashioned” —7

Comments: "But for the most part are keen to learn and are intelligent™

"Saff works with old Soviet Style thinking. Regulaions are old- fashioned, while the
laws themselves are modern.”

"Mixed"

“Modern” -- 2

Leve of training

“medium” -- 4

“medium to low”

“Low” -- 4

One comment: "The levd of technicd training is good but for example & GOK they
lacked management skills. They are naive from an economic point of view."

Understanding of market economy

“medium to low”

“Low” -- 3

“Poor, or lessthan low”

"They often know the cepitdist buzz words but don't understand fully the concepts
behind them. For example, the concept of cut-off grades was foreign to them. They
wanted us to mine every last ounce in the deposit. Of course in the previous regime they
did not account for the cost of cepitd etc. which digtorted their view of “profit”.
Smilarly, it was obvious in our negotiaions that the concept of “time is money” was
foreign to them. This lack of economic understanding makes it difficult for them to judge
the reasonableness of requests that they receive.”

"Medium” -- 3

"Staff technicd ability is high, understanding of market economy principas are low."

Functions performed

“Not competently with lack of integrity” - 5

"This is a difficult one to answer. Some times people performed honestly but by our
gandards incompetently because of a lack of underganding of the market economy. At
the technicd level there seemed to be a lot of technicd competence and integrity but at
the higher levels the integrity became more questionable.”

Competently and honestly -- 2

Budget and logistica support
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“Insufficient” - 7

One comment: "Certainly Govt. Departments were up agans severe budget limits. This
forced the Departments to seek funding from the company for matters that we are used to
Govt. paying for itsdf. In some cases this put the company in a difficult podtion as to the
reasonableness of the request, the effects of turning it down and as to whether some funds
might be going to individuds'

Suffident -- 2

ENVIRONMENT AND INFRASTRUCTURE

Supply of infrastructure inadequate:

“Depends on project location”

“Adequate’ -- 2

“Water and eectricity” -- 2

"Mixed" -- "Yes' for ral, but because of the landiocked nature of the country and the
nature of its neighbors, getting large equipment through CIS countries and Kazakhstan
itsdf involves a tremendous amount of bureaucracy and permits which opens one up to
delays and corruption. So while the actua infrastructure of a rail network is adequate, the
adequacy of rall service is poor. Road -- the same answer can be given as for ral, the
road infragtructure is there but for moving heavy oversze equipment permits are needed
and dl the same conditions apply as for rall. Water -- "yes' where we were located, water
was adequate but obvioudy for large parts of the country that is not the case. Electricity -
- "No" while the transmission lines were adequete for the ... Project, there was a problem
with old equipment at pwer plants resulting in an a high 10% brown-out rate. There was
adso a problem caused by wheding power through Russia. That contract had not been
settled so there was understandable reluctance to complete a contract with us until that
happened. Furthermore there was a problem with lack of transparency. There were no
public tariffs and rates had to be custom negotiated. This left us open to be “fleeced” on
rates and open to corruption.”

"Water"

"Hedtricity" -- 4

“Ral” -- 3

“Road” -- 3

Cos of infrastructure unreasonable:
“In water and dectricity” -- 2

“Reasonable’ -- 2

"Reasonable, but in dectricity on the high sde”
"Water"

Cod of doing business.

“Normd to trangtion economies’ —5

“Very high”

“High” -- 2
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" The cogt of doing business is high because it takes a tremendous intense effort to
negotiate the necessary contracts and when that is done, mantaining those in good
ganding and ensuring that they are adhered to is avery high maintenance propostion”.

lle\/II

Environmenta regulations competitive?

“NoO”

“Only in theory”

“Hard to say”

“Yes' -- 6

Comments. “Yes, but monitoring is excessve’
"In many cases they are more stringent than normal
e.g. the storage of cyanide”
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Questionnaire of company’s experiencein minerals exploration and mining in Kazakhstan

pany Worldwide sales Number of employees Exploration/mining in following Product(s)
Com name, country of (US$) countries
OrgiN (Please use a disguised company name
if you do not want the authentic name be
identified)
Name of the operation/project Legal form (LLP, closed/open Location of the field Product(s)

Operation/project in Kazakhstan
(Please use a disguised name if you do not want
the authentic project’s name, location/field
identified)

JSC, Joint Venture, other)

Ownershi P gtructure of the Y our stake Other foreign Kazakh large partners/ Kazakh small investors Residual state shares
. sharehol der(s?)

Kazakh venture in percent

Corporate Governance problems | Rights of shareholders and their | Disclosure and transparency: Responsbilities of the Board

you faced in the

operation/project (pls use the space here
to specify)

equitable treatment:

(&) conduct of shareholder’s meetings; (b)
election of the board, (c) payment of
dividends, (d) insider trading, (€) self-dedling,
(f) other (specify).

(a) inadequate accounting standards; (b) misfit
reporting practices, (c) other (specify)

(a) conflict of interest; (b) independence of
directors; (c) executive remuneration; (d) other
(specify)

@
(b)
(c
(d)
(e
(f)

@
(b)
(c

@)
(b)
(c
(d)
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Legal Regime (pis use the space here to

What isthe clarity of :

(a) Isthere a sanctity of

Arethe terms and conditions

specify) @ thﬁ mi nilng laws; (b) the mining regulations contracts? competi tiveinternaiond |y: @
t .
(¢ otherruies (b) respect for security of license size; (b) license duration (C) Other
tenure?
@ @) (@)
(b) (b)
(© (b) (©
Regulatory regime (pis use the space Length of time to receive Requirements for Isthere an issue of
here to specify) approvals: (a) normal (b) excessive documentetion: (a) normal (b) confidentidity when reporting
excessive to the government?
@ €) Yes No
(b) (b)
Are the basic rates and basis of Arethe basic rates and basis of Are Kaz taxes deductible for Are Kaz taxes deductible in the

Mining taxation rules (pis use the
space here to specify)

calculation of taxes competitive?

calculation of taxesin conformity
with international standards?

income tax calculations?

home country?

Yes No

Yes No

Yes

No Yes

No

Mining taxation practices (pls use

I's the amendment of laws
arbitrary?

(a) Areinspector’s harassing?
(b) audit requirements excessive?

Government officials

international best practices?

understad
(specify)

Particularly troublesome taxes?

the space here to specify)
Yes No [(@ Yes No
(b) .
Mining sector ingfituions (isuse | Mandatesand | Staff Level of training || -PEeaentio @’ | Functionsare | Budget and
the space here to specify) rolesare: competence (@) | and professional mci%l o performed: logidtica
f:ecl))n:‘:lugc; (b) modern; (b) old- development: (a) high; (b) medium; | (a) Competently and support (a)
fashioned (a) high (b) medium; | (c) low honestly (b) Not sufficient (b)
I tentl ith . .
0 o ey | e
@ © | @ O [ @ 9 (b) @ © 0 | @ © | @ ()
C C

108




Environment and infrastructure P g“jléqlfac;%rf éue;ply(;)o:al”f Cost is reasonable, “Y” or “N”: | Cost of doing business | Environmental
' i : | () rail; (b) road; (c) water; (d) (a) high (b) normal to transition i
(b) road; (c) water; (d) electricity electricity economy practicies; (c) low la’.vgregs.compan ble
to internationa
standards?
@ ® (© @ ® @© @ ® (© Yes No
(d) (d)
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ANNEX E:
International Standardsfor Ingtitutional Organization for the Mineral Sector

The reform of public mining inditutions within the minerd sector of individud
nations has been, and continues to be, an area of condderable attention by Governments and
in paticular within the trandtiond economies as they move from centraly-planned to private
sector driven free-market economies.  This reform of mining sector inditutions, particularly in
trangtiond economies, is largey being brought about in order to: (1) adjust the activities of
the minerd sector inditutions to the new role of Government as a regulator of private industry
rather than its traditiond role as an investor-operator in the sector; (2) provide for more
efficient and trangparent adminigration of the minera sector in order to create a more
favorable and internationdly competitive invesment climate and (3) to creste an overdl
higher levd of inditutiond efficiency, often with less funding and personnd, in order to cope
with an increased level of activity by both foreign and domestic investors.

