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Arise South Crofty
By Tom Eldridge, Partner

It would be fanciful to suggest that the
proposed reopening of the South Crofty tin
minein Redruth signalsarenaissanceinthe
UK mining sector. But the proposed
resumption of miningat this world-class
Cornish depositis more than eye-catching. It
representsasignificant developmentinthe
industry.

Shut since 1998 having producedan
estimated 400,000 tonnes of tininits mine
life, South Crofty is a substantial mine
boasting estimated reserves of 2.5mtonnes
of ore containing 44,000 tonnes of metal.
Above and beyond the sentimentality held
forthe Cornishtinindustry, now
permanently preserved by its Unesco “world
heritage” status,areopened mine of this
magnitude means real job, infrastructure and
investment opportunities for the region.

South Croftyaddstoalist of other
impressive UK mining projects currently in
different stages of developmentand
operation across the country.

Justdown the road from South Crofty on the
edge of Dartmoor, Wolf Minerals has
commenced operations at its Drakelands
tungstenandtin mine. One of the largest
tungsten deposits in the world this is one of
only two mines outside of Chinawitha
production capacity greater than 3,000
tonnesayear.

Further afield, Sirius Minerals is advancing
the development of its vast $2.9bn potash
mineinthe North Yorkshire moors. Having
concluded key planningand permitting

stages, Sirius has recently engaged a bank
group for the projectfinancing of its stage 2
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Andonasmaller scale, but equally significant,  T.,44-031303020
Dalradian Resources and Scotgold Resources
are developing gold mine projectsin
NorthernIrelandand Scotland respectively.
Earlier thisyear, Dalradianannounced
increased grade and reserve figures forits
high grade Curraghinalt gold deposit. Atthe
sametime, Scotgold announced the launch
of its bulk processing trialand first gold pour

atits Cononish gold andsilver project.

These five UK projects are very differentin
scale, size, timing, development, markets and
mineral production. But, bothindividually
and collectively, theyare of greatimportance
when looking at the UK mining sector today.

Based on the most recent British Geological
Survey1figures, there are over 2,300 active
minesand quarriesinthe UK. Alarge
majority of these current workings, in fact
more than 75 percent of them,are mining
construction aggregates, industrial minerals
and building stone - sand/gravel, limestone,

1 Directory of Mines and Quarries 2014, British
Geological Survey 2014.
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igneous and metamorphic rock (basalt,
gritstone) clayand shale, crushed rock and
sand. More than 35 per cent of all current
workingsinthe UK are sand/gravel and
limestone operations alone. Many of these
mines are ownedand operated by the
commercial end-users of the minerals with
the domestic buildingand construction
market being the key source of revenue for
these operations. Itis not surprising that the
latest BGS data records only one mining
operationin the UK for each of tungsten,
potash, tinand gold/silver.

As new UK mine developments have been
fewand far betweeninthelast half century,
theregulatory frameworkand processes
that underpin their developmentand
operation remain relatively old fashioned,
but not overly restrictive or unduly onerous.
Thereis nosingle legislative regime for
mining. Precious metals and coal still vest
with the state, with mining requiring Crown
Estate and Coal Authority licences
respectively. Forall other minerals, the
ownerand operator must take title from the
actual surface land ownersthroughalease
arrangement. Theseare privately concluded
contracts, but capable of being registered
againstthelandtitle at the Land Registry.

Allmining operations require local authority
planning permission, not unlike any other
industrial undertaking. Conditions of such
permissions will,amongst other things,
include compliance with environmental and
reclamation requirements, in particularas
regards waste and water usage. (Planning
permission was,and remains,a major aspect
for Sirius Minerals and one that has impacted
the development schedule. Butlocationand
the sheersizeand complexity of the project
means that, even by normal mining
standards, planningand the environmentare
key risk factors). Thereare certain mine-
specific healthand safety requirements for
mine operators to comply with set outin
particular mining legislation. Mining

operations willalso be required to comply
with all other laws and regulations that apply
to UK businesses generally, including tax,
employment/labour,accountingand, where

relevant, exports.

Insummary, the UK legislative and regulatory
framework can be considered as broadly
supportive of mine developmentand mining
operations. Labourandinfrastructureis
availableandaccessible. Datais relatively
up-to-dateandreliable. Geologyis really just
whatitis. There hasbeenrecent recognition
thatthe UK contains some important,
strategic minerals that could be monetarised
in the face of changing global consumption
trends for different types of industrial metals.

Allthis said, South Crofty,and the other
current development projects cannot
realistically be seenas heraldinga
renaissancein the industry. However,
symbolically and practically, they do
representadvancementinthe form of new
projects. Drakelandsis the first new metals
mine to come into productionin the UK for
more than four decades. Productionat
Cononish would see the first commercial
production of goldin Scotland. They show
that mining projects can be developedinthe
UK withinalargely sensible and reliable
regulatory and legal environment, afair fiscal
systemand available resource and
infrastructure. They further represent
diversityinanindustry currently focused on
construction aggregatesand industrial
minerals and one that was traditionally
dominated by coal.

Indeed, it would be remiss not to mention
coalinany discussion on UK mining. In doing
sowe halt the positive mood from the
preceding paragraphs. Some surface mining
continues. Just recently (and not without
controversy) permission has been granted
forthe new Highthorn open cast coal minein
Druridge Bay, Northumberland. Inthe short
termthere remainsadomestic market for
these sort of operationsas the UK’s existing

2 MAYERBROWN
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fleet of coal-fired power plants are wound
downand replaced with new gas, nuclearand
renewable power generation capacity.

Yet the closurein December last year of the
UK’s last deep coal mine at Kellingley
concluded the sad demise of the UK deep
coal miningindustry. The “why”sand the
“what if’s are well documented and not for
this commentary.

However, the context isimportant. It shows
how the success and failure of any mining
projectand, in the case of coal,amining
industry, is determined so heavily by the
markets into which the commodities are sold
and their economics, rather than, in may
cases, geology, geography and location.

The UK coal miningindustry is not whereiitis
today because the coalhasrunout. Itis
whereitis now because fewer people want to
buy coal,and, specifically to coal, those who
doand canbuy it cando so more cheaply
elsewhere. Similarly,and as South Crofty
proves, the Cornish tinindustry did not
collapse because the tinran out. It collapsed
because the world’s tin markets changed
radically.

Inboth cases, itislessto dowiththe UKasa
locationforamineand moreto do withthe
marketsinto which productionis soldand
the effect these markets have on revenues
and the ultimate viability of mining
operations.

Of course locationisanimportant factorin
thesuccess or failure of amine. Asthe
world’siron ore markets collapsed due to
reduced steel consumption, the West African

miners were seen to be even worse affected
by the truly dreadful ebolatragedy
happeningat the same time. As global
thermal coal prices plummeted, it was
arguably the US miners who have seen the
worst of itin the face of the US
administration’s war on domestic coal and
home-grown shale gas development.

The simple factis thatitis hard work building
aminewhereveryou choosetodoit.
Arguably,itisnoless challengingto dosoin
the UK asitisin, say, Senegal, Kazakhstan or
Bolivia. The development hurdles to cross
are largely the same. Political issues aside,
these can be managed and mitigated. Ask the
excellent management teams of Strongbow,
Wolf, Dalradian, Scotgold and Sirius what
have beenthe most challenging development
issues for their respective UK mines,and itis
likely that you will get very similar answers
from teams developing mines in West Africa,
Central Asia, South Americaand beyond.
And then once builtand operational, all
mines, wherever there are, must navigate the
marketsinto which their productionis sold.
For our five UK projects, the tin, tungsten,
potash and gold/silver global markets will be
key factors determining their success.

Theindustry willwatch South Crofty and the
other UK projects withinterest. For solong
now the UK has been aplace where capital is
raised and advisory expertise has been hired,
and then both exported for mine projects far
afield. For now, there canandshould
deservedly be acollective feeling of pride
that these five UK projects are where they are
today.

MAYER BROWN
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Mining in Southern Africa - Some Comparisons

By lan Coles, Partner and Head of Global Mining Practice

Introduction

The development of the mining industry in
Southern Africa (excludingthe Republic of
South Africa) has been patchyand uneven. In
thisarticle we seek to discover any underlying
themes which might suggest the factors
behind successful development. These are
beyondthe globalthemesaffectingthe
development of the miningindustry today,
most notably the downward curve for
commodity prices (@lthough possibly that s
aboutto change) and, particularlyinthe
emerging markets, resource nationalism. For
purposes of the analysis we will look at Angola,
Botswana, Mozambique, Namibiaand
Zimbabwe.Zambiais excluded on the basis
that miningalready makesavery significant
contribution to the overalleconomy and has
beenwrittenabout extensively.

Angola

The country hasarelatively under-developed
miningindustry, having historically
concentrated on oil &gas as the major
commodity under exploitation. The steep
declineinenergy prices has placed the
domestic economy under stress, with support
fromthe IMF and the international financial
community being sought. Asaresult the
government has been encouragedtoinitiate
policies designed to diversify the economy.
While the miningindustry only currently
accounts forasmall percentage of GDPitis
potentiallyakey driver. For example, Angolais
already the world’s fourth largest diamond
producer by value and sixth largest by volume.

ArecentreportinHellenic Shipping News
Worldwide speculated that the mining
industry in Angola might generate revenuein
the region of US$ 7.5 billion by as soonas 2018.
Less that half of the country hasbeen

exploredto date, albeit the legacy of mining of

lan Coles

adifferent type might still present barriersto
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growingatanaverage rate of 5.3% perannum.
Potential minerals for explorationinclude
phosphate, copperandiron orealthough
diamonds are expected to be the major
contributortotheindustryinthe foreseeable
future (in 2014 diamond exploitation
generatedaround US$1.6 billionin revenue).
The potential for expanded activity is
illustrated by the fact that one joint venture,
including partnerssuch as Odebrechtand
Alraosa, is responsible foraround 75% of all
diamond production.

Anew Mining Code was enactedin 2011 witha
view to encouraginginternational investment
intheindustry.In particular the new law
soughtto establish security of tenure-where
successful exploration results in the ability of
the explorationlicence holder to exploit the
relevant deposit. The free carried interest
maintained by the governmentin mining
projects wasalsoreducedto10%-moreinline
withindustry norms; particularly in Africa
(althoughthereisalsoan option forthe
government to participate inactual
production). Royalties and taxes were also
reduced. The code emphasises the
importance of local communities. Engaging
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with those communitiesin connection with
the development of any mining project s
made amandatory obligation. In addition 5%
of revenuesaccruingto the governmentare
requiredtobeinvestedintheareawhereany
projectislocated. Where price competitive,
local contentisto be preferred.

Botswana

Botswanaalready hasasuccessful mining
industry - particularly in connection with
diamonds (whereitis the world’s largest
producer)and coal. Botswanaisalsohometo
the world’s biggest rough diamond sorting
andvaluing company - Diamond Trading
Company Botswana. Much of the recent news
in connection with the local coalindustry
though has been dominated by news of Anglo
American’s disposal of non-core assets - in this
casethetransfer of itsinterestin the
Morupule mineand closure of the
Mmamabula coalfield. The need for power
across Southern Africathough has increased
the focus on Botswana’s coal and coal bed
methane resourcesand the potential for the
development of associated power stations.
Beyond diamonds and coal mining activity
also takes place in connection with gold,
copper, nickel,cobaltand other minerals.
Takenasawholethe mining sectoraccounts
forapproximately 20% of Botswana’s GDP.

Inaddition toits prospectivity Botswanaisa
highly attractive location forinternational
investment. Politically itisastable democracy
withan openeconomy. Thereare virtually no
restrictions on foreign ownership of local
enterprise and no exchange controls.
Dividends, etc can be remitted offshore with
no restriction (subject, of course, to payment
of any local tax - withholding taxin the region
of 7.5%is currently assessed). Thereisastable
andreliable legal system, including court
processes.Inthe most recent Fraser Institute
Annual Survey of Mining Companies
Botswanawas ranked fifth of all African
countriesintheindexforinvestment
attractiveness (Morocco ranked first,

followed by Burkina Faso, Ghanaand
Namibia). Contributors to the survey noted
that,in contra-distinction to several other
African countries, Botswana has moved to
improve the localfiscal regime for investors
duringthe current depressed environment for
commodity prices.

Allmineralsinthe ground belongto the State
with the rightto explore and exploit those
minerals beinggranted underawell
understood and defined licensing system.
Licences (otherthanwith respectto
diamonds) are granted foraperiod of up to
twenty five years. The governmentalso has
therighttoacquireacarried ownership
interestin mining projectsinanamount of up
to15%.Royaltiesare levied at the rate of 5%
(for precious metals), 3% (for base metals)
and10% (for precious stones).

Mozambique

Mozambique s richly endowed with
commodities. Inaddition to substantial
energy fieldsit possesses diverse mineral
deposits suchas coal, heavy sands, graphite,
gold, phosphates, rare earths and precious
stones. Until recently it had been one of the
success stories on the African continent,
enjoying economic growth above 7% per
annum foralmost tenyears. Required
investmentininfrastructure hasalso been
forthcoming (for example the construction of
railways and port facilities toaccess the
stranded coal depositsin Tete province). The
major story in Mozambique in recent times
though hasbeeninthe political and financial

arenas.

AsinAngola, steeply declining energy prices
have put pressure onthe Mozambique
economy. Followingan IMF financingit
transpired that almost US$1 billion of
previously undisclosed debt had been raised
by the government. Ostensibly raised by the
state-owned tuna fishing company to finance
anew fleetitappearsthattheloan proceeds
were used for other purposes. Following the

2 MAYERBROWN
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discovery governmentaccess to international
financial markets has been constrained and
Moody’s downgraded the country to B3.
International perception remains poor. The
countryisranked18o (out of 188) onthe UN’s
human developmentindex. Mozambique
ranksin the bottom quartile of African
countries forinvestment attractivenessin the

Frasersurvey.

Ontheotherhandthe abundance of natural
resources in Mozambique remainsagiven. The
legaland regulatory regime applicable to
miningisalso perceivedto be quite helpful (it
ranks relatively well for this factorinthe Fraser
survey). There hasalso beensome good news
recently with theannouncement of the raising
of funds to complete the Balamagraphite
projectand the signing of offtake contractsin
connectionwiththe same. However,going
forward much willdepend on the view taken by
theinternationalfinancial communityin
relationtothe countryand its government.

Namibia

Of allthe countries inthe Southern African
region Namibiaarguably has the most
attractive story to tellwhen seekingtoattract
investmentinthe miningindustry. The
country s highly prospective for minerals with
uranium, copper, gold, phosphate and
diamonds all being present. The country
offersastable political system,areliable and
functioninglegal systemandapositive
approachto the regulation of the mining
industry.Inthe Fraser survey Namibia ranks
fourthamong African countriesinthe
investment attractivenessindex. In particular
the country ranks very highly for certaintyin
connection with theimplementationand
administration of miningand environmental
regulations.

The mining law in Namibia though s quite old
-havingbeen originally enactedin1992.

However it does provide the critical security
of tenure required to encourage exploration
activity. Recent BEE legislation will mean that

ownership structures may need to be
adjustedalthough the final form of the
legislationand associated regulations may yet
be furtheramended. Subject to these
considerations foreign ownership of mining

companiesis generally unrestricted.

Zimbabwe

If Namibia is the most advantaged jurisdiction
inthis brief survey then Zimbabwe is surely the
least. Inthe 2013 World Bank Doing Business
Survey Zimbabwe ranked 172 out of 185
countries. Whilerichly prospective - with
substantial gold, platinum, chrome, diamond,
coaland nickel deposits - the current political
and economic backgroundactsasa
substantial barrier toany foreign investment.
Large mining companies have been investedin
Zimbabwe for many decades but several
-seeingno prospect forimprovementinan
economic environment where performing
assetsare key - have started to depart. Rio
Tinto leftin 2015. Many who remain are doing
do purely defensively to protect existing
investments. Government demands for
increased participating ownership interests to
be granted to the State and for the funding of
beneficiationand otherinfrastructureare
obviously not assisting. By way of example, the
government recently ordered licence holders
inthe Chiadzwa diamond field toleave the
region with production being taken under the
control of the government.

Thessignificance of the industry for Zimbabwe
remains obvious though. Just last monthit
was reported that the export of platinum by
Zimplatsaccounted for 9.7% of the country’s
total export earnings. Afurther3.8%was
accounted for by exports from Mimosa.
Exportersare supposed to have been
incentivised by virtue of a5% bonus payment
on funds generated but this is payableinlocal
bond notesandthe absolute value of the
notesisfarfrom clear - particularlyinthe
longerterm. Sceptics fear that thisis simply
the re-introduction of the failed Zimbabwe
dollar by another name.

MAYER BROWN
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Conclusion

Many of the countries inthe Southern Africa
region have taken great strides to adjust the
environment for miningactivity inamanner
which brings the same closer to global
industry standards. However, puttingaside
thoseissues impacting the miningindustry on
aglobalbasisitis clear that by far the greatest
single factor in determining the success of the
industry across Southern Africais political.
While capital forinvestment in new projectsis
certainlyavailable fromavariety of sources it
isalso easily mobile. Competition for that
capitalacrossthe globeisintenseand,in
making the long-term decisions required for
investmentin new projects, investorsare
boundto prefer countries where stability and
transparency are the norm.
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US SEC Adopts Final Rules for Payments by Resource

Extraction Issuers

On June 27, 2016, the Securities and Exchange
Commission (SEC) adopted final resource
extraction issuer payment disclosure rules.! The
SEC adopted these regulations in response to a
mandate of the Dodd-Frank Wall Street Reform
and Consumer Protection Act, which added
Section 13(q) to the Securities Exchange Act of
1934 (Exchange Act). Section 13(q) directed the
SEC to issue rules requiring resource extraction
issuers to include in an annual report
information on any payment made by the issuer,
a subsidiary of the issuer or an entity under the
control of the issuer to a foreign government or
the US federal government for the purpose of the
commercial development of oil, natural gas or
minerals. This is the second time that the SEC
has adopted rules to implement Section 13(q) of
the Exchange Act.

In August 2012, the SEC adopted resource
extraction issuer payment disclosure rules, but
those rules were vacated in July 2013 by the US
District Court for the District of Columbia. In
September 2015, the US District Court for the
District of Massachusetts ordered the SEC to file
an expedited schedule for promulgating final
rules. The SEC proposed new resource
extraction issuer payment disclosure rules in
December 2015, and, adhering to the expedited
schedule it filed with the court, the SEC adopted
the final rules in June 2016.

The final rules require resource extraction
issuers to disclose payments made to US federal
or foreign governments for the commercial

development of oil, natural gas or minerals. New
Rule 13q-1 requires resource extraction issuers
to file their payment information reports on
Form SD. (Form SD is the same form currently
used for conflict minerals reporting.) The
specific disclosure requirements for resource
extraction issuer payment disclosure, as well as
key definitions, are set forth in new Item 2.01 of
Form SD, titled “Resource Extraction Issuer
Disclosure and Report.”

Compliance Date

A resource extraction issuer will have to file a
Form SD containing payment disclosure
annually, not later than 150 days after the end of
the issuer’s fiscal year, but the SEC has provided
a transition period for compliance. Resource
extraction issuers will first need to comply with
the final rules for fiscal years ending on or after
September 30, 2018. This means that calendar-
year companies impacted by the new rules will
first need to comply by late May 2019.

Required Disclosure

Under Item 2.01 of Form SD, a resource
extraction issuer must annually disclose the
following information regarding its most
recently completed fiscal year:

¢ Type and total amount of payments, by
payment type, made for each project;
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¢ Type and total amount of payments, by
payment type, for all projects made to each
government;

¢ Total amounts of the payments made, by
payment type;

e Currency used to make the payments;

¢ Fiscal year in which the payments were made;

¢ Business segment of the issuer that made the
payments;

e Governments that received the payments and
the country in which each such government is
located;

e Project of the issuer to which the payments
relate;

e Particular resource that is the subject of
commercial development; and

¢ Subnational geographic location of the
project.

Pursuant to Item 2.01 of Form SD, resource
extraction issuers will have to provide a brief
statement in the body of the form directing
investors to the payment information contained
in an exhibit to the form. The exhibit must
provide the payment information using the
XBRL interactive data standard. Resource
extraction issuer payment disclosure must be
made at the “project” level. An activity or
payment that does not fall within the categories
specified in the final rules will nevertheless need
to be disclosed if it is part of a plan or scheme to
evade the required disclosure.

The payment information must be provided on a
cash basis. The required resource extraction
issuer payment disclosure does not have to be
audited. Information that is disclosed pursuant
to the rules will be “filed” rather than
“furnished,” making the disclosures subject to
liability under Section 18 of the Exchange Act.
Although filed, the information and documents
filed in or with the Form SD will not be deemed
to be incorporated by reference into any filing
made under the Securities Act of 1933 or the

Exchange Act unless the issuer specifically
incorporates it by reference into such filing.

Alternative Reporting Regimes

A resource extraction issuer may satisfy its
disclosure obligations under Item 2.01 of Form
SD by including, as an exhibit, a report
complying with the requirements of any
alternative reporting regime to which it is
subject that the SEC deems to be substantially
similar to the requirements of Rule 13q-1. The
alternative report must be the same as the one
prepared and made publicly available pursuant
to the requirements of the approved alternative
regime, subject to any necessary changes set
forth by the SEC.

When relying on alternative reporting pursuant
to a regime deemed substantially similar, the
issuer must state, in the body of Form SD, that it
is relying on the alternative reporting provision
of Form SD, identifying the alternative reporting
regime for which the report was prepared and
describing how to publicly access the report in
the alternative jurisdiction. The issuer must
specify that the payment disclosure is included
in an exhibit and state where the report was
originally filed. The alternative report must be
provided in XBRL format. An English
translation of the entire report must be filed if
the alternative report is in a foreign language.
Project names may be presented in their original
language in addition to the English translation.

Unless the SEC provides otherwise in an
exemptive order, a resource extraction issuer
may follow the submission deadline of the
approved alternative jurisdiction if it files a
notice on Form SD-N on or before the due date
of its intent to file on such basis. If the issuer
fails to file such notice or if it files the notice but
does not file the alternative report within two
business days of the alternative jurisdiction’s
deadline, it will not be allowed to rely on the
alternative reporting rules in the following fiscal
year.
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On the same date that the SEC adopted the final
resource extraction issuer payment disclosure
rules, it adopted an order? recognizing the
following alternative reporting regimes as
meeting the substantially similar requirement:

¢ The European Union’s accounting directive
(Directive 2013/34/EU ) as implemented in a
European Union or European Economic Area
member country;

e The European Union’s transparency directive
(Directive 2013/50/EU) as implemented in a
European Union or European Economic Area
member country;

e Canada’s Extractive Sector Transparency
Measures Act; and

o The US Extractive Industries Transparency
Initiative (but only with respect to payments
made to the US federal government and only
to the extent that the issuer complies with the
150-day deadline of the resource extraction
issuer payment disclosure rules).

Reporting Persons

All resource extraction issuers will have to make
the payment disclosures, without regard to
whether they are domestic or foreign issuers.
The new rules define “resource extraction issuer”
as an issuer that is required to file an annual
report with the SEC pursuant to Section 13 or
15(d) of the Exchange Act and that engages in
the commercial development of oil, natural gas
or minerals. “Commercial development of oil,
natural gas, or minerals” is defined as
exploration, extraction, processing and export of
oil, natural gas or minerals or the acquisition of
a license for any such activity.

Resource extraction issuers must disclose
payments made by a subsidiary or controlled
entity as well as direct payments made by the
issuer. An entity is “controlled” if the issuer
consolidates the entity or proportionately
consolidates an interest in an entity or operation
under the accounting principles applicable to the
financial statements included in the resource

extraction issuer’s periodic reports filed
pursuant to the Exchange Act.

According to the adopting release, the SEC does
not consider an issuer to be a resource extraction
issuer if it merely provides products or services
that support the exploration, extraction,
processing or export of such resources, such as
an oil field services issuer that manufactures
drill bits or provides hardware to help
companies explore and extract resources or that
is engaged by an operator to provide hydraulic
fracturing or drilling services. However, if the oil
field services issuer makes a payment to a
government on behalf of a resource extraction
issuer, the resource extraction issuer will have to
disclose such payments.

Targeted Exemptions for Delayed
Reporting

The final rules contain two targeted exemptions
providing for delayed reporting in specified
circumstances.

Exploratory Activity. The final rules permit
resource extraction issuers to delay disclosing
payment information related to exploratory
activities until the Form SD that is filed for the
fiscal year immediately following the fiscal year
in which such payment is made. Exploratory
activities for the purpose of this delayed
reporting include all payments made as part of:

¢ Identifying areas that may warrant
examination;

e Examining specific areas that are considered
to have prospects of containing oil and gas
reserves; or

¢ A mineral exploration program.

However, delayed payment reporting is
permissible only for exploratory activities that
were commenced prior to any development or
extraction activities on the property, any
adjacent property or any property that is part of
the same project.
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Acquired Entity. If a resource extraction
issuer acquires or obtains control of an entity
that has not been subject to new Rule 13g-1 or an
alternative reporting regime’s requirements in
such entity’s last full fiscal year, such resource
extraction issuer will not be required to report
payment information for that acquired entity
until the Form SD filed for the fiscal year
immediately following the effective date of the
acquisition. Reliance on this accommodation
must be disclosed in the body of the Form SD
filing. If the acquired entity was required to
comply with such resource extraction issuer
payment disclosure prior to the acquisition, this
delayed reporting exemption will not apply.

No Exemptions for Violations of Foreign
Law or Categories of Issuers

All resource extraction issuers must publicly
disclose the information required by Item 2.01 of
Form SD. Except for the above-described
targeted exemptions allowing for delayed
disclosure, the rules do not contain any express
exemptions, even in situations where public
disclosure of the payment by the resource
extraction issuer would violate the laws of a
foreign jurisdiction. Instead, resource extraction
issuers can apply to the SEC for exemptive relief
on a case-by-case basis in accordance with the
procedures set forth in existing Exchange Act
Rule 0-12.

Similarly, there are no exemptions for categories
of issuers that fall within the definition of
resource extraction issuer. For example, there
are no exemptions based on size, ownership,
foreign private-issuer status or extent of
business operations constituting commercial
development of oil, natural gas or minerals.

Other Key Terms

Payment. This term is defined for the purposes
of the resource extraction issuer payment
disclosure rules as a payment that is:

e Made to further the commercial development
of oil, natural gas or minerals;

e Not de minimis; and

e One or more of the following: taxes, royalties,
fees, production entitlements, bonuses,
dividends, payments for infrastructure
improvements and community and social
responsibility payments that are required by
law or contract.

De minimis. As set forth in Form SD, “not de
minimis” means any payment, whether made as
a single payment or a series of related payments,
which equals or exceeds $100,000 or its
equivalent in the resource extraction issuer’s
reporting currency during the fiscal year covered
by the Form SD. In the case of any arrangement
providing for periodic payments or installments,
a resource extraction issuer must use the
aggregate amount of the related periodic
payments or installments of the related
payments in determining whether the payment
threshold has been met for that series of
payments and, accordingly, whether disclosure
is required.

Project. Under the resource extraction issuer
payment disclosure rules, a “project” means
operational activities that are governed by a
single contract, license, lease, concession or
similar legal agreement, which form the basis for
payment liabilities with a government. The
definition expressly allows agreements that are
both operationally and geographically
interconnected to be treated by the resource
extraction issuer as a single project. An
instruction to Item 2.01 of Form SD provides the
following non-exclusive list of factors to consider
when determining whether agreements are
operationally and geographically interconnected
to constitute a project:

e Whether the agreements relate to the same
resource and the same or a contiguous part of
a field, mineral district or other geographic
area;
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o Whether they are performed by shared key
personnel or with shared equipment; and

e Whether they are part of the same operating
budget.

Commerecial development of oil, natural
gas or minerals. As noted above, the rules
define this term as the exploration, extraction,
processing and export of oil, natural gas or
minerals or the acquisition of a license for any
such activity.3 This term plays a significant role
in the rules, both in identifying a resource
extraction issuer and for determining the
payments that must be disclosed. In turn, the
terms exploration, export, extraction and
processing are critical to an understanding of
what constitutes commercial development of oil,
natural gas or minerals. However, of these
terms, the SEC has only defined export and
extraction in the final rules.

Export. This term is defined for the purposes of
the rules as the movement of a resource across
an international border from the host country to
another country by a company with an
ownership interest in the resource. The
definition of export expressly excludes the
movement of a resource across an international
border by a company that:

¢ Isnot engaged in the exploration, extraction
or processing of oil, natural gas or minerals;
and

e Acquired its ownership interest in the
resource directly or indirectly from a foreign
government or the US federal government.

The rules also specify that export does not
include cross-border transportation activities by
an entity that is functioning solely as a service
provider with no ownership interest in the
resource being transported.

Extraction. This term is defined as the
production of oil and natural gas, as well as the
extraction of minerals.

Processing. While processing is not defined in
the rules, an instruction to Item 2.01 of Form SD

provides the following non-exclusive list of
midstream activities that are included in the
term:

e Midstream activities such as the processing of
gas to remove liquid hydrocarbons;

e Removal of impurities from natural gas prior
to its transport through a pipeline; and

¢ Upgrading bitumen and heavy oil through the
earlier of the point at which oil, gas, or gas
liquids (natural or synthetic) are either sold to
an unrelated third party or delivered to a main
pipeline, a common carrier or a marine
terminal.

According to this instruction, processing also
includes the crushing and processing of raw ore
prior to the smelting phase but does not include
the downstream activities of refining or
smelting.

Foreign government. The rules define this
term as a foreign government; a department,
agency or instrumentality of a foreign
government; or a company at least majority
owned by a foreign government. This term
includes a foreign national government as well
as a foreign subnational government, such as the
government of a state, province, county, district,
municipality or territory under a foreign
national government. However, “Federal
Government” means only the US federal
government and does not include subnational
governments within the United States.

Additional Instructions

The instructions to Item 2.01 of Form SD permit
the issuer to report the payments either in US
dollars or in the issuer’s reporting currency. If
payments are made in currencies other than US
dollars or the issuer’s reporting currency, the
issuer can choose one of three available methods
to calculate currency conversion. When
calculating whether the de minimis threshold
has been exceeded, a resource extraction issuer
may be required to convert the payment to US
dollars even though it is not required to disclose
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those payments in US dollars (for example,
when a resource extraction issuer is using a non-
US dollar reporting currency). In these
instances, the resource extraction issuer may use
any of the three permitted methods for
calculating the currency conversion as long as it
uses a consistent conversion method for all
currency conversions within a particular Form
SD filing and discloses the conversion method
that it uses.

The instructions provide examples of types of
“bonuses” (signing, discovery and production
bonuses) and “fees” (license fees, rental fees,
entry fees and other considerations for licenses
or concessions) covered by the rules and specify
that royalties include unit-based, value-based
and profit-based royalties. Another instruction
clarifies that payments for taxes levied on
corporate profits, corporate income and
production are intended to be disclosed but not
payments for taxes levied on consumption, such
as value-added taxes, personal income taxes or
sales taxes.

According to the instructions, if dividends are
paid to a host government in lieu of production
entitlements or royalties (such as where a
national oil company owns shares of a holding
company formed to develop the resources), the
dividends must be disclosed. However,
dividends paid to governments holding common
or ordinary shares of the issuer need not be
disclosed so long as the government is treated
the same as all other shareholders.

Additionally, an instruction clarifies that
resource extraction issuers must disclose in-kind
payments—such as a payment to the host
government expressed in quantities of crude oil.
The issuer must determine the monetary value
of the in-kind payment and tag the information
required for currency disclosure as “in-kind.”
The instruction permits the issuer to value the
in-kind payment at cost or, if cost is not
determinable, at its fair market value and
requires a brief description of how the issuer
calculated the monetary value.

If a resource extraction issuer makes an in-kind
production payment but then repurchases the
associated resources within the same fiscal year,
the issuer must report the payment using the
purchase price (rather than at cost or, if cost is
not determinable, fair market value). However,
if such in-kind payment and subsequent
repurchase are made in different fiscal years and
the purchase price is greater than the previously
reported value of the in-kind payment, the
resource extraction issuer must report the
difference in values in the later fiscal year (if the
difference exceeds the de minimis threshold). In
other situations, such as when the purchase
price in a subsequent fiscal year is less than the
in-kind value already reported, no disclosure
relating to the purchase price is required.