The reform of minerd sector inditutions varies in detall depending on the individud
nations. The modd for a successful inditution in one country may not work in another
country.’® Nevertheless, dthough the overal structure of mining sector inditutions may differ
in detal and complexity from country to country it is important to recognize that the
inditutiona, organizationd and functiond components of the mining sector inditutions are
not country dependent and will be the same in virtudly every naion. Given this commondity
with respect to inditutiona, organizationd and functiona objectives it is possble to outline a
common inditutional dructure, in which function defines organizational dructure, for mining
sector inditutions.

Ovedl, the functions of a public minera sector inditution responsble for the minerd
sector of a ndion can be summarized in terms of; (&) policy formulation; (b) granting of
minerd rights (¢) environmentd and socd permitting; (d) monitoring, regulaion and
enforcement and (e) geologicd infradructure development. As a result of these functiond
responghilities the essentid indtitutiond building blocks would be as shown in the following
(Figure 1) that would have the following responshilities:

1. Respongble Minigtry or Agency - Legidated leader of the mineral sector that serves as
the Government's principle contact for dl minera sector related activities and
coordinates al other minera sector indtitutions.

2. Mining Cadastrd Unit - Ovedl respongbility for the regidration, granting and
cancdlation of licenses, within the framework of nationd policy and legidaion, for
minerd sector exploration, development and exploitetion activities.

%0 For instance, the models for the United States and Canada, with fully developed institutions at the national and
State/Province levels, each separately funded at the responsible government level, and each with individual
administrative, legislative and technical authority may not be appropriate for many transitional and or developing
nations.
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3.

Environmentd Permitting Unit - Respongbility for the provison of avalable
background information and the evaudion, in coordination with other protection
agencies, of documents and dudies submitted in accordance with environmenta
permitting regulaions.

Mining Inspectorate Unit- Responghility for monitoring and oversght of mining
sector activities and for the trangparent and uniform enforcement of laws and
regulations. Unit normaly compiles and provides dl mining sector datistics.

Geologicd Survey Unit - Respongble for the development, mantenance and
assurance of access to al geologica (geology, geophysics, geochemidiry, resource
assessments, hazards etc.) and associated mineral sector related (water, environment)
data

In dl of the above activities of the Lead Agency there is an explicit mandate to (a)

promote the mineral sector, (b) assst the private sector, and (c) continualy update the
geological knowledge of the Nation. It should be stressed that international best practices are
that (@ the mgority of geologica research is conducted by Universties dbet often in
cooperaion with individud units within the Lead Agency, and that (b) the Lead Agency does
not undertake minerd exploraion or exploitation activities in competition with the private

Ssector.

Figure 1. Basic Framework of a National Mineral Sector Lead Ministry

Mining Cadagtrd Unit

Mining Directorate

Ministry
Of Mines and Geology

Mining Environment Office

Geologicd Survey

In the following Fgures 2 and 3 vaiations in the overdl dructure of Nationd minerd

sector organizations for sdected countries (Chile and Queendand, Audrdia) are presented as

typical

for effective nationd management of the minerds sector while meeting the needs of

the private sector.
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Figure 2. Mineral Sector Ingtitutional Organization of Chile

— _ > Minigry of Environment
Minigry of Mines (Environmenta Permitting)
A
_ Judiciary System
<] Sernage_omln (Granting of Title)
(Geologicd Survey) A
7 |
<4— Minina Inspectorate E
<«— Geolodica Division |
«—] Cadagtra Division D »
Env' it e
«— ironmenta Unit <

CIMM
(Mining/Metdlurgica
Research Center)

State Owned
Enterprises

In the case of Chile the role of the Ministry of Environment plays a very large role in the
permitting process for two reasons. Firs, environmenta concerns with respect to mining in
Chile have traditiondly not been a mgor concern of the Government and as a result neither
the Minigry of Mines nor Sernageomin had developed the inditutional <tructure nor the
personnd to undertake environmental monitoring of the minerd sector. As a result, only with
the credtion of the Minigry of Environment in 1991and the passng of the Generd
Environmentd Law in 1994, the regpongbility for environmentad permitting of mining
activities became the joint respongbility of the Environmentd Unit of the Minidry of Mines
(evduation and recommendation) in coordination with the Minidry of Environment
(evdudion and permit issuance). Conversdy, the issue of granting mining title in Chile has
higoricaly been a highly contentious issue with cdams and counter-dams regarding the
awarding of licenses and titles As a result of this historica problem the authority for the find
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granting of a mining licenses and title has been ddlegated to an "independent body" i.e the
Judiciay Branch. However, in the case of both environmenta permitting and the granting of
mining licensss and titles these activities are only done after technical review and advice,
within a wel edablished framework, by the responsble authorities within Sernageomin. As
such, the Minisry of Mines and Serogomin continue to fulfill the primary role as the lead
Ministry/Agency for the minerd sector of Chile.

In Audrdia, the authority and respongbility for minera sector development is
delegated to the individud territories (provinces) and the minerd sector inditutions are,
therefore, al locd government (provincid) agencies which operate independently of any
nationd overdght Minisry or Agency. The generd organizationd dructure of the
Queendand Minigtry of Mines and Energy is shown in the following Figure 3:

Figure 3. Ingitutional Organization of Queendand, Australia

Minigtry of Minesand

Energy
A
Executive Support Unit >l Mining Warden (Mining
Dispute Resolution)
Resource Development Strategic Projects
Divison >l< (Provincid Geologicd
(Licensang, monitoring Infrastructure)
and Compliance)
Safety and Hedlth >l Safety in Mines Testing
Divison and Research Station
Energy Divison »le
Regiond Offices
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Although the Queendand Minisry of Mines and Enegy is an autonomous teritorid
inditution it functions under overdl nationd guiddines for environmentd management and
mine hedth and safety. these issues have been incorporated into the territorid enabling
legidation under which the Ministry of Mines and Energy Functions.

The above examples of Chile and Queendand, Audrdia rather clearly show that dthough the
individud Agencies within a Minisry may vay in title and ther respective functions may
vary in detal, in order to accommodate certain unique aspects of each Nation, the overdl
inditutional, organizationd and functiond components of the mining sector inditutions are
essentidly the same within those Nations that have adopted ingtitutional best practices.

It must be emphaszed that the above inditutions have in common the following ; (1) they
have a clear legidated mandate (2) they are the single foca point for adl mineral sector
related development activities;, (3) they are fully government funded (either at the Nationa or
locd government level) for dl of ther activities (4) ther operaions are open, far and
transparent for both domestic and foreign investors, (5) they do not compete with, but rather
fecilitete, the activities of the private sector and (6) they have a core respongbility to provide
the necessary geologicd infrastructure for the development of the Nation's mineral resources.