Public Compilation

In accordance with the mandate of the Dodd-
Frank Act, Rule 13g-1 provides that, to the extent
practicable, the staff of the SEC will periodically
make a compilation of the information required
to be filed pursuant to the resource extraction
rules publicly available online. The adopting
release made it clear that the SEC rejected the
suggestion that issuers submit their annual
reports to the SEC confidentially, with the SEC
using those confidential submissions to produce
an aggregated, anonymized compilation that
would be made available to the public. While
Rule 13q-1 permits the staff to determine the
form, manner and timing of the compilation, it
specifies that the staff may not make the
information contained in such compilation
anonymous, whether by redacting the names of
the resource extraction issuers or otherwise.

Practical Considerations

SEC reporting companies involved in the oil,
natural gas or mining industries, even if such
activities are not the primary focus of their
business, will need to carefully assess whether
they may be subject to the new reporting
obligations, particularly when they have foreign
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or offshore operations. While reporting
companies that are engaged in exploration or
extraction of oil, natural gas or minerals
pursuant to a lease, license or concession
granted by a foreign government or the US
federal government are the most likely to be
subject to the resource extraction payment
disclosure rules, companies engaged in related
activities, such as processing (including
midstream operations and the ownership of
processing facilities) and exporting oil, gas and
minerals, should carefully review the nature of
such activities and the nature of any payments
made to government entities.

Although there is a transition period before
reporting is required, companies affected by the
rules should realize that there may be
considerable start-up time and expense required
in order to be ready to comply by the required
deadline. These could include IT consulting,
establishing new reporting systems, training
local personnel on tracking and reporting and
developing guidance to ensure consistency
across reporting units. Some companies may
need their accounting groups to develop new
information systems, processes and controls.

Because the definition of “project” is determined
based upon agreements that form the basis for
payment liabilities with a government and are
operationally or geographically interconnected,
companies that fall within the definition of
resource extraction issuer should begin
considering which agreements will constitute a
project at the drafting and negotiation stage.
These determinations of which agreements will
constitute a project will in turn determine the
reporting units for which payments must be
tracked and disclosed.

Resource extraction issuers should review
existing agreements governing their projects to
determine if any include confidentiality
provisions that would be breached by the new
rules. If there are any such provisions, it may be
prudent for the issuer to use the time permitted
by the extended compliance date to negotiate

amendments to permit the disclosure required
by the SEC’s new rules or to seek waivers of such
contractual provisions.

Companies that fall within the definition of
resource extraction issuer should also begin a
review of their systems and controls for financial
accounting and financial reporting to determine
what additional procedures and processes they
may need in order to report the payments
required to be disclosed. Additional disclosure
controls and procedures may need to be
implemented in order to track payments by
subsidiaries and controlled joint ventures to
governments and government-controlled
entities, as well as to comply with the new XBRL
reporting requirements.

For companies with existing procedures for
tracking and recording subsidiaries’ payments to
foreign governments for Foreign Corrupt
Practices Act purposes, it is possible that only
minor tweaks to existing controls and processes
may be necessary. On the other hand, if it
appears that significant modifications to a
company’s systems and controls are needed in
order to capture and report the requisite
payment data, then the lead time to be prepared
to comply with the new disclosure requirements
will be significantly longer.

To prepare for compliance, companies that will
need to report resource extraction payments
under the SEC’s rules may want to review the
experience of companies that are reporting
under similar payment regimes, such as the
alternative reporting regimes that the SEC has
determined to be substantially similar, as
discussed above under “Alternative Reporting
Regimes.”

Because Form SD is not part of an issuer’s
annual report on Form 10-K, quarterly report on
Form 10-Q or periodic report on Form 8-K,4 the
resource extraction issuer payment disclosures
will not be subject to certification by the chief
executive officer and chief financial officer of the
issuer.
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Since the time the SEC originally adopted the
resource extraction issuer payment disclosure
rules that were subsequently vacated, other
jurisdictions have adopted comparable payment
disclosures rules. Nevertheless, it remains to be
seen whether the recently adopted final rules
will competitively damage public companies that
are resource extraction issuers or result in
greatly increased expenditures for them as a
result of compliance costs and lost opportunities
with host governments having non-disclosure
laws.

Foreign issuers that are exempt from, or not
subject to, the requirements of reporting under
an alternative reporting regime will need to
determine whether they are also exempt from
reporting under the new resource extraction
issuer payment disclosure rules. If they are not
exempt from the final rules, they will need to
determine whether to comply with the final rules
or to seek an exemption from compliance with
such rules as described above under “No
Exemptions for Violations of Foreign Law or
Categories of Issuers.”

Resource extraction issuers should determine
sooner rather than later whether compliance
with the final rules will violate the laws of a
foreign jurisdiction as the final rules do not
provide an exemption in such a situation. If such
an issuer finds that it has conflicting disclosure
obligations, it should start seeking an exemption
from the final rules as soon as possible so that it
will still have plenty of time to plan for
compliance if the request for an exemption is
denied.

The resource extraction issuer payment
disclosure rules have been subject to litigation
from both ends of the political spectrum, with
litigation challenging the SEC’s initial rules
followed by litigation demanding that the SEC
adopt rules in accordance with the Dodd-Frank
mandate. It is possible that there could be
additional litigation. However, as discussed
above, there are steps companies should be
taking to prepare for disclosure. Therefore,

resource extraction issuers should not count on
litigation delaying or overturning this Dodd-
Frank mandate; they should use the time
available now to prepare for compliance.

For more information about the topics raised in
this Legal Update, please contact the author,
Laura D. Richman, at +1 312 701 7304, or any
of the following lawyers listed here:

Laura D. Richman

+1 312 701 7304
Irichman@mayerbrown.com
Harry R. Beaudry

+1713 238 2635
hbeaudry@mayerbrown.com

Robert F. Gray
+1713 238 2600
rgray@mayerbrown.com

Michael L. Hermsen
+1 312 701 7960
mhermsen@mayerbrown.com

Andrew J. Stanger
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Endnotes

1 Available at https://www.sec.gov/rules/final/2016/34-
8167.pdf.
2 Available at https://www.sec.gov/rules/other/2016/34-
78169.pdf.
3 Section 13(q) of the Exchange Act defines “commercial

development of oil, natural gas or minerals” as including
exploration, extraction, processing, export and other
significant actions relating to oil, natural gas or minerals
or the acquisition of a license for any such activity.

4 Form 20-F, Form 40-F and Form 6-K, as applicable, in the
case of foreign private issuers.
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EU agreement on regulation against conflict minerals

On 16 June 2016, the European Union (EU) agreed on
a framework for an EU regulation to stop the
financing of armed conflict and human rights abuses
through trade in minerals and metals from conflict
zones. Following years of negotiations between the
Council of the European Union, the European
Parliament and the European Commission (and input
from industry stakeholders and human rights
campaigners) as to the scope and stringency of the
proposed legislation and, in particular, whether it
should impose mandatory or voluntary trade rules, a
compromise position has been reached. Companies
operating in the EU which are mining, refining or
importing tungsten, tantalum, tin and/or gold (3TG)
will be under a mandatory obligation to perform due
diligence checks on their suppliers and certify that
their supply chains are free from minerals which have
caused or financed violence within conflict-affected
and high-risk areas anywhere in the world. However,
after much debate, it has been agreed that the
mandatory scheme will not extend to imports of
finished products containing 3TG.

The text of the legislation is yet to be finalised but is
expected to incorporate OECD diligence and self-
certification guidelines, requiring EU smelters,
refiners and importers of 3TG to (1) establish strong
company management systems; (2) identify and assess
risk in the supply chain; (3) design and implement a
strategy to respond to identified risks; (4) carry out
independent third party audits of the supply chain due
diligence at identified points in the supply chain; and
(5) report on supply chain due diligence. EU member
states’ competent authorities will be responsible for
ensuring compliance and for determining penalties for
non-compliance, to be monitored by the European
Commission. Furthermore, the European Commission
proposes to publish a list of ‘responsible importers’ to
be available to the public - a first of its kind.

Small volume importers of 3TG (e.g. for dentistry)
will, at least initially, be exempt from the mandatory
scheme so as to avoid encumbering their businesses
with unreasonable administrative obligations, and
there will be no requirements for end-users or
investors in impacted sectors. Recycled metals,
existing EU stocks of 3TG and by-products will also be
excluded from the legislation. Perhaps fortunately for
many EU-incorporated companies, who will have been
keen to avoid the administrative burden and cost of
the mandatory diligence and reporting requirements,
the legislation will not extend to imports of finished
products containing 3TG, notwithstanding that the
majority of 3TG is imported into the EU within
finished products, such as inside mobile phones,
lightbulbs and laptop computers. Human rights
organisation Amnesty International has expressed a
concern that this legislative gap allowing companies
that import 3TG in their products to escape the
requirements significantly diminishes the usefulness
of the regulation and defeats its intended purpose.
However, it is expected that larger EU manufacturers
and sellers of such products will be “encouraged” to
comply voluntarily with the due diligence
requirements of the regulation and to report on their
sourcing practices based on a new set of performance
indicators to be developed by the EU Commission, and
the EU Commission has asserted that it remains
committed to evaluating periodically whether this
voluntary system is adequate and if not, potentially
extending the scope of the legislation.

The new regulation will push the EU to the forefront
of the fight against conflict minerals. As compared
with the United States’ 2011 offering - Section 1502 of
the Dodd-Frank Act, which applies similar mandatory
rules to importers of 3TG sourced from the
Democratic Republic of the Congo (DRC) and nine
neighbouring countries - the proposed EU regulation
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Alternative Funding Sources For Mining Projects
Law360, New York (June 3, 2016, 12:03 PM ET) --

There has been recent, cautious suggestion from within the mining project finance
sector that sentiment is changing for the better. Certainly not boundless optimism,
and not even a belief that the market has seen off the worst of it and is rebounding.
But there are some signs that conditions are softening with an indication that the
equity and debt markets, effectively shut for so long now to the junior and midcap
miners, might just be opening again, albeit slowly and quietly.

When the last great commodity supercycle crashed to a spectacular halt, as
dramatically reduced demand for metals, raw materials and other resource
consumption meant metal prices fell as quickly as they had risen previously, many Tom Eldridge
mining projects became unviable as investment concerns.

Precious and base metals, bulks and other industrials, strategic and specialty projects all suffered. No
one across the mining and minerals sector avoided the downturn and the effect this had on investment
so vital for mine development.

Without doubt, mining projects owned by the major mining houses were adversely affected too;
however, it was those miners owning single or small assets, often at, or near to, development stages,
and with balance sheets really no stronger than their reserves in the ground, who suffered so drastically.
The consequential withdrawal, and almost complete disappearance, of the equity and debt markets
from the sector as the natural funding source for mine development and capital programs was almost
unprecedented.

To compound the misery caused by the stressed commodity markets, the banks and other financial
institutions were working through their own internal problems. The lasting effects of the liquidity crisis,
followed by a new world of regulation around capital requirements and banking operations, meant
lending any new money became more difficult.

This was made even harder in the context of commodity and resource markets where traditionally risk-
weighting considerations for project finance loan assets had been an internal challenge for banks.
(Arguably, had the mining and metals' sector continued to enjoy the same bull market for the last few
years that it did in previous ones, bank debt may not have been available still in the same volumes and
on the same terms as it had been prior to the liquidity crisis because of these issues).

The miners, therefore, were presented with a double-pronged onslaught: equity investors of yesterday
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redeploying cash into other asset classes and debt providers locked-up by both the absence of that
equity and unsympathetic credit and risk committees.The traditional gearing models for junior mining
greenfield projects relied heavily on substantial amounts of equity being committed and spent first, with
project finance debt often only accounting for 50-60 percent of the total capital cost (particularly in
respect of more exotic mineral production and challenging locations).

As always with commodity-based projects, timing is everything. And those junior miners with assets in
most need of capital, to either bring them into production or to expand existing production, were hit
hardest.

While the development or expansion of many mining assets was shelved, with capital programs
suspended and operations put on care and maintenance, some miners faced down the toughest of
conditions and brought their assets into production.

The Junior Miners Response and Alternative Funding Sources for Mining Project Finance

As predicted by many within the industry, private equity funds did not rush in to fill the gap left by
equity and conventional project finance debt. While a number of specific resource-focused funds did
feature as capital providers, mining and minerals was, and remains, an asset class generally too
challenging for PE liquidity and hurdle rate requirements. So how did certain miners secure the
necessary capital to finance projects into production when others failed?

There were some who sought more traditional options for funding where the prime equity and debt
markets would not oblige — this, of course, not being the first (or, dare we say it, last) time those
markets retracted from the sector.

Cash

There were, of course, those who had cash available going into the funding crisis. There were also those
few with assets capable of being sold in the market, with the sale proceeds made available for
development.

With supportive shareholders content to see cash committed to, and actually spent on, development,
those miners came through relatively intact. But they were the few. The funding crisis period did not
bear witness to the cash-rich majors taking advantage of the troubled times and acquiring exploration,
development or producing assets at a discount; they too were having their own funding issues.

Private Placements

Existing shareholders were tapped for new investment. This was in the form of rights issues, preferential
equity, high yield notes, convertible instruments and other structured forms of equity and quasi-equity
investment with an overriding requirement to avoid dilution. All of these were documented and issued
in very different ways, but with the one common aspect of eye-wateringly high returns or coupons
reflecting the troubled times.

Contractors

Miners also looked to their contractors and suppliers. As with any industry in stressed times, the
stakeholder community in a development project tends to expand (at the request of management and



insistence of equity) to a larger pool of participants who are expected to "have skin in the game" and to
"share the pain." Thus, more traditional forms of contractor finance were deployed.

Contractors and suppliers facing employers with no access to funding and, as result, on the verge of
bankruptcy, had no real option but to amend their contracts. Key construction and supply contracts
were varied to defer fees, rental payments and staged payments on terms that mitigated employer
liquidity problems and provided the contractors with financial upside on a delayed basis (either in the
form of interest payments in cash on deferred payments, other bonus structures and, in some cases,
equity allotments in the mining operator/employer in lieu of payments due and owing).

Government

There were even mining operators who were able to renegotiate royalty commitments and other fiscal
arrangements with host governments. While each of these arrangements were bespoke, the principle
underpinning them was that the money saved from royalty payments was being redeployed into capital
programs that would enhance the value of the asset and, in the longer term, increase the return to
those governments.

Royalties

There were miners who were able to sell royalties on their projects. In return for an initial capital
payment, buyers receive a share in the project’s future revenues for the mine life. The buyer’s
entitlement is commonly to a “net smelter return,” being a fixed percentage share in the gross revenues
of a project less certain, defined costs for transportation and processing. Traditionally, royalty
transactions funded relatively small costs for exploration and early stage development projects. But
more royalties were sold during this period to bring assets into actual production, and sometimes for
greater capital amounts than had been previously seen.

In certain jurisdictions, royalties can attach to the actual mining property title through a legal
registration process. This means they are capable of binding any purchaser of those mining properties,
and are not limited to just a contractual right to enforce payment against the mining operator who sold
the royalty in the first place.

During this period, and particularly in jurisdictions where royalties could not attach to the title, royalty
documentation, in some instances, allowed a purchaser to demand repayment of its capital payment in
certain default scenarios, and to have that repayment obligation secured on the assets of the mining
operator. Traditionally, upfront payments were generally not capable of being repaid early, or indeed
secured. Further, the economics of a royalty transaction tended to provide that the buyer received a
return on its capital spread proportionately over the entire life of mine. In recent times, there has been
suggestion that some of the royalty structures put in place gave buyers the same downside protections
as a secured lender would traditionally insist on, but, at the same time, the financial terms of the royalty
were such that the buyer received full value and more for its capital investment at a much earlier stage
in the mine life.

Offtakers

Perhaps the most notable funding source during this period, and the one most distinct to the mining and
metals sector, came from the actual buyers of the mine production.



In the first instance, it was industrial consumers of metals who sought to secure supply direct from the
mines. They had the balance sheets to provide upfront, advance payments. They did not require
financial hedging instruments to support these payments. These payments could be used for capital
programs, mine development and even working capital. In return, the buyers received fixed-term
discounted metal delivery commitments in volumes sufficient to both “repay” the advance payments
and to supply their industrial and manufacturing divisions.

Traditionally, metal traders have played roles in providing forms of offtaker finance at the mine site
level. However, a trader’s interest in the metal being committed under an offtake contract is very
different to that of an industrial buyer. The former being solely financial, the latter being solely about
supply security. Without a market into which the trader could sell the necessary volumes committed
under its mine offtake contract, there was little incentive for that trader to put any of its capital at risk.

So enter the metal streaming companies.

These were large, highly specialized buyers of precious metal mine production. They had big balance
sheets and a risk appetite to match. Streaming contracts combine elements of industrial offtaker
transactions and royalty structures; like industrial offtake agreements, the metal streamer makes an
upfront capital payment in return for a priority allocation of metal at a discounted price; and, like royalty
transactions, the metal streamer enjoys preferential benefits in the mine operations for the life of the
asset (in the form of discounted production, rather than the net revenues available to the royalty
purchaser).

Advance payments under streaming contracts could be considerable capital investments. As such, the
contracts provided for similar default and repayment protections for the buyers and a condition that the
mine assets were secured in favor of the buyers. Like the secured royalties, streaming exposures, up to
the point sufficient metal had been delivered to the buyer to “repay” the advance capital payment, gave
the buyers the same protection as project finance lenders in the mining sector would commonly enjoy.
After that point, the buyers secured life of mine priority to a percentage of production at an agreed
discount. And if the contract was terminated early due to seller/operator default, a payment became
due to the buyer. This payment would be based on a net present value calculation of the return the
buyer should have obtained from receiving discounted metal had the contract survived for the mine life.

The Future — Some Questions and Considerations

Returning to our opening statement, that there are signs that traditional equity and debt markets might
be opening again, what does the future hold for junior miners with development assets in search of
capital investments?

Given the range of alternative funding sources discussed above, there are a number of miners with
complicated capital structures. Capital structures that have been put in place during highly stressed
times in order to get to production levels required to support returns to shareholders.

There can be no doubt that the alternative funding sources have allowed production to come on stream
with a view to maximizing shareholder value as best as possible during the period. As such, mining
companies and mining projects have survived the toughest of times. In doing so, investment and
continued production has been secured, and with it, jobs and livelihoods of those closest to, and
dependent upon, mining operations. In a sector defined by resourcefulness and resilience, this cannot
but be applauded.



But the question has been: at what cost in the long run? Can miners raise new equity quickly when
existing shareholders have been afforded preferential rights in return for their rescue financing? With
the life of mine deals structured as royalties and metal streams, will new equity come into a project if it
is perceived that value could be diverted from shareholder returns for the mine life to the buyers’ in the
form of priority allocation of net revenues (in the case of royalties) and discounted metal (in the case of
the streamers)?

Important questions arise as to whether streaming and other offtake structures can coexist with
traditional project finance lending. There have been examples of this, and indeed streaming contracts
generally provide for a set of intercreditor principles that would support a debt financing of the same
asset at a later date.

The considerations in such capital structures include the ability to share security over mine assets, and
whether all assets are shared equally or are distinct and ring-fenced in respect of specific exposures: for
example, the stream having priority security interest over production and the debt having priority over
all other mine assets. Other considerations revolve around enforcement of security: how and when can
security be enforced, and by whom? Traditionally, voting constructs in intercreditor agreements are
based around the size of the respective exposures and the expected returns to each of the creditors
(reflecting their position in any capital structure and their risk placing and giving them priority over other
creditors). These are made difficult when the returns on a loan investment and a return on a prepaid
stream investment are so different.

Fundamentally, a stream sees its full value returned over the life of the mine, whereas, the return profile
on a project finance loan will never extend so far, and rarely extends beyond a sensible 30 percent
reserve tail. In an enforcement scenario, a lender may be able to obtain sufficient value through either a
court or bank/receiver-led asset sale where, for example, the trucks, equipment and other capital assets
are sold separately and relatively quickly. This may well be at odds with a stream provider who, based
on the above, would have a preference for the project to be sold as a going concern with any buyer
assuming all of the obligations under the streaming agreement. The enforcement scenarios are very
different and are unlikely to realize value for both sets of creditors.

Further questions arise as to the extent to which commodity hedging (nearly always a condition to
project finance lending and providing for downside price protection to the producer and upside value to
the commodity provider) can ever coexist with a life of mine stream. There have been suggestions that
the two are, in fact, mutually exclusive.

The above is not intended to be an assessment of the merits of the alternative sources of funding;
rather, it is a consolidation of some of the questions and considerations currently surrounding the
sector. In previous times of financial stress, miners have been able to access the equity capital and debt
markets, albeit on a limited basis and at a price. They have taken the pain of high coupons and margins
and restrictive terms and covenants. But as the markets have turned in their favor they have been able
to refinance and unwind some of these positions with cheaper debt and less restrictive covenant
packages. If the equity and debt markets are indeed showing signs of improvement, the considerations
above will be some of the central issues in determining how certain junior miners can access these
markets, and at what price given existing capital structures based on alternative sources of finance.

—By Tom Eldridge, Mayer Brown LLP
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Challenges to preserving value in a debt restructuring

By Rachel Speight, partner in the Global Mining Group and Alex Wood,

counselin the Restructuring, Bankruptcy and Insolvency Group.

When any industry faces challenging times,
thoughts turn to what might happen to those
companies which are unable to maintain their
solvency and service their existing debt.

The miningindustry is no different. If steps
suchas cutting costs, improving productivity,
sellingor mothballing unprofitable
operations, raising new equity and refinancing
existingdebt do not yield the hoped-for
results,companies may have little choice
otherthantorestructuretheir existing debt
or,in extremis, enter into one or more formal
insolvency proceduresasaprotective step if
theyare toavoid creditoraction.

Debt restructuringand formalinsolvencyare
complicated processes in the best of
circumstances, placing significant demands
oneventhe most experienced management
teams. However, factors specific to the mining
industry may make achievingadebt
restructuring particularly challenging.

Formalinsolvency proceduresin certain
jurisdictions, unless part of a carefully planned
strategy, may ultimately destroy the value of
the underlying business (which may explain
why the industry has seen relatively few
formalinsolvencies to date). This puts
pressure on stakeholders (management,
banksand otherlenders,suppliersand other
counterparties,employee unionsand, where
relevant, governments), where possible, to
achieve quickly a consensual debt

restructuring which provides the company
witharealistic platformfor future long-term
tradinginaworld of lower commodity prices.

Whilst traditionally bank debt was prevalent,

alternative capital providersare now entering
into the market. Many companies have Rachel Speight

complicated capital structures, including Partner, London

senior bank debt,bond debt and streaming, E: rspeight@mayerbrown.com
vendorand royalty finance, as well as hedging T:+442031303859
arrangements. As betweenthem,therights of
thevarious lenders will be the subject of
inter-creditor arrangements. Asany decision
onadebtrestructuringis likely to require the
consent of a high proportion of lenders, with

their differing rightsand commercial

interests,achievinga consensual solutionis

Alex Wood
Of Counsel, London

inevitably challenging.
This problemis not unique to the mining
E:awood@mayerbrown.com

industryand, in other sectors, companies
T: 4442031303717

have sought approval fromthe UK courts for
“schemes of arrangement”in orderto
completeadebt restructuringwhich had the
benefit of significant lender support but
which supportfellshort of the consent
thresholdsimposed. UK schemesareavailable
tonon-UK companies which can establisha
“sufficient connection” to thejurisdictionand
may therefore be of assistance to mining
companies outside the UK, including those
with noapparent currentlinktothe UK. Ina
recent case,a Dutch company successfully
established asufficient connection to the UK
by changingthe law governingits bond debt
from New York law to English law.
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Challenges to preserving value in a debt restructuring

Whilst restructuring negotiations continue,
management will need to monitor cash flow
and maintain a dialogue with other
stakeholders, particularly suppliers,inorder
toensurethat they do not take action against
the company (includingarbitration to recover
unpaid debts and/orinsolvency proceedings)
which might jeopardise continued trading
pending the completion of negotiations with
lenders.

If pressure from unpaid stakeholders s
building, management will need to consider
whetheraprotective insolvency filingis
appropriate -in many jurisdictions,oncea
company entersintoaninsolvency process, it
will have the benefit of amoratoriumon
creditoraction. Typically the group structure
comprisesaseries of separate operating
companiesincorporatedinthevarious
countries where the mines are located,
together with intermediate holding
companiesand aparent company
incorporated elsewhere, hence multiple filings
may be required. If one company hasassetsin
anumber of different jurisdictions then
ensuringthat the moratorium s recognised
and enforced by the courtsineach such
jurisdiction will be key.

The decision to makea protective insolvency
filing will be adifficult one for management,
giventhat this may trigger rights to terminate
licencesand key contracts. Throughout the
restructuring process, the directors will need
to haveregardto their legal duties when
making key decisions. These will vary between
jurisdictions but they may owe their duties
predominantly to the company’s creditors,
and notits shareholders, if the company is
insolvent. They willalso need to be aware of
any strict obligations upon them, forinstance,

arequirement to make aninsolvency filing if

the companyis cash flow or balance sheet
insolvent. Regular reviews of trading, cash
flow, performance against targets, progress
ofany ongoingasset disposal programmes
(together with the progress of the
restructuring negotiations themselves) and
advice onthe options for (and implications of)
insolvency filings in relevant jurisdictions will

be critical information for management.

Acrosstheindustrythereisalreadyabroad
awareness of otherissues which mining
companies will face in the context of any
restructuring, including untestedinsolvency
proceduresin less sophisticated legal
jurisdictions, theimpact of development
finance, the differing outlooks of lenders (for
instance parvs. distressedinvestors), therole
of governmentsand the potential power of
employee unions.

One particularissue, the implications of which
areworth noting, is thatin somejurisdictions,
once the company entersintoaninsolvency
process, the businessis managed by an
insolvency officeholder. It may be very
difficult for the officeholderto gaina
sufficient understanding of a complex
business (including obligations under
environmental legislation which, if breached,
may lead to personal liability) in orderto be
able totrade the business forany length of
time. Whilst comfort from the courtsand
discussions with regulators may help, the
consequent destruction of value if production
ceases will be detrimental to all stakeholders.

Ultimately, if valueis to be preserved,a
consensual debt restructuring which avoids
the needforaformalinsolvency filing may be
the only option for many mining companies
whoare unable to maintain solvency and
service their existing debt.
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What companies need to know in relation to DPAs

By Alistair Graham, Partner and Chris Roberts, Senior Associate

Atthe end of November 2015 the Court
approved thefirst ever Deferred Prosecution
Agreement (“DPA”) inthe UK, between the
Serious Fraud Office (“SFO”) and Standard
Bank plc (now ICBC Standard Bank plc) (“the
Bank”) for the corporate offence of failing to
prevent bribery (in breach of section 7 of the
Bribery Act 2010 (“section 77)).

What is a DPA?

DPAs have only been part of UK law since 2014.
ADPAisanagreement betweentheSFOanda
company (@nd onlyacompany - individuals
cannotenterinto a DPA) by which the SFO
agrees not to prosecute in exchange for which
the company admitsanalleged offence,
cooperates with the SFO and pays any fines or
other penalties,as wellas, in someinstances,
being subject to the appointment of amonitor.
Only the SFO can offer a DPA (the company
cannotask for one),and the DPA must be
approved by the Courtas being “fair,
reasonableand proportionate”. Thefirst DPA
wassuchanimportant developmentthat it
was approved by the President of the Queen’s
Bench Division of the High Court, Sir Brian
Leveson.He handed down his judgment
approvingthe DPA on 30 November 2015.

The facts behind the first DPA

The Bank entered into ajoint mandate with
what was at the time asister company in
Tanzania, Stanbic Bank Tanzania Limited
(“Stanbic”), to raise funds of US$600 million
for the Government of Tanzania by way of a

sovereign loan note. The fee was to be 2.4% of
thefunds raised, i.e. approximately US$14.4
million. Of this 1%, or c. US$6 million, was to be
paid toathird party Tanzanian “facilitation
agent”. It subsequently emerged the
facilitation agent was a‘shell’ company to
enable the US$6 million to be paid to
Tanzanian government officials, allegedly to
ensure that the mandate for the loan note was
given to Stanbic and the Bank.

The Bankleftitto Stanbic to performall the
“knowyour client” checks for the facilitation
agent. However Stanbic only performedthe
checksrequiredforitto openabankaccount.
The SFO contended, and the Bank did not
dispute, that because of this delegation of
responsibility the Bank’s procedures had not
beenadequate, such thatit had no defenceto
the charge of failing to prevent bribery. When
the US$6 million fee was removed inthree
large tranches by the officers of the
facilitation agent, Stanbic employees
escalated their concerns that the payment
may have beenabribe, whichwere also
communicated to the Bank.

The Bank then notified the SFO of the
allegations before it begananyinternal
investigation. In his judgment approving the
DPA, Leveson highlighted this early self-
reportingasanimportant mitigating factor,as
wellas the Bank cooperating with the SFO by:

e agreeingwiththe SFO howtheinternal
investigation (performed byanindepen-
dent law firm) would be conducted;
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e providingallthe documentation captured
by that investigation to the SFO;

e facilitatingthe SFO’s interviewing of
witnesses;and

e strengtheningitsanti-bribery policiesand
procedures.

Followingthis investigation, the Bank faced an
offence of failure to prevent bribery by
personsassociated with the Bank (being
Stanbicandthe relevant corporate officersat
Stanbic) in breach of section 7.

Under the terms of the DPA Standard Bank
hadtoagree to: disgorgement of the Bank’s
profitarisingas aresult of the mandate which
had beenwon by the bribe; compensation;
payment of afinancial penalty; paying the
SFO’s costs; commissioning and submitting to
anindependent review of its anti-bribery and
corruption policiesand procedures;and
cooperating withall relevant authoritiesin
relationto the offence. Even excluding the last
two requirements —where the cost s
unknown - Standard Bank had to pay more
than US$30 million. However,asaDPAis nota
criminal conviction forthe purposes of the EU
Public Procurement Directive, the Bank is not
automatically debarred from bidding for
public contracts. Just asimportantly, the Bank
had certainty that there would notbea
contested trialand that the SFO was satisfied
nofurtheraction was neededinrelationto the
factsinquestion. This meant the Bank could
drawaline under the offence and get back to
its business.

Section 7 - failing to prevent
bribery

Section 7introduced anew corporate offence
whereacompany fails to prevent bribery by an
“associated person”, definedasaperson who
performsservices for or on behalf of the
company. Thisis avery wide category of

personand cruciallyis not limited to
employees of acompany butincludes (for
example) agents or employees of subsidiary
companies. The company hasadefence tothe
chargeifit can provethatithadin place
“adequate procedures” designed to prevent
associated persons from payingabribe.
However thereis not yetany case law on what
proceduresare “adequate”.

What lessons can a board take
from these developments?

Most companies are unlikely to face such clear
examples of potential corruption as the Bank
did. Given the emphasis in Leveson’s judgment
on how early the Bank had raised the issue
withthe SFO, no doubt companies willwant to
reportallegationsas early as possible.
However if the company s listed this would
requireapublicannouncement, with
implications for the share price.

Any board considering whether or not it
should cooperate with the SFO withaview to
the SFO offeringa DPA should bear in mind
that not only did the SFO seethe report
produced forthe Bank following the
independent investigation, but the SFO
sanctioned that investigation. Leveson’s
judgment made clear that this meant that the
SFOwas provided not only with the
documentsitrequested,andaccesstothe
investigating law firm’s document review
platform, butalso witha“summary of first
accounts of interviewees” before the Bank
“facilitated the interviews of current
employees”. This clearly gives the SFO access
toallinformation under investigation by alaw
firm nominally instructed by the board.