It is within this context of internationa best practices for minerd sector inditutions that the

assessment of minera sector indtitutions in trangtiond economies was undertaken and againgt
which theindividua Nations minerd sector inditutions were eva uated.
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ANNEX F
Basic L egal Texts

The basc legd texts governing private (particulaly foreign direct) invesment in
mining in the Republic of Kazakhgtan are the following:

1 Condtitution, enacted by Presdentid Decree No. 2454 of September 6, 1995.
(Congtitution)

2. Edict No. 2828 of January 27, 1996, as amended by Law No. 467 of August 11,
1999, “Concerning Subsurface and its Utilization.” (Subsurface L aw)

3. Decree No. 108 of January 21, 2000, “Concerning the Approva of the Rules for
Granting the Rights to Use Subsurface in the Republic of Kazakhstan.” (Subsurface
Granting Rules)

4, Decree No. 108 of January 27, 1997, “Concerning the Approva of the Modd
Contract for Conducting Subsurface Operations in the Republic of Kazakhstan.” (M odel
Contract)™

5. Law No. 266 of December 27, 1994, “Concerning Foreign Investments.” (Foreign
Investment Law)
6. Edict No. 2235 of April 24, 1995, as amended through July 5, 2000, “Concerning

Taxes and other Payments to the Budget.” (Tax L aw)

7. Law No. 160-1 of July 15, 1997, “Concerning the Protection of the Environment.”
(Environmental Law)

8. Resolution No. 1019 of July 21, 1999, re “Approva of Unified Rules for subsoil
protection under development of solid minerds, oil, gas, ground waters in the Republic of
Kazakhstan.” (Unified Subsoil Protection Rules)

0. Law No. 54-1 of December 24, 1996, as amended on July 16, 1999, “Concerning
Currency Regulation.” (Currency Regulation)

4 A new Model Contract conforming to the August 1999 amendments to the Subsurface Law, has been

prepared but is not yet approved by the Government and has not yet been released, as of the date of this report.
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ANNEX G
Systems of Mineral Reserve Classification

Comparisons Internationally and in Kazakhstan

Perhaps no issue is more contentious and less commonly understood internationaly than tha of
cassfication of minerd resarves.  Hidoricaly, international agencies, individud nations and private
sector groups have dl developed ther own classfication schemes to define minerd reserves. The
result has been worldwide confuson as to the actud amount of reserves of individud mineras
within individua nations or regions. In generd, however, three classifications sysems arein use:

1) theoneusad in countries of the former Soviet Union, asis the case of Kazakhstan;
2) theone used in market economies (in particular Augtraia, Canada and the USA), and
3) the one recommended by the United Nations, UNRRC, as recently enhanced.

The United Nations in 1998 has proposed a new Internationd Classfication Sysem for
ResaervesResources (UNRRC) that is rapidly being adopted and accepted as internationa best
practice by most countries. This acceptance is primarily because the sysem alows easy converson
of most pre-exising reserve ad resource estimates, regardiess of the classfication system used, into
an internationdly acceptable reserve and resource estimation and classfication norm. As is made
clear in various sections of this Study, lack of an internationdly accepted reserve dassfications
gystem in Kazakhstan can lead to an over (or under) estimate of minerd reserves and resources. It
can (and has) led to dgnificant disagreements with private companies since, based on the former
Soviet system, the uses to which the government puts the data are considerably different than those
of other countries. Thisis asgnificant hindrance to attracting sustained private mining investment.

Common Attributes

Although differing widdly in deall, the vaious internationd resarve and resource classfication
systems have in common the following three atributes:

1. “Resarves’ are desgnated as being materids that are presently known and economicaly
recoverable (under some economic parameters); “resources’ are those materids, both known and
unknown, that are not economically recoverable at present;
2. The designation of reserves or resources depends to a great extent on the level of geologica
knowledge concerning the distribution, continuity and tenor of the mineraization.
3. Inherent in the designaion of reserves and resources is an assessment of the feasihility
(economic and technologica) of recovery of the defined minerdization.

Even though it would be reaively easy to convet the current dassfication sysem in
Kazakhstan to the United Nations Reserve and Resources Classfication system (and, thereby,
to provide internationally comparable reserve and resource figure to those of other minera
rich nations) the red difficulty is the way the data are viewed and used by Government
institutions.

116



The reserve and resource estimations are used quite differently in the trandtiond and free
market economies as summarized in Table G.1.

TableG.1
Compar ative Use of Reserve and Resour ce Classification Data
Element Kazakhstan Audralia/Canada
Reserve/resource estimation procedure "Sovigt Sysem” UN/CIM/JORD
Reserve Edimation Responsibility Government Industry
Reserve reporting requirement To Government To shareholders and stock
exchange
Use of Resaerve datavis-a-visindudry Evadudion/Monitoring | None
Use of Resource data vis-a-visindustry EvduatiornyMonitoring | None
Vdidation of reserve estimates Government Industry/Private Sector
Ingtitutions (Banks)
Vdidation of resource estimates Government Egtimating agency/group
Use of "On Bdance - Off Baance' Yes No
Requirements for reserve recovery Yes No
Requirement for sdective mining Yes No
Nationwide assessment of reserves Yes Patia/Sdective
Nationwide assessment of resources Yes Partid/Sdlective
Public access to reserve data Confidentid Publicly available
Public access to resource data Confidentia Publidy Avallable
Taxation of reserves (Land Tax) Yes No

The mogt gtriking difference between the use of the reserve and resource data in Kazakhstan
and other countries is that the Government (Ministry of Energy and Minerd Resources and
it's Agencies) has the respongbility for: @ determining reserves and resources, b) evauating
private sector plans for minerd development on the basis of these estimates and, ¢) ensuring
that estimated reserves are fully recovered (or pendties paid) by the private sector. These
activities that do not conform to international best practices and are an unwarranted expenses
for the Government and a serious digncentive to invesment. These problems could patidly
be resolved if Kazakhstan were to adopt and use the UNRRC system of reserve and resource
evauation and classfication.

The UNRRC Reserve/Resour ce Classification Schemes

The UNRRC scheme is desgned to dlow exiging nationd classfications to be maintained
while a the same time cregting an intenationdly dandard of comparability. The man
objective of the UNRRC is to create an instrument that will classfy minera reserves and
resources based on market economy criteria. Conceptualy, the UNRRC sysem is three
dimensond, usng three axes to represent (1) Geological Assessment (G); (2) Feasbility
Assessment (F); and (3) Economic Viability (E). The principle behind the UN Framework
Classfication and methodology of classfying reserves and resources is shown in a matrix
formin Fgure 1.
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Geologicd  Studies are subdivided into four consecutive stages of geological assessment
which are, in order of increesng detall: Reconnaissance, Prospecting, General Exploration
and Detailed Exploration. These four categories reflect an incressing degree of geologica
assurance as determined by increasingly detailed geologica and scientific investigations.

Feashbility Assessment is subdivided into three consecutive stages which are, in order of
increesng deal: Geological Study, Pre-feasbility Study, and Feasbility Study/Mining
Report. These categories reflect increasing degrees of assurance of economic viability. The
mining report and feashility sudy have the highet degree of assurance; a pre-fesshility
sudy, provides an economic viability statement with a lower degree of assurance; in contradt,
ageologica sudy is not intended to provide ardiable statement on economic viahility.

Economic Viahility, corresponds to the reservelresource figures as obtained from the
Feasbility Assessment, and is reported as the third dimension, using the individuad boxes in
the matrix or the individua column in the table of the UNRRC. There are two categories of
Economic Viahility: economic and potentially economic, which are only quoted in the stages
of Mining Report/Feasibility Study and Pre-feasibility Study.

Geological Studies, in contrast to Mining Report/Feasibility Study and Pre-feashility Study,
do not assess economic viability directly but provides a rough estimate adopting cut-off
vaues and/or by comparison with mining activities carried out in Smilar deposits. Thus, the
resource figures are quoted as being in the range of “economic to potentidly economic’ and
therefore of intringc economic interest. For the same reason, generdly only “in Stu” resource
figures are reported a the geologicd sudy stage, while a the mining report/feasibility study
and pre-feashility study stages both quantities “extractable’ and “in Stu” may be quoted. In
al cases it should be clearly stated whether the reported reservelresource figures refer to “in
Stu” or “extractable’ quantities.