Howeveraboard must make the best decision
forthe companyinall the circumstancesand
willhave to judge whenitis the right time to
reportitssuspicionsto the SFO,withallthe
consequences that follow.
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Conclusion

Thefacts givingrise to the Bank’s DPA fell
neatly into the type of case for whicha DPA
wasintended. These have shown the high
hurdles - especially the high level of
cooperation with the SFO -thatacompany
must clear before a DPA will be offered by the
SFO, letalone one being successfully
negotiated before beingapproved by the
Court.
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Why asteroid mining is the future - and a legal minefield

By lan Coles, Partner and Rachael O’Grady, Associate

Luxembourgrecentlyannounced its
ambitiousintention to enter the field of
asteroid mining. Accordingto many, thisis
wherethe futurelies - the harbouring of
extra-terrestrial minerals will mean Earth’s
dwindling natural resourcesare nolongera
concernandthe procurement of waterin
outer space,andits ability to be converted to
rocket fuel, will revolutionise space travel.
Thereare currentlyanumber of companies
already dedicating significant resources to
space miningand itis thoughtasingle asteroid
couldbeworthuptoatrillion USdollars.

Luxembourg plans to offer fundingand
investment to private enterprises for research
and developmentinthisarea. Italso envisages
creatingalegal framework by the end of this
year toallegedly ensure the spoils of these
galactic miningendeavours would remain the
property of whichever companies had
managed to recover them.

However, herein lies the black hole with
Luxembourg’s grand plan:thereis currently
nointernational legal framework that governs
the mining of asteroids. While Luxembourg
may very well proceed to pass whatever
domestic legislation it may wish,as indeed the
United States did with its Space Act of
November 2015, it should do so only with due
and proper regard to international law, which
supersedes nationallaw, if itsactsare to have
any meaningful effect.

The currentinternational framework
governingactivities of nations in outer space s
the extremely successful but now somewhat
outdated 1967 Outer Space Treaty (‘Treaty’),

whichwas promulgated inthe midst of the
Cold War. The purpose of the Treaty was to
ensure that the exploration of space by all
nations would only be undertaken peacefully

andinaspirit of international cooperation.

Significantly, it specified that outer space was
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appropriation by any State of the moon orany
other celestial body. Arguably therefore,
under international law, asteroids,and
whatever minerals they may contain, cannot
be claimed by States or their nationals.

However, those determined to pursue
asteroid mining exploits have, naturally,

chosentointerpret the Treaty in ways to
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better suitand justify their cause. Arguments
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prohibition by the Treaty against the
appropriation of celestial bodies does not
extend tothe minerals contained withinthose
bodies. Othershavearguedthat the
prohibition relates not to private enterprises
but only to States. Whichever side of the
argumentis correct, three things are certain.
First,international law onthis subjectis,at the
very best, unclear. Second, no international
legal framework exists which actively grants
States, or their nationals, substantive rights to
mine asteroids. Third, the international law
governing outer space desperately needs
updatingifitisto keep pace with modern
advancesandrectify the lacunae that new
technologies have revealed withinit. Inthe
meantime, investorsand companies in this
sector willbe exposingthemselvestoa
significant legal risk.
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Time for change in Nigeria

By Doye Balogun

Which s Africa’s largest oil-based economy?
Few would miss out on the pointsif that came
upasapub quizquestion,butalesser known
factisthat Nigeriais blessed with commerecial
deposits of about 37 different minerals
scattered across the countryand wasamajor
exporter of coal, tin, columbite and other
minerals until the early 1970s.

That was until the end of the civil war, (which
hadled to several mines beingabandoned),
with further growth also hampered by the oil
boom of that decade.

Fastforwardto 2016, with crude oil prices
havingdropped toaslowas US$27abarrel
from near US$120/bblin June 2014 and the
domestic currency, the Naira, hittingan
all-time low of N400:US$1 0n the parallel
market last month. The resultisastage on
which to reignite the age-old debate on the
needto diversify Nigeria’s economy.

On examination of the legal framework
surrounding Nigeria’s miningindustry, there
appearsatleast oneindustry capable of
providing this much needed economic
diversification. Converting this potential,
however, faces serious challenges.

Thelegal framework of Nigeria’s mining
industry is relatively well-established. Atits
heartis the Nigerian Minerals and Mining Act
2007.Aswith many miningjurisdictions,
propertyrightsinlandare vestedinthe
Nigerian government, which grants conces-
sionstoinvestorsto carry out miningactivity.
Thelicensingregime undertheactis varied
andincludes:

e Areconnaissance permit carryingnon-
transferable rights of access to mining
land for the purpose of searching for
mineral resources and removing surface
samplesinsmall quantities (oneyear;
renewable annually)

e Anexplorationlicence carrying exclusive
rights of exploration (threeyears; renew-
ableforuptotwo terms of two years each)

e Asmallscale mininglease carryingexclusive
rightsto carry out miningoperationsonan
areanot exceeding 3km? (five years; renew-
ablefor furtherterms of five years each)

e Amininglease carrying exclusive rights
to carry out mining operations withina
mining lease area not exceeding s5okm? (up
to 25years; renewable for further terms of
upto24years)

e Aquarryinglease (five years;renewable
for further periods of five years)

e Awateruse permit, which remains valid
tothe extent the underlyingmininglease,
small scale mining lease or quarrying lease
towhichitrelates, remains valid.

The application fees for the above conces-
sionsarevery modestand licence holders
enjoy generoustaxincentives. The govern-
ment has no free-carry rights and royalties
range from3-5% depending onthe type of
mineral @nd may be reduced or waived where
minerals are exported solely for experiment
oranalysisin reasonable quantity).

One might expect these features to providean
attractive landscape for mininginvestors.
However, the reality is somewhat different.
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Time for change in Nigeria

Accordingto Central Bank of Nigeriareports,
the mining sectoraccounts for only 0.14% of
GDP,and 3.8% of non-oil export revenue -a
surprising statistic given the volume of known
mineral depositsinthe country.

By contrast, crude petroleum and natural gas
account for up to15% of the country’s GDP,
though they generate over 9o% of Nigeria’s
foreign exchange revenues andtypically
75-85% of its government revenues. While the
slump in oil price has forced attention to shift
to otherindustries,thereareanumber of
practical challenges to overcomein orderto
achieve any meaningful development of the
mining industry.

First,significantinvestmentintransport
infrastructure will be requiredin order to
move products from mines to market. Thereis
already some limited rail infrastructure (for
exampleintothe port of Warri) and the
location of some projects may mean that
waterways can be used (as with the Agbaja
iron ore project), butalot moreinvestment,
particularlyinto railand road facilities, is
required. As has been widely reported,
Nigeria’s power deficit would also need to be
addressed to provide continuity to projects.

Accredited laboratory testingwould also
require investment so mining companies can
make decisions about exploration using
reliable data. Nigeriareportedly has 84
accredited laboratories to testlocally

manufactured products forinternational
standards, compared with 340 in South Africa,
over300,000in China,and about 13,000in
the USA, makingit necessaryto carry out
accreditation outside of Nigeriaat botha
financialand time cost.

Finally,itis nosecretthat the volatile security
situationinthe north of the country (hometo
many of Nigeria’s minerals) isanother reason
for the cautious approach to foreign invest-
ment. President Buharihas made crushing
Boko Haram one of the central tenets of his
new termandannounced towards the end of
last year that the group had been “technically
defeated” (bonus pointsinthat pub quizfor
thoseable to elucidate that phrase).

SpeakingtoaFrench trade missionin 2015,
President Buharisaid: “Our government came
into office at atime when many people had
abandonedthe country’s manufacturing,
agriculturaland mining sectors.

“Weare doing our utmost best to encourage
diversification into these sectors, which can
employalot of people and we will welcome
yoursupportinthisregard.”

But while Nigeria’s miningindustry has the
potential to become the mainstay of the
economy,in order forit toachieve that status
the government will need to pay more thanlip
service tothe development of the industry
thistimearound.
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Changes to Mining Codes in Africa

Article

By lan R. Coles, Partner and Head of Global Mining Group; Mayer Brown LLP

Mining codes change frequently. Arecent
World Bank publication estimated that overa
period of 20 years governmentsin 110
different countries had amended the local
mining code - approximately 25 of these were
in Africa. Historically this has beeninthe
context of encouraging foreign direct
investment, frequently through pressure for
change from donoragencies. More recently
though, economic interests have come tothe
fore, particularly in connection with the level
of royalties and taxes demanded by
governments. Requiringlocal content during
the development of amining projectisalsoa
frequent theme. Inaddition requirements for
transparency, highlighted by legislation such
asthe Dodd-Frank Actinthe USandthe
Bribery Act 2010 in the UK have motivated
changes in mining legislation.

One of the most recent examples of change
-and one where competinginterests played
outinthe publicdomain-isinZambia. The
budget statement for 2015 (an election year
-whichwas probably relevant) announced an
increase in mineral royalties from 6% to 8% (in
the case of underground mining) and to 20%
(inthe case of open cast projects). Other tax
increases werealso proposed. Inaggregate
the new proposals were estimated to produce
a30-40%increase inthe amount of revenue
generated for the state by the miningindustry.

Immediately sponsors took to the airwaves to
pressthat the proposals would render many

projectsunviable. Followingthe elections the
governmentannounced in April 2015that the

royalty rate forallmines would be setat 9%.
This remainedasignificant (50%) increase on
the rate which had previously existed but
nothinglikeas largeanincreaseas had
previously been proposed for open cast
projects. The new taxregime was scheduled to
comeinto effect on1July. However duringthe
course of Junethe governmentrolled backthe
proposed changes even further - with royalties
onopen castand underground mines setat 9%
and 6%, respectively. Inaddition other sponsor
friendly changes to the way income taxwas
calculated were announced.

Inthe realm of free carried interests,and in
March 2015, the Minister of Mines of DRC
submitted a draft of anew mining code to
Parliament. The draftis awaitingapproval but
contemplatesanincrease inthe state’s free
carried ownership interestin mining projects
from5%t010%. Thisis one of asteady stream
of amendments to the mining code which have
been madein DRC over the past several years.

Kenyaisanother country which has made
various effortstoincrease the host state’s
revenue from mining projects. The difference
hereisthatamature miningindustry hasyet
to develop -there are relatively few producing
mining projects of any size and the mining
industry has historically produced less than 1%
of GDP. The latest attempt inthis directionis
incorporated inthe new Mining Bill whichis
expectedto be passedinto law. The legislation
contemplatesa10%free carried interestin
new projects (mining companies would also
be obliged to float 20% of their shares on the

lanR. Coles

Partner
E:icoles@mayerbrown.com


http://www.mining-journal.com/services/legal-services/changes-to-mining-codes-in-africa/

Changes to Mining Codes in Africa

Nairobi Stock Exchange). Some non-material
changestotheincometaxregimeare
contemplated but of greater concernto the
mining fraternityis the proposed increasein
royalty rates (for example from 3%to 10% for
titanium oresand increasingto 12%for
diamonds). Mines processing minerals locally
would be entitled toalower royalty rate.

Other examples in Africainclude a new mining
codeinSenegal whichwas proposedto be
implemented by the end of 2015. Unlike many
revisions to mining codes this does not
contemplateatotal revamp of the law (as, for
example,occurredinan earlier change tothe
mining code in Guinea Conakry in 2011). While
it does contemplate higher royalties and taxes,
concessionsare granted toinvestorsinthe
form of higher permitted ownership interests.
Ontheother handarequirementto
contribute to local development funds s
provided foralong with provisions for stricter
compliance with the terms of mininglicences.
However, astability regime is provided for
suchthatan existing licence will continue to be
governed by the codeasin effect when that
licence was originally granted.

One of the most recent changes to amining
codein Africaoccurredin June 2015in Burkina
Faso. With the new code, Burkina Faso joins
the wave of mining law reforms throughout
Africathat emphasise transparency and
accountability by both mining companies and
hostgovernments. Alongwiththe newly
enacted anti-corruption laws, the new code
aims to bring greater clarity and transparency

totheminingindustry while increasing state
revenues from mining. Italso specifically
enumerates the fundamental obligationand
responsibility of mining companies to respect
and protect humanrights. Indoingso, it
introduces several reforms that willimpact
currentand future mining operations in
Burkina Faso.

The code provides for the creation of four new
funds,includingalocal development fund and
arehabilitationand mine closure fund.
Exploitation license holders will pay 1% of their
monthly gross turnover (or the value of the
extracted products) to the local development
fund. Therehabilitation and closure fund will
be financed through a mandatoryannual
contribution from mining companies that will
be determined based onan environmental
impact assessment. The code introduces
several obligationsin support of local business
andemployees. Therevised codealso reduces
uncertainty and increases transparency
within the mining sector, inline with
international standards (for example
Kimberley Processand the Extractive
Industries Transparency Initiative).

The change in mining codes in Africais
therefore adynamic process, reflectingboth
the economicenvironmentand increased
needs for both local participationand
transparency. The continued pressure on
commodity prices and the globalisation of the
miningindustry will ensure that these changes

will continue to occur.
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China’s Current Involvement in Mining in Africa

By Zhen Han, Beijing Corporate & Securities partner at Mayer Brown

Thereis no doubt that miningin Africahas been
attractiveto Chineseinvestors. According to
statistics fromthe Ministry of Commerce of the
PRC (the “MOFCOM?”),the National Bureau of
Statistics of the PRC (the “NBS”) and the State
Administration of Foreign Exchange of the PRC
(the “SAFE™),in 2013, explorationand/or mining
of oiland gasand non-oiland gas minerals
attracted approximately 24.7% of China’s total
directinvestmentin Africainthatyear,andas of
theend of 2013, theaccumulated direct
investmentfrom Chinain miningin Africa
reached US$6.92 billion,amountingto 26.4% of
China’saccumulated directinvestment in Africa.

2014and 2015 saw afew further Chinese
investmentsin miningin Africa, although
China’s outbound mining investments has
slowed downingeneral:

e In December 2015, Zijin Mining Group Co.,
Ltd. (“Zijin”) completed its acquisition
fromIvanhoeMinesLtd.ofa49.5%interest
in Kamoa Holding Limited, which owns the
Kamoa copper project in the Democratic
Republic of the Congo (the “DRC”).

e In October 2015, Zijin, through its wholly
owned subsidiary Jinjiang Mining Limited,
completedfurtheracquisitionandnowowns
60.47% of the shares of NKWE Platinum
Limited, which holds world classassetsinthe
Bushveld Complexin South Africa.

e In April 2015 Shandong Iron and Steel
Group acquired 75% stake in the Tonkolili
iron ore minein Sierra Leone from African
Minerals, following which Shandong Iron
and Steel Group now owns 100% of the
mine and associated infrastructure.

e In November 2014, Zijin acquired a
51% stake in La Compagnie Miniere de
Musonoie Global SAS, which owns the
Kolwezi copper mine projectin the DRC.

Sofar Chinese companies have investedin or
beeninvolvedin explorationand mining
projectsin many African countries, including
Algeria, Angola, Cameroon, the Central
African Republic,the DRC, Gabon, Ghana,
Guinea, Liberia, Mozambique, Namibia,
Nigeria, the Republic of SierraLeone, South
Africa, Sudan, Tanzania, Uganda,and Zambia.

Non-oiland gas minerals involved mainly
include:

e Bauxite - e.g, the bauxite mining proj-
ect in Guinea invested by China Henan
International Cooperation Group Co., Ltd,;

e Chromium ore - e.g, the chromium ore
mine in South Africa invested by Sinosteel
Corporation;
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Copper - e.g., the Chambishi copper mine
in Zambia invested by China Nonferrous
Metal Mining (Group) Co., Ltd.; the copper
exploration project in Tanzania invested
by ChinaHenanInternational Cooperation
Group Co., Ltd.; the MKM copper and
cobalt mine and the Luishia copper and
cobalt mine in the DRC invested by China
Railway Resources Group Co., Ltd.; and
the Kolwezi copper mine and the Kamoa
copper project in the DRC invested by
Zijin;

Iron ore - e.g., the Sicomines iron mine in
the DRC invested by China Railway Group
Limited and Sinohydro Corporation
Limited; the Simandou mine in Guinea
invested by Aluminum Corporation
of China Limited; the iron ore explora-
tion project invested by China Henan
International Cooperation Group Co.,
Ltd.; and the Tonkolili iron ore mine in
Sierra Leone invested by Shandong Iron
and Steel Group;

Manganese - e.g.,, the manganese mine
in Zambia’s old industrial town Kabwe
invested by Chiman Manufacturing Ltd.,a
private company from China; the Bembélé
manganese mine in Gabon invested by
CITIC Dameng Mining Industries Limited;

Nickel - e.g., the Munali nickel mine in
South Africa invested by Jinchuan Group
Co., Ltd. (“Jinchuan”) and China-Africa
Development Fund;

Platinum-group metals - e.g., the Garatau
and Tubatse projects in the Bushveld
Complex in South Africa invested by Zijin;
and the Frischgewaagd-Ledig mine in
South Africa invested by Jinchuan and
China-AfricaDevelopment Fund;and

Uranium - e.g, the Langer Heinrich ura-

nium mine in Namibia invested by China
National Nuclear Corporation.

Having said that, China’s investment in mining
in Africahas not constituted a substantial
portion of China’s total outbound investment
worldwide. Based on statistics fromthe
MOFCOM, the NBS and the SAFE, as of the end
of 2013, theaccumulated direct investment
from Chinain miningin Africa only accounted
forapproximately 1% of China’s total
outbound investment worldwide.

Even considering China’s total investmentin
Africaalone, more than two thirds were
invested inindustries other than mining.
Statistics from the MOFCOM, the NBS and the
SAFE show that, by the end of 2013,
construction (26.1%), finance (14%),
manufacturing (13.4%),and scientific research
andtechnicalservices (5.1%) had also
attracted substantial portions of China’s

investmentinto Africa.

Itisworth notingthat Chinaisavery
latecomer to miningin Africa. Major
investments from Chinainto miningin Africa
did not happen untilabout only 20 yearsago.
Chinaisalsostillasmall player inminingin
Africacompared to Westerninvestors, in
terms of both the investmentamountand the
number of projects.

Against this background, many challenges
faced by Chineseinvestors, both from within
and outside, are notatall surprising. Good
projectsare lessavailable, hencethe intense
competition between Chinese investorsand
investors from other countries,and even

among Chinese investors themselves.

Chineseinvestorsin miningin Africahave
beenincreasingly diversified. Large state-
owned mining companies have been the major
players, but privately owned companies, large
and small, have become moreand more
active. However, thereisstillagenerallack of
strategic planning, outbound investment
experience, necessary professionaland
language capabilities, understanding of local
laws and regulations and grasp of cultural
differencesand socialnorms. This has often
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led to inconsistent decision-making,
insufficient due diligence and underestimation
of risks during transaction stages,and
difficultiesin compliance with local rules,
challengesin cross-cultural communications
with local workers and communities in
day-to-day management of local companies.
But failures have beenreflected on by Chinese
investorsand lessons are beinglearned. Itis
reasonable to expect that Chinese
investmentsinto miningin Africain the future
will become more strategic,and the
investment process more efficiently and
professionally managed.
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Turkey - Mining Sector

Overview

KEY FACTS

e 77outofthegomineralsthataretraded worldwide can be found in Turkey

e Ithasveryrichdeposits forapproximately 5o of those minerals, including lignite, coal, gold, iron and copper

e Turkeyhas72% of global boron reservesand 33% of global marble reserves

e Ithas2.5%oftheworld’sindustrial raw material reserves and 1% of the world’s coal reserves

e Itswealthinmineralsis mainlyaresult of Turkey being part of the Tethyan-Eurasian Metallogenic Belt within the Alpine-

Himalayan orogenic system

Over the last decade, with a move towards liberalisation and the privatisation of some major state owned mining enterprises,
Turkey’s miningindustry has seen afast growth inits profitsand revenues. The industry is attractingan increasingamount of
localand foreigninvestment and production due to,amongst many other reasons, the country’s established infrastructure
and favourable tax regimes. However, Turkey’s mining potential still remains largely untapped.

Ownership

Under Turkish law, all natural resources are exclusively owned by the State. The State has the exclusive right to explore and
operate facilities related to minerals, however it can transfer this right to individuals and legal entities for a specific period of
time through the granting of alicence. Once alicenceis granted, thereis no requirement for a Government entity to holdan
interest/share inthe mininginvestment.

Legislation

The main legislation applicable to exploration and extraction of mineral resources is Mining Law N0.3213 (1989); this has been
amended from time to time, most recently on 18 February 2015 by Law No. 6592 (Amendment Law). There isalso related
secondary legislation in the form of Regulation on the Implementation of Mining Activities and Regulation on Mining Activity
Permits.



Turkish mining law divides minerals into five groups with some of them split into detailed sub-groups. The main groups are:

e Groupl:Sand,gravel, brick clay, cement clay, marl

e Groupll:Marble,decorative stones, limestone, basalt

e Grouplll:Salts,CO2,gas

e GroupV:Lignite,coal,gold, silver, copper, zinc, chromium, iron, cobalt, nickel,aluminium, trona, sulphur

e Group V:Diamond, sapphire, opal,amazonite

Regulatory Bodies

There are two main government authorities:

e Ministry of Energy and Natural Resources (MENRY)- sets out general rules and policies for mining,as well as perform-
ing regulatory and supervisory overseeing of mining operations; and

e General Directorate of Mining Affairs (GDMA)- is responsible for day-to-day activities such as granting licences for
mining rights and supervising mining activities.

Additionally, the General Directorate of Mineral Research and Exploration isaseparate body attached to the MENR. It conducts
scientific technological research on mineral exploration and geology, which is made available to those in the mining industry. It
also publishes very useful information such as reports on quantities and breakdowns of mineral reserves, information on
licence holders,and the export trends of mineralsin Turkey.

Licences
Therearetwo types of licences that can be issued by the GDMA, summarised as follows:

e Exploration licence-grants the holder the right to carry out mineral exploration activities. It is usually granted for 3 years
however it can sometimes be extended. For some of the mineral groups, an exploration licence is not required. An applicant
must first submit standard forms to the GDMA, which should include information about the applicant and the relevant site.
After receiving this the GDMA willinform the applicant of the site’s availability and reserve it for a period of two months.
Within that period, the applicant must submit various documents to the GDMA in order to obtain the licence including a
preliminary survey report,an exploration plan report and evidence of the financial capability of the applicant.

e Operation licence-grants the holder the right to operateamine. The term of alicence is dependent on the mineral the
applicantintends to excavate. Although it can be extended, the term will not, ordinarily, exceed 60 years. For the majority of
the mineral groups, havingan exploration licence is a prerequisite for applying for an operation licence. An applicant must
submit a detailed operation planto the GDMA before their exploration licence expires. They must also submit evidence
that the operation licence fee has been paid and that they have the financial capability to realise the project. However, it is
important to note thatan operation licence does not grant the licence holder the right to commence operation activities.
To dosothey must obtainan operating permit. An operating permit can only be issued after other necessary permits have
been obtained suchasapplicable environmental permits.

Licence holdersare subject to various obligations under both licences, failure to comply with these may lead to the termination
of thelicence.

2 Turkey



Payments

[ )

[ )

[ )

Licence fees- consist of an application fee, payable on the grant of the lease,and an annual licence fee thereafter. There is
anew system in operation under the recently enacted legislation, however current licence holders will not need to comply
with this until 1 January 2016. Under the new system, there is no longer arequirement for an applicant to provide a security
depositandallfeesareincluded underasingle licence fee system. Whilst previously the Ministry of Finance determined
feesannually, the minimum fees charged for each type of licence is now determined by two fee charts annexed to the new
Mining Legislation. These are multiplied according to the parameters associated with the different mineral groups. They will
increaseannually inline with the annual revaluation rate determined by the Tax Procedural Code No. 213.

Royalties-are annually paid to the government for the extracted minerals. These will differ depending onthe type of
mineral, although for most mineralsitis 4%. If they are not paid on time they are subject to default interest.
Finder’s fee-is payable if the extracting company did not discover the presence of that mineral on that particular site. It is

setat 1% of the extracted ore’s value.

Tax- Earnings obtained through mining operations are subject to income and corporate tax. However there are certain tax
incentives available for those involved in mining activities including land allocation priority, VAT exemption for imported
machineryand equipment used in mining operations,and corporate income taxallowance.

Important things to note

Restriction on recipients of rights-Mining rights can only be granted to Turkish citizens or legal entities established
under Turkish Law. However, companies established in Turkey, with foreign capital in accordance with Turkish Commercial
Code No.6102, will be deemed to be Turkish companies.

Consent of MENR- is required for miningactivities in areas reserved for public service, publicinterest or within 60 metres
distance of those areas.

Health and Safety Regulation: In Turkey’s legislative framework, workplaces are classified according to their hazard
levels; all mining activities are classified as very hazardous. Therefore they are subject to obligations contained in the Law
on Occupational Health and Safety, in addition to those contained in the Mining Safety Regulations.
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Arbitration in Africa

By Jonathan Hosie

Isyour glass half full or half empty?

Attendees at this year’s Mining Indaba’ will be
splitbetweenthe doom-mongersandthe
eternal optimists. In between these two
binary poles, there will be arange of views as
to whether 2016 willmark the bottom of the
market with an upside to follow or whether
there are further tough times ahead for the
next few years. Will 2016 bringboom or bust
tothe miningsector?

Ineither case,you’d have to have beenliving
on Mars forthelast 12 months not to have
noted that the commodities sectoris going
throughaparticularly tough time; the current
troughisthe longest experiencedin living
memoryand there are few signs ofarecovery
inthe shortterm. Sowhat’s this got to with
arbitration and why shouldyouread on?

Why disputes are inevitable

Well, the old truism holds firm that hard
times mean more disputes. Another
proposition with which even the most
sceptical miner could not quarrel is that
preventionis better than cure. Thus, ifitis
accepted that more disputesare likely to be
the order of the day in the mining sector over
the next few years (whether you like it or not),
thenit should also be accepted that you need
aPlanB;aprocessto determine those
disputes effectively and efficiently when they
arise. Mining projects involve significant

1 Indaba is the Zulu word for “meeting” and refers to
the gathering of those involved in African mining that
has taken place for over the last 20 years in Cape Town.

capital expenditure and take time before the
investment startsto generate arevenue
streamandareturn on capital invested.
There’salotthat cangowrongbefore the
mine producesaprofit. Eveninthe best of
times, there will be the perennial ‘stuff’ that
happens which leads to disputes that need to
getresolved. Things like environmental
damage arising from the spillage or leakage of
toxic substances; equipment not operatingas
it ought to or not being deliveredto the mine
site ontime) and so forth.

Added to this we have the headwinds of a
fallinggrowth ratein the industrial
development of China, which for many years
had powered the commodities supercycle;
demand for metals such asaluminium,
copper,ironoreand nickel grew sharply as
the country urbanized and built
infrastructure. This reductionindemand
(andarange of other factorsincluding
projects comingin stream from the boom
years) hasledtoaglutinsupplyanda
corresponding fallin commodity values. This
has had aknock-on effect with ascaling back
of capital-intensive investment by mining
companies. Thattoo hasan effect, withan
excess of capacity amongst specialist mining
contractorsand suppliers of mining
equipment. Many of those on the supply side
for miningalso workin the other mineral
extractive sector, oil & gas. Here too, the
commodity price hasfallen, leading to
cancelled projects.
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Accordingtothe FT, Energy groups have
shelved nearly $400bn of spending on new
oiland gas projects since the crude price
collapse, pushing back millions of barrelsa
dayinfuture output fromareasincluding
Africa.?

Hard deals increase tensions

The cancellation or postponement of all
these projects means that contractors who
geared up duringthe boom times are now
faced with avery thin market. Whilst this has
caused some contractorsand suppliers to
failand others to merge and consolidate
their business with others, overall thereis
still more contracting capacity than demand.
This can lead to the contracting side
acceptinglower pricing offers from mining
developersand agreeing more onerous
terms under the development contracts.
However, the award of contracts on
unrealistic termsis rarely a sustainable
strategy for either side of the equation. Cost
and schedule overruns, where the contractor
engaged to develop the mine has provided an
overly optimistic price and schedule for
completing the works (possibly in orderto
secure the contract) but then encounters
problems that cause him to spend more and
takelonger,are notinthe bestinterest of the
mine owner. However, in this scenario, the
contractor has no where else to turn but
towards the mine owner whoiitis hoped will
have the sympathy and cash to bail the
contractor out of his problem. Thereality is
that mine owners do not have unlimited
stocks of altruism or cash, particularly inthe
current commodities market. The end result
isariseindisputesinthe miningsector.

Resource nationalism disputes

The other risingtrend in the mining sector is
that of resource nationalism. This affects
Africaalongwithanumber of other
emerging economies which are heavily
dependent upon the natural resources

2 Financial Times, 14 January 2016: “Delayed oil
projects total nears $400bn”.

sector. Asvaluesinthe sector have reduced,
states which borrowed heavily against
expected resource revenues now face
budgetary shortfalls.

Populist governments are often tempted in
these circumstancestorequirea
re-calibration of their relationship with
foreign investment capital withaview to
providing the host government with a greater
share of the revenues whether through tax
receipts, increased mininglicence fees and
royalties or some form of action that is
designed to encourage the mining company
toselloutitsinvestmentatanundervalue.

Even though a mining company may have
negotiated and agreed a stability agreement
whereby the host governmentagrees to
extend the term of a mining lease, maintain
royalties and taxesatacertainlevelfora
certain period and similarly notinterfere
with the mining companies investment, that
will not stop the host government coming
back someyears later to ‘review’ the stability
agreementand seek to adjust this. The host
government’s justificationisinvariably on the
grounds that the particular commodity is of
strategicimportance to the country. Sucha
scenariois being played out currently in
Ghanawhere the government is seeking to
re-negotiate stability agreements entered
into with international mining companies
(whoare continuing to resist any such
re-negotiation).

Whilst thereis no single answer to the
problems faced by those wishingto develop
mining projectsin Africainthe current
economic and geo-political climate,
arbitration has emergedas the mechanism of
choice forthe resolution of international
mining disputes. Much of thisis due to the
preference of theinternational investment
community for an external tribunal
independent of the local court systeminthe
host country. External investors often
perceive themselvesto beatadisadvantage
compared to the host country entity with
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whom they have to do business and feel
exposed if the ultimate dispute resolution
processislimited to the local courts. The
mining licence will invariably be granted by
the relevant Ministry For Mines and Minerals
(oritsequivalent) and the fearis that the
local court will side with the host country
entity if thereisadispute about the terms of
thatlicence. The same considerations arise
wherethe disputeis with alocal contractor.

Thefactis that when foreigninvestorsare
pledgingto invest tens or hundreds of
millions of dollars into a mining project, they
doso by takinga calculated risk that the
project will perform at least as well as the
minimum metrics on the financial model
underpinningthe business case. However,
welladvised parties will also ensure they have
a‘Plan B’-ameansto refer to dispute off to
arbitration in case the proverbial hits the fan.
It’sabit like having Plan A, which assumes the
weather will be dry but Plan Bin caseit rains.
PlanBislikean umbrellaasitis designed to
keepyoudryandrestoreyouto Plan A (which
was the position you should have beenin had
the problem not arisenand the dispute not
occurred). Climate expertsagree that it
tends to rain in sub-Saharan Africa. Thisis
alsowherealot of the mineral wealth of
Africaisto be found.

Arbitration under the contract

Thereare two types of ‘umbrella’ for this
purpose; the contractual version that is
suited to the common types of commercial
dispute thatariseand a larger, more far-
reaching version whichis designed to protect
you fromthe host government changing the
groundrules. It’sworth lookingat each type
inturn. Both are reallyimportant butitis
onlyinrecentyears that the latter type has
become more prominentasameans of
protection.

For the run-of-the-mill mining disputes
(namely, not those where the host
government starts to throwaround its
weight), Africais well served by a number of

international arbitration centres, particularly
the International Chamber of Commerce
(ICC)in Parisand the London Court of
International Arbitration (LCIA) in London.
Bothinstitutions provide an administered
arbitration serviceand many of the mining
disputesin Africaend up being resolved via
ICCorLCIArules,with the venue forthe
arbitration hearingbeing somewhere outside
of Africa, beit London, Paris, Geneva,
Stockholm or some other well-equipped city
location. Inaddition, there are anumber of
regional arbitration centresin Africa covering
north, south, eastand west regions. Taking
eachinorder,these comprise the Cairo
Arbitration Centre (“CRCICA”), the
Arbitration Foundation of Southern Africa
(“AFSA”),the London Court of International
Arbitration in Mauritius (“LCIA-MIAC”) and
the Common Court of Justiceand Arbitration
(“CCJA”). Thelatter was established by the
Organisation for the Harmonisation of
Business Law in Africa (“OHADA”) and which
actsasbothinanarbitrationadministrative
bodyandaCourtandlargely covers Franco-
phone West Africa.3

In 2015, the CCJA (actinginitsjudicial
capacity) upheld anarbitration award which
had been granted in favour of a Cameroonian
entity (International Business Corporation
SA) against the Cameroonian National Oil
Company. Thessignificance of that decision
wasthat the CCJA had to determinea
number of issues raised by the Respondent
National Oil Company all of which were
designed to de-railthe arbitrationaward. On
each of theissues raised, the CCJA came
down firmly in favour of the Claimant. That
determination by the CCJA hasbeenseenas
providing positive support withinan African
institution for arbitration under the OHADA
regime and for the arbitration process
generally.

3 The OHADA Treaty comprises 17 African states,
namely Benin, Burkina Faso, Cameroon, Central
African Republic, Chad, the Comoros, Congo, Cote
d’Ivoire, Equatorial Guinea, Gabon, Guinea Bissau,
Guinea, Mali, Niger, Senegal and Togo.
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The LCIA-MIAC Arbitration Centre isalso
worth of mention given that thisis arelatively
recent (2011) creation, established with the
support of the LCIA to administer African
arbitrations within Africa (Mauritius). This
centre hasits ownset of arbitration rules
which canbe used by parties of any
nationality, notwithstanding the absence of
any connection with Mauritius. Its bigselling
pointis thatitaims to have African disputes
resolved by arbitrators who have deep
experience of practising in Africa, with the
venue for the arbitration beinganeutral
African country; Mauritius.

Arbitration under BITs -
arbitration but not as we know it

Itisintheareaof resource nationalismwhere
parties need a different type of umbrella.
With apologies to Mr Spock and Star Trek
fans, thisis arbitration but not as we know it.

Mining projects involve the investment of
large sums of money, involving capital values
upwards from US$50 millioninto the US$
billions. With such large sums at stake, the
risks of successfully developingand
operatingamining project needto be
addressed whenassembling the investment.
Thisis part of the due diligence process that
shouldinclude consideration of Bi-lateral
Investment Treaties (“BITs”) These treaties
arenecessary to support trade agreements
entered into between statesaround the
world. BITs help encourage and supportthe
flow of investment and business between
bi-lateral member states.

African states have signed more than 830
BITs but the terms of each differ with each
having been negotiated individually.
However, the majority of BITs will have a
series of common features. Theseinclude
protection against unlawful expropriation by
the host government or state entity where
theinvestoris deprived substantially of all the

value of itsinvestment. Another typical feature
ofaBIT is the requirement of fair and equitable
treatment which includes protection of an
investor’s legitimate expectations, e.g. asto
the stability of the regulatory framework. A
furtherandimportant feature of most BITs is
thattheinvestment-related dispute can be
brought before aninternational arbitration
tribunaland are assessed under public
international law, thus removing the state’s
power tointerfere.

Unlike arbitrations referred to the LCIA, ICC or
one of the regional African bodies, thereis no
need for the project documents to identify
expressly the applicable BIT or provide for all
disputesto bereferredtoarbitration. Infact,
thereisnoneedforanarbitration clause atall.
If the actions of the state entity are sufficient to
trigger the BIT, the umbrellacan be erected
without permission of the host government
(subject perhaps to exhausting other remedies
through the dispute resolution machinery of
the contract, depending on the terms of the
relevant contract).

Another reallyimportant point about investor-
statearbitrationis that the proceedingsarea
matter of public record. Thus, the fact thatan
investor has referred a state entity to
arbitrationunderaBIT providesanadverse
advertisement to the international investment
community that this particular state may not
be one with which those investors wish to do
business. Asforeign directinvestmentis
necessary for the development of African
resources, BITs remainan integral part of
maintaining the correct balance between
investorand host state.*

4 Capital investment levels in sub-Saharan Africa in
2014 rose from $42bn to $61bn (Financial Times, 19 May
2015: “Foreign direct investment in Africa surges”.
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Take away points

For mining companies expanding existing
facilities or building new ones in Africa, you
needto do proper due diligenceand you
needaPlan Ato make surethe project
proceeds inaccordance with your economic
assumptions. YoualsoneedaPlanBin case
matterstakeaturnforthe worst. These
factorsareimportant for those investing
equity, providing debt or other forms of
credit support for the mining company.

Forthose lookingto invest in mining projects
in Africa, itis always worthlookingat the
terms of the BIT between the host

Disputesareafact of commercial life and
overthelongterm life ofamine (beits,150r
soyears), ‘stuff’willhappen. Whenitdoes,
it’s best to make sure you have a clear process
setoutinthe development contracts that
enablesthe dispute to be resolved effectively
and efficiently by animpartial tribunal of
qualified experts, operating outside of the
jurisdiction of the host state. Moreover,
where the dispute arises because of what is
(oris perceived to be) some form of resource
nationalism by the host country,aninvestor-
statearbitration underaBIT may be the
ultimate form of protection for the mining
investor.

governmentand the state in whichthe
investor is domiciled. Some BITs are better
than othersand forum shoppingis

Jonathan Hosie isa Partner in the Construction
and Engineering Practice at Mayer Brown

sometimes encountered where the investor
establishesan entity inastate whichhasa
particularly favourable BIT with the host
government state, for the simple reason of
providing the best protection forits
investment.
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The Mining Legal Regime In Mozambique

By Paulo Rage

Mozambique recently enacted Law No 20/2014
(Mining Law), followed by Law No 28/2014
(Specific Regime of Taxation and Benefits of
Mining Activities), which putsin placeits new
mininglegal regime. These new lawsaimtoalign
thelegal framework of its miningindustry tothe
country’s current politicaland economicaims.
Theirenactmentwasinresponse tothe new
developmentsinthe miningsector,toensure
more competitivenessandtransparencyand
guaranteethe protection of rightsand their
correlated obligations. Additionally,the new
legislation seeksto protect the national
interests,improve State’s revenuesandshareits
benefits with the communities.

Overview

The Mining Law focuses onimproving
regulation of the use of mineral resources. Its
intentionistoachieveamore conducive and
stable environmentinthe mining sector than
that created under former Law No 14/2002, by
providinga clearer and more detailed legal
framework. The Law expressly excludes
activitiesinvolving oil & gas, which are
regulated by aseparate set of laws.

The Mining Law reinforces state ownership of
the mineral resources located underground,
onshoreand offshore. Italso creates the High
Authority of the Mining Industry, a public
entity with administrative and financial
autonomy that willdefine the structure and
competencies for the entire sector.
Furthermore, it creates the National Institute
of Mines ,aregulatory entity that will create
guidelines for the participation of the public
and private sector in exploration, exploitation,
processing, exportingand importing mining
productsandtheir derivatives.

Mining Rights and Contracts

The mining rightsare awarded by a public
tendering process in which applicants are
required to provide specific details
concerningthe proposed mineral activities.
Inthe decision for granting such rights, the
State will consider the date of filingsand the
best conditions proposed to the State.
Mining rights for the available areas will be
assigned to applicants who meet the
legislative requirements. Applicantlegal
entities must present their corporate
documentation, including detailed
identification of its shareholders. Under the
Mining Law, rights to undertake mining
activities can only be granted to Mozambican
natural or legal persons. This differs from
provisions under Law No 14/2002 that
allowed foreign incorporated entities to hold
explorationlicences. Thetransfer of rights
and obligations conferred under mining
concessionstoarelated ortoathird partyis
subject to governmentapproval, including
the transfer of shares, quotas or other forms
of interests. There are very limited situations
in which mining rights can be revoked or
expropriated. The Mining Law provides 7
types of mining rights/titles: (1) Exploration
and Research License; (2) Mining Concession;
(3) Mining Certificate; (4) Small-scale Mining
Certificate; (5) Mineral Treatment License;
(6) Mineral Processing License;and, (7)
Mineral Products Commercialization
License. The extraction of mineral resources
for construction does not requireamining
title or authorization provided that it fulfills
legislation requirements.

Paulo Rage
Special Counsel of Tauil &

Chequer Advogadosin
association with Mayer
Brown LLPand Director of
Brazil-Mozambique
Chamber of Commerce
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When negotiating with the State, investors
must ensure that their mining concession
contracts contain: a) the State’s shareinthe
mining business; b) local employment and
professional career plan; c)incentives for
addingvalue to the minerals; d)actions to be
taken concerningsocial responsibility; €)a
memorandum of understandings betweenthe
government, the companyandthe
communities;f)mechanisms for dispute
resolution,includingarbitration;and g)howthe
surrounding communities will benefitfromthe
miningbusiness. They shouldalso ensure they
comply withthe local content requirements for
the procurement of goods and services for
miningactivities introduced by the Mining Law.
The concession contracts will be available to
the public by their publication in the Official
Gazette. To ensure compliance with the terms
and conditions of the contracts, the right
holdersare subject to the provision of a
financial guarantee. Inaddition,any data
obtained during the performance of the mining
conssesion contracts shallbe property of the
State. The statealso has theright toinspect the
performance of the contracts, in orderto
ensure therationaland sustainable use of
mineral resources.

Taxation and Foreign Exchange
Issues

Legal entities conducting mining operationsin
Mozambiqueare subject to the payment of
general taxes, inadditionto theindustry
specific taxes. Thus, the investors will be
subject to the following taxes:

a) Income Tax-IRPC (32% on net profitsand
capital gains);

b) Value Added Tax - IVA (17% on sales, as
debt rate beinga creditable taxand exempt
on exports);

c) Taxoverthe Mining Production-IPM
(vary from1,5%to 8%, depending onthe
mineral);

d) Taxoverthe Surface -ISS (fixed value per
hectareand per year of the project);and,

e) otherlocaland minor taxes, when
applicable.

Inaccordance with the Mining Law, the
State will guarantee the expatriation

of funds, upon presentation by the

holder of tax discharge certificates. This
guarantee includes: a) expatriation of
profits and dividends resulting from
eligible investments; b) royalties or

other indirect compensations for the
investmentassociated with the assignment
ortransfer of technology or other rights;
¢) depreciationand interests on loans
contracted in the international financial
market and applied ininvestment
projectsin the country; d) repatriation

of foreign capital invested; e) amounts
corresponding to the payment of
obligations to other non-resident entities,
astheimport of products and services.

Land and Environmental Issues

Theright to conduct miningactivitiesis
separate from ‘use of land’ rightsand others
pre-existing rights. However, they will dove-tail
interms of extension rightsand duration. The
State has precedence over other pre-existing
‘use of land’ rights. The precedingland rights
shall be extinguished only after the payment of
afairindemnificationtothe holder. Once the
projectis closed, the State canreassign to
interested parties the ‘use of land’ rights, giving
preferenceto the holders of the pre-existing
rightsinthe reacquisition of such rights.

Investors engaging in miningactivities must
also ensure the protection of the local
environmentand refrain from causingany
damage to cultures, soils, constructions,
equipment orimprovements. If any damage
occurs, the concessionaires have the
obligation toindemnify the affected
stakeholders,in compliance with the
applicable laws. Explosives and radioactive
materials shall be handled inaccordance with
aseparatelicensing procedure to ensure the
adoption of safety measures. Inthe
decommissioning process of amine, the
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concessionaires should not close orabandon
the project withoutimplementing the mine
closure programapproved by the competent
authority. Insomesituations, the legislation
requires the provision of afinancial guarantee
to cover the costs of rehabilitation and closure
of the mine. An environmental audit must be
conductedto ensure that concessionaires
have fulfilled their obligations of rehabilitation
and closure of the mine, in order for the
financial guarantee to be refunded.

Local Content and Labor Issues

Apercentage of the revenues of the State
related to mineral extraction will be
designated for the development of the
communities where mining projectsare
located. The State can order the purchase of
mining productsat market value, to useitin
localindustry orinlocal energy sector,
whenever the State’s commercial interests
requireit. Asalocal content requirement,
foreign entities that provide services to
mining operations arerequiredto bein
“association” with Mozambican individuals or
entities. However, the nature of such an
associationis not defined.

Also,the acquisition of goods or services
aboveacertainvalue to be defined by law
must be made by a public tender, which must
be published through the media. Preference
shouldbe giventolocal products and services.
The recruitment of personnel for mining
companies shallalso be publishedin major
newspapersinthe country,or through or
available mediums (radio, television and

internet). Concessionaires are required: to
create structuresto ensure the organization
and participation of the communities that are
located withinthe concession areas;to
guarantee the employmentand technical-
professional training for Mozambicans;and, to
ensure their participationin management
positions. General labor legislationin
Mozambique and specific labor laws for
extractive sectors (miningand oil &gas)
establishamoreflexible regime, but limit the
number of expatriates (up to 10%),asa
generalrule.

The Mozambican State demonstrated its
desire toimprove the business environmentin
its mining sector by issuing this new mining
legalregime. The legislationand the
willingness of the publicand private sectorsto
develop asafe, efficientand sustainable
partnership model, could provide a platform
to dramatically boost the Mozambican
economyand to consolidate expectations
aroundthe discoveries of natural resourcesin
Mozambique. The implementation of this legal
framework could potentially foster more
competitiveness, transparency, protection
and guarantees for both the Stateand the
investors, havingas a natural consequence the
improvement of Mozambican economy,
employmentandsocial development.

Paulo Rage is Special Counsel of Tauil &
Chequer Advogados inassociation with Mayer
Brown LLP and Director of Brazil-
Mozambique Chamber of Commerce

- CCIABM.
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Beneficiation Legislation — does it achieve

the desired effect?

By Rachel Speight

Inrecentyears many emerging economies
have looked to increase their domestic
revenues from the miningindustry. This has
been attempted via taxes, royalties, state-
ownership,local content quotas and
increasingly local beneficiation programmes,
asillustrated by comments from Jacob Zuma
attherecent “Forum for China-Africa
Cooperation Summit”, where he emphasised
that African economiesare lookingto
“prioritise beneficiation and value-addition”.
It hasalso been endorsed by the African Union
andregional bodies suchas the Southern
African Development Community (SADC).

The objective of local beneficiation is for raw
materials to be processedin the countryin
which theyare mined rather than exported for
beneficiation overseas. Processing raw
materials locally can bring economic benefits,
suchasincreasedincome from taxationand
increased profits once the processed
materialsare exported. It canalsoimprove
the quality of life of those living locally

- creatingjobs, providing opportunities to
develop askilled workforce and generating
more money to reinvest in local communities.
One method of introducingalocal
beneficiation regime has beenthrough
regulationand new oramended legislation
(suchasexportbans, taxbreaks or licensing
controls) but it seemsthat this government-led
approach has notachieved the desired results.

Botswanais widely considered to have the
most successful example of a programme to
increase local beneficiation. De Beers began
cuttingdiamonds in Botswana over 20 years
ago,and through partnership with the
government of Botswana, the Diamond

Trading Company Botswana was created,

Rachel Speight

whichisaso/sojoint venture betweenthe
governmentand De Beers. By 2013, De Beers Partner
had movedallitsinternational tradingactivity ~ E:rspeight@mayerbrown.com
from London to Botswana. Although not

perfect, this beneficiation programme has

achieved positive outcomes suchasimproved

infrastructure, askilled workforce (today

nearly 3,000 workers in Botswanaare cutting

and polishing diamonds to export). Inaddition

thereis the knock-on effect of boosting local

businesses, suchas hotels, leisure centres and

restaurants,and,arguably mostimportantly,

the project has helped to signal that Botswana

isasafe and welcoming place for foreign

investors, creatingastable climate for future

growth.

Some legislation has beenamendedin
Botswanaduring the life of this programme,
suchasthe Minesand Minerals Act (1999)
which gives more control over exploration
licences to the government of Botswana. But
more significant legislative changes, suchas
export bans, have not beenintroducedinthe
way that they have in certain other
jurisdictions. The reasons for the success of
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the Botswanabeneficiation project are not
therefore thought to be due to legislative
innovations, but more down to good
communication between the government of
Botswanaand the board of De Beers,and a
desire from both parties to work together for
amutually beneficial outcome. Such
co-operation, seenininitiatives suchasa
government-industry steering committee, has
helpedto generate the other elements
required for successful local beneficiation.

Where the imposition of legislation is the
starting point foralocal beneficiation
programme, the same success does not yet
seem to have followed. InZimbabwe in 2011,
legislation was brought in banning the export
of chrome ore. The intention being that
chrome be processed locally, bringingall the
associated economic benefits that go with
this. Unfortunately smelting capacity, power
shortagesandinfrastructure capabilitiesin
Zimbabwe were not able to cope withthe
volume of chrome ore, which beganto
stockpileinthe country. Andso,in June 2015,
the ban was lifted and the 20 percent export
taxonthe raw metal wasalso scrapped.

InZambia,a10 percent exporttaxon
unprocessed copper was introduced
(intendedasanincentive to promote local
beneficiation). However, this law introduced
in 2011, was suspended in October 2013,
reinstated inamodified formamonth later
andrecently the government has suggested
introducingatotal ban on the export of
unfinished mineral products. This uncertainty
hasunsettled investorsandresultedin
corporations stockpiling their copper with
concerns over whether the smelting capacity
of Zambiawas able to cope with sucha
beneficiation project.

It can beargued that De Beersand Botswana
had asomewhat unique relationship. The
governmentand the corporation had beenin
partnership for decades and the trustand
understanding created by this partnership left

thetwo veryableand willingto work together
to createa mutually beneficial system. But
what this example and the less successful
examples above do show is that beneficiation
legislation without support fromthe industry
can be damaging, creating uncertainty and
deferringvitalinternational investment.

It can be difficult for governmentsand
corporations to work togetheras theiraims
and objectives may be quite different. A
government may be looking, firstand
foremost, toimprove the country’s economy
and increase the quality of life of local people,
whileacorporation needstolooktoits
shareholdersand might therefore be more
concerned with producingagoodand
marketable productand keeping costslowina
struggling commodities market.

Inthe absence of easy cooperation, legislation
has surfaced as the best solution, with
proposals for further new lawsin 2015in
Ghana (requiring the local beneficiation of
bauxite), Indonesia (increasingtin royalties on
exports) and Zimbabwe (introducingais
percent export duty onunrefined platinum
(which was later suspended)). The questioniis
whether the necessary improvementsin (for
example) local smelting capacity, skill levels
and power supplies can be expected to be
generated followinglegislative incentives,and
whether the required expertiseand
technology for successful beneficiation will be
sharedamongall parties if industry is
uncomfortable with such legislation.

Itisimportantthatarobustlegislative
framework exists so that beneficiation is
regulatedandlocal benefitsareassured. But if
the groundwork s not laid before legislation is
implemented, and a productive relationship
between governmentand industry s not
maintained, then asuccessful beneficiation
programme does not seem to be easily
achievable: the problem seems too complex
for legislationalone to solve.
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London: The Principal Global Mining Finance Centre?

By lan R. Coles, Partner and Head of Global Mining Group; Mayer Brown LLP

The miningindustry is facing challenging
times. Acombination ofafreefallin
commodity prices,asharp turnin Chinese
economic strategy anda consequential
dearth of capital for the industry means that it
is not possible to call time on this difficult
period. This absence of capital has led to some
naval gazingamong pundits as to which
location offers the best prospectsto the
industry for sourcingmoney. The subject was
recently debated by a panelat the Mines &
Money conferencein London (a panel which
theauthor moderated).

It has been suggested that the attractiveness
ofahub canbesimply assessed through
whether professionals wish to live there.
Londonwould seem to tick many boxes here.
London’slocationinacentral time zone also
assists with communications. Aside from
these considerations though a hub for mining
finance needs to offer substantial capacity for
equity,debtandtrading. Londonisable to
offerallthree. The London Stock Exchange is
one of the principal exchanges for the listing of
large mining companies. AIM, while bereft of
activity for the last several years, hasbeena
historical source of capital for the junior/
mid-cap sector. For debt most of the financial
institutions active in the miningindustry have
teamsresidentin London. Intradingthe LME
andseveral precious metal trading
associations offerimportant capacity.

Several centres can layaclaim to surpass the
level of activity in London in connection with

any one of these constituent parts but few can
claim dominance, or evenaprominent
position,inallthree. For manyyears Toronto
has probably been the leading source of equity
capital through the TSXand related exchanges

(although on one analysis more has been
raised onthe ASX).None of Toronto, Perth or

lanR. Coles

Sydney though offer the depth in debt finance,
at least for projects globally,as canbefoundin ~ Partner
London. Whiletradingisaglobal business the E:icoles@mayerbrown.com
presence of the LME,LBMA, etcin London

means the presence of alarge number of

trading professionals. When the number of

other professionals active in the mining

industry - such as lawyers,accountants, etc - is

factoredintothe equation thenthecritical

mass storyin London becomes compelling.

Thereisalonghistory of raising equity capital
for the miningindustry in London -
Antofagastafor exampleis one of the oldest
companieslisted onthe LSE. While the
valuation of global mining companies listed on
the LSE has beenin declineforthe past couple
of yearsthere hasbeenan uptickintheactual
number of listings. Onthe other hand LSE is
perceived to be expensive when compared
with the costs of listing elsewhere. Afurther
factor favouring London has been the growth
of the number of private equity funds
specialisinginthe miningsector. While there
has been muchdiscussionabout theactual
investments made by such fundsthereis no
doubt thatasignificant number of those funds
arebasedin London, andthat the funds have
money to invest. The AIM market seems
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destinedto continueinthe doldrums for the mean that the exchanges have to market

moment - although the number of de-listings significantly to keep up volume (although

inthe mining sector which have occurred havingsaid that there seems to be some

during2015are apparently no worse than evidence that the macrofundsare taking

historical averages. significant positions). More sophisticated

) ) technology and platforms offer significant
London’s undisputed status asamajor
) ) challenges. Onthe other hand scandals such
commercial banking hub ensures that the )
o o asthoserelated to the Chinese warehouses
mining community is well-served for )
) ) serveasareminderthat London based
corporate debtand project finance. Chinese .

o ) systems do afford greater certainty and
banksarealso beginningto realise the need )
) ) ) transparency. The various exchanges have
forapresencein Londonto do business with o . i
o ) alsoanticipated global competition by forging
the miningindustry. The bond market thrives ) i

alliances with exchanges elsewhere to ensure
although arguably the greatest source for
) ) o enhanced global coverage and
bond funding remains the US. The availability . ) )
o competitiveness. Theincreasing degree of

of debt finance seems to remain liquid. It is the )

. ) ) regulatory controland requirements,
equity piece of the capital puzzle which ) ) ) )
) including MiFID I, have been cited by some as
provides the greater challenge. The large N
. ) ) achallenge to the competitiveness of the
investment banking community ensuresa ) o )
. ) trading community in London. Paradoxically,
critical mass for M&A and otheradvisory
o ] ) however, the same may have the reverse
activity. Whatis less clear is the amount of i )
o ) i effectasit supports confidencein systems
activity in the growing alternative sources of )
) ) andinany event the steep regulatory curve of
debt fundingsuchas streamingand royalty :
; thelast 3-5years seems to be flattening out.
finance. While there are several groups based

in London which provide this option many
seemto be based intraditional mining centres
suchasPerth, Torontoand Denver.

Insummary, while the competition is stiff
Londonwould appear to be more than holding
its ownas a principal global centre for mining

) ) ) o finance. Locationand quality of life issues have

In connection with trading the level of activity )
. ) ) ) provided a helpful background landscape -a
in London continues to be impressive. More ) o
) landscape which has helped foster significant
than 80% of global non-ferrous metal trading o i
) critical mass. The dynamic looks well set for
isconducted onthe LME markets. Thereare )
) ) the future -although complacency will have to

challenges though. Low commodity prices )
beavoided.
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EDITOR'S PREFACE

I am pleased to have participated in the preparation of the fourth edition of 7he Mining
Law Review. The Review is designed to be a practical, business-focused ‘year in review’
analysis of recent changes and developments, and their effects, and a look forward at
expected trends.

This book gathers the views of leading mining practitioners from around the
world and I warmly thank all the authors for their work and insights.

The first part of the book is divided into 22 country chapters, each dealing with
mining in a particular jurisdiction. Countries were selected because of the importance of
mining to their economies and to ensure broad geographical representation. Mining is
global but the business of financing mining exploration, development and — to a lesser
extent — production is concentrated in a few countries, Canada and the United Kingdom
being dominant. As a result, the second part of this book includes eight country chapters
focused on financing.

The advantage of a comparative work is that knowledge of the law and
developments and trends in one jurisdiction may assist those in other jurisdictions.
Although the chapters are laid out uniformly for ease of comparison, each author had
complete discretion as to content and emphasis.

The mining sector is facing uncertain times. Commodity prices are lower and
continue to be soft. Demand growth from China, the world’s largest consumer of
commodities, has slowed considerably. New markets such as India are not picking up the
slack. Operating costs in certain markets exploded during the good years and must now
be reined in. Traditional lenders to the industry are more highly regulated and have less
flexibility to assist companies during this difhcult time. Equity markets know that big
declines in the price of commodities have preceded recessions and bear markets and as a
result are doubly cautious.

While times are tough, we know that mining is cyclical and that continued world
population and economic growth as well as the depletion of current resources mean that
growth in the mining sector will resume. The only question is when.
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Editor’s Preface

In the meantime, we are seeing a return to basics coupled with innovation.
Companies are reducing their operating costs and curtailing exploration efforts.
Executives are looking at new ways of doing things, from cost sharing to automation to
alternative financing. When financing projects, companies now attempt to secure most
if not all of the financing upfront. To do this they have to cobble together financings
from various sources, including stream and royalty arrangements that in the past were
only available once a project had been considerably de-risked. Adapting the financings
to the particulars of each projects and making sure that the various bits work together
and form a coherent whole is a source of interesting and sophisticated work for mining
lawyers these days.

But companies are not the only ones implementing change. In some jurisdictions,
Quebec for example, governments and other stakeholders (e.g., indigenous peoples) are
taking advantage of the lull to put into place comprehensive strategies for welcoming
new mining projects. Such strategies include clear timelines for the approval of projects,
objective project approval standards, investments in infrastructure (e.g., ports, roads,
railroads, airports and power lines), andtransparent rules regarding the sharing of project
benefits among local communities, indigenous peoples and government, all so as to be
able to ramp up quickly when opportunity strikes.

As you consult this book you will find more on topics apposite to jurisdictions
of specific interest to you, and I hope that you will find this book useful and responsive.

Erik Richer La Fléche
Stikeman Elliott LLP
Montreal

October 2015
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Chapter 30

UNITED KINGDOM

Kate Ball-Dodd and Connor Cabalane'

I INTRODUCTION

London is a leading financial market for international mining companies seeking to
access the equity capital markets. The London Stock Exchange’s Main Market is the
listing venue for many of the world’s largest mining groups by market capitalisation,
including Anglo American, BHP Billiton, Glencore and Rio Tinto. The London Stock
Exchange’s growth market, AIM, also remains a popular listing venue for junior mining
companies seeking to raise capital for exploration and development projects.

As at 30 June 2015, there were 34 (2014: 34) mining companies admitted to
trading on the Main Market, with a combined market capitalisation of approximately
£143 billion (2014: £200 billion). On the AIM market there were 126 (2014: 136)
mining companies admitted to trading as at 30 June 2015, with a combined market
capitalisation of approximately £3.7 billion (2014: £4.1 billion).?

In the 12-month period from 30 June 2014 to 30 June 2015, mining shares
performed poorly as commodity prices continued to fall with many reaching their lowest
levels in a number of years. These difficult conditions for mining companies have meant
that the UK’s equity capital markets have seen low levels of activity in this sector. With
the public markets all but closed to mining companies, private equity has become an
important provider of capital to the sector, in particular to junior miners, and it has been
reported that over the past two years approximately US$12 billion has been raised by
private equity funds for investment in mining and metals companies.

1 Kate Ball-Dodd is a partner and Connor Cahalane is a senior associate at Mayer Brown
International LLP.
2 Source for Main Market and AIM statistics is the London Stock Exchange website,

www.londonstockexchange.com.
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i New issues

In the 12-month period from 30 June 2014 to 30 June 2015, two new mining companies
were admitted to the Main Market. In December 2014, Goldbridges Global Resources
plc, a gold miner with assets in Kazakhstan, moved up to the Main Market from AIM.
In May 2015, South 32 Limited, a diversified metals and mining company with mining
assets producing bauxite, alumina, aluminium, silver, lead and zinc, manganese, thermal
and metallurgical coal, and nickel, was admitted to trading on the Main Market following
its demerger from BHP Billiton.

Three mining companies were admitted to trading on AIM in the 12 months
from 30 June 2014 to 30 June 2015. The largest mining entrant to AIM by market
capitalisation was Bacanora Minerals Limited, an exploration and development company
with operations in Mexico focusing on borates and lithium, which raised £4.75 million
resulting in a market capitalisation of £66.5 million on its admission in July 2014. In
December 2014, Dalradian Resources Inc, a development and exploration company
whose main asset is the Curraghinalt gold deposit in Northern Ireland, was admitted
to trading on AIM. Dalradian’s market capitalisation on admission was £53 million.
The only other mining company to join AIM during the period was Tengri Resources,
a development company with a gold-copper project in the Kyrgyz Republic. On its
admission to trading in July 2014, Tengri had a market capitalisation of £18 million.

i Secondary offerings

The largest Main Market secondary offering in the period from 30 June 2014 to
30 June 2015 was by Petropavlovsk Plc, a gold miner with significant assets in Russia,
which in February 2015 raised £155.2 million through a rights issue as part of a refinancing
of its debt. In February 2015, Anglo Pacific Gold plc, a global natural resources royalty
company, raised £39.5 million through a placing and open offer of ordinary shares in
connection with its acquisition of royalty interests in the Narrabri coal project in New
South Wales. In October 2014, New World Resources plc, a Central European hard coal
producer, completed a placing of shares to its existing shareholders, raising proceeds of
approximately £27.3 million as part of a balance sheet restructuring.

During the same period, the largest secondary offering on AIM was by EMED
Mining Public Ltd, an exploration and development company with assets in Europe,
which in June 2015 raised £64.9 million through a placing and open offer. The next
largest secondary offering on AIM was by Kirkland Lake Gold Inc, a Canadian gold
producer and explorer with assets in Ontario, which raised £17.9 million through a
placing in February 2015. Sirius Minerals plc, a potash development company, raised
£15.8 million in March 2015 through a placing of ordinary shares.

II CAPITAL RAISING

i General overview of the legal framework

Under the UK listing regime, different admission criteria and listing rules will apply
depending on whether a company is seeking to have its shares (or other securities)
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admitted to a regulated market governed by the EU Prospectus Directive,’ such as the
Main Market, or to AIM, which has a more flexible regulatory structure.

Official List
In order to be admitted to the Main Market, a company must first apply to the UK

Listing Authority (UKLA), a division of the UK’s Financial Conduct Authority, to join
the Official List.

Mineral companies

For the purposes of the Listing Rules (LR), which set out the admission requirements for
the Official List, a mineral company is a company with material mineral projects (not
just those whose principal activity is the extraction of mineral resources). The materiality
of projects is assessed having regard to all the company’s mineral projects relative to the
company and its group as a whole. Mineral projects include exploration, development,
planning or production activities (including royalty interests) in respect of minerals,

including:

a metallic ore, including processed ores such as concentrates and tailings;

b industrial minerals (otherwise known as non-metallic minerals), including stone
such as construction aggregates, fertilisers, abrasives and insulants;

¢ gemstones;

d hydrocarbons, including crude oil, natural gas (whether the hydrocarbon is
extracted from conventional or unconventional reservoirs, the latter to include oil
shales, oil sands, gas shales and coal bed methane) and oil shales; and

e solid fuels, including coal and peat.

Admission requirements

The Ofhcial List is divided into two segments: standard listings and premium listings.
A standard listing is one that satisfies the minimum requirements laid down by the
EU Prospectus Directive. A premium listing denotes a listing that meets more stringent
criteria that are not required by the EU Prospectus Directive but that are seen as providing
additional investor protections. A mineral company may apply for either a premium or
standard listing provided it complies with the relevant admission requirements.