Numbers are used to desgnae the different classes of minerdization; the lowest number
referring to the highest degree of Economic Viability on the E axis, and the highest degree of
geology assurance on the F axis and G axis As an example the designation of (111) for
"proved minera resarves' in Fgureq G.2 indicates the highest degree of economic, feashbility
and geologic information and cetainty for economic development. Conversdy, the
desgnation of (331) for "measured minerd resource’ indicates minima economic and
feaghility information but a high leve of geologic information.
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Figure G.2

United Nations Reserve Classfication System

United Nations International Framework Classification for Reserves/Resources
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Annex H

Economic Impacts of Selected International Mines

Exports

Local

Jobs

Multiply

Expenditure
Multiply

Community Activities

Inti Raymi Hedth, educetion,

(Bdlivia), Au gmd|l busness
development, socid
capita development

Y anacocha 6.5% 2.4% 90% 14 2.53 Hedth, schools,

(Peru), Au agriculture, food
security, forestry

Antamina 12.0% 12.5% 80% 6.2 1,42 Planned

(Peru), Cu/Zn

(Projected)

Escondida (Chile), 8.9% 10.5% | 80% 5.7 5.7 Hospitals, cancer

Cu research, schools,
technicd training,
supplier and vendor
traning, micro-
enterprise

Canddaria (Chile), 3.0% 0.5% 86% 1.70 1.76 Smdl hedlth projects,

Cu primary and secondary
schools, technicd mine
training,
“environmentdl
brigades’

Ok Tedi 20% 20% 91% 25.0 Physicd and socid

(PapuaNew infrastructure (US$122

Guineg), CWAuU million), education and
training (US$3.5
million), landowner
compensation (US$36
million).

Bgo laAlumbrera 6% 2% 80%

(Argentina), CW/Au

Cerro Vanguardia 6.4% of 2% of 90% 5.2% Training, housng,

(Argenting), AWAgQ province | province schools, hedlth

total total

Sadiola Hill and 41% 9.6% 78% 31 NA Schools, water supply,

SyamaMines medica centers, small

(Mdi), Au sodid fund

Keian 4% 3% 98% 5.5 Hedlth centers, training,

(Indonesia), Au physca infrastructure
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Annex |

Selected Mine Capital Development Costs

Copper Mines
Mine Location Capex | Production | Cost/Unit | Avg cost
US$ million | Tonnes Cu
Antamina Peru 2,296 250,000 9,184
Escondida Chile 2,300 851,000 2,703
Canddaria Chile 902 251,000 3,594
Las Pelambres Chile 1,360 246,000 5,528
Couhass Chile 1,800 346,000 5,202 5675.699
Gold Mines
Mine Location Capex | Production | Cost/Unit | Avg cost
US$ million | Ounces Au
Kelian Indonesia 211 438,400 481
Pokrovskoye Russa 88 84,000 1,048
Kayragavah Uzbekistan 30 58,000 517
Shkolnoye Russa 18 77,000 234
Kubaka Russa 280 310,000 903
Guiro Burkina Faso 4 8,500 471
Amantaytau Uzbekistan 250 320,000 781
Bakyrchik Kazakhstan 1259 230,000 543
Dzheruy Kyrgyz Republic 128 150,000 853
Kumtor Kyrgyz Republic 4521 700,000 646
Leninogorsk Kazakhstan 79 200,000 375
Omolon Russa 145 325,000 446
Sukoi Log Russa 250 350,000 714
Zarafashan Uzbekistan 105 310,000 339
Bogsu Ghana 110 100,000 1,100
Mr. Muro Indonesa 80 150,000 533
Sadiola Mdi 303 386,000 785
Ayanfuri Ghana 36 46,000 783 641.8099

Source: World Bank staff estimates from published data
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Annex J
REFORM EXPERIENCESOF SELECTED COUNTRIES
IN THE 1990s

a) Peru

Mining Law. Peru has a long tradition in mining with diversfied minerd production. The
Peruvian government darted a comprehensve economic reform program in 1990. Mining
reform was initisted in 1992 with the enactment of the new Mining Investment Promotion
Lav (as an amendment to the Generd Mining Law) edtablishing mining rights as property
that is fredy mortgagesble, transferable, and condtitutiondly protected against expropriation.
Peru has a nationad grid sysem that limits al concessons to the shape of a closed polygon
defined by the UTM coordinates of its corners, of a minimum of 100 hectares and a maximum
of 1,000 hectares. There are no limits on the number and the term of the concessons. The
concessons are granted on a fird come, firsd served basis and the concesson holders must
pay ahnud surface rentd fees that are dgnificant for smal and middle Sze mining companies.
Security of tenure is guaranteed under Peru’s Mining Law because the concessions granted
thereunder are for exploraion and mining.  Concesson holders must meet  minimum
production requirements after 8 years or else pay escalating surface rental fees.

Fiscal Regime. Peru does not impose roydties or production taxes and derives its mining
revenues from the application of dtandard profit-based taxation. The standard corporate
income tax is 30% of taxable income. Peru imposes a mandatory profit-sharing &x of 8% of
pre-tax profits that conditutes a ggnificant charge on corporate income. There are no
exchange controls in Peru and mining companies benefit from VAT recovery credits for
exports. Stability agreements are available under Peru’s mining law.

Ingtitutional Arrangements. Peru has an independent and modern cadaster and registry
system adminisered by a financidly independent agency within the Ministry of Energy and
Mines, the Public Regigtry of Mining.

Enterprise Reform and Privatization. All of Peru’'s former state-owned enterprises (SOES)
have been privatized. The 10 million hectares that had been reserved for future exploration
and exploitation by SOEs were rel eased.

Environmental Management. Peru has adopted a sectorad approach to environmentd
management. The Minidry of Energy and Mines has exclusve jurisdiction to establish and
enforce environmental dandards for the mining indusry. The Environmenta  Protection
Regulaion requires dl new mining operaions to prepare an Environmental Impact Statement
(E1S) and dl exiging mining operaions to edtablish a Programa de Adecuacion y Manego
Ambiental (*PAMA”) which bring them into compliance with internationd environmental
gandards within a fixed number of years. Mining companies are aso required to engage an
independent environmentd firm to conduct semi-annud audits of compliance with gpplicable
environmenta standards and PAMAS.
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Results. Invesor response to this mining sector reform in Peru has been overwhdmingly
pogtive. Exploration expenditures increased about twenty fold between 1990 and 1997, when
it reeched US$ 166.9 million (Metds Economic Group). Gold production increased rapidly to
127.7 tons in 1999 from 2.3 tons in 1992, when the Yanacocha gold project (Newmont Gold
Corporation, USA and Buenaventura, Peru) started commercid production in 1992. The
presence of nationd private companies, such as Buenaventura, Volcan, and Minsur, became
more important to the national economy.

b) Mexico

Mining Law. Mexico has a long tradition in mining, resulting in a wide variety of operations
in sze and commodities with a sgnificant presence of domestic private enterprises.  In 1992,
the new Mining Law replaced the former requirement of government control and/or maority
Mexican participation both in equity and management of mining companies and opened the
sector to foreign investment (Torres and Doan, 1997). Exploration concessions are granted on
a fird come fird sarved bads and security of tenure is guaranteed. Although mining
concessions do not confer red property rights, exploration and exploitation concessons are
fredy trandferable and pledgesble The concesson holders have two principa obligations
under the Mining Law and Regulation: (1) comply with the applicable work/invesment
requirements which are desgned to encourage voluntary reinquishment of uneconomicd
concession holdings, and (2) pay escdating surface rental fees depending on the size and year
in thelife of the concesson

Fiscal Regime. Mexico derives its mining revenues from a profit-based taxation system and
does not impose roydties. Mining companies have to pay an internaiondly competitive
income tax of 34% and the rules on deductibility of expenses and carrying forward losses
permit rgpid recovery of cgpitd, which encourages invesment in mining. Mining companies
must pay 10% of ther profits to ther employees annudly, which represents a sgnificant
financid burden. Import duties range from 10 to 20% and exports are tax-exempt. There are
no exchange controlsin Mexico.

Ingtitutional Arrangements. The Nationa Secretariat of Energy, Mines and Paragtata
Industry (“SEMIP’) administers the Mining Law and is in charge of a modernized cadadgter.
Concessions are granted under a centralized adminidrative system.

Enterprise  Reform and Privatization. In the late 1980s, the government began
privatization of the mining sector. 80% of land area previoudy held by the State has been
released for concessions.

Environmental Management. There is a generd gpproach to the environmenta
management of Mexico's mining sector.  The Environnementa Law provides for generd
norms that have to be complied with by dl industries and requires that an Environmenta
Impact Assessment (EIA) be prepared and approved by the Secretaria de Desarollo Socid
(“SEDESOL”) before the exploitation of a mine  The Camara Minea de Mexico
(“CAMIMEX"), in collaboration with SEMIP and SEDESOL, developed specific

124



environmenta norms for the mining sector which they have separated into three categories.
(2) the legdly binding norms, (2) the recommended norms, and (3) the ingtructions.

Results. The interest that the new Mining Law generated among foreign investors resulted in
about a sx—fold increase in exploration investment between 1990 and 1997 when it reached
US$ 184.1 million (Metas Economics Group). Minerds and metas production in the country
have adso increased deadily snce the early 1990s, and mining is currently one of the few
sectors of the Mexican economy that have grown subgtantially during the past decade (World
Bank, 1996).

c) Balivia

Mining Law. Bolivia made minor changes to its Mining Code in 1991, and then enacted an
entirdy new Mining Code in 1997, containing severad innovative features. Bolivia adopted a
sysem of sandard szed quadrangles based on a naiond grid as the component units for
edtablishing the territorid limits of a mining concesson.  Under the new Bolivian Mining Code,
exploraion and mining rights are bundled together in a sngle, unified exploraion and
exploitation concesson. Concessions in available areas are granted on a first come, first served
bass without review of the technicad and financid qudifications of the applicant. They are
fredy tranderable and mortgagesble, subject to regidtration requirements but not to prior
governmental approvd.  There is no term limit on concessions granted under the Bolivian
Mining Code, as long as the holder pays the annual surface rentd fee per hectare of the
concessionarea (the“ patente” ) ontime. Theleve of the surface renta feesisrdaively high.

Fiscal Regime. Boalivia charges ad valorem royaties on sdes of extracted minerds at rates
edablished in the Mining Code. The rate for gold varies from 0.01% to 7% of the officaly
edablished sdes price (based on internationally quoted prices), depending on the vaue of
gold. For zinc, roydty rates range from 1% to 8.43%. For tin, the rates range from 1% to
5%. Income tax pad is credited againgt the royaty obligation, such tha taxpayers in effect
pay income tax or roydties, but not both. All other taxation is pursuant to the generd tax
laws and regulations rather than the Mining Code. Income is taxed at a 25%, after expensing
of pre-production and other costs and depreciation of capitd costs over 8 years on a draight-
line bass.  Losses can be caried forward indefinitely. Bolivia dso imposes a 25% additiond
profits tax on net after tax income after deduction of (1) an investment dlowance of up to
33% of invetments in exploration and exploitation activities, and (2) a production dlowance
based on 45% of annud net sdes vdue, up to USH50 million.  The withholding tax on
dividends, interest and sdaries paid to foreigners is 12.5%, non-deductible. Import duties are
about 5%. VAT of 13% is charged on imported and localy purchased equipment, of which
55% is refunded within about four months.

Ingtitutional Arrangements. As pat of its mining sector reform, Bolivia smplified and
dreamlined the functions of its Mining Superintendency, by modernizing and dandardizing
the criteria for locating concesson boundaries, reducing the opportunities and incentives for
private chalenges to edtablished mining rights, and limiting the adjudicative aspects of its
concesson granting procedure.  Bolivia dso edtablished a modern, computerized mining
cadaster managed by the Technica Service of Mines.
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Enterprise Reform and Privatization. Between 1986 and 1994, Bolivia downsized the
state-owned mining corporation, COMIBOL, from a bloated and inefficient operator of
uneconomica, aged mines — many of which were natondized in the 1950's — into a
minimaly gaffed holding company. In the early ningteen-nineties, it tried to promote joint
ventures with COMIBOL for the devdopment of various identified deposts, with generdly
disappointing results. Some properties were trandferred to private investors who undertook
invesment commitments under Bolivids “capitdization” program. The attraction of private
capitd invesment into certain other state-owned properties was hampered by Condtitutional
prohibitions againg the transfer of those properties.

Environmental Management. The Mining Code contains a chapter on environmenta
management that clarifies how the requirements of the generd Environmentad Law are to be
goplied to the mining sector.  Exploitaion activities require an  environmenta  impact
asessment and an environmental permit as a condition for operations. Exploraion activities do
not require an EIA, but are subject to mitigation and rehabilitation norms established for the
sector.  Concession holders are not responsible for environmenta damage caused prior to the
later of (@) the effectiveness of the generd Environmenta Law, or (b) the grat of the
concession, provided that the holder causes a complying environmenta audit of the concesson
areaas of that date to be completed at the holder’ s expense.

Results. An American company, Battle Mountan Gold (now pat of Newmount Gold
Corporation) developed its successful Inti Raymi Project on a known gold depost in the early
1990's, while Bolivia was in the reform process.  Unfortunately, Bolivia's current Mining Code
took effect just weeks before the Bre-X scanda broke, leading to a collapse d the internationd
market for high risk exploration capitd. Bolivids invesment results have been disgppointing
gnce that time. Neverthdess, the country has a well-established mining tradition deting to a
least the 16" century, and severa credible private nationd mining companies, such as
COMSUR.

Argentina

Mining Law. Since the early 1990s, Argentina has undertaken a comprehensive economic
reform program supported by the World Bank. Efforts to establish an enabling environment
for private sector invesment in mining are a mgor pat of the reform agenda The Mining
Investment Law, which removed bariers to private investment in the mining sector, was
enacted in 1993. The Mining Code of 1886 was modified in 1995 and alowed any person,
whether legd entity or individua, to explore exclusvdy in a licensed area (Albarracin, 1997).
Because Argentina has a decentrdlized politicd sysem under which each province
adminigers itsdf under its own laws, mines are nationd or provincid property depending on
where they are located. Mining titles are consdered property rights that are fredy transferred.

Fiscal Regime.  The Mining Investment Law No. 24.196 provides for fiscd stability for 30
years and imposes a maximum of 3 % of roydties on the “mine-head” vaue of the extracted
minerds. Mining activities are exempted from assets tax and import taxes. There is a 5% tax
credit for investment in environmenta activities
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Ingtitutional Arrangements. Each Province has its own modernized cadaster and registry
sysem. The Argentina Mining Sector Technical Assstance Project (PASMA) of the World
Bank has been implemented to modernize the public mining inditutions a the naiond and
provincid leve to provide more efficient public services.

Enterprise  Reform and Privatization. A privaization progran was sysematicaly
conducted by the Government of Argentina in 1990-91; but there were no dgnificant mining
SOEs.

Environmental Management.  Argentina has a sectord approach to the environmentd
management of the mining sector. The Mining Code requires the holder of a mining right to
file an environmenta impact report to the regulatory authority.

Results. The result of Argentinds reform has been the building of a new sector in the
Argentine economy.  Invesment for exploration - which was negligible in 1990 - reached
US$ 122.1 million in 1997 (Metads Economics Group). Three new mgor mines have been
developed — Bgo de la Alumbrera (copper), Sdar de Hombre Muerto (lithium), and Cerro
Vanguardia (gold).