Standard listing

A mineral company seeking a standard listing must comply with the general admission
requirements set out in the LR.* These include a requirement that the company is duly
incorporated (either within the UK or, if a non-UK company, in the company’s place
of incorporation), and that the securities to be listed must be free from any transfer
restrictions (subject to certain exceptions).” If the company is making an offer of new

3 EU Prospectus Directive (2003/71/EC).
LR 2.
5 LR 2.2.4R. For example, this does not prevent the company’s shareholders from entering into

agreements among themselves restricting their ability to transfer shares.
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securities, any necessary constitutional, statutory or other consents required must be
obtained prior to listing.® The expected market capitalisation of the securities to be listed
must be at least £700,000 in the case of shares and £200,000 in the case of debt securities.
While the UKLA has a discretion to admit a company with a lower market capitalisation
if it is satisfied there will be an adequate market, from a practical perspective it is likely
that the market capitalisation would need to be significantly higher for a listing to be
economical.” While there is no requirement for a company seeking a standard listing to
confirm to the UKLA that it has sufficient working capital to meet the requirements
of the business for the next 12 months, if the company is also producing a prospectus
(which is likely to be the case — see below), it will be required to include a working capital
statement in the prospectus confirming whether the business has sufficient working
capital for that period.

Premium listing
If a mineral company is seeking an admission of its shares to the premium segment of
the Official List, in addition to the minimum requirements applicable to all listings set
out above, the company must confirm to the UKLA that it has sufficient working capital
available to meet the requirements of the business for the next 12 months.® At least
25 per cent of the class of the company’s shares to be listed in the premium segment must
be in the hands of the public in one or more EEA countries at the time of admission.’
Where the company is already listed in a non-EEA country, shareholders in that country
may be taken into account. For this purpose, ‘public’ means shareholders other than
those holding 5 per cent or more of the class of shares being admitted, and also excludes
shares held by the directors of the company or any persons connected to the directors.
Mineral companies are exempt from the premium listing requirement (which
would otherwise apply) to have at least 75 per cent of their business supported by a
historic revenue earning record.'® If a mineral company seeking a premium listing cannot
comply with the requirement to have published accounts covering at least three full years
because it has been operating for a shorter period, then it must have published or filed
historical financial information since the inception of its business."'

Controlling shareholders and relationship agreements

Following amendments to the LR that came into effect in May 2014, where an applicant
for a premium listing will have a controlling shareholder on admission, the issuer must
have in place a written and legally binding relationship agreement with the controlling

6 LR 2.2.2R.

7 LR 2.2.7R and LR 2.2.8G.
8 LR 6.1.16R.

9 LR 6.1.19R.

10 LR 6.1.9.

11 LR 6.1.8.
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shareholder and have a constitution thatallows the election and re-election of independent
directors to be conducted in accordance with a dual voting structure set out in the LR."
A controlling shareholder is defined as any person who exercises or controls (on
their own or together with any person with whom they are acting in concert) 30 per cent
or more of the voting rights."
The relationship agreement must include provisions to ensure that the controlling
shareholder complies with the following undertakings:

a transactions and arrangements with the controlling shareholder (or any of its
associates, or both) will be conducted at arm’s length and on normal commercial
terms;

b neither the controlling shareholder nor any of its associates will take any action

that would have the effect of preventing the new applicant or listed company
from complying with its obligations under the LR; and

¢ neither the controlling shareholder nor any of its associates will propose or procure
the proposal of a shareholder resolution that is intended or appears to be intended
to circumvent the proper application of the LR.

Independent business

All applicants for a premium listing must now be able to demonstrate that they will be

carrying on an independent business as its main activity."* The LR set out the following

guidance on factors that will indicate when a company will not be considered to have a

independent business:

a a majority of the revenue generated by the new applicant’s business is attributable
to business conducted directly or indirectly with a controlling shareholder (or any
associate thereof) of the new applicant;

b a new applicant does not have:

* strategic control over the commercialisation of its products;
* strategic control over its ability to earn revenue; or
* freedom to implement its business strategy;

¢ a new applicant cannot demonstrate that it has access to financing other than
from a controlling shareholder (or any associate thereof);

d a new applicant has granted or may be required to grant security over its business
in connection with the funding of a controlling shareholder’s or a member of a
controlling shareholder group;

e except in relation to a mineral company (which has specific eligibility requirements
in relation to its interests in mineral resources — see below), a new applicant’s
business consists principally of holdings of shares in entities that it does not
control, including entities where:

* the new applicant is only able to exercise negative control;

12 LR 6.1.4B.
13 LR 6.1.2A.
14 LR 6.1.4.
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* the new applicant’s control is subject to contractual arrangements that could
be altered without its agreement or could result in a temporary or permanent
loss of control; or

f a controlling shareholder (or any associate thereof) appears to be able to influence
the operations of the new applicant outside its normal governance structures or
via material shareholdings in one or more significant subsidiary undertakings."

Prospectus

As well as complying with the above admission requirements, a company seeking
admission to the Official List (to the standard or premium segment) or making a public
offer of securities in the UK must publish a prospectus setting out sufficient information
to enable investors to make an informed assessment of the assets and liabilities, financial
position, profits and losses, and prospects of the company.'® The company must
also confirm in the prospectus whether is has sufficient working capital to meet the
requirements of the business for the next 12 months. The prospectus must be submitted
for review by the UKLA, which will assess whether the document complies with the
disclosure requirements set out in the Prospectus Rules (PR). A prospectus must not
be published unless it is approved by the UKLA." In the case of an offer of shares, the
company and its directors must take responsibility for the contents of the prospectus,
and may be liable for any inaccurate or misleading information in the document or for
failure to comply with the relevant disclosure standards.'®

Specific eligibility requirements for mineral companies

In addition to the independent business requirements set out above, if a mineral company
seeking admission to the Official List (to the standard or premium segment) does not
hold a controlling interest in a majority by value of the properties, fields, mines or other
assets in which it has invested, the company must be able to demonstrate to the UKLA
that it has a reasonable spread of direct interests in mineral resources and has rights
to participate actively in their extraction, whether by voting or through other rights
that give it influence in decisions over the timing and method of extraction of those
resources."”

Specific content prospectus requirements for mineral companies
In March 2013, the European Securities and Markets Authority (ESMA) published an

updated edition of its recommendations for the consistent implementation of the EU

15 LR 6.1.4A.

16 Section 87A(2), Financial Services and Markets Act 2000.

17 A company that has its home Member State in another Member State may also have a
prospectus approved by the competent authority in that jurisdiction and seek to have the
prospectus ‘passported’ into the UK pursuant to Articles 17 and 18 of the EU Prospectus
Directive.

18 PR 5.5.

19 LR 6.1.10.
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Prospectus Directive, with revised recommendations as to the content requirements
for prospectuses published by mineral companies.*® When reviewing a prospectus, the
UKLA will take into account these recommendations, which in effect supplement the
requirements of the LR and PR.

'The recommendations recognise that mineral companies are distinct from other
companies in that a key factor in the assessment of their value relates to their reserves and
resources. The recommendations seek to ensure that appropriate levels of transparency
and assurance over the reserves and resources figures are made available to investors
by setting out a framework for the additional disclosure of reserves and resources
information, including the following information segmented using a unit of account
appropriate to the scale of the company’s operations (rather than on a per-asset basis):

a details of mineral resources and, where applicable, reserves and exploration results
and prospects;

b anticipated mine life and exploration potential or similar duration of commercial
activity in extracting reserves;

¢ an indication of the duration and main terms of any licences or concessions,
and legal, economic and environmental conditions for exploring and developing
those licences or concessions;

d indications of the current and anticipated progress of mineral exploration or
extraction, or both, and processing, including a discussion of the accessibility of
the deposit; and

e an explanation of any exceptional factors that have influenced the foregoing
items.

Competent persons report

A competent persons report (CPR) is also required for all initial public offering
prospectuses regardless of how long the company has been a mineral company. A CPR
may also be required for secondary issues, but not where the company has previously
published a CPR and has continued to update the market regarding its resources, reserves,
results and prospects in accordance with one of the recognised reporting standards.

The CPR must be prepared by a person satisfying the competency requirements
of the applicable codes or of the organisation set out in the recommendations, or who is
a professionally qualified member of an appropriate recognised association or institution
with at least five years of relevant experience.

The content requirements for the CPR are set out in the ESMA
2013 recommendations. These requirements vary depending on whether the CPR relates
to a company with oil and gas projects, or a company with mining projects. The CPR
must be dated not more than six months prior to the date of the prospectus, and the
company must confirm that no material changes have occurred since the date of the CPR
that would make it misleading. A list of acceptable internationally recognised reporting

20 ESMA update of the Committee of European Securities Regulators’ recommendations for the
consistent implementation of Commission Regulation (EC) No. 809/2004 implementing the
Prospectus Directive (20 March 2013).
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and valuation standards is also set out in the recommendations. The mining reporting
codes are aligned with the Committee for Mineral Reserves International Reporting
Standards (and do not include US SEC Industry Guide 7 on mining, or the Russian or
Chinese standards).

Depository receipts

Companies incorporated outside the EU seeking admission to the Main Market often
choose to do so through an issue of depository receipts. This is particularly the case
for companies located in jurisdictions with restrictive foreign exchange controls where
requirements to pay dividends in the local currency could make an investment in
the company’s shares less attractive to international investors. Depository receipts are
negotiable instruments that represent an ownership interest in a specified number of the
company’s shares. The underlying shares are issued to a depository, which in turn issues
depository receipts that can be denominated in a currency other than the issuer’s local
currency. Dividends received by the depositary can then be converted from the local
currency into the currency of the depository receipts. Depository receipts may only be

admitted to the Official List through a standard listing.

High Growth Segment

In March 2013, the London Stock Exchange launched the High Growth Segment, a
new Main Market segment that sits alongside the premium and standard segments and
provides an alternative route to market for European companies. As the High Growth
Segment is an EU-regulated market, companies listed on this segment must comply
with certain EU standards, including the Financial Conduct Authority’s Disclosure
Rules and Transparency Rules and the Prospectus Rules. However, as companies on the
High Growth Segment are not admitted to the Official List, the LR do not apply and
instead companies must adhere to the London Stock Exchange’s High Growth Segment
Rulebook.

The High Growth Segment is intended to attract medium and large high-growth
companies that do not meet the eligibility criteria of the premium segment, in particular
in relation to the free float requirement. However, the eligibility criteria for the High
Growth Segment requires all companies seeking admission to be revenue-generating
trading businesses, and mineral resource companies at the exploration stage are expressly
listed as being ineligible for admission to the High Growth Segment.”!

AIM

AIM is the London Stock Exchange’s market for smaller and growing companies. Due
to its status as an ‘exchange regulated market’ for the purposes of the EU Prospectus
Directive, AIM is governed by a more flexible regulatory regime than the Main Market.

21 Guidance Note 2 to Rule 2.1 of the High Growth Segment Rulebook.
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Role of the nomad

While admission to the Official List is regulated by the UKLA, the London Stock
Exchange oversees the regulation of AIM and compliance with the AIM Rules. Each
company seeking admission to AIM must appoint a corporate finance adviser that has
been approved by the London Stock Exchange to act as a nominated adviser or ‘nomad’.
The company’s nomad is responsible for assessing whether the company is an appropriate

applicant for AIM, and for advising and guiding the company on its responsibilities
under the AIM Rules.

Admission requirements
Unlike the Ofhicial List, there are generally no minimum market capitalisation
requirements for a company seeking admission to AIM. However, investment companies
must raise a minimum of £3 million in cash through an equity fundraising to be eligible
for admission to AIM.*

There are also no express minimum requirements as to the applicant company’s
trading history or the number of shares in public hands although the nomad will consider
this when assessing the company’s suitability for listing. The shares must, however, be
freely transferable and eligible for electronic settlement.

Fast-track admission to AIM

Companies that are already listed on certain other exchanges may qualify for AIM’s
fast-track admission process, in which case the company will not be required to produce
an admission document.” To be eligible for fast-track admission, a company must have
its securities traded on an AIM designated market* for at least the past 18 months, and
should also have substantially traded in the same form during this period. Examples of
mining companies who have used the fast-track process include Wolf Minerals Limited,
which is also listed on the ASX and was admitted to AIM in November 2011, and
Central Rand Gold Limited, which transferred its listing from the Main Market to AIM
using the fast-track process in August 2013.

Admission document

A company seeking admission to AIM (other than a fast-track applicant) is required
to publish an admission document. The company’s nomad will be responsible for
assessing whether the admission document complies with the content requirements

22 Rule 8, AIM Rules for Companies. For this purpose an ‘investing company’ is any company
that has as its primary business or objective the investing of its funds in securities businesses
or assets of any description.

23 However, as with any company seeking admission to AIM, a fast-track applicant may be
required to produce a prospectus under the EU Prospectus Directive where, for example, an
offer of securities is made to the public and no relevant exemption is applicable.

24 These include the Australian Securities Exchange, Deutsche Borse Group, NYSE Euronext,
Johannesburg Stock Exchange, NASDAQ, NYSE, NASDAQ OMX Stockholm, Swiss
Exchange, TMX Group and the UKLA Official List.
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set out in the AIM Rules. While these requirements are less onerous than those that
apply to a prospectus, a company preparing an admission document is subject to a
general requirement to disclose any information that the company reasonably considers
necessary to enable investors to form a full understanding of the assets and liabilities,
financial position, profits and losses, and prospects of the applicant and its securities for
which admission is being sought, the rights attaching to those securities and any other
matter contained in the admission document.”

Due to the less onerous disclosure requirements, and as the admission document
is reviewed and approved by the company’s nomad rather than the UKLA, the process
and timetable for admission to AIM can often be shorter and more flexible than the
process for admission to the Official List.

Prospectus requirement for AIM companies

Although AIM is not a regulated market for the purposes of the EU Prospectus Directive,
where a company seeking admission to AIM is also making an offer of its securities to the
public in the UK, the admission document may also need to be approved as a prospectus
by the UKLA unless it can avail of an applicable exemption. Where a company is offering
its shares through a private placement, it will usually seek to rely on an exemption
available for offers addressed solely to qualified investors, or fewer than 150 natural or
legal persons per EU Member State (i.e., other than qualified investors).

Specific content requirements for mineral companies

In addition to the general requirements set out in the AIM Rules, a mining company
seeking admission to AIM is required to comply with the AIM Guidance Note for
Mining, Oil and Gas Companies (the Guidance Note).?

The Guidance Note states that nomads are expected to conduct full due diligence
on mining companies seeking admission to AIM, including by carrying out site visits
and personal inspections of the physical assets where it is practical to do so. A formal
legal opinion from an appropriate legal adviser is also required on the incorporation
status of the company and any relevant subsidiaries, as well as the company’s title to its
assets and the validity of any licences.

Competent persons report
A mining company seeking admission to AIM is required to include in its admission
document a CPR on all its material assets and liabilities. The CPR must comply with
the disclosure requirements set out in the Guidance Note and the company’s nomad is
responsible for ensuring that the scope of the CPR is appropriate having regard to the
applicant’s assets and liabilities.

The CPR must be prepared no more than six months prior to the date of the
admission document by a person who meets the minimum requirements for competent
persons set out in the Guidance Note. These require the competent person to be a

25 Schedule 2(k), AIM Rules for Companies.
26 AIM Guidance Note for Mining, Oil and Gas Companies (June 2009).
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professionally qualified member of an appropriate association, independent of the
applicant and to have at least five years of relevant experience.

Where information is extracted from the CPR for inclusion elsewhere in the
admission document, that information must be presented in a manner that is not
misleading and provides a balanced view. The Guidance Note also requires that the
competent person must review the information contained elsewhere in the admission
document that relates to the information in the CPR, and confirm in writing to the
applicant and the nomad that the information is accurate, balanced, complete and not
inconsistent with the CPR.

Lock-ins for new mining companies

The Guidance Note and the AIM Rules require that, where a mining company seeking
admission to AIM has not been independent and earning revenue for at least two years,
all related parties (which include the directors and any shareholders holding 10 per cent
or more of the voting rights) and applicable employees must agree not to dispose of any
interest in the company’s securities for at least one year from the date of admission to

AIM.

ii Tax considerations

In general terms, the UK tax regime does not distinguish between domestic mining
companies and overseas mining companies that are subject to UK tax (for example,
as a result of being tax resident in the UK or carrying on a trade through a permanent
establishment in the UK).

The basic UK tax regime for mining companies is similar to that for other
companies — the main rate of corporation tax is 20 per cent (set to reduce to 19 per cent
from 1 April 2017, and 18 per cent from 1 April 2020), there is no limit on the period
for which tax losses can be carried forward and set off against future profits (provided that
they are incurred in the same trade that suffered the losses and relief is not withdrawn in
certain circumstances following a change in the ownership of the company incurring the
losses), and the usual withholding taxes regime applies. In broad terms, withholding tax
applies at a rate of 20 per cent (subject to any applicable double tax treaty and certain other
exemptions) to interest and royalty payments. There is no withholding tax on dividends.

The usual capital allowances regime for long-life assets and integral features (8 per
cent writing down allowance per annum) and other plant and machinery (18 per cent
writing down allowance per annum) applies to mining companies. In addition, persons
engaged in mining activities can benefit from the mineral extraction allowance, which
is a form of capital allowance available to those who carry on a mineral extraction trade
(a trade consisting of, or including, the working of a source of mineral deposits) and
incur qualifying expenditure. Qualifying expenditure for these purposes can include
expenditure on mineral exploration and access, and expenditure on acquiring mineral
assets (defined as mineral deposits, land comprising mineral deposits, or interests in or
rights over such deposits or land).

A major advantage offered to mining companies by the UK is that there are no
specific mining or mineral taxes (although excise duty is payable on mineral oils, at
varying rates, unless an exemption applies). There is also, generally, no UK VAT on
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exports. However, mining companies’ activities may render them subject to the following

indirect taxes:

a climate change levy: a tax on energy, with a variable rate depending on the nature
of the fuel used. Reduced rates are available for energy intensive businesses that
have entered into a climate change agreement with the Environment Agency;

b aggregates levy: a tax on the commercial exploitation (which includes both
extraction and importation) of gravel, sand and rock, currently charged at £2 per
tonne — this is subject to various exemptions, including exemptions for spoil from
any process by which coal or another specified substance has been separated from
other rock after being extracted from that rock, for material which is more than
half coal, and for spoil from the smelting or refining of metal; and

¢ landfill tax: a tax on the disposal of waste to landfill, currently charged at the
standard rate of £82.60 per tonne or the lower rate of £2.60 per tonne (set to
increase to £84.40 and £2.65 per tonne respectively from 1 April 2016), depending
on the material being disposed of; there is an exemption for the disposal of
naturally occurring materials extracted from the earth during commercial mining
or quarrying operations, provided that such material has not been subjected to
and does not result from a non-qualifying process carried out between extraction
and disposal. From 1 April 2015, disposals in Scotland are subject to the Scottish
landfill tax, which applies to the same activities and at the same rates as mentioned
above.

Apart from the mineral extraction allowance, there are no special allowances or incentives
for persons engaged in mining activities, or their investors or lenders.

IIT DEVELOPMENTS

On 1 October 2012, ESMA published a consultation paper seeking views on proposed
further amendments to its recommendations regarding mineral companies. These
include proposed amendments to the definition of ‘material mining projects’ to clarify
that materiality should be assessed from the point of view of the investor; and projects
will be material where evaluation of the resources (and, where applicable, the reserves
or exploration results, or both) that the projects seek to exploit is necessary to enable
investors to make an informed assessment of the prospects of the issuer. In addition,
ESMA proposes to establish a rebuttable presumption within the definition of materiality
that mineral projects can be material both where the projects seek to extract minerals for
their resale value as commodities; or the minerals are extracted to supply (without resale
to third parties) an input into an industrial production process (which includes but is
not limited to the example of stone extracted in the cement and aggregates industry) and
there is uncertainty as to either the existence of the resources in the quantities required
or the technical feasibility of their recovery.

The consultation paper also sets out a proposal to amend certain of the existing
exemptions from the requirement to publish a CPR, including a new exemption for
non-equity securities (other than depositary receipts over shares).

ESMA expects to publish revised recommendations in due course.

360



Appendix 1

ABOUT THE AUTHORS

KATE BALL-DODD

Mayer Brown International LLP

Kate Ball-Dodd is a partner in the corporate department of Mayer Brown International
LLP. She has a wide-ranging corporate practice that encompasses corporate finance,
mergers and acquisitions (including public takeovers), equity fund raisings, joint
ventures, and corporate governance. She advises a number of quoted companies and
financial intermediaries on the UKLA Listing Rules and Disclosure and Transparency
Rules, the Prospectus Rules, the AIM Rules, the Takeover Code and general company
law. Ms Ball-Dodd speaks regularly at external conferences on corporate governance and
takeovers.

CONNOR CAHALANE

Mayer Brown International LLP

Connor Cahalane is a senior associate in the corporate department of Mayer Brown
International LLP. He advises on international and UK corporate and commercial
transactions with a particular focus on public and private mergers and acquisitions and
equity capital markets transactions for mining companies. He also advises on general
company law and corporate governance matters.

MAYER BROWN INTERNATIONAL LLP
201 Bishopsgate

London EC2M 3AF

United Kingdom

Tel: +44 20 3130 3000

Fax: +44 20 3130 3001
kball-dodd@mayerbrown.com
ccahalane@mayerbrown.com
www.mayerbrown.com

361



MAYER*-BROWN

Article

Thisarticle was first published in Mining Journal,29 October 2015

African Mining Law Updates

By Rachel Speight

There has beenawave of reformin mining
legislation all over sub-Saharan Africa, with
movementtoward codes that seek toimprove
theregulationandtransparencyin this growing
industry. Reform objectives have commonly
includedincreased state participationand
introduced new taxregimesand local content
obligations, measuresaimedto boost revenue
fromtheindustry. Thisarticle providesan
insightintothe most recent reforms taking
placeinanumber of these countries.

Burkina Faso

Burkina Faso’s transitional parliament
adopted anew Mining Code in June 2015 which
addressesvarious areas including:

e Mining Conventions and Mining
Titles: Atechnical commission will
be createdto overseethe granting
of exploration licensesand mining
conventions. Mining conventions, no
longer required duringthe research
phase, have beenreduced toavalidation
period of 20 yearsand may be renewed
forsuccessive periods of syears. By
contrast, exploration permits remain valid
for2oyears. Permit holders are required
to notify the Ministry of Mining of any
significant changesinthe feasibility study,
orriskincurringa penalty of 1%to 4% of
the productionvalue;

e TaxRegime: Thereareseveral tax

regime changes at the explorationand
exploitation phases. Significantly,a20%
capital gainstaxhas beenimposed onthe
transfer of mining titles, except where the
transferistoacompany created for the

sole purpose of holding an exploitation

license. Corporate income taxand capital Rachel Speight
gainstaxare fixed at 17.5%and 6.25% Partner

respectively. Additionally, tax stabilisation ~ E:rspeight@mayerbrown.com
provisions are extended to any new

mining taxes, royaltiesand duties;

e State Participation: The State’sfree
equity participation is maintained at
10%, however the state can nowacquire
additional equity:and

e Local Preference: Alocal development
fundandarehabilitation and mine closure
fund have also been created under the
new law. Theseare financed througha
mix of 1% monthly tax on exploitation
production, State contributionand
amandatory annual contribution
from mining companies based on
environmentalimpactassessments.

Democratic Republic of Congo

InMarch 2015, the Democratic Republic of
Congo’s Minister of Mines submitted a draft of
anew mining code to the Congolese
Parliamentto replace the 2002 Mining Code.
This draftisawaitingapproval but addresses:

e State participation: The State’sfree
equity participation will reportedly be
raised from5%to10%.
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e Corporate Tax:tobereducedbys5%to

30%;and

e Royalty Payments: Gold royalties of
3.5%.

Gabon

The Gabonese Government enactedanew
mining law earlier this year with the aim of
increasingits miningindustry’s contribution
to GDP from 6% to 25% in the next 15-20 years.
The keyareasaddressedare:

e State Participation: The Stateis
entitled, through the national mining
company Société Equatoriale des Mines
(SEM),toa10%free-carried participation
inthe capital share of any exploitation
company, withan optiontoacquirean
additional 25% at market value;

e Local Preference:Titleholdersare
requiredto prioritize the employment
of Gabonese nationalsand set up
annual training programs for Gabonese
employees;and

e TaxRegime: Corporate taxremains
unchangedat 35% while royalties are
subject to negotiation, with lower rates
applied to more difficult, cost-intensive
projects. The Code continues to provide
tax exemption for mining operations
duringthe exploration phase, including
duty-freeimports of working equipment.

Kenya

The Kenyan Government passed a new Mining
Billin July 2015, the key changes made

concern:

e State and Local Participation: The
Governmentis entitledtoa10%free
carried interest sharein new projects.
Mining companies, under the bill,are
requiredto sell 20% of their sharesonthe
NairobiSecurities Exchange (NSE);

e TaxRegime: Thelncome TaxAct has
beenamendedto harmonise taxrates
inthe extractive industry by setting
the withholding tax rate at 5.625% for
contractual servicesand12.5%for
training;and

e Royalty Payments: Royalty rates have
beenincreased, with thoseimposed
onminerals like titanium ores rising
from 3%to10%andthose on diamonds
increasing to12%. Mines that process
their minerals locally will be entitledtoa
lower rate. Revenue from Royalties will be
split between local communities, county
governments and national government
(whichitwillinvestsits shareinan
infrastructure developmentfundanda
sovereign wealth fund.

Mozambique

On1January2015anew miningtaxlaw came
intoforce, creatingasingle piece of legislation for
taxmattersregardingtheindustry.ltaddresses:

e Renttax: Anew20%taxrateappliedto
the net cash flow of amining project, from
the moment at which it exceeds arate of
return of 18% before tax;and

e Mining production tax: Thistaxrate
has been reducedto: 8% for diamonds,
6% for precious stones or metals, 3%
for base metalsand1.5%for sand and
rock. These ratesare levied on thevalue
of the extracted mineral product after
treatment, the determination of which
isgoverned by specific rules. Under the
new law thereisataxstabilisation period
of 10 years, howeverthisis subjecttoan
additional payment of 2% of the taxdue
fromthe eleventh year of production.

MAYER BROWN



African Mining Law Updates

Senegal

Senegalis ontheverge of introducinga new
mining code, in particular this will deal with:

e Mining Titles: Thelaw limits the types of
miningtitles available to only “small mine
permits” or “mining permits”. Mining
permits will beissued foraninitial term
of between 5-20years,achange fromthe
current Mining Code (introduced in2003)
under which mining concessionsare
granted for upto 25years; and

e State Participation: Free equity State
participation will be maintained at 10%,
withanoptiontoacquireanadditional 25%
equityat marketvalue.

e Tax Regime: Taxprovisionswill be
enumerated inthe General Tax Code while
royalty rates will vary depending onthe
mineral being mined. The new code will
alsorequiretitle holders to contribute
0.5% of theirannual turnovertoalocal
community fund.
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Ethiopia still drawing a crowd

By lan Coles

Therecent EthiopiaInternational Mining
Conference, whichtook place in Addis Ababa
on 24-24 September,isatimely reminder of
theinterestin miningin Ethiopiaandthe likely
prospects for further development of that
industry over the short to mid-termfuture.

The conference attracted hundreds of
delegates fromaroundthe globe. Attendees
reflected the full spectrum of those involved in
theindustry-fromacademicsto geologists,
professional advisers, developers,NGOsand
finance providers. Thevarious presentersand
panellists reflected that broadinterestand
seemed to confirm the results of a poll taken by
Mining Journalat the Indaba conference heldin
Cape Town earlier this year. That poll placed
Ethiopiathird (behind Ivory Coastand Burkina
Faso) asthe most favourable emerging markets
in Africaforthe development of miningactivity.

Ethiopia, one of the most populous countriesin
Africaand withaboominglocal economy, is
host toawide variety of metalsand other
commodities. Potentially significant deposits of
both base and precious metals exist as wellas
deposits of softer commodities suchas potash
and phosphateare known to exist. However,
whilethereis muchtalkabout the development
of larger projectsartisanal mining stillaccounts
foraround 9o% of extracted mineral valuein
Ethiopia. Thiswas reflected in the significant
amount of discussion afforded to theartisanal
sectorattherecent conference.

Turning now to some of the current projects
being pursued. The Tulu Kapigold project,
whichwas presentedat the conference in Addis
Ababa, is being developed by KefiMinerals. The
projectinvolvesaprobable orereserveinthe

region of one million ounces The development
agreement between Kefiand the government
was formalised in April2015and provides fora
20year exploitation licenceand,as provided for
inthe Minerals Law,agovernment free carried
interestatthe level of 5 per cent. The developer

isworkingtowards gold production

lan Coles

commencingin2017.In September of this year
Kefi [')rovided' anupdate indicatir?gthatthe peak Partner
fundingrequirement for the project had been icoles@mayerbrown.com
reduced by $10 millionand that equity funding

would be raised at the level of the project

companyin order to minimise shareholder

dilution. Already operating-andthe largest

gold producer in Ethiopia- is the Midroc

projectinLegaDembi, previously astate-

owned mine but privatisedand transferred to

Midroc Ethiopiain1997.

Afurther project under development is the
Danakil potash projectinthe Afar region
located inthe North East of Ethiopia. The
depositis part of the extensive Danakil
Depression. Other sponsors seeking to
develop projectsin this Depressioninclude
Circum Minerals with a property covering
some 365square kilometres. Circum is now
reportedly looking forapartner toassistinthe
development of the project giventhe
substantial capital expenditure potentially
involved (somereports placethisatan
amount of more than $2 billion). In addition
Israel Chemicals Ltd. (having taken over Allana
Potash Corp.) is developingasimilar sized area
nextto the Circum deposit. The Depressionin
fact extends overthe borderinto Eritrea
where the national mining company hasaso
per centinterestinaproject beingexplored.
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Elsewhere East Africa Metalsisinthe course
of developing the multi-metal Harvest project
located 600 kilometres north of Addis Ababa.
The same company isalso developing the
Adyabo project 264 kilometres to the west of
the Harvest project. Inadifferent part of the
miningindustry Gemfieldsis workingonan
exploration project foremeralds. Finallya
potentially significant tantalum deposit exists
atthe Kentichaprojectlocatedinthe Oromia
region of Southern Ethiopia. This depositisin
the process of beingworked on by agroup of
partners.

Detractorsfromthe potential for the
development of the miningindustry in Ethiopia
point to the difficult political environment and
the advantages enjoyed by those who keep
close connectionsto the ruling political elite.
Onthe other handthe political environmentin
Ethiopia has remained by andlarge stable,a
position whichis not enjoyed by several other
African countries competing for investment.
Corruptioniswidely regarded to belessofan
issue than elsewhere in Africa. However, local
bureaucracyandadministrationis generally
under-resourced and under-developed with
the consequence that permittingand other
necessary day-to-day activity can be slow.
Security of tenureand land rights canalso raise
difficulties -as canan occasionally fastand
loose approach tothe recognition of
contracts.Inadditionthereisadearth of
governmentfunded centrally available
geological data. Ona positive note though
Ethiopiahas joined EITlasacandidate country.

Inaddition to these local challenges basic
infrastructure - power, roads, etc - needs
significantimprovement. Asaland-locked
country security of accessto ports remainsa
concern. Djibouti continues to be the main
oceanaccess route although alternatives
involving both Kenyaand Somaliland are being
evaluatedandinvestedin. Inrelation to power
Ethiopia possesses huge potential for
hydropower generationand the proposed
Renaissance Dam project would -at 6,000
MW -be one of the largest power plantsin
Africa.

The overall viewat the conference was one of
cautious confidence inthe future. Ethiopia
undoubtedly plays host to somevery
interesting deposits. The local economy is
booming - the country has managed double-
digit economic growth over the past decade
thereby comfortably out-stripping most other
Africanjurisdictions. While notallNGOs are
confident that the miningindustry willmove
to occupyasignificant part of the local
economy the World Bank has recently
predicted that mining could contribute $2
billion to the local economy by 2025. That
would representasignificant advance over
the current position and most of those
presentatthe conference seemto believe that
this level of progress was certainly achievable.
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2015 Burkina Faso Mining Code

By Alban Dorin

Introduction

Burkina Faso’s National Transitional Council
(Conseil National de Transition, CNT), acting
as Parliament, has approvedanew legislation
toamend the Mining Code (Law no. 031-2003/
AN dated 8 May 2003). The CNT, which has
beenin power since the popular uprising last
Octoberandis charged with guiding the
nation to elections later this year, passed the
new law on 26 June 2015,

Abillamendingthe 2003 Mining Code was
first proposedin 2013. It was later withdrawn
duetolow commodities prices and strong
oppositionfrom mining operators.

With the new Mining Code, Burkina Faso joins
the wave of mininglaw reforms throughout
Africathat emphasize transparency and
accountability by both mining companies and
host governments. Along with the newly
enactedanti-corruption law, the new code
aimsto bring greater clarity and transparency
totheminingindustry while increasing state
revenues from mining. It also specifically
enumerates the fundamental obligationand
responsibility of mining companies to respect
and protect human rights. Indoing so, it
introduces several reforms that willimpact
currentand future mining operationsin
Burkina Faso.

State Participation

The new Mining Code maintains the 10% free
equity State participation of the previous
code but expressly allows the State to acquire
additional equity if it reaches an agreement

with the mining company in accordance with
the provisions of the Uniform Act on
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Companies. The new language suggestsan

Counsel

+33153531851
adorin@mayerbrown.com

intention to increase State participation by
acquiringagreater share capital in mining
operations.

Moreover, it createsa “preferential” dividend
status whereby the State has priority inthe
distribution of dividendsand s paid before
any otherallocation of distributable profits.

Infurtherance of its goal to encourage
transparency, the new law prevents certain
government officials, such asthe head of state
and ministers, from holding title to mining
concessions.

Mining Conventions and Mining
Titles

With the new Mining Code, the Burkinabe
government seeks toimprove regulationand
supervision of the miningindustry. A technical
commissionwillbe established to overseethe
granting of exploration licensesand mining
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conventions. Mining conventions are no
longer required during the exploration phase
and exploration licenses remain valid fora
period of 20 years. By contrast, the duration
of mining conventions is reduced from 25
yearsto 20 years, but may be renewed for
consecutive periods of 5 years (previously 10
years).

License holdersarerequired to notify the
Ministry of Mining of any significant changes in
the feasibility study as regards production
estimates. Failure to adequatelyamend the
feasibility study could give rise to penalties
ranging from 1% to 4% of the production
value, depending onthe magnitude of change.

The new Mining Code provides for additional
grounds for revoking miningtitles, which
include on-site employment of children,
undue delay (more than one year) or
suspension of exploitation and non-renewal
of licenses upon expiration.

Surprisingly, the mining code suggests that
the exploitation licenseisarightinremon
immovable property which may only be
subjecttoapledge (and nolongera
mortgage), which seemsinconsistent with
OHADA law.

Tax/ Customs Regime and
Community Development

The new lawintroduces several tax regime
changesatthe explorationand exploitation
phases,as wellasa20% capital gainstaxon
the transfer of miningtitles. However,
transfers of licenses to Burkinabe companies
created for the sole purpose of holdingan
exploitation license are exempt fromthe
foregoingtransfer tax.

Inaddition, therevised code eliminates the
statutory language that provided fora1o
point tax reduction on mining profits during
the exploitation phase. Instead, license
holders will now incur afixed corporate
income tax of 17.5%and atax of 6.25% on
income derived frominvestments. While
thesefigures resemble thoseinthe previous
code, they differinthat the rates are now
fixed. All other mining taxes and royalties will
be determined by implementing regulations.

The code further provides for the creation of
four new funds, includingalocal development
fundandarehabilitation and mine closure
fund. Exploitation license holders will pay 1%
of theirmonthly gross turnover (or the value
of the extracted products) to the local
development fund. The rehabilitation and
closure fund will be financed through a
mandatoryannual contribution from mining
companies that will be determined based on
an environmentalimpactassessment.

The mining code specifies that 1% duty
payable tothe local development fund also
appliesto holders of an exploitation license
granted pursuant to the former mining code.

The code also contains specific custom duties
exemptions for mining materials and
equipment, with the exception of passenger

vehicles, at each stage of amining operation.

Stabilization Provisions

Taxstabilization provisions are guaranteed
throughthe validity of the license or up to 20
years,whichever occursfirst. Unlike the
previous mining code, the new Mining Code
extends tax stabilization provisions to any new
mining taxes, royalties or duties.
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Local Preference

The codeintroduces several obligationsin
support of local business and employees. It
requires, for example, that mining companies
give preference to qualified local employees,
businessesand contractors. Similarly, mining
companiesare required to provide
professional trainingto local managers.
Quotas for these obligations will be
establishedinaforthcomingimplementing
decree.

Conclusion

Whileindividual countries have adopted
varied approaches, recent mining code
reformsin Africa have generally focused on
increasing state participation, royaltiesand
local content obligation.

With the new Mining Code, Burkina Faso has
introduced changes to the miningindustry
thatare not onlyintended to benefit the local
community, butincrease state revenues from
miningthrough increased state participation

and new mining taxes.

Therevised codealso reduces regulatory
uncertainty andincreases transparency
within the mining sector, in line with
international standards (Kimberley Process
andthe Extractive Industries Transparency
Initiative).
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The murky business of investigating corruption

By Alistair Graham and Chris Roberts

Allegations of fraud, bribery or corruption can
damage or destroyacompany’s reputation
evenwhenthereis nobasis to the allegations.
Once theallegations are made the Director of
the Serious Fraud Office (“SFO”) need only
believe that thereare “reasonable grounds”to
suspect thatan offence which involves serious
or complexfraud has been committedin
ordertoopenaninvestigation (section1(3) of
the Criminal Justice Act 1987), with the added
adverseattentionand publicity that brings.

The SFO has identified the miningindustry as
the corporate sector with the highest rate of
foreign bribery'with 41% of these bribery
cases concludedsince 1999 involving
knowledge by corporate management,
includingthe CEO. Asthe SFO’s Joint Head of
Briberyand Corruption putitinarecent
speech: “we’re talkingabout companies like
yours,and people like you.”

Itisimportant torememberthatthe SFOis
bothinvestigatorand prosecutor - ultimately
itisjudged by how many successful
prosecutionsit cansecure. Inthis context,
when faced with an SFO investigation, what
stance does the SFO adopt and how should
the company react? The situation is changing.

1 OECD Foreign Bribery Report 2014 - the
extractive industries represent 19% of cases
involving bribery of a foreign official.

2 Speech at the Global Anti-Corruption and
Compliance in Mining Conference 2015.

The SFO’s point of view - “leave
ittous”

Whenallegationsarefirstraised, thefirst
response of many directors will be that they want
tounderstandalltheallegationsandthe events
givingrisetothem. Thishastraditionallybeen
achieved by way of aninvestigation performedfor
the companybyanexternal lawfirm.

Recently however senior members of the SFO,
includingthe Director David Green QC, have
publiclyand repeatedly warnedagainsta
companyinstructing external lawyersto
investigate allegations made against the
company oritsemployees. The SFO does not
view these investigationsand reportsthe law
firms produce detailingtheir findings as being
sufficiently “independent”. Itarguesthat thereis
an“inherent conflict”?inalawfirmbeing
instructed by the board of directorsto
investigate thealleged actions of the company’s
employees. The SFOalso has concernsthatthe
companyandthe law firm will make
inappropriate claims of legal privilege which may
have the effect of hinderingthe SFOinits
investigation or subsequent prosecution. Finally,
the SFO believes that “the crime scene canbe
churned up™byalaw firm’sinvestigation.

3 David Green interviewed in The Times on 27
August 2014.

4 David Green interviewed in The Times on 27
August 2014.
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The SFO’srecentstanceistotryto persuade
companiesthatthereis noadvantagein hiringan
independent law firmtoinvestigate the
allegations of fraud, bribery or corruption.On
the contrarythe SFOwould preferandadvocate
thatthe company should trust the SFO to
investigate, without recourse to the company’s
own lawyersandin some cases suspendany
ongoinginvestigation. The most high-profile
example wherethishasoccurredisthe SFO’s
investigationinto Tesco’saccounting practices,
where Tescois reported to have halted its
inquiry toallowthe SFOto complete its own.

The stick - the SFO’s approach to
prosecutions

Recent cases have shown that where the SFO
hasstarted a prosecution it will pursue it
determinedly, evenat considerable cost toall
concerned. Arecent example demonstrating
the SFO’sapproachinrelation to the natural
resources sectoris the prosecution of the
directors of Celtic Energy Ltd.

The SFO charged the directors of Celtic Energy
anditslawyerswithallegedly conspiringto
defraudlocalauthoritiesin South Wales by
prejudicingtheir ability effectively to enforce
obligationsto restore open case miningsitesto
open countrysideand/oragricultural use. Aftera
2yearinvestigationandayear-long prosecution
the chargesagainstallthe defendantswere
dismissedin February 2014. The SFO had
substantially changedits case several times
duringthe course of the prosecution.

However, rather thanaccept the Court’s
decision, the SFO applied forararely-sought
order,“avoluntary bill of indictment”, whichin
effectallowed it to bringthe prosecutiona
secondtime. Thissecond attempt was
rejectedin November 2014 and the judge
describedthe SFO’s changing its case several
times as causing the defendants “real
prejudice”s. Atasubsequent hearingin

February2015the judge ordered the SFO to
pay the defendants’ costsand described the
SFO’slegal analysisin the case as being subject
to “regular, cataclysmic change, each
successive change beingfundamental”and
that these changes “lacked legal meritand....
[e]lach was, from the outset,doomed to fail.”®

However the SFO hasalso had anumber of
recent successes;so how shouldacompany
respond?

The carrot - Deferred
Prosecution Agreements
(“DPAs™)

InFebruary 2014 the SFO was granted the
authority to agree DPAs with companies.
Under the terms of a DPA the SFO must charge
the company with a criminal offence but
proceedings are automatically suspended
becausethe company hasagreedto certain
conditions with the SFO. These could include
payment of afinancial penalty or
compensationto third parties. The DPA must
beapprovedbyajudgeand,ifapproved,a
costlyand disruptive criminal trial will have
beenavoidedand anagreed sanction
imposed. Note that DPAs cannot be offered to
individuals. DPAs avoid the need fora
prosecutionand provide certainty to the
company thattheinvestigationis over,
drawingaline under theallegations.

However the SFO will only agree to offera DPA
where the company is regarded by the SFO as
cooperating. This enables the SFO to exert
significant pressure over the company until it
is satisfied that the company is cooperating.

Further, enteringintoa DPArequiresthatthe
companyadmitsan element of wrongdoing. A
major risk companies needto consider if offered
aDPAinsuchcircumstancesisthat wherethe
company has notinstructedan external law firm
toperformacompleteindependent

5 Serious Fraud Office v Evans & ors [2014] EWHC
3803 (QB), paragraph 95.

6 Serious Fraud Office v Evans & ors [2015] EWHC
263 (QB), paragraphs 157 to 158.
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investigationit will be entirely reliant uponthe
information identified by the SFO,as willany law
firmadvisingonthe terms of the DPA.

Therefore whilsta DPA may bring certainty
anddrawaline underallegations, itisstillin
effectanadmission that an offence took place.
OnceaDPAhasbeenagreedthe SFO will
considerifit should try to prosecute individual
directorswhowereinvolvedintherelevant
events-who, it must be remembered, cannot
agree a DPAwith the SFO.

The tightrope

The SFO has becomeanincreasingly
aggressive organisation in bothits guises as
investigatorand as prosecutor. Companies
underinvestigationare presented witharange
of waysto respond,includingfrom
cooperating fully (by allowing the SFO to
investigate without any independent legal
investigation) to refusingto cooperate atall
(byinstructingan external law firmto perform
afullindependentinvestigation and defending
allegations all the way to trial) save for
complyingwiththe SFO’s requestsasfarasit
islegally requiredto do so.

The positionacompany should adopt will vary
dependingupon the circumstances. Whilsta
board will want to know if the allegations have
any foundation and, if so,how wide they
spread, it may wish to commissionan
independentinvestigation. However ifinthe
course of thatinvestigation it becomes clear
that an offence has been committed, then it
may be appropriate to consider ceasing the
internal investigation and allowing the SFO full
accesstotherelevant documentation.

Thekey is to ensure that the Board takes the
decisionthatisinthe bestinterests of the
companyinallthe circumstances. This may
involve cooperating with the SFO atan early
stage orassertingits right to defendand
defeatallegations which lack legal meritand
aredoomedto fail. Unfortunately both
options can be long, complexand costly
whatever stance the Board decides to adopt.

Alistair Graham is a Partner and Chris
Roberts is a Senior Associate in the
Litigation & Dispute Resolution team at
Mayer Brown.
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Proposed European law against conflict minerals

On May 20" the European Parliament voted in favour
of a strong and binding law that requires companies
operating in the EU who are importing tungsten,
tantalum, tin and gold (3TG), as well as importing
products containing those minerals, to certify that
their supply chains are free from minerals that have
caused violence within conflict areas. The European
Parliament voted in favour of this much more
restrictive law over the less restrictive one previously
proposed by the European Commission last year.

The European Commission had proposed legislation that
was viewed by many to be more ‘business friendly’. But
the proposals were criticised by certain elements of the
European Parliament and by some lobbyists for two
main reasons. Firstly it was felt that the voluntary, self
certification element of the legislation would not be
adhered to by a majority of companies operating in
conflict areas, due to the extra costs certification would
incur. Secondly it was felt that the proposals to just
target those companies importing the raw products into
the EU did not go far enough, considering the majority of
3TG is imported into the EU within finished products,
such as inside mobile phones and laptop computers.

As aresult of these criticisms the new proposals are
considerably more stringent. It is now proposed that the
legislation be mandatory and not voluntary and that
rather than applying to just importers of the raw product
from conflict areas into the EU, importers of
manufactured products containing 3TG from conflict
areas will also be required to certify the absence of
minerals blamed for violence. Such rules could now
effect 800,000 companies within the EU. The
certification procedure will follow the previous proposal
in using OECD certification guidelines. These guidelines
require companies to first establish strong company
management systems. Second, to identify and assess risk
in the supply chain. Third, to design and implement a
strategy to respond to identified risks. Fourth, to carry
out independent third party audits of the supply chain
due diligence at identified points in the supply chain.
Fifth, to report on supply chain due diligence.

With such stringent regulations being put forward, in
many respects the EU is now looking to lead the fight
against conflict minerals. In 2011 the US implemented
Section 1502 of the Dodd-Frank Act that also aimed
the break the link between armed groups and the
trade of 3TG minerals. However, this US legislation is
much weaker legislation, compared to that proposed
by the European Parliament. The Dodd-Frank Act
only focuses on the Democratic Republic of the Congo
and nine neighbouring countries, compared to the
European Parliament proposal which covers all of the
conflict areas of the world. Furthermore, Parliament’s
proposal, unlike the Dodd-Frank act, proposes that
the European Commission publishes a list of
‘responsible importers’ to be available to the public. If
this is implemented it would be the first of its kind.

However, the new proposals have also been met with
criticism, particularly from conservatives within the
European Parliament and from a number of business
lobbyists. From Africa’s perspective, where many of
the minerals from conflict areas are mined, it is
thought that the bill will have a significant negative
effect on African 3TG production. This is especially
true for small and medium sized enterprises (SMEs)
operating within legitimate trade channels in conflict
areas, who may not be able to afford the requirements.
As aresult such enterprises may be forced to locate
elsewhere. The French business group, Medef has
lobbied MEPs warning them of what it sees as the
costly consequences of regulating the whole supply
chain. There will also likely be issues over deciding
which areas should be classified as conflict areas.

Nonetheless, the proposals have a long way to go before
they have the possibility of becoming law. They are still
in draft form and will firstly require member-state
review, before then being subject to negotiations
between the Parliament, the Council and the
Commission. The negotiation process will also be
further complicated by the fact that the bill only passed
through the Parliament with a relatively slim majority.
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Creating a Business Hub in West Afria

By lan Coles

Thereisnodoubt that businessisincreasingin
West Africa. While the usual obstacles and
barriers remain, frominfrastructure
development to political stability and terrorist
threats, the majority of the countriesinthe
region have experienced growth overthe last
5-10yearsand optimism for further growth
remains in most quarters. One question that
has occupied commentators thoughiis
whetherany one (or more) countriesinthe
region might emerge asahub for businessin
theregion, whetherin one or moreindustry
sectors. Certainly theregionis large enough
tosuggestthe possibility for hubs emerging.
Theregion hasapopulation of 245 million
-albeit 65% of the same live in rural areas.
Obviously the areais highly prospective for
miningactivity - but thereis no suggestion ofa
regional hubinthat industry emerging to date.

Onthe other handarecentstudy published
under theauspices of the African
Development Bank, the OECD and the United
Nations (African Economic Outlook 2014)
reported that “Africais the world’s fastest
growingbut least globally integrated
continent”. The study went on to posit that
the reasonsfor this were principally (@) lack of
legalarchitecture for regionalintegration, (b)
poor physicalinfrastructure,and (c) trading
relationships built onlinks with the rest of the
world rather than regional neighbours. The
study went onto note that several of the
African regional groups (including thatin
West Africa) trailed the five-nation East Africa
Community in promotingand establishing
integration.

The answer to the question might turnto
some extent on what we mean by “West
Africa”? Perhaps the most obvious answer
hereistolookatthe membership of the
Economic Community of West African States
(“ECOWAS”). Thisbody includes15core
countries. Other references to the region
occasionallyinclude Chad and Cameroon,
countries further to the East but perhaps with
significant economic ties to Nigeriaand
elsewhere.Some other definitions include
Mauritania but that country is possibly more
usually grouped with the Maghreb
jurisdictions of North Africa. As willappear
laterin this article Moroccois also attempting
to positionitselfasapotential hubfor the
region but,again, itis more usually grouped
with other Maghreb countriesand of courseis
located onthe northern edge of the West
Africablock. Also of relevance is the fact that
eight countriesintheregion (Benin, Burkina
Faso, Cote d’lvoire, Guinea-Bissau, Mali, Niger,
Senegaland Togo) are members of the West
AfricaEconomyand Monetary Union
(“WAEMU”) and thereby shareacommon
currency,acommon central bank, a
development bank,aregional stock exchange
andacommon banking regulator. ECOWAS
also has plans forasingle currency.

Thereare possibly more obstaclesto the
development of a business hub in West Africa
than other regions. First there are significant
cultural differences - arising from varied
ethnic, religious and historical backgrounds.
Second, localinfrastructure - whileimproving
-restricts the ease of movementaround the
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region. Inaddition, the economies of various
countriesinthe regionare hugely different
-fromthe mixed free-market economies of
countries suchas Ghanaand Nigeriato
countries almost entirely dependent on
limited numbers of commaodities. Political
issues may also presentan obstacle -
particularly inthe case of those jurisdictions
with unitary party/dictatorship governing
bodies who may have limited interestin seeing
influence being exerted by other countriesin
theregion.

Thereis modest literature or study onthe
topic of the establishment and growth of
regional hubsin West Africa. The growth of
hubs elsewhere, suchas London, Singapore
and Hong Kong would suggest that ease of
communicationand life style quality are
important factors. A benevolent regulatory
environment for business growthis also
obviouslyimportant (currently of critical
importance to Londonin the context of the
financialindustry). Experience would also
suggest that once hubsare established there
isavirtuous circlesurroundingthemand it
becomesincreasingly difficult for other cities
inthe relevant region to mount competition
forhubstatus (upmost herearethe repeated
attempts of cities such as Frankfurtand Paris
tomountachallenge to London for the status
of principalfinance hubin Europe).

Possibly the most interesting recent study on
the topic was that conducted by the IMF
earlier this yearand entitled “Making Senegal a
Hub for West Africa”. The study was published
inthe context of agovernment sponsored
development plan to promote Senegal as such
ahub. Furtheringsome of the points referred
toabove the study noted several categories
whereimprovement would need to be seen
before becomingahubwould be afeasible
objective. Theseincluded strengtheningthe
fiscal framework, external stability (principally
the currentaccount deficitand exchange
rate), export diversification, the establishment
of social safety nets toassist those living
belowthe poverty lineand improved
infrastructure (in particular with respect to

power supply). Of interest, the study was
principally focused onthe prospects for
economic growth - the premise being that
such growth would enable Senegaltoactas
enginefor growthinthe wider West Africa
regionand thereby becomeahubfor broader
activity inthat region. The time horizon for the
targeted economic growth and emergence as
aregional hubwas 20 years. The IMF study
estimated that this would requireanannual
growthrateinthe region of 7-8%in the short
term (@lmost double that achievedin the
recent past -infact West Africaasawhole has
only seen2.5%growth overthe last three
years whilethe population has been growing
by 2.2% perannum).In Africaasawhole only
two countries (Ethiopiaand Angola) have
experienced double digit growth over the
period 2005-2013. Growth based on FDIl aimed
atexportindustries rather than growth based
onanincreased debt burdenwas highlighted
bythereport.

Size might be expected to definealikely hub.
The bigger (and more successful) the
economy the more people who are attracted
tothe countryinquestion. Nigeriahasa
massive advantage here. GDP in 2013 was
almost $500 billion. GDP for Morocco inthe
same year was almost $200 billion. Contrast
these numbers with Senegal (@pproximately
$25 billion), Mauritania @pproximately $9
billion) and Cote d’Ivoire (@pproximately $43
billion)and theimbalances are clear. Onthe
other hand this did not prevent Singapore
risingasabusiness hub for South East Asia but
that needed ahighly focused and long-term
initiative from central government to create
theright environment to encourage offshore
investment (including regulatory regimesand
acrack down on corruption).

InDecember 2014 CNN ranastory relatingto
the experts view on the “Nine finance hubs of
the future”. The sole city selected in Africawas
Casablanca. Givenits geographical location
Casablancaisaimingtoactasafinancial hub
for North, Westand Central Africathrough
the establishment of the Casablanca Finance
City Authority (“CFCA”). CFCAis workingto
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buildatechnology infrastructureand legal
environment which willencourage the
presence of foreign lenders wishingto do
business with Africa. The CFCA, originally
establishedin 2010, has attracted companies
suchas BNP Paribasand AlG. Asimilararticle
inthe Financial Timesin July of last year noted
thatin March 2014 the CFCAwasincludedin
the Global Financial Centres Index for the first
time, ranking 62nd overalland second in
Africa. Half of the applicants for entry to the
CFCAhave beenfrom Europe, 14% from the
US, 7% from the Gulf and the remainder from
Africa. Advantages of CFCAmembership
include taxincentives, streamlined visaand
work permit process and free management of
assetsinforeign currencies. Thereare
perceived to be two existing financial hubsin
Africa, Johannesburgand Mauritius. Neither
of those has an obvious nexus with West
Africa, particularly Francophone West Africa.
Inthe finance sector Senegal hasalso recently
been making effortstobe seenasahubfor
Islamic finance

Mention should also be made of hubs outside
the financial sector. Notwithstanding power
generationissuesasaresult of failingrainsand
gas supply issues Ghana has been spoken
aboutasapotential hub for purposes of

power transmission. Of possibly greater

significance howeveristhereported
establishment of Nigeriaas aregional hub for
petrochemicalsand fertiliser. The Nigerian
National Petroleum Corporation expects this
tooccur by 2017.Inaddition itappears that
Nigeria willattempt to establishitselfasan
aviation hub (although the jury seemsto be
outastowhether thiswillbein Abujaor
Lagos).

Itis clear that the creation of business hubs for
the West Africaregionisatan early stage. As
the CNN article referred to above noted “You
have tobeasuccessful cityinordertobea
successful financial center”. The same
observation might apply to business hubs
generally-toactasahub people needtosee
thecityin questionasagood placetoliveas
wellasto conduct business. The sheer size of
Nigeriawould suggest itasan obvious hub for
industry -albeit it seems unlikely to make a
stamp inthe mining sector. Cultural
differences with other countriesintheregion
may alsoactasabrake onits potentialasa
hub. It seems more likely thata variety of hubs
byindustry sector will be created - maybe
Nigeriaforenergyand possibly Morocco for
finance. Even this will take time given the
overalllevel of economic growthand
development. Asingle hubacross multiple
industries seems much furtheraway.
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MARINE MINING

Seeking returns in uncharted waters

Despite obstacles, both countries and industry are keen to see deep-sea mining become a reality

Ruth Green

his time last year one of the most talked-
Tabout deep-sea mining projects seemed to

be on the rocks as Nautilus Minerals was at
loggerheads with the government of Papua New
Guinea and its Solwara 1 gold, copper and silver
project seemed but a lofty pipe dream.

By May the pair had resolved their differences
and Nautilus confirmed that the Papua New Guinea
(PNG) government had placed US$113 million into
escrow, satisfying the conditions needed for the
state to take a 15% stake in the polymetallic project
off the coast of PNG.

Since then nothing, cyber attacks included, have
really threatened to derail the project, which the
company is hoping to bring on stream by early
2018. However, in February it was the turn of
Chatham Rock Phosphate, which is looking to mine
phosphate nodules on the Chatham Rise, some
400km east of Christchurch in New Zealand, to face
disappointment when the country’s Environmental
Protection Authority (EPA) rejected its marine-con-
sent application on environmental grounds.

This was the second seabed-mining application
to be rejected since New Zealand introduced a law
restricting economic activity in New Zealand's off-
shore Exclusive Economic Zone in July 2013. In
June last year Trans-Tasman Resources’ proposal
for its South Taranaki Bight iron-sands project was
also rejected amid concerns over the project's
potential environmental impact.

Wylie Spicer, counsel at McInnes Cooper, recently
spoke at the Deep-Sea Mining Summit in Aber-
deen, and said the decision on Chatham Rock Phos-
phate really floored delegates there.

“The decision on Chatham Rock came on our last
day in Aberdeen and I think the people that have
been involved, whether as geologists or advisers,
were shocked by the decision,” he told Mining Jour-
nal from his office in Calgary.

“The two decisions — Chatham and the one that
came before, TTR... the industry in New Zealand is
not happy with these results,” he said.

Chatham did not hold back in expressing its own
disappointment, saying it was “aghast” at the EPA’s
decision. However, lan Coles, a partner at Mayer
Brown, said New Zealand was not alone in flagging
up environmental matters.

“New Zealand has a very strict approach to envi-
ronmental issues, although other countries have
expressed concern over disturbances to marine
ecosystems caused by deep-sea mining,” he said.

“The two commercial rebuffs in New Zealand
have certainly heightened the enthusiasm from
environmental groups,” agreed Spicer.

And as environmental concerns continue to be
highlighted, considerable questions are also being
raised about the economic viability of some of the
proposed deep-sea mining projects.

Nautilus Minerals’ Solwara 1
project is set to come on stream
by early 2018

“New Zealand

has a very strict
approach to
environmental
issues, although
other countries
have expressed
concern over
disturbances to
marine ecosystems
caused by deep-sea
mining”

Although some estimates suggest marine min-
ing could provide some 5% of total rare-earth ele-
ments supply by 2020, Coles admitted the sheer
expense is making some projects that were once
alluring now seem less appealing.

“The equipment needed to access rare earths —
or any other mineral on the sea bed - is expensive,”
he said. “This is compounded by the fact that many
of the reported rare-earth deposits on the sea bed
are in very deep water, particularly those poten-
tially rich deposits that lie off the continental shelf
next to Japan. Given that several potentially large
on-shore deposits are in the course of being devel-
oped - particularly in Africa — the comparative eco-
nomics of developing a seabed project may not
be so compelling.”

Jeff Ardron, a senior fellow at the Institute for
Advanced Sustainability Studies (IASS), who also
spoke at the Deep-Sea Mining Summit Aberdeen,
agreed the economics behind the argument of
exploring for REEs under the sea did not stand up.

“The idea that we need to go into the sea for REEs
isn’t true, at least not now. It’s just not economically
attractive,” he said.

“People thought back in 2011 that metal prices
were only getting stronger, there would be no end
to China’s development and it would hoard its rare-
earth elements. Therefore, deep-sea mining looked
like a good idea. Four or five years later | don't think
we can make that same argument.”

Ardron said that although mining companies
such as Nautilus and DeepGreen argued that deep-
sea mining projects would benefit the economies
of Small Island Developing States (SIDS), he said the
longer-term economic impact of these types of
projects had still been largely overlooked to date.

“If we're going to do deep-sea mining and it's a
big if, because economically it's not as attractive as
it was initially thought to be, but if it's going to be
done it will have to be done carefully or it could
cause more harm than good to the small island
states,” he said.
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“I think the discussion that we've seen so far
focuses on environmental concerns, which are
legitimate and a lot of researchers are looking at
them. But almost no one is talking about the socio-
economic impact and it's almost like a blind spot.
I'm really concerned that we're going to repeat his-
tory and we're sleepwalking into a socio-economic
catastrophe. The only way that it can be averted is if
we start talking about it and planning for it.”

He cited the example of the phosphate-rich state
Nauru, which once boasted the highest per capita
income enjoyed by any sovereign state in the world
during the late 1960s and early 1970s, but now
bore the environmental and economic scars of
mining. After more than 80% of the island’s surface
was strip mined and the phosphate reserves were
exhausted, the island’s wealth plummeted.

“My fear is what we've seen happen already in
Nauru is going to repeat itself unless we're
extremely careful,” he said, adding that the SIDS
could learn from the example set by Norway, where
prudent financial spending and employment poli-
cies in place have guaranteed the country’s ability
to avoid the so-called dreaded ‘resource curse’.

“These governments are now saying that they're
going to do deep-sea mining and | wonder if they're
going to show the fortitude and the restraint that
Norway has shown or if they will slip under the curse
in the way that so many other countries have done.”

Photo: Anderson Smith

Underwater in the territorial
waters around Papua New
Guinea

Approvals and licences

Under the UN's Convention on the Law of the Sea,
mining rights on the seafloor are controlled by the
International Seabed Authority (ISA), which since
2001 has approved and signed 20 contracts to
explore for polymetallic nodules, polymetallic sul-
phides and cobalt-rich ferromanganese crusts in
the deep seabed.

The ISA has set aside concession areas as part of
its ‘reserved area’ earmarked for developing
nations, meaning that only developing nations are
eligible to apply for licences there to conduct
undersea exploration. Consequently, nations
including the Cook Islands and Tonga have put
themselves forward for the concession areas.

In January, the Republic of Kiribati, through state-
owned Marawa Research Exploration, signed a
15-year contract with the ISA to explore for seafloor
manganese nodules and conduct scientific studies
in a section of the Clarion-Clipperton Zone (CCZ).
The CCZ spans about 7,240km? and lies in the
Pacific Ocean halfway between Hawaii and Mexico.

Spicer said this move by the ISA had benefited
some unlikely contractors. “Singapore now has an
application in and because Singapore - this is one
of the oddities to me of the way the ISA defines
things — is considered to be a developing nation
and what that means is that it can apply to have a
lease in one of these reserved areas,” he said.
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In February, the ISA signed a 15-year contract with
Singapore-listed Ocean Mineral Singapore (OMS) to
explore for polymetallic nodules in the CCZ. OMS is
owned by Singapore’s Keppel Corporation.

Perhaps more interesting still, UK Seabed
Resources, a wholly owned subsidiary of Lockheed
Martin, is a minority shareholder in the company.
UK Seabed Resources has already signed its own
exploration contract with the ISA that expires in
2028. Last July the ISA approved a second plan of
work submitted by the company for exploring
polymetallic nodules in a separate area.

And some of the world’s other major economic
powers are also getting in on the game.

In January 2014, JOGMEC signed a 15-year con-
tract to prospect and explore for cobalt-rich ferro-
manganese crusts in Tokyo, while Russia has signed
contracts to explore for cobalt-rich ferromanganese
in the Magellan Mountains in the Pacific Ocean and
polymetallic sulphides in the Mid-Atlantic Ridge.

Last August the ISA received an application from
China Minmetals to explore for polymetallic nod-
ules in the CCZ. Curiously, the IMF still considers
China a developing country, which means it is also
eligible to apply for licences to explore the area

“Last year it was
Singapore saying it
was a developing
country now China
is doing the same,
looking for its
fourth lease in the
high seas”

reserved for developing nations.

However, Ardron said China’s increasing domi-
nance in the deep-sea mining sector could pose
some problems ahead.