€) Brazl

Mining Law. The reform of the 1967 Mining Code in the mid-nineties the federd
conditutiond amendment N. 6 which removed the prohibition againg foreign investor
controlled minerd activities, and the privatization of the CVRD have effectivdy smplified
the conditions for private access to mineral resources and liberdized Brazil’s mining regime.
A 1996 law has improved, and 1999 draft law No. 151 would further improve, the legd
framework for mining by removing the requirement of financid cgpability and avalahility of
funds for exploration, darifying the functions of the issuing authorities and dlowing the free
trander of mining rights during the exploration sage. The mining concessions are granted on
a firda come fird saved bass and security of tenure is guaranteed. Although mining
concessions do not confer red property rights, exploration and exploitation concessons are
fredy trandferable and pledgeable. The concesson holder must pay an annua renta e and a
share of the mining revenues to the landowner, which is 50% of the Federd Royalty.

Fiscal Regime. The reform of the tax regime applicable to the mining sector has resulted in a
more competitive environment for foreign investors through the agpplication of the following
measures. the reduction of the tax burden on repatriation of capitd, profits and dividends, as
well as on the remittance of roydties and interest; the dimination of the redrictions on
foreign investors paticipation in the Brazilian sock exchange and the opening of financing
lines in the BNDES Sysem to foreign investors redding in Brazil. Mining companies are
subject to the generd tax law and must pay a federd roydty which is no more than 3% of the
net revenue from the sdes of the minerd product. Under the generd tax law provisons,
mining companies have to pay an income tax a the rate of 15% of the taxable income, the
portion of the taxable income over R$240,000 (about USD 113,744 as of March 28, 2001)
being charged an extra tax at the rate of 10%. Since 1999, mining companies must pay
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income tax based on the following systems which depends on the size of ther tota revenues
(1) Quaterly or Annud Taxable Income system for companies who have totd revenues of
R$ 24 million and (2) Assumed Income sysem for companies who have totd revenues
inferior to R$ 24 million. Mining companies must dso pay a withholding tax on intere and
roydties of no more than 15%, a socid contribution tax on net income of 12% and severd
other socid taxes.

Ingtitutional Arrangements. The two man mining authorities are the Ministry of Mines and
Energy (MME), which coordinates and formulates the Brazilian minerd policy, and the
Nationd Depatment of Minera Production (DNPM), a governmenta regulatory agency with
decentrdized offices in Brazil’s regiond digtricts which grants or recommends to the competent
authorities the grant of mining rights, promotes and inspects mining activities.  The Miniger of
MME grants concessions for mining activities and the Genera Director of the DNPM issues
exploration permits. Brazil has a modern Cadaster and registry system.

Enterprise Reform and Privatization. As pat of a comprehnensve Nationd Privatization
Program darted in the nineties, one of the world's largest mining companies, CVRD, was
privatized in 1997. Another cod mining company Companhia Riograndense de Mineracao is
gill under sate control.

Environmental Management. Brazil has adopted an integrated gpproach to environmentd
management, which is very advanced. In addition to srong conditutional provisons and
Federd laws and regulation supporting the protection of the environment, the Nationd
Council for the Environment (CONAMA) has passed numerous resolutions concerning the
indruments used to control the potentia risks of a mining activity to the environment: the
Environmental Impact Assessment Study (EIA), the Environmental License (LA) and the
Plan for Recovery of Degraded Areas (PRAD). The EIA must be consolidated in the
Environmentd Impact Report (RIMA), which is submitted to the rdevant date environmenta
agency in the Nationad Environmental Sysem (SISNAMA) for andyss and gpproval. The
goprova of the EIA/RIMA and PRAD is required before any mining company requests an
LA, the goprova of which isacondition to mining operation.

Results. The reault of Brazil’s reform efforts has been the building of a new sector in the
Brazilian economy. Totd private investment in minerads exploraion was USD 189.6 million
in 1997, but fdl to USD 84.6 million in 1999. The largest mining investment planned for the
coming years in Brazil is the Sdobo project, a joint-venture between CVRD and Anglo-
American group. The project plans an investment of nearly US$1 hillion to produce copper
and gold in the north of Brazil.

f) Tanzania

Mining Law. The Mining Act, 1998 establishes transparent requirements and procedures for
the grant of prospecting and mining licenses and limits consderably the scope of discretion
left to the Miniger.  In particular, the Tanzanian law establishes a form of “firsd come, first
served” presumption of entitement to the grant of minerd rights, imposes no date
participation in private mining projects, and authorizes stability agreements between the State
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and minerd rights holders or gpplicants. Tanzania requires an gpplicant to demondrate the
exigence of a commercid depodt and an efficient and beneficid use of the minerad resources
as a condition for obtaining a specid mining license. However, it aso enables an exploration
license holder to obtain a retention license in order to hold onto an area for up to five years,
renewable once for a like term, after expiration of the prospecting license and its renewads.
Minerd rights are transferable under the Mining Act, 1998, provided that the prior written
consent of the licenang authority (not to be unreasonably withheld) is required unless the
trandfer is to an dfiliate and the latter’s obligations are suitably guaranteed, or the trander is
to afinancid inditution to secure financing.

Fiscal Regime. Tanzania lowered roydty rates to 3% of “netback vadue’ on dl mineas
other than diamonds, and 5% on diamonds.  Other taxes are payable in accordance with the
generd tax laws, and are not st out in the mining law. The income tax rae is 30% and there
is no additiona profits tax.  For the caculation of taxable income, equipment is depreciated
on a draght line bass over 8 years. Pre-production exploration and development expenses
are caried forward and expensed in the first year of production., except for feasbility study
expenses which are not deductible.  Losses may be caried forward indefinitdly. The
withholding tax on dividends and sdaries pad to foregners is 10% and 3%, respectively. No
import dutiesor VAT are levied on mining equipment.

Ingtitutional Arrangements. The mingd licenang function for mechanized mining is
adminigered by the Ministry of Energy and Minerds. A new Office of the Commissoner of
Minerds caries out geologicadl mapping activities, develops and provides information on the
geology of the country, and licenses artisasnd miners through its zond offices. The Tanzania
Investment Act of 1997 created the Tanzania Investment Centre as a one-stop shop to
promote, coordinate and facilitate invesment in al sectors of the Tanzanian economy.
Environmental compliance is regulated by the Nationd Environmenta Council crested under
the Nationd Environmenta Management Act of 1983.

Enterprise Reform and Privatization. Hidoricaly, mining has not played a mgor role in
the economy of Tanzania  Therefore, enterprise reform and privatization were not key
components of mining reform there.  The Minerd Policy of Tanzania, issued by the Ministry
of Energy and Minerds in October 1997, emphasizes the role of the Government as regulator,
promoter, facilitator and service provider to the private sector and not as a direct participant in
operations.

Environmental Management. Tanzania incorporated some environmenta  protection
requirements into its 1998 mining law. An EIA for proposed mining operations, prepared by
an gpproved independent consultant, must be submitted as part of the application for a specid
mining license.  Acceptability of the EIA is a condition for the grant of a specid mining
license.  The Mining Law contains provisons dlowing for the amendment of EIAs and
requiring the poging of a bond if and when the holder of a specid mining license fals to
fulfill hisimpact mitigation obligations.

Results. An exploration boom darted in the greenstone belts at the southern end of Lake
Victoria from the mid-1990s.  Exploration expenditures in the country rapidly increased to
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US$ 59.3 million in 1997 from US$ 3.3 million in 1994 (Metds Economic Group). Severd
exploration projects are in advanced stages, such as. Bulyanlulu Gold Prospect (Barrick Gold
and Sutton Resources, Canada); Golden Pride Gold Mine (Resolute Ltd.,, Audrdia and
Samax, UK); and Geita Gold Mine (Ashanti Goldfields, Ghana and AngloGold, UK).

g) Burkina Faso.

Mining Law. A new Mining Code, which was enacted in October 1997, has improved and
amplified the legd and tax regime for mining. The new law has extended the permit vdidity
periods (3 years for exploration permits, 10 years for smdl scae exploitation permits and 20
years for indudtrid exploitation permits) and provides for greater land areas. The State takes a
mandatory carried 10% participation in dl mechanized mining ventures. Permit holders must
comply with annua spending requirements in order to maintain their rights.  Mining titles are
transferable subject to the government’ sreview of the digibility of the transferee.

Fiscal Regime. The mining law provides specid tax trestment for mining investors and a
dabilization of the mining and tax regime for the holder of an exploitation permit during the
vdidity of the permit.  There is a fixed scde of fees for the grant of mining rights from CFA
200,000 for a prospecting authorization to CFA 5,000,000 for the grant of an exploitation
permit.  Surfaces renta fees range from CFA 5000 per knf/year to CFA 500,000 per
knf/year. Ad Valorem roydties are levied on the FOB vaue of diamonds a 7%, precious
metds a 3% and other mingrds a 4%. The finahce and tax regime guarantees the
repatriation of capital and profits, exemptions from customs duties on temporary imports of
equipment, and exemptions from Vaue Added Tax and other taxes. The corporate income
tax was reduced to 35% and the income tax on interest and dividends is 12.5%.

Ingtitutional Arrangements. The organization of the mining inditutions is currently being
reformed.  While the Ministry of Industry Commerce and Mines grants the mining permits
after negotiations, the Bureau of Mines and Geology of Burkina undertakes exploration
surveys and looks for partners for exploitation, and the Burkinabe Bureau of Precious Metas
purchases and sdls gold and other precious metals and participates in the cregtion of mining
companies.

Enterprise Reform and Privatization. The privatization reform, which darted in 1991, with
the Structurd Adjusment Plan, had a limited impact in the mining sector. The privatization
of Burkina Shdll is being consdered by the Privatization Commission.

Environmental Management. The mining law requires the holder of an exploitation permit
to submit with his permit application an EIS with a presarvation and restoration program. The
goprova of the EIS is not a condition for the agpprova of an exploitation permit, however, but
rather a condition for operating.

Results.  Burkina Faso was able to capture a dgnificant share of the African exploration
boom of the mid-to-late 1990s, even before the enactment of its new Mining Code in October
of 1997. Private investment in exploration pesked in 1996 & USD 32.4 million, then fell back
to USD 10.2 million in 1999 (Metds Economics Group 1999). The number of exploration
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permits issued grew from only one in 1990 to 137 in 1997. In 1998, gold was the country’s
second largest source of export revenue, after cotton. There are up to haf a dozen gold
projects in the pipeline that could become operating mines within the next five years. Among
the companies active in Burkina Faso recently are Ashanti Goldfidds, Billiton, Resolute,
Seméafo, High River Gold, Channd Resources and Placer Dome. Billiton took over the Perkoa
zinc depost in 1997 and was in advanced dages of drilling the deposit for pre-feeshility
study purposes as of the end of 1999 (Mining Journal Annua Review 1999).

h) M adagascar

Mining Law. In 1999, Madagascar enacted a new Mining Code. The new code, and the
implementing regulations promulgated early in 2000, include the following features

1. All minerd rights are granted through a trangparent procedure administered by the Office of
the Mining Cadagter.

2. They are awarded to the firg digible person who requests a permit in an available area and
complies with the gpplicable procedurd requirements.

3. There is no requirement to demondrate technica or financid capability to qudify for the
grant of an exploration or exploitation permit

4. Exploration and exploitation permits are fredy transferable, mortgageable and inheritable
with no requirement of prior governmental approval.

5. Only the holder of an exiging exploration permit can gpply for an exploitation permit within
the area covered by the existing permit.

6. An goplicant for an exploitation permit is not required to demonstrate a discovery of
commercidly exploitéble minerds, but is required to file an environmenta impact
Statement.

7. Thereisno minimum work or investment requirement.

8. Thereisagrid sysem for the identification of exploration and exploitation permit aress.

Fiscal Regime. Roydties have been reduced to 2% of sde price a time of sale. VAT rdief is
provided for exporters through an expedited refund system. A draft mgor investment
promotion law would lower the income tax rate to 25% on the extraction business, and 10% on
processing. It would also cap numerous taxes on assets.

Ingtitutional Arrangements. A new, computerized Office of the Mining Cadadter, financidly
autonomous but under the Minisry of Energy and Mines, was opened in 2000. An
Environmentd Cdl for mining oversees the environmentd protection requirements for
exploration and andl-scde mining. Other organizationd changes in the mining administration
are being implemented in response to an indtitutiond audit carried out in 1999-2000.

Enterprise Reform. The 1999 Mining Code compelled the release of excess land aeas held
for future exploration by the state-owned enterprise, Office of National Mines and Strategic
Industries (OMNIS). OMNIS continues to negatiate joint ventures with internationd investors.
It is subject to the same regulations as private companies. The few remaning state-owned
mines, which are smdl, have not been privatized.

131



Environmental Management. A new decree on harmonization of investments with the
environment, requiring an Environmenta Impact Sudy and a Project Environmenta
Management Program (PGEP) for al mining operations except smal scae mining, was adopted
in 1999-2000. The evduation of the Environmenta Impact Study (EIS) for a mining project is
caried out by a joint committee of representatives of the minigries involved, induding the
Minidgry of the Environment and the semi-autonomous Nationd Environmental Offices  An
Inter-minigterid Order of the Minigters of Mines and the Environment, respectively, establishes
the sectord environmentd requirements for exploraion and smdl scde mining, induding
guiddines and forms, while darifying the implementation of the genera EIS requirements to
exploitation projects. These requirements are in turn administered by the Environmental Cdl of
the mining adminigtration.

Results. Madagascar, known for its gem production, has never had a mgor mine. However,
two mgor invetment projects by two of the world's leading mining companies are a the
feashility study dage there as of the end of 2000. Although exploration invesment is
currently limited, there are two advanced stage exploration projects for Toaagnaro minerd
sands (Rio Tinto subsidiary QIT-Fer) and Ambatovy nickd and cobat (Phelps Dodge)
deposits.

i) Mongolia

Mining Law. Mongoliaenacted a Minerds Law in 1997 that ingtitutes a market- based
mechanism for access to and maintenance of minerd rights. Such rights are granted on afirgt
come, firg served basis administered by an Office of Geologica and Mining Cadagter, with
no required showing of technica and financid capability or required proof of discovery of a
commercid depogt. Minerd rightsin Mongolia are maintained in effect by payment of an
annual fee per hectare, and are fredly transferable.

Fiscal regime. Roydties were reduced to 25% of market vaue. Mining companies in
Mongolia are subject to taxation in accordance with the generd tax laws, but the Mineras
Law of 1997 edtablishes certain tax accounting rules for the sector: pre-production exploration
and development costs are amortized on a draight-line bass over five years commencing with
the year when production begins, fixed assets are depreciated over five years on a draight line
bass, and losses may be carried forward for up to three years. Stability agreements are
avalable under the Minerds Law. A 10% excise tax on gold exports, however, enacted in
1999, together with the current low market price of the commodity, has ggnificantly
neutralized the podtive impact of the reform.