“Last year it was Singapore saying it was a devel-
oping country now China is doing the same, look-
ing for its fourth lease in the high seas,” he said.

“This raises the question of whether one country
can just continue to gobble up massive areas of the
global seabed? How do we make the decision to set
some areas aside for other countries? Or for future
generations? Where and how do you draw the line?
The ISA, up until now, has more or less swept these
kinds of difficult questions under the carpet, but |
hope they don’t sweep this one away as it’s a legiti-
mate question.”

Another issue mentioned by Spicer was the lack
of transparency surrounding the approval process,
presided over by the ISA’s Legal and Technical
Commission.

“One of the problems, and it was raised quite
directly in Aberdeen, is essentially the work of the
Legal and Technical Commission, which is really the
heart of the whole seabed-mining piece, is secret,”
» Continues on page 18

Marine mining projects

Atlantic 1

Commodity: Diamonds

Ownership: Debmarine Namibia, a wholly
owned subsidiary of Namdeb Holdings, which
is a 50:50 joint venture between the Namibian
government and De Beers.

Project team: Chief executive Otto Shikongo
Location: Off the southwest coast of Namibia
Geology: Mining takes place on the

ocean floor at water depths ranging from
70m-140m. Diamonds are recovered in a
completely sealed environment with no
human interaction. The company operates
five diamond mining vessels — MV Debmar
Atlantic, MV Debmar Pacific, MV !Gariep, MV
Grand Banks and MV Mafuta.

Status: Preliminary results suggest Debmarine
Namibia produced 1.3Mct in 2014, which

was largely in line with 2013 levels. Despite

a 19-day strike in the September quarter,
production was boosted by strong operational
performance by the new MV Mafuta vessel.
Latest: Namdeb Holdings owns 100% of
Debmarine Namibia’s sea licences, which
originally expired in 2020. However, Anglo
American revealed recently that the company
has received a 15-year licence extension

for both land and sea operations to 2035.
Debmarine Namibia is due to acquire a new
exploration vessel from Norway in June 2016.

Chatham Rock Phosphate
Commodity: Phosphate

Ownership: Chatham Rock Phosphate
Project team: Managing director Chris Castle
Location: The permit area spans 820km?,
450km east of Christchurch and at 400m water
depths on the Chatham Rise

Geology: The deposit was originally discovered
by New Zealand scientists in 1952. The best
sampled area of 380km2 has an identified

resource of 25Mt. The total area to be mined
each year is about 30km? and over 15 years will
amount to 450km?, or approximately 0.5% of
Chatham Rise. A recent study by RSC Consulting
revealed an inferred resource of 80 million m* of
phosphorite at an average grade of 290kg/m?,
an estimated 23.4Mt of phosphorite.

Status: At the end of March 2014 the
company submitted a draft marine consent
application to the Environmental Protection
Authority (EPA) to mine phosphorite

nodules on the Chatham Rise. On February
11,2015, the EPA said it had refused the
application, finding: “The destructive effects
of the extraction process, coupled with

the potentially significant impact of the
deposition of sediment on areas adjacent to
the mining blocks and on the wider marine
ecosystem, could not be mitigated by any

set of conditions or adaptive management
regime that might be reasonably imposed.’
Latest: Chatham Rock has said it is continuing
to develop strategies to progress the project
and is considering re-submitting its marine
consent application.

Solwara 1

Commodity: Copper, gold and silver
Ownership: Nautilus Minerals (75%) and
Papua New Guinea government (15%). The
following are major shareholders in Nautilus:
MB Holdings (28.14%); Metalloinvest (20.89%)
and Anglo American (5.99%)

Project team: Chief executive Mike Johnston,
vice-president for projects Kevin Cain, vice-
president for PNG operations Adam Wright,
and PNG country manager Mel Togolo
Location: Territorial waters of Papua New
Guinea

Geology: The Solwara 1 deposit is located

on the seafloor at a water depth of 1,600m.

The project has an indicated mineral resource
of 1.04Mt, grading 7.2% of copper, 5.0g/t of
gold, 23g/t of silver and 0.4 % of zincand an
inferred mineral resource of 1.54Mt, grading
8.1% of copper, 6.4g/t of gold, 34g/t of silver
and 0.9% of zinc.

Status: Nautilus was granted the first mining
lease for the project in January 2011 and in
April 2014 it signed an agreement with the
PNG government, which paved the way for the
project to move into production. As per the
agreement, in exchange for the government’s
15% stake in the project, in December Nautilus
received the previously escrowed US$113
million from the PNG government.

Latest: The company has announced the
commissioning and factory acceptance
testing of its third and final seafloor
production tool (SPT), the auxiliary cutter,
which deals with rough terrain and creates
benches for the other SPTs to work.

UK Seabed Resources

Commodity: Polymetallic nodules
Ownership: UK Seabed Resources, a wholly
owned subsidiary of Lockheed Martin UK
Holdings (LMUK)

Project team: Stephen Ball, chief executive
of Lockheed Martin UK and UK Seabed
Resources

Location: Pacific Ocean

Geology: The application area covers a total
surface area of approximately 58,000km?in the
eastern part of geological submarine fracture
zone known as the Clarion-Clipperton Zone.
Status: The exploration licence for the project
was approved by the ISA in March 2013.
Latest: In July 2014 the ISA approved a
second plan of work submitted by UK Seabed
Resources for exploring polymetallic nodules
in a separate area.
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Production Support Vessel (PSV)

The PSV provides power and accommodation and
is the operational base for the mining activities
occurring below the surface
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he said. “All you know about it is that such and such
a country has made an application for such and
such a space, and at the end of it you get a result of
arecommendation but you've no idea what's going
on in the meetings.

“The people that know are the people that make
the application as they go and make a presenta-
tion, but then the Legal and Technical Committee
just goes away and makes up its mind and at least
publicly you don’t see anything other than a report
of what they're recommending. And you would
think that once the industry starts to take of that
that just isn’t going to hold water.”

Ardron agreed more needed to be done to make
relevant scientific information more available and
the overall bidding process much more transparent.

“Right now the ISA’s Legal and Technical Com-
mission is a closed door process. They do not attrib-
ute decisions at the end, they do not say if they
voted on things or who voted on what. Although
they have conflict of interest guidelines, they have
no reporting on them, so we don’t know how well
these rules are being followed.”

In mid-March the ISA issued a report containing a
draft framework for regulating exploitation activi-
ties in the reserved area. The report is available to
download from the ISA’s website and the authori-
ty’'s members and stakeholders are invited to sub-

Geologists examining drill core

you wouldn't think it would run into the same envi-
ronmental problems if all they’re doing is sucking
steam up from the top of the vent.”

There has been progress elsewhere. The Euro-
pean Union recently launched a 42-month research
and development programme to design and build
a robotic, underwater mining prototype with asso-
ciated launch and recovery equipment to perform
field tests at four mine sites across the EU.

The Viable Alternative Mine Operating System
project will cost approximately €12.6 million
(US$13.38 million) and involves a consortium of 17
project partners led by engineering group BMT
Group and Soil Machine Dynamics.

Although there have been some developments
even in REEs, Mayer Brown’s Coles said commodity-
price volatility would continue to weigh heavily on

Photo: Nautilus Minerals

“Developing
suitable technology
continues to be an
ongoing challenge
for the marine

investor sentiment.

“There are a couple of projects utilising seabed
mining, so over time there will be less concern over
the reliability of the technology and less time needed
for testing etc. Much also depends on the price of rare
earths - still a difficult factor to predict given contin-

mit comments on the draft framework by May 15.

Deep-sea technology

Developing suitable technology, let alone at a cost
comparable to that used in land-based mines, contin-
ues to be an ongoing challenge for the marine min-

ing sector. However, Spicer pointed to two companies
- Krypton Ocean Group and Marshall Hydrothermal
- which could offer two interesting alternatives.

“Krypton Ocean Group’s proposed method of
mining doesn’t rely at all on what | would call the
traditional oil and gas model — which really is what
Nautilus is doing — but has a remotely operated
vehicle that does everything at the bottom of the
ocean and then brings it up to the surface.

“Also, what Marshall Hydrothermal is proposing
to do is not to take the minerals from the vents, but
to take the steam and turn it into electricity, which
is quite interesting. Certainly in the case of Marshall

mining sector”

ued Chinese domination of global production.”
Although the jury may still be out on marine min-
ing, Spicer said for now at least, companies and
countries still had a vested interest in seeing deep-
sea mining projects come to fruition. “Often when |
start to talk to people about seabed mining they
start to glaze over, but 20 years ago they were glaz-
ing over when we were talking about drilling for oil
in deep water 300 miles off the coast,” he said.
“We're there because we have to be and to some
extent | think that's what's obviously driving this
industry, particularly because of the minerals availa-

ble, which are all very important for the 21st century.” ¥
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China reignites its love affair with Africa

Long-term value in Africa’s mining sector still evident to investors with deep pockets

lan Coles*

hina's hunger for foreign assets is a well

documented phenomenon, given the

country's need to support its rapid growth
trajectory and a population of 1.3 billion. China's
appetite for foreign assets is especially prevalent in
Africa.

China and Africa have been trading partners for
centuries, but political and diplomatic relations
grew particularly close in the second half of the
20th century when China threw its support behind
African liberation movements.

Today the relationship has more of an economic
flavour. Africa is looking for reliable partners as it
navigates through the early years of an economic
resurgence while Chinese companies are seeking
to put capital to work and, in the case of the mining
industry, to source commodities to fuel the Chinese Rio Tinto’s Jan Du Plessis shakes  tions of Chinese employers. At the same time, Africa
economy. hands with Chalco chairman is trying to address a range of legal and infrastruc-

As with any relationship, challenges remain.  Xiong Weiping in 2010 as Chalco  ture hurdles so as to improve transparency and win
China is facing a host of perception-related issues  agreed to pay US$1.35 billion for  the confidence of new investors
in Africa as many locals grow suspicious of its true  a stake in the Simandou iron-ore While Chinese official data for foreign direct
intentions, and chafe under the different expecta- projectin Guinea  investment in Sub-Saharan Africa is unreliable - in

part because much investment is routed through
offshore jurisdictions — comprehensive third-party
datasets that take into account funds committed,
M&A and infrastructure contracts show Africa is
China's largest investment destination.

Mineral resources and energy have historically
attracted by far the most Chinese foreign direct
investment.

It is estimated that investment in the mining and
metals sector accounts for around 40% of all Chi-
nese foreign direct investment in Africa.

A large part of China sourced financing has been
to secure Africa's natural resources, frequently - at
least in the past — deploying the so-called "Angola
Model" whereby recipients obtain low-interest
loans from China secured by commodities such as
minerals.

China Eximbank completed its first oil-backed
loan with Angola in March 2004 and this model
assisted Chinese companies to obtain exploration
concessions in that country.

In 2008 China Railway Group used the same
model to gain the mining rights to copper and
cobalt mines in the Democratic Republic of the
Congo (DRC). China has made a significant number
of similar investments since then.

Itis argued though that these loans are not made

THE BUSINESS
OF MINING

OPPORTUNITIES IN MYANMAR

l.com

Myanmar was historically a crossroads for Indian, Chinese and
Siamese traders, once known as “the world’s rice bowl” and the |
location of many rich mines including the famous Bawdwin and
Namtu silver/zinc mines. From my first assignment there for the
D.G.S.E. thirty years ago to my most recent visit in 2014 | have
seen opportunities open up for investors. But the real opportunity
is for the wonderful people of Myanmar to regain the leading
position in Asia that was once theirs. The intellectual capital

is already there, with internationally trained geoscientists and
engineers who are keen to advance well-known projects.

Once, when trying to optimize a pit design in Myanmar, | needed
to calculate the cost of mining. No-one knew. So | started by
asking about the cost of explosives, to be told that the mine simply
rang a senior officer to request them and they arrived by truck.

In such an environment there is an opportunity for an informed
investor to turn around assets that may be superficially
unattractive, for the benefit of all concerned. In many countries
there is no advantage to be gained today by introducing the latest
mechanical technology and automation. A sound approach

to mine design and optimization, using appropriate geological
modelling techniques, will add immense value to existing assets
and new discoveries.

www.mining-journa

L Get the by China to gain access to resources, rather the
latest resources are used by African countries to secure
global loans, often at higher interest rates than those
news charged by commercial banks. A consequence is

If you want more information, feel free to contact me, and that Chinese companies are able to gain lucrative

Peter McCarthy onpmc®@amcconsultants.comor call ..
one of our consultants in Adelaide, Brisbane, Melbourne, |n5|ght
Perth, Toronto, Vancouver, and Maidenhead (UK). on our

website

construction contracts.

Significant investments made by Chinese entities
in the mining industry in Africa span the continent
from the DRC (Zijin Mining) to Guinea (Chinalco)
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and Mozambique (Wuhan Iron & Steel). More recent
investments have been made in Zimbabwe (Sinom-
ach), Zambia (Zhonghui) and Gabon (Sinomach
again).

Other investments include Fenxi Mining Group
in a coal project in Kenya and Yinfu Gold's acquisi-
tion of a copper mine in Zambia.

However, while mining investments ramped up
during the first 10-12 years of the current century,
particularly between 2005 — when Beijing cancelled
the quotas on the purchase of foreign exchange for
overseas investment — and 2011, investment levels
in African mining have fallen over the past couple
of years.

For example, industry estimates put the decline
in investment during 2014 at around 10%. This
might be no surprise given the perception that
many previous investments, some at the very large
end of the investment scale, have failed. Wang Jia-
hua, vice-chair of the China Mining Association, has
reportedly speculated that up to 80% of China's
investments in overseas mining assets have not
been successful.

A change in strategy
At the Mining Indaba conference held in Cape
Town in February 2015 the view given by most
commentators was that China was making a return
to Africa after a gap of a couple of years, with par-
ticular interest being shown in deposits relating to
copper, iron ore and uranium.

Reporting on the mood at the conference the
Financial Times was of the view that China was no
longer looking at the industry in Africa purely as a

In 2011, Hong Kong-based Jinchuan Group acquired
Metorex, which has mines in Zambia and the DRC,
in order to expand its African metals portfolio

“It is estimated
that investment

in the mining and
metals sector
currently accounts
for around 40% of
all Chinese foreign
direct investment
in Africa”

pool of commodities to fuel its domestic economy.
Rather, Chinese entities were more likely to be
interested in the absolute level of return on invest-
ment.

Having said that, China still plans to move away
from relying on the major iron-ore producers, such
as Rio Tinto and BHP Billiton, and towards more
China-originated production, with one aim being
to increase the latter from 40% to 50% during the
five-year period from 2015-2020.

China continues to absorb around 50% of global
iron-ore production. In the precious metals sector
the need for China to move away from the US dollar
as a reserve currency might encourage further
investment in the gold sector.

It should also be kept in mind that competing
jurisdictions for Chinese investment do not always
present easy targets.

Recent issues with taxation in Australia and stra-
tegic domestic considerations in Canada, by way of
example, create issues for China outbound invest-
ment.

In summary, the size of the Chinese economy
means that China will always need to source miner-
als from offshore assets. That need, and the corol-
lary African need for inbound investment, will
ensure continued Chinese participation in the min-
ing industry in Africa for the foreseeable future. ¥

*lan Coles is head of the global mining practice at Mayer Brown International LLP
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Beyondbrics - Rare Earths In Africa

By lan Coles

This month (February), mining professionals
will descend on Cape Town for Indaba, one of
the largest mininginvestment conferencesin
the world. At the top of the agenda for many of
these attendees will be Africa’s capabilities as
the next global providerforrare earths.

Globaldemandforrare earth production
continuestoincrease. Ernst &Younghas
estimated the value of the market by 2015as
between $4 billionand $6 billion. The greatest
demand comes from Japan-annualimportsare
estimatedas beingin the region of $500 million.

Chinacurrently meets this demand, supplying
overgo percentof theworld’s rare earth. We
may see even more rare earths coming out of
Chinanowtoo,as earlier this yearit was reported
thatthe country’sstrict export quotahasbeen
droppedto comply withthe World Trade
Organisation’srulinglastyear. The country had
initially introduced the quotas to combat what it
calledanunfairreturnonrare earthsduetothe
very high environmental costs.

Fromas early as 2010, Africa has been hailed
asthe potentialanswer to the problemaround
China’s dominance of the rare earths market.
Australiaand Canada possess somerare earth
deposits butitis thought Africa has the most
potential, with more than half of the world’s
carbonatite deposits on the continent (the
rock formation whichyields rare earths.)
Lookingback even further, South Africawas
probably the largest supplier of rare earthsin
the world. Today, as least two projectsin
South Africa, Steenkampskraal and
Zandkopsdrift have beenre-openedand
should re-commence production soon.

Other countries in Africa have the potential to
produce even morerare earths - the Nuguala
project,located in Tanzania has been called
thelargest, highest graderare earth
undeveloped project outside China. Wigu Hill

isanother rare earth projectin Tanzania

lan Coles

owned by Montero Mining &Exploration.
Bordering Malawialso has significant Partner, London

E:icoles@mayerbrown.com
T: 4442031303205

potential as does Mozambique, Kenya,
Tanzania, Somaliaand Namibia.

That said,although there areafew projects up
and runningin Africa, capital for exploration
remains scarce. Onereason for thisis
offtakersarereluctantto enterinto long-term
supply contracts to support explorationand
other early stage activity. Price instability for
most rare earth elements means that
incentives for producerstosellinto the spot
market can be substantial. This reduces the
length of supply contracts, which were
previously one-five years longto three
months or less.

Afurther problem, not just for African
countries, but forany country with rare earth
depositsisthat thereisnostandard process
forthe extraction and beneficiation of rare
earths. Thisinevitably makesitalengthy
processandisinstark contrast to the lead
time for the developments of other metals
-the pre-production of agold mine can beas
littleas two years comparedtosevenforarare
earth project. In orderto optimise profitsa
unique processing systemis needed so that
therelative proportions of the various rare
earthsfoundin each ore bodyare extracted.


http://blogs.ft.com/beyond-brics/2015/02/10/guest-post-africas-role-in-addressing-chinas-dominance-of-rare-earths/

Beyondbrics - Rare Earths In Africa

Environmental concernsarealsoafactor
when considering extractingrare earths. It’s
beenreported thatin Baotou, China, wherea
large proportion of the country’s rare earth
extractionis carried out,amine’s tailing pond
hasbeenleakinginto groundwaterandis
threatinga major water supply for Northern
China. Processing one ton of rare earths
produces 2,000 tons of toxic waste.

So,whenthe opportunities afforded by the
supplyand demand imbalance are set against
the challenges facedin connection with the
development of arare earth deposit,can
Africabe part of the solution here?

Inshort,yes.Itisclearthatthereare
opportunities for the development of rare
earth projectsin Africa. Just last Autumn,
mining company Cortecannounced it had
found deposits worth $62.4 billionin Kenya.
However, itisatelling statistic that at present

thereappeartobeonlythree projectsat
feasibility study or pre-feasibility study stage.
The dearth of capital, when coupled with the
difficult market supply and demand model, is
boundto make the development of projects
difficult for those in the junior mining sector.
However, thereisno doubtatallastothe
quality of the prospective resources.

One potentialanswer lies with technology
assistance from foreign end-users. In May
2013the Malawi government launcheda
project to explore for both rare earths and
natural gas,a project supported by rare earth
technology from Japan Oil, Gasand Metals
National Corporation. This type of
technologicalassistanceis likely to be of great
importance if Africais to be able to develop
opportunitiesinthe rare earths sector. It is
also likely to be key for those countries which,
unlike China, have yet to develop significant
ties with host governmentsin Africa.

Mayer Brown is aglobal legal services provider advising many of the world’s largest companies, including a significant portion of the Fortune
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Project Finance Group Of The Year: Mayer Brown
By Zachary Zagger

:;R;galgg Law360, New York (January 23, 2015, 6:01 PM ET) -- Mayer Brown LLP’s global project finance

\v 'r/ group leveraged its attorneys and resources around the world in several game-changing

// \ projects including successfully facilitating negotiations to restructure the $5.4 billion Panama
vwz Canal expansion, keeping the project moving amid conflict between the parties, earning it a

spot as one of Law360’s Project Finance Groups of the Year.

The firm represented companies and government bodies in major infrastructure financing deals around
the world from several North American and South American infrastructure projects to mining projects in
Africa, designing innovative and unique financing deals to meet the specific needs of each project.

“It seems to me that the hallmark of a deal of the year in a major international law firm is that it should
be a notable deal in its own right, that is unique or innovative in terms of the structure, but also that the
firm has successfully harnessed the resources it has around the world and brought them together to
solve the client’s problem,” said Barry N. Machlin, co-Chair of Mayer Brown's Global Projects group.

Highlighting Mayer Brown’s project finance group work was the representation of the Panama Canal
Authority, known as the ACP, in the ongoing Panama Canal expansion, arguably the most significant
infrastructure project in the world.

However, despite the global importance of the project, cost overruns estimated to be about $1.6 billion
brought it to a screeching halt, causing particular problems for Mayer Brown’s client, the ACP, which
suffers $300 million in lost shipping toll revenues for every year of delay. The firm steered negotiations
on the ACP’s behalf to find a way to resolve the liability issues between it and the contractor while
keeping the construction moving forward.

“The parties to this transaction found themselves in a bit of a quandary, which was how to achieve a
restructuring of the financial arrangements funding the construction activities in a way that did not
prejudice or interrupt either party’s right to ultimately pursue the parties’ claims so that ultimately the
cost overruns could be settled between the parties in accordance with the contractual procedures,”
Machlin said.

Machlin likened the deal to trying to sit down at a folding card table in the middle of an active battlefield
to try to resolve a conflict while the shooting continues around you. Ultimately, the parties agreed to set



aside liability issues to arbitration, and the project is expected to be completed and operational in the
first quarter of 2016.

In South America, Mayer Brown advised on the Rutas de Lima toll road project in Peru, which required
S$1 billion in investment across several tranches of bonds to cover multiple risk factors.

The structure included an “extraordinarily uncommon” move to have a tranche of bonds denominated
in local currency and sold to international investors, said partner Christopher Erckert, whose work on
the deal landed him on Law360's list of Project Finance MVPs.

“It proves that there was a market for Peruvian currency denominated investment among international
investors,” Erckert said. “The country hopes that this is sort of a watershed deal.”

The firm also continued its strong reputation in the mining sector advising Nedbank Ltd. and Rand
Merchant Bank in an $88 million senior debt facility for an African unit of Canadian miner Aureus Mining
Inc. developing the New Liberty Gold mine in the Republic of Liberia.

The project showed not only Mayer Brown’s already strong presence in mining and in Africa but is also a
signal of the firm’s renewed emphasis on the continent as the firm has expanded globally through
several firm acquisitions over the past decade, making it one of Law360’s Global 20 firms last year.

“We are placing a huge amount of emphasis in our Africa program,” said London-based partner lan
Coles, who heads the firm's Africa and Mining practices and co-heads the Project Finance practice. “We
have been doing deals in Africa since 1992 and in upwards of 20 different African jurisdictions, including
many firsts. ... We absolutely see this as a continuation where we are in the market with respect to
mining project finance generally and in Africa specifically.”

In addition, Mayer Brown’s project finance group worked on several significant U.S. projects like the
public-private partnership for Texas SH 183, a toll road in the Dallas/Fort Worth Area. The the Texas
Department of Transportation, or TXDOT, had tried to solicit bids through a traditional approach but
failed to garner any competition receiving only a single bid.

The firm then helped design a model that allowed the state to keep toll revenues, financing the projects
with $600 million in progress payments from TxDOT and $250 million in financing provided by the
developer, and also included an agreement that the private partner operate and maintain the project
for 25 years. The new approach attracted three bidders.

“1 think that this transaction has a potential to have a major impact in the market in several ways,” said
partner Joseph Seliga, who worked on the deal, noting that TxDOT is already pursuing a similar structure
in other projects as well as several other jurisdictions. “On top of that, it provides greater impetus for
the further development of the design-build finance approach, whether or not you include the longer
operation and maintenance agreement.”

--Editing by Philip Shea.
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EPC Contracts

Controlling cost blow-outs on mining developments

The world of miningin 2015is a challenging one for those looking to bring projects into development. Deflated commodity prices
and fragile investor confidence mean that only the most robust projects are likely to make the investment case.

Thereis no shortage of money, with investment funds seeking good rates of return and many mining projects offering the
prospect of delivering such returns, sometimes at eye-watering levels. Most commentators would also agree that projects with
good quality assets, managed by an experienced team are two prerequisites for convincing investors to make the all-important
decision. However,when assemblinga development proposition and advancingalong the road towards project development,
investorsand lenders alike need to have confidence that management has an achievable planand can deliver against that plan.
Thatincludes demonstratinga coherent approach to project management of the development phase, once the economic case
has been verified through pre-feasibility and bankable feasibility studies.

Akey component of any such development is controlling the costs of bringing the mine into production. Whilst the market
dictates the commodity price for the eventual production output, what developers ought to be able to control is the development
cost.

Traditionally, the international market for mine developments has promoted the use of the EPCM' model to organise the diverse
resources thatare often entailed inamine development. However, the problem with the EPCM model is that it is a consultancy
agreement, not a hard-edged delivery mechanism. The EPCM contractor will not, in the event of a cost blow-out, underwrite that
risk. While the completion risks are carried by the individual suppliers of specialised plant and sometimes by the construction
contractors undertaking the infrastructure work elements, there is no one party with overall responsibility for ensuring that the
projectisdelivered within budgetand ontime. Thatis, no one party other than the project sponsoritself. Thatisabigriskto carry
forany party but more so where the sponsor may be a single project company with limited assets beyond the project itself.

Inthe brave new mining world of 2015 and beyond, perhaps the market needs to reassess the EPCM approach and look instead to
hard-edged EPC contracts to successfully deliver projects. Thisisarguably abetter way to manage and avoid the well publicised
cost blow-outs that have beset some major mining developments in recent times.

The twoarticles that follow examine the use and some of the features of EPC contracts and in particular those produced by
FIDIC?. Under the EPC model, the risk of completing the project within budget and on time are allocated to the contractor, who
retains single-point responsibility if those metrics are not met. This model makes it easier for the developerto assure equity
investorsand debt providers that the capital budget and the expected date for production will be met.

Mayer Brown has a wealth of experience in this area.?

1 Engineer Procure Construction Management.

2 Fédération Internationale Des Ingénieurs-Conseils.

3 inJanuary 2015, the firm was awarded Project Finance Group Of The Year by Law36o. This prestigious award recognized the work of the firm in representing companies and
government bodies in major infrastructure financing deals around the world from several North American and South American infrastructure projects to mining projects in Africa,
designing innovative and unique financing deals to meet the specific needs of each project.
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Turnkey contracting under the FIDIC Silver
Book: What do owners want? What do they get?

Jonathan Hosie'

Introduction

This paper concerns turnkey contracting and asks the questions ‘What do owners want? What do they get?” The analysisis givena
contractual setting by reference to the Conditions of Contract for EPC Turnkey Projects published by FIDIC, otherwise known as
the Silver Book.? Reference was also made to the ICC Model Contract when this paper was first planned, though the ICC’s new
Model Contract for Major Projects has not yet (August 2007) been published.3

The FIDIC Silver Book was producedin 1999, in response to a perceived need for a form of contract ‘where certainty of final price,
and often of completion date, are of extreme importance’.# Its publishers also recognised that turnkey projectsare popularin
project financed deals, where lenders require greater certainty about a project’s final costs than is allowed for under contracts
that reflect the traditional allocation of risks, such as FIDIC’s Red and Yellow Books.5

Theintroductory notes to the Silver Book further recognised the practice that prevailed prior to its publication, namely for
partiesto take the pre-1999 versions of the FIDIC Red or Yellow Books and alter these in order to transfer significant additional

risks to the contractor, inanattempt to obtain a higher level of assurance as to outturn cost, quality and time.

This paperlooks at some aspects of turnkey contractingat the macro level and, in terms of specific features of the FIDIC Silver
Book,at certainissues at the micro level. The thesis developed is that owners do not get the turnkey solution they want. Thisis
primarily because aturnkey solutionis notas simple as it sounds, due to the inevitable complexities of large projectsand the
decreased riskappetite of contractorsin the global projectsarena. Thereisashortfall between expectationand actuality in
many of the FIDIC provisions, which means that the appearance of risk transfer to the contractoris not as complete as might be
suggested by FIDIC’s use of the term ‘Turnkey’ to describe the Silver Book.

Turnkey contracting

Theideabehind the turnkey approachis, putting it crudely, for the contractor to be given the job to engineer, procure and
construct the required works and then, once ready for operations, to hand over the keys to the owner so that it may operate the
facility. Turnkey, in principle, meansacontract whereby the contractor provides whatever is necessary for a certain purpose.

1 Theviews expressed in this paper are personal to the author and are not intended to be imputed to Mayer Brown International LLP or to any client of that firm.

2 FIDIC (International Federation of Consulting Engineers), 1999 suite of standard forms (eg Conditions of Contract for Construction (new Red Book), Conditions of Contract for
Plantand Design-Build (Yellow Book), Conditions of Contract for EPC Turnkey Projects (Silver Book)), obtainable viawww.fidic.org. Direct quotations from the FIDIC Silver Bookin
this paper retain the formatting of the original.

3 ThelCC Model Contract for the Turnkey Supply of an Industrial Plant was first published in 2003 (ICC Publication 653, obtainable from www.iccbooks.com). The ICC’s Task Force
onturnkey transactions, under the Commission on Commercial Law and Practice (CLP), has drafted the ICC Model Turnkey Contract for Major Projects (due for publication later in
2007), designed to be more suitable for large civil works or for contracts for the supply of plant, where the contractor undertakes to supply acomplete facility.

4 Introductory note to First Edition of FIDIC Silver Book (see note 2).
Seenote 2.



Turnkey contractingis sometimes also referred to as ‘Lump Sum Turnkey’ or ‘LSTK’, emphasising the intended bargain of the
parties, with responsibilities allocated to the contractor to deliver the project ontime and to arequired performance level, in
return for payment of a fixed price. Alump sum turnkey price will include contingency allowances to hedge against the risk of
things costing more or takinglonger to deliver. Owners expect to pay a premium for a turnkey contract.®

Anotheracronym seen frequently in this context is EPC: ‘Engineer, Procure and Construct’. Thus,an EPC contractor is
responsible for the engineering design of the works, its procurement and subsequent construction.” Indeed, the Silver Book’s full
titleis ‘Conditions of Contract for EPC Turnkey Projects’. Thus it uses the terms EPC and turnkey interchangeably, meaning the

same thing.

Afeature of the turnkey approach to contracting, including revenue-generating facilities, is the requirement for the contractor to
prove the reliability and performance of the plant and equipment. Thus particular prominence s given in the drafting of turnkey
contracts to the testing, commissioningand handover of the works and how this is to be undertaken. Such appproachesare
commonin process engineering projects, where the output may be energy generation, water treatment, petrochemicals or
natural resource processing (mining). Itis of criticalimportancein such projects not only for the project to be delivered within
time and cost constraints butalso to be delivered so that it is capable of meetingits designed production and output levels.

Performance of the asset is particularly key in those turnkey projects funded through project financing. Lenders’security is
dependent largely on the ability of the completed facility to operate and generate revenue, whether power, chemicals, processed
metals orroad toll revenue. This prominenceis reflected in the General Conditions of the FIDIC Silver Book: the ‘Time for
Completion’ of the works includes not simply completing the works so that the owner can take them over, but also ‘achieving the
passing of the Tests on Completion’.®

Against this background, we can start to ask (and suggest some answers to the question): “‘What do owners want?’

Projects have a large number of moving parts

Apointworth stressingat the outset is perhaps obvious, but nonethelessimportant. Thisis the fact thataturnkey contract will
be but one part of the contractual framework and one component of the risk management arrangements and contractual
framework used on large projects. Thus, the extent to which riskis allocated to the contractor under turnkey arrangements will
depend uponarange of other factors, including the availability and strengths of guarantees from the project’s sponsors. Wherea
sponsor will not provide any, or only a limited form of, completion guarantee to lenders, this obviously increases the need to
allocate completion risk away from the sponsor. Inthese circumstances, the obvious candidate for the risk, given that it will be in
the best position to manage it, will be the turnkey contractor. The turnkey contract is the means by which the riskis allocated.

Alinked pointis that projects commonly require a range of skillsand products which are not always available from asingle turnkey
contractor. By way of example, large petrochemical projects may have a series of turnkey contracts for various technologies
represented by different process units, plusan infrastructure or utilities turnkey contract. Each process unit will be engineered,
procuredand constructed by a different turnkey contractor, working alongside each other albeit within the site locations or
‘battery limits’ of their respective process plants.?

6 However, itisincreasingly common for turnkey contracting to be based on, or involve, aninitial cost reimbursable or target cost element. Seealso notes7and 12.

7 Theacronym ‘EPCM’ is also encountered frequently on international projects, but this is very different from EPC. EPCM is a services-only contract, under which the contractor
performs engineering, procurement and construction management services.

8 Clause 8.2 of the FIDIC Silver Book (see note 2).

9  For the US$5bn SABIC petrochemical project in Saudi Arabia, turnkey contracts were entered into for various plants forming the project, including Technip for the olefins plant;
Toyofortheglycol ethylene plant; Aker Kvaerner and Sinopec for the polyethylene and polypropylene plants;and Foster Wheeler who are undertaking the project management plus
utilities and offsites.
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The key riskinany construction projectis completion risk - that the works may not be completed:
1 Withinthe agreedlump sum price; or

2 Withinthe agreed time scale programme; or

3 Totherequired performance quality.

Inaturnkeyarrangement, it is the contractor who has responsibility for and control over (at least in theory) each of these elements of
completion risk. However, even at this fairly fundamental level, difficulties can be encountered depending upon the sources of
information that make up the design for certain plants which may threaten the intended turnkey product the owner is procuring.

Theideathat turnkey contracting provides the owner (andits lenders) with single-point responsibility is attractive, because it
suggests that costly disputes and recourse difficulties when something goes wrong will not be increased by arguments within the
supply chainasto who may be at fault. However,and as noted above, large projects will frequently involve a number of turnkey
contractors undertaking different parts of the overall project, each according to its own specialist skills.

Further potential for interface clashes (and additional erosion of the single-point responsibility quality that owners expect froma
turnkey solution) arises where a plant contains one party’s proprietary technology but is otherwise delivered by another
contractor. Inthese circumstances the so-called ‘turnkey’ contractor will not necessarily be willing to provide the fullwrapin
terms of assuring the outturn performance of the plant. This can be seen particularly in the petrochemical sector, where process
units often involve the use of technology owned and licensed by third parties. If the third party company which owns the
technology licenceis not the same company that undertakes the works under turnkey terms, there is an obvious difficulty in
obtainingasingle-point responsibility wrap under one contract from one EPC contractor.”

Impact of an over-heated market

Another factor that militates against some of the perceived advantages of turnkey contractingis that of market pressure. At the
time of delivering this paper, itis probably no exaggeration to state that the global construction economy is overheating. Demand
for construction goods and services is high, driven particularly by the industrialised growth of large economies in both the
People’s Republic of Chinaand in India.

Thisdemand (and the high price of crude oil) isalso driving the further exploitation of raw materials and processed goods. Thus, the
mining sector has, over the last 18 months, enjoyed a significant resurgence, which has led to alarge number of newand old reserves
being developed. Equally, petrochemical companies have seen aseries of mega-projectsinareas close to feed stock suppliesin the
Middle East, as global construction activity drives the demand for products such as polyethylene, polypropylene and other
processed carbon derivatives.”

These market pressures are havingabigimpact on the riskappetite of the turnkey contracting market (as well as on prices and
programmes, as the entire supply chain feels the strain of excess demand). In particular, the decreased appetite for risk amongst
contractors means thatitis nolongerafeasible procurement strategy to transfer all completion and other risks to the turnkey
contractor. Different sorts of deals are being engineered, notably ones where contractors are engaged effectively onatwo-stage
basis, the first stage beingareimbursable Front End Engineering Design (‘FEED’) contract. During this stage, the contractor
undertakes its design, obtains firm vendor quotations, may be even places orders for certain long lead equipment and generally
firms up onthe scope of supply. When the contractor can be sufficiently certain as to the scope of design and expected outturn
costand date fot completion, such matters may then be fixed as the contractis ‘converted’intoan LSTK or turnkey arrangement.”

10 Theturnkey contractor will likely seek to carve out fromits liability problems arising due to technology performance, or to capits liability by reference to the recourse available from
the technology provider.

11 Plastics & Rubber Weekly (3rd February 2007 and 22nd May 2007 - see www.prw.com) reported that Nova Innovene will de-bottleneck all its expandable polystyrene (EPS)
production unitsin Europe to boost output,and will increase its production capacity. Demand for this product is expanding, driven by the buoyant construction market.

12 Foramorein-depthlook at such procurement strategies, see Nick Henchie and Phil Loots, ‘Worlds Apart: EPC and EPCM contracts: Risk Issues and Allocation’, ICLR July 2007.



Sucharrangements may be engineered through a single contract, which contains a mechanismto convert the contract froma
reimbursable to afixed LSTK basis. Alternatively, owners and their preferred contractors may enter into a separate FEED or
Preliminary Engineering contract which, once completed, can form the basis of the parties entering full EPC terms. However, in
the latter case owners will seek to find some enforceable mechanism to help ensure that the contractor will enter into the LSTK
arrangement (with allits attendant risks). Therisk for the owner otherwise is thatits preferred contractor seeks to re-negotiate
underlyingterms and conditions under the full EPC contract to reduce its overall risk.

A scoresheet for the FIDIC Silver Book

Against the background of all these issues, it may be instructive to see how the FIDIC Silver Book Conditions deal with such
matters. Asageneralrule, FIDIC discouragesamendmentsto its forms. However, market practice (for better or for worse) isto
amend these documents to cater for issues which commonly arise in practice and, of course, to take account of the particular
features of each project.

Ratherthanareview of the entire provisions of the FIDIC Silver Book, this paper proposes to concentrate onanumber of key
areas. Firstto be considered will be how unforeseen ground conditions are dealt with. The second is how design liability risks are
addressed. Also reviewed are the arrangements for testing, completion and taking over of the plant. The analysis will conclude
withareview of force majeure, limitation on liability and extensions of time provisions.

Thisanalysis establishes that there is probably ashortfall between expectation and actuality when the FIDIC Silver Book is used.
Riskis not fully transferred to the contractor (absent further amendment to the contract conditions). Overall, this analysis bears
out the proposition that owners who opt for the turnkey approach using the FIDIC Silver Book do not get what they want.

Unforeseen ground conditions™®

The approach taken by standard forms of engineering contract to unforeseen ground conditions has, traditionally, been to adopt
atest of foreseeability. Thus, clause 12 of the ICE Conditions provides:

‘If during the carrying out of the Works the Contractor encounters physical conditions (other than weather conditions or
conditions due to weather conditions) or artificial obstructions which conditions or obstructions could not, in his opinion,
reasonably have been foreseen by an experienced contract, the Contractor shall as early as practicable give written notice
thereof to the Employer’s Representative.™

The FIDIC forms were originally based on the ICE Conditions of Contract.” Thus, it is not surprising that under the FIDIC Red and Yellow
Books this traditional foreseeability test isapplied. Clause 4.10 of those FIDIC forms requires the employer to have made available all
relevant datain his possession on sub-surface conditions, not later than 28 days prior to the submission of the tender. Clause 4.11(b)
thendictatesthat the contractoris deemedto have based the contract amount on such data. The owner warrantstheaccuracy of the
information he has provided and the contractor is only responsible for interpreting the data. Further,under the FIDIC Red and Yellow
Booksthe contractoris deemedto have obtained all necessary information as to risks which may influence or effect his tender for the
works. Heisalso deemed to have inspected and examined the siteand other available information. However, these deeming provisions
arelimited to the extent that the investigation by the contractor is practicable, takinginto account cost and time.

Ontheallocation of risk for unforeseen ground conditions, the FIDIC Red and Yellow Books thus adopt the ICE clause 12 approach:
the owner carries the risk of physical conditions which could not have reasonably been foreseen by an experienced contractor at
the date of tender.

13 Seealso Julian Bailey, ‘What Lies beneath: Site Conditions and Contract Risk’ (SCL paper 137, May 2007).

14 Institution of Civil Engineers, ICE Conditions of Contract 7th ed (ICE7), Design and Construct version, London, ICE/Thomas Telford (2001).

15 Indeed, furthereditions of the FIDIC forms have followed later editions of the ICE formsand vice versa. As Edward Corbett notesin theintroduction to his book, FIDIC 4th: A Practical
Legal Guide, London, Sweet & Maxwell (1991), the drafting of FIDIC’s 4th edition of the Red Book was heavily influenced by the ICE’s 5th edition, after which the ICE’s own 6th edition
adopted some of the innovations introduced by FIDIC’s 4th.

MAYER BROWN | 4



The FIDIC Silver Book, in keeping with its turnkey approach to risk allocation, takes this one important step further. Whilst the
owner provides information to tendering contractors, itis the contractor who is responsible for verifyingas well as interpreting
that data. Thereis nowarranty by the owneras to the sufficiency or completeness of the information provided. Under the FIDIC
Silver Book, the risk of adverse ground conditions is intended to be allocated to the contractor. Clause 4.12(c) provides a catch-all
statement to the effect that the contractor accepts responsibility for having foreseenall difficulties and costs, even those which
are not foreseeable:

‘The Contract Price shall not be adjusted to take account of any unforeseen difficulties or costs.’

It will not be surprising to learn that, in practice, the provisions of the Silver Book are commonly subject to heavy negotiation
betweenthe parties. Thisis particularly sointhe current global construction market, where contractors’appetite for risk is much
reduced by the sheer volume of work opportunities available to them. Itis at this point that the expectation of owners that they
will receive turnkey assurance starts to dissipate. This may occurinavariety of ways in relation to unforeseen ground conditions.

Onedeviceissimply to revert to the more traditional test of foreseeability so that the risk of the unforeseeable remains with the
owner. Anotheris for the risk to be taken by the contractor but only after it has had ample opportunity to satisfy itself as to risks,
contingencies and other circumstances concerning the site conditions. This would be commonly undertaken duringthe FEED
stage, where testingis undertaken on areimbursable basis (ie paid for by the owner), so that the contractor can take aninformed
viewas to the likelihood of there beingadverse ground conditions.

Afurthervariant onthisis to take the existence of ground condition reports and all the surveys and to use these to extrapolate
assumed conditions. If variances are found in practice from the assumed conditions which affect time or cost, theirimpact is
allocated back to the owner rather than transferred to the contractor.

Thusandinanumber of ways, the global projects market finds ways around the standard form risk allocation represented by the
FIDIC Silver Book conditions. Such approaches tend to ameliorate the rigidity of the turnkey solution:a number of risks remain
with the owner.

Design liability

Inthe same way that unforeseen ground conditions may impact the certainty as to outturn of the contract price and time for completion,
theissue of design liability can play amajor role in determining the extent to which the turnkey solutionis deliverable.

Again,and as noted in the introduction to this paper, turnkey arrangements necessarily suggest that the contractor is required to
take full responsibility for the entirety of the design of the works. This will often be a point of contention, particularly where initial
design work has been undertaken on behalf of the owner, with such designs being provided to the contractor during the tender
stage with the requirement that it is to take on full responsibility for such design.

Numerous disputesarise in practice where thereare changes in the design of the works followingaward of the contract. Suchvariations
in designwill bearguedto give rise to relief for the contractor in terms of time and money entitlement. The counter-argument to this (in
the case of changesin design) isto characterise the change as simply design development, which does not serve toincrease the
contractor’s entitlement to time or money. It may be instructive to consider the treatment under clause 5.10f the FIDIC Silver Book,
whichaddresses general design obligations:

‘The Contractor shall be deemed to have scrutinised, prior to the Base Date, the Employer’s Requirements (including design
criteriaand calculations, if any). The Contractor shall be responsible for the design of the Works and for the accuracy for such
Employer’s Requirements (including design criteriaand calculations), except as stated below.”
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Having established this deemed universe where the contractor has scrutinised the owner’s designs (presumably to verify and
satisfy itself, although this is not stated explicitly), the FIDIC Silver Book pushes home the point further, clause 5.1 going on:

‘The Employer shall not be responsible forany error, inaccuracy or omission of any kind in the Employer’s Requirements as
originally included inthe Contract and shall not be deemed to have given any representation of accuracy or completeness of
any data orinformation, except as stated below. Any data or information received by the Contractor, from the Employer or
otherwise, shall not relieve the Contractor from his responsibility for the design and execution of the Works.’

The rest of the same clause then goes on to carve out from the matters for which the contractor is responsible anumber of
matters for which the owner retains responsibility; but the listis very limited in scope. Hence the approach of the FIDIC Silver
Book s for the EPC/turnkey contractor to create asingle design liability wrap around the project, with the contractor being
responsible both for the integration of the design and the construction of the works.

However, in practice this risk allocation is frequently changed. Depending on the market, the change may be to increase the risk to
the contractor; or to increase the extent of the carve-out in respect of liability for which the contractor is not liable, thereby
decreasingthe contractor’s risk. Conversely,there may be other provisionsinthe contract, such as notes on drawings or process
diagrams forming part of the employer’s requirements, that indicate that the design has not yet been fixed and remains to be
confirmed, say by the equipment vendors.

Owners may seek to tighten up and improve on such provisions by using devices seen elsewhere in the FIDIC Silver Book (as wellas
inthe ICE forms),namely further deeming provisions. Thus, clauses that deal with the sufficiency of the contract price and all of
therisks, contingencies and other factors that the contract is deemed to make allowance for, help ensure that the owner hasan
LSTKassurance fromthe contractor. The FIDIC Silver Book scores well in this aim.

Of course, itis a matter for negotiation on each project exactly how complete a full design liability wrap can be achieved. It may be,
inaparticularly soft market where contractors and equipment vendors are in short supply and high demand, that owners will face
substantial resistance to their attempts to achieve the full wrap. Equally, such risk transfer may be agreed, provided the financial
risk contingency for the obligation is sufficiently generous to persuade the contractor to take that risk.

Atthe macrolevel on large projects, one also sees that the contract structure adopted for delivery of the project also militates
against the turnkey assurance. Thisis because, as previously noted, large projects will frequently be delivered by anumber of
different EPC/turnkey contractors. That creates interface issues, which meansitis just not possible to have one EPC/turnkey
contractor givingasingle-point responsibility risk assurance wrap for the entire project.

16 In Co-operative Insurance Society v Henry Boot (Scotland) Ltd [2002] EWHC 1270 (TCC), 84 Con LR 164, 19 Const LJ 109, Judge Richard Seymour QC held that an obligation fora
contractor to ‘complete’ the design provided by an owner necessarily imported a duty for the contractor (under the JCT80 contractor design supplement form) to use reasonable
care to verify the adequacy of that design.
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Handover, testing and commissioning

If one starts from the proposition that owners wantan LSTK product, then that assumes that the ownerallocates to the
contractor control of the works up to the point at which the contractor hands over the keys. Is this realistic on projects for which
the standard form FIDIC Silver Book is adopted?

Inmany cases, the owner does not want to wait to take over the plant (in the sense of having control) only after the plant is tested,
commissioned, performance-tested and ready for start-up. Oftenthe owner willinfact be an experienced operator of the plant.
It will therefore want its own people operatingthe plantassoonasitisable. Inthe energy sector, it will want to start selling
electricityassoonasitis being generated following commissioning, but often prior to performance testing. Inthe petrochemical
sector, owners will want this level of control at the point at which hydrocarbons are introduced into the various systems making
upaplant. For mining projects, the same appliesin relation to the start-up and commissioning activities where ore enters the
processing plantto be treated. Whether itis the generation of electric current or the introduction of the hydrocarbons or ore
into the processing system, at this point the plant will simply be at the stage of testingand commissioning. The project will not yet
have reached final completionand passed its performance tests.

How does the FIDIC Silver Book address the issue? The shortanswer is thatit does not. The Silver Book simply moves through the
stages whereby the plantis first engineered or designed (clause 5, Design), to how it is to be constructed (clause 7, Plant, Materials
and Workmanship, and clause 8, Commencement, Delays and Suspension), then on to what would normally be mechanical
completion (clause 9, Tests on Completion). It then deals with the process of handover to the owner (clause 10, Employer’s Taking
Over). Followingthis, the FIDIC Silver Book provides an option for further testing (clause 12, Tests after Completion).

The FIDIC Silver Book does not deal explicitly with the issue commonly encountered on many large projects: the need for
provisions to reflect the pre-completion control required by the owner. The testingand commissioning of plant is always a risky
enterprise: vesselsand pipework are pressurised and ‘hot’ testing may be implemented. Thisisanimportantissue, because
control brings with it responsibility and risk. This has contractual implications (eg possible triggering of warranty or defects
liability provisions),as wellasimpacting on insurance coverage (signalling, potentially, the end of the contractor’s All Risk cover
and the commencement of the Operational or Business Interruption cover). Thisis anotherareawhereiitis suggested that
owners do not get what they want (@absent amended provisions to deal with the issue).

Clause 17 (Risk and Responsibility) and clause 18 (Insurance) will also need careful review and likely revision in this regard. Itis
worth mentioning that clause 30 of MF/1 (Use before taking-over)"” recognises the possibility of early owner use of the works for
commercial operation. Thisapplies where, due to default of the contractor, issue of a taking-over certificate has been delayed by
over one month butis subject to the works being ‘reasonably capable of being used.’

In practice, the FIDIC Silver Book terms will often be subject to amendment to allow the owner’s team to have controland
commercial operation (but not responsibility), by providing expressly for such anapparent dichotomy. There willalso be aneed
to provide some protection for the contractor. Balancing of interests can be achieved by allowing for the contractor to disclaim
liability where the owner’s team fail to act inaccordance with the contractor’s reasonable instructions.

17 Institution of Mechanical Engineers/Institution of Engineeringand Technology, Model form of General Conditions of Contract (MF/1), 2000 Edition (Revision 4); obtainable viawww.
theiet.org/publishing/.
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Force majeure

If turnkey means the allocation of risk to the contractor, then clause 19 of the FIDIC Silver Book (Force majeure) leaves the door
openforthat risk to migrate back to the owner. Indeed, inasense, much of this risk never leaves the owner.

Theimpact of the risk of a force majeure occurrence receives asimilar treatment across all FIDIC forms: both the time and cost
impacts of such an eventare allocated to the owner.”® | am not aware of any other standard form of construction contract that
adopts thisapproach, other than the UK’s Engineeringand Construction Contract (otherwise known as the NEC)." Most other
standard form contracts allocate the time risk of the force majeure event to the owner, but leave the costimpact as neutral. Not
sowith FIDIC, even under the Silver Book.

The other pointis that the FIDIC Silver Book’s definition of what constitutes force majeure is wider than one might have expected,
given the supposed turnkey qualities of this form. Whilst under clause 19.1 force majeure has to be ‘an exceptional event or
circumstance’,allthatisalso required s that it is beyond the reasonable control of the party and could not have been reasonably
provided for before entering the contract, or havingarisen, have been reasonably avoided or overcome; and is not substantially
attributable tothe other party.

Itis, of course, possible to draft force majeure clauses more tightly than this. Asfrequently seen on non-recourse financed projects,
tighter definition of the risk can be achieved by providinga list of what is not force majeure. Froman owner’s perspective, it may not get
its supposed turnkey solution unless the Silver Book’s standard provisions are amended.

Limitations of liability

The turnkey credentials of the FIDIC Silver Book are further undermined by the provisions of clause 17.6 (Limitation of liability).
This clauseisintwo parts. The first part consists of amutual waiver and release by each party in favour of the other in respect of
liability for any indirect or consequential loss, subject to exceptions. Those exceptions relate to the owner’s obligation to pay the
contractorany loss of profit or other loss sustained, where the contractor is entitled to terminate the contract due to the owner’s
default. Afurther exception relates to the indemnities provided by the contractor in favour of the owner in respect of loss or
damage to people or property not attributable to any act or omission on the part of the owner. These two categories of exception
are thereforelimited in scope.

Of course, on large projects with revenue generating facilities, the indirect losses have the potential to be very great indeed.
However, the wholesale exclusion of such losses from those recoverable against the contractor underline the lack of realistic
assurance obtained by owners when engaging contractors to undertake works under the FIDIC Silver Book turnkey conditions.

The second part of clause 17.6 comprises a financial cap on liability. Again, there are anumber of stated exclusions to this (certain
types of loss, which are, in effect, carved out of the cap) but the default position under the FIDIC Silver Book is that the total
liability of the contractor shall not exceed the contract price.

Of course, having excluded liability for indirect or consequential losses, it might indeed be difficult for any contractor to perform
so badly such that the recoverable loss would exceed the contract price. Such directloss would presumably involve the cost of
repairs or replacement of works. Such loss may also be incurred through the imposition of delay damages.

18 The treatment of force majeure is slightly different under FIDIC short form and dredging contracts, in that these erroneously fail to provide that a force majeure event releases
the affected party from its obligations under the contract. For further details, see the author’s paper presented to the FIDIC International Users Conference (London, 11th-12th
December 2006) A later version of this paper is available at http://www.mayerbrown.com/london/practice/article.asp?pnid=15448&id=3288&nid=1562.

19 Institution of Civil Engineers, Engineeringand Construction Contract/The New Engineering Contract (NEC3), London, ICE/Thomas Telford (2005); obtainable viawww.neccontract.com.
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Furthermore,inthe current market, itis rare for contractorsto agree anythingapproaching 100% of the contract price when
negotiating caps on liability particularly on the mega-projects where the contract price is in multiple hundreds of millions of
dollars orin the multi-billion range. Contractors will simply not risk their balance sheet. Each case, of course, turns onits own
factsand much will depend upon the contract price and the overall risk profile. That said, owners may start off suggestingacap at
less than 50% of the contract price, only to find themselves engaged in a downward trajectory as the contractor uses its market

power toreduceits potential exposure.

Extensions of time

The FIDIC Silver Book adopts the term ‘Time for Completion’, allowing the flexibility to apply this to aseries of milestones. These
caninclude passing of the tests on completion or other significant milestones during the course of the project.

In common with other standard form construction contracts, FIDIC Silver Book contains a mechanism for the extension of this
Timefor Completionin clause 8.4. The events giving rise to an entitlement to an extension of time include the issue of formal
variations and any other delay or act of prevention attributable to the owner. The latteris a useful catch-alland helps counter
arguments thatany such act of prevention by the owner might otherwise put time at large.2® Nevertheless, the operation of this
provision creates a potential gateway for increased time (and subsequent cost) claims.

Inaddition,and rather unhelpfully, the other event giving rise to potential extension entitlement is defined in clause 8.4(b) as:
‘acause of delay givingan entitlement to extension of time under a Sub-Clause of these Conditions...”

Onetherefore hasto search therest of the FIDIC Silver Book to find those sub-clauses which confer on the contractoran
entitlement toan extension of time. One example is sub-clause 4.24 (Fossils). If any fossils, coins or articles of value or antiquity,
structures or other remains or items of geological or archaeological interest are found on the site and if the contractor suffers
delay, itis to give notice to the owner and is entitled to an extension of time for any delay ‘if completion is or will be delayed...”. This
isthe same formulaasin clause 8.4 and involves, potentially,a prospective assessment as to the impact of the event upon the

Time for Completion.

Itis perhaps surprising that, under the FIDIC Silver Book, the extension of time provisions do not expressly require the contractor
to take steps to avoid or mitigate the cause of delay, nor do they seek to make entitlement to any such extension conditional upon
taking such steps.” For owners seekingaturnkey solution, itis likely that they will want the extension of time provisions under the
FIDIC Silver Book to be strengthened considerably and clarified to gather in all those conditions which might give rise to an
entitlement. Such clarity allows the events to be more closely managed and delays to be avoided, or at least mitigated.

Asto how progressand,indeed, extensions of time may be measured, the FIDIC Silver Book contains provisions requiring the
contractor to submita programme and to revise this:

‘whenever the previous programme is inconsistent with actual progress or with the Contractor’s obligations’.”?

This, of course, gives rise to the potential for confusion, as the programme may be updated for actual progress which represents a
position of default (due to culpable delay on the part of the contractor). This makes it difficult to assess the impact on the Time
for Completion, which may not have changed if there had been no events giving rise to an entitlement to extend. Thisisanother
areawhere care needs to be taken in the operation of the contract. Amendments to the Silver Book may be appropriate.

20 Assuming, for this purpose, that the governing law of the contract is one that recognises such a concept; not all legal systems do.

21 Theexceptionisinthe case of force majeure. The definitionin clause 19.10f the FIDIC Silver Book (see note 2) requires that the event, as well as being ‘exceptional’, must be something
which the party affected could not reasonably have provided against, or once havingarisen, is not something which could reasonably have been avoided or overcome.

22 Clause 8.3 (seenote2).
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Of course, such extension of time provisions are necessary in order to provide the contractor with relief against its potential
liability for liquidated damages, if it fails to complete the works by the Time for Completion. However,and equally, the reality is
thatif there are changesin design which,arguably, go beyond design development and constitute aformal variation, or if there
areactsor omissions on the part of the owner which delay,impede or prevent the contractor from maintaining progress and
achieving the Time for Completion (or to the extent that the contractor can demonstrate that such completion ‘will be delayed’,
asabove) then the supposed certainty of the turnkey solution is again rendered moreiillusory than real.

Such practical difficulties are frequently compounded on large projects where there may be anumber of separate EPC/turnkey
contractors engaged by the owner, undertaking different parts of the project. The possibility that one EPC contractor may cause
(allegedly or otherwise) delay to anotheris a potent risk. In practice, owners will engage one contractor to oversee and project
manage all project activities, from engineering and procurement through to construction management. Whilst that contractor
will not underwrite the performance of the various EPC/turnkey contractors engaged on the project, it will commonly be
incentivised to ensure tight controland monitoring of their activities. This providesasystem whereby the project can be
managed effectively so that the owner has some assurance that the project will complete within its time, cost and performance
targets. Frequently the project management role isalso given to the same contractor who undertakes the infrastructure EPC
contract for the works. Thisis because that same contractor has most direct physicaland technical interface with each of the
separate EPC/turnkey contractors. As noted earlier, large projects have anumber of moving parts, when viewed as a series of
contracts.

Conclusions

This paper did not set out to be critical of the FIDIC Silver Book, in the sense of producing gratuitous complaints. Itis easy for
lawyersto criticise any standard form, equally any form of bespoke construction contract. Itis right too to recognise that, in
many respects, the FIDIC Silver Book does what it says on the tin: the provisions dealing with unforeseen ground conditions,
responsibility for the owner’s design and the provisions as to the sufficiency of the contract price are all good devices that help
assure the Silver Book as atrue turnkey contract. However, there are undoubtedly anumber of areas where the turnkey qualities
of the form can be improved by tighter drafting. This may be something FIDIC wish to take on board inits next edition of the Silver
Book.

The other major factor militating against the FIDIC Silver Book achieving turnkey credentials for owners’ projects is the size, shape
andstructure of the projects on whichitis used. These factors cannot be attributed to FIDIC, though a clearer recognition of
theirimpact by both ownersand contractors (@and their respective advisers) can only help improve the eventual quality of the
contractualand management arrangements established for such projects.

Jonathan Hosie is a partnerin the Construction & Engineering Group of the law firm Mayer Brown International LLP.

© Jonathan Hosie

The views expressed by the author in this paper are his alone, he does not accept any liability in respect of any use to which this
paper orany information in it may be put, whether arising through negligence or otherwise.
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FIDIC: Red Yellow and Silver Books - the
treatment of unforeseen physical conditions

Anabridged version was published in the Construction Law Review published by the Chartered Institution of Civil Engineering

SurveyorsinJuly 2014.

Introduction

Whilst the FIDIC standard forms have their origins in the fourth edition of the ICE Conditions of Contract,’ they have been
exported to both common law and civil law jurisdictions and are nowadays widely encountered in projects in west, east and
northern Europe, the Middle East, Africa, the Far East, Chinaand South America.? FIDIC forms of contract are also sometimes
encountered on UK projects, notably where international clients, contractorsand their advisers look to use an ‘international’
standard formas a basis of their contract.

Inthisarticle, | want to examine how some of the FIDIC forms of contract treat the issue of unforeseen physical conditions. I shallalso
look briefly at the prerequisites for advancinga claim for extra time or money under the FIDIC formsand comment onarecent case
decidedinthe Technology & Construction Courtin London concerningthe FIDIC Yellow Book.

Contract administration under FIDIC

Thisarticlestarts byfocusingontheseissuesin context of the Red, Yellowand Silver Books (thereare others). The Conditions of Contractfor
Construction (the Red Book) is designed for traditional procurement, where the Contractor constructs accordingto the Employer’s design.
Valuation underthe Red Bookis based onabill of quantities with unit rates; itis notalump sum contract. Further,under the Red Bookathird
partyindependent Engineeradministers the contract on behalf of the Employer. The Engineerisalso present under the Conditions of Contract
for Plantand Design - Build (the Yellow Book) where the Contractoris responsible for errorsin the Contractor’s Documents but generally
speakingnotforerrorsinthe Employer’s Requirements.3 In contrast, under the Conditions of Contract for EPC Turnkey Projects (the Silver
Book), thereisnoindependent Engineerand the Contractoris responsible forall of the designand constructionactivities. Suchhard
delineationsare oftenadjustedin practice; the FIDIC forms representastarting positionfor negotiationand are very often changed.

However, the key pointis that the Engineer occupies animportant role under FIDIC Red and Yellow Books as he acts both as Employer’s
representative for the purpose of administeringthe contractinissuinginstructions for Variationsand the like,as wellasactingina
neutral capacity in evaluating entitlements that arise such as adjusting the Time for Completion for Variations. Under the FIDIC Silver
Book, conceptually design responsibility is allocated to the Contractor who is paid to provide aturnkey solution so the need foran
Engineer toadminister the contractis removed. However, thisisanother hard delineation that is seldom maintained in practice on
turnkey projects using FIDIC Silver; the Employer will often want its Engineer to act as the Employer’s Representative, to perform certain
administrative and other tasks otherwiseallocated to the Employer. Forinstance, this could be for the purpose of issuing
Determinations under Sub-Clause 3.5 or assessing entitlements to additional time or money under Clauses 8 and 14.

1 PublishedinJanuary 1955, with the first edition of the FIDIC Red Book being published in 1956.

2 FIDICisless prevalentinthe North American market because that market already has a corpus of its own standard forms of engineering contract.

3 Under Clause 1.9 of the Yellow Book, it is provided: “If the Contractor suffers delay and/or incurs Cost as a result of an error in the Employer’s Requirements and an experienced
contractor exercising due care would not have discovered the error when scrutinising the Employer’s Requirements ... the Contractor shall give notice to the Engineer and shall be
entitled subject to sub-clause 20.1to.... (a) an extension of time ...and (b) payment of any such Cost plus reasonable profit...”



Allocation of risk for ground conditions

Animportant feature of the Red, Yellow and Silver Books is the degree to which risks are allocated to the Contractor in relation
to unforeseen physical conditions. The approach taken by standard forms of engineering contract to this risk has, traditionally,
beentoadoptatest of foreseeability. Thus, clause 12 of the ICE Conditions of Contract for Design and Construct* provides:

“If duringthe carrying out of the Works the Contractor encounters physical conditions (other than weather conditions or conditions due
toweather conditions) orartificial obstructions which conditions or obstructions could not, in his opinion, reasonably have been foreseen
byan experienced contractor, the Contractor shall as early as practicable give written notice to the Employer’s Representative.”

Giventhe origin of the FIDIC forms, itis not surprisingthat under FIDIC Red and Yellow Books, this traditional foreseeability test is also
applied. Clause 4.10 of those FIDIC forms requires the Employer to have made available all relevant datain his possession on sub-surface
conditions, not later than 28 days prior to the submission of the tender. Clause 4.11(b) then dictates that the Contractor is deemed to have
based its Contract Price onsuch data. The Employerwarrantstheaccuracy of theinformation he has provided and the Contractoris only
responsible forinterpretingthe data. Further,underthe FIDIC Red and Yellow Books the Contractor is deemed to have obtainedall
necessaryinformation asto risks which may influence