Ingtitutional arrangements. In order to implement the 1997 Minerds Law, Mongolia
crested the Geologicd and Mining Ingpection Agency (OGMI) which monitors compliance
with the new law, and the Minerd Resources Authority of Mongolia (MRAM). The MRAM
incdludes the new Office of the Geologicd and Mining Cadaster (OGMC), which grants and
adminigers exploration and mining rights, the Office of Geology, which functions like a
geologicd survey; and the Mining Office, which provides rdevant research and information
on devdopments in technology, equipment, investment conditions, socio-economic impacts
of mining and minerd commodity price movements.
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Enterprise reform. In the mid-nineties, the Government of Mongolia privatized certan
assets of the state-owned copper company, Erdenet. It aso restructured Erdenet and other
state-owned enterprises as for-profit commercid enterprises. The SOES continue to seek out
joint venture projects with various partners.

Environmental Management. Mongolia has a paticulaly well-developed body of
environmenta law, induding some 13 or more dautes. The Minerds Law contains specific
provisons on the application of environmenta permitting and monitoring requirements to the
mining indudry. Environmenta management plans must be submitted to the region where
exploration will take place within 30 days of the grant of an exploration license. The
exploration license holder must st asde 50% of the approved environmental budget in a
blocked locd bank account to guarantee performance. An EIA and an environmenta
protection plan must be submitted either before or after the grant of an exploitation license,
and must be goproved as a condition for operating. The mining license holder must likewise
st adde 50% of the approved environmenta budget in a blocked locd bank account to
guarantee performance.

Results. Following enactment of the 1997 Minerds Law and establishment of the new
mining cadaster office, Mongolia experienced an exploration boom. Promising discoveries
were announced in 1998. BHP, Rio Tinto, Phelps Dodge and numerous junior companies
have dl been active in exploration in Mongolia In 1999, exploration investment rose to USD
2.5 million. The enactment of the 10% excise tax on gold exports prevented some projects
from being economica, however. Nevertheess, AGR Ltd., asubsidiary of Resolute Mining
of Audtrdia, may be gpproaching the development stage of the Boroo gold deposit not far
from Ulanbataar.
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Annex K
Selected Principles of Mining Sustainable Development

Environmentd Stewardship Principles

Comply with or exceed the requirements of al gpplicable environmenta laws and
regulations and, in jurisdictions where these are absent or inadequate, apply cost-€effective
technologies and management practices to ensure the protection of the environment as
well asworker and community hedlth.

Make environmenta management a high corporate priority and the integration of
environmental policies, programs and practices an essential eement of management.

Provide adequate resources and build requisite capabilities so that employees at dl leves
are able to understand and fulfil their environmental and community respongibilities.

Review and take account of the environmenta impacts of exploration, infrastructure
development, mining or processing activities, and plan and conduct the design,
development, operation, remediation and closure of dl facilities in amanner that
optimizes the economic use of resources while reducing adverse environmenta impacts to
acceptable levels.

Employ risk management drategies in design, operation and decommissioning, induding
the handling and disposa of wagte. If a preiminary risk assessment indicates unacceptable
risks for human hedlth or the environment, the lack of full scientific certainty will not be
used as areason to delay the introduction of cost- effective measures to reduce
environmenta and human hedlth risks to acceptable levels.

Deveop gpproachesin the early stages of exploration projects that take into consideration
related environmental and community impacts.

At theinitid phases of mining or processing projects, develop closure concepts and/or
plans that address both environmental and community-related issues.

Review and update closure plansin light of technologica advances and operationd
changes

Ensure that adequate financid resources or surety instruments are in place to meet the
requirements of remediation and closure plans.

Implement effective management systems; conduct regular environmenta reviews or
assessments and act on the results.
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Deveop, design and operate facilities and conduct activities taking into condderation the
efficient use of energy, water and other natural resources and materids, including their
recycling and reuse, the minimization of waste and the respons ble management of
resdud materids.

Develop, maintain and test emergency procedures in conjunction with the provider of
emergency services, rlevant authorities and locad communities.

Work with governments and other rlevant parties in developing scientificaly sound,
economic and equitable environmental standards and procedures, based on reliable and
predictable criteria

Respect legdly designated protected areas and acknowledge that certain areas may have
particular ecologicd or culturdl values dongside development potentia and, in such
ingances, condder these values dong with the economic, socia and other benefits
resulting from development.

Contribute to the conservation of flora and fauna affected by exploration, extraction and
processing activities.

Support research to expand scientific knowledge and develop improved technologiesto
protect the environment, promote the internationd transfer of technologies that mitigate
adverse environmenta effects, and use optima sustainable technologies and cost-effective
practices that take due account of local cultures and customs and economic and
environmenta needs.

Product Stewardship Principles

Deveop or promote minera products and processing technologies that are safe and that
are efficient in their use of energy, naturd resources and materias.

Advance the understanding of the properties of mineras mined and their life cycle effects
on human health and the environment.

Inform employees, the community, customers and other relevant parties concerning
minerd-related hedth or environmental hazards and recommend improved risk
management measures.

Conduct or support research and promote the agpplication of new technologies to further
the safe use of materias produced by the mining industry.

Encourage product design, technologies and uses that promote the recyclability aswell as
the economic collection and recovery of materids.

Private companies should work with government agencies, downstream users and others
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in the development of sound, balanced and scientifically based legidation, regulations and
product standards that protect and benefit employees, the community and the
environmen.

Community Responghility Principles

Respect the cultures, customs and vaues of individuas and groups whose livelihoods may
be affected by exploration, mining and processng.

Recognize loca communities and other affected stakeholders and engage with them in an
effective process of consultation and communication.

Assess the socid, cultura, environmental and economic impacts of proposed activities
and engage with stakeholders in the design of community development Strategies.

Contribute to and participate in the socid, economic and indtitutional development of the
communities where operations are located and encourage the establishment of sustainable
loca and regiond business activities.

Reduce to acceptable levels the adverse environmental and socia impacts on communities
of activities related to exploration, extraction and closure of mining and processing
fadlities

Respect the authority of nationa and regiona governments; take into account their
development objectives; contribute information related to mining and minera processing
activities; and support the sharing of the economic benefits generated by operations.

Generad Corporate Responshilities

Adhereto ethical business practices and, in so doing, contribute to the dimination of
corruption and bribery, to increased transparency in government-business relaions, and to
the promotion of respect for human rights internationdly.

Apply consstent corporate policiesin al operations and encourage joint venture partners
to adopt principles contained in the present Charter.

Encourage contractors and suppliers to implement practices that are consistent with
corporate policiesin order to improve their environmental and socid performance.

Provide public reports on activities and progress relating to economic, environmental and
socid performance.
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Annex L

Railway Trangportation Statistics

TableL.1
Rail Transport of Selected Mineral and Other Commodities
1999 and 2000
Commodity 1999 % of total 2000 % of total
(thousand tonnes)

Coal 58,259 47.0 74,120 47.0
Oil products 15,294 12.0 17,631 11.0
Iron ores 13,366 11.0 19,191 12.0
Non-Ferrous ores 9,636 8.0 10,173 6.5
Ferrous ores 4,124 3.0 4717 3.0
Congruction materias 5572 4.5 7,556 5.0
Chemicds 1,301 1.0 787 0.5
Cement 680 0.5 966 0.6
Timber 400 0.3 709 04
Gran 4,801 4.0 7,329 5.0
Trangt freight 4,824 4.0 5,657 3.6
Other 5,654 4.5 7,454 4.7
Totds 123,911 156,290

Source: Ministry of Transportation, Railways Department

TableL.2
Trangportation Costs According to Selected Distances
USS per tonne
Commodity 200 km 500 km 1,000 km | 1,500 km | 2,000 km
Coa 0.92 1.54 2.53 3.53 4.5
Ore concentrates 1.36 2.26 3.71 5.16 6.56
Oil and Gas 1.81 3.14 5.23 7.41 9.50
Sted! 2.72 453 7.41 10.32 13.11

Source: Ministry of Transportation, Railways Department
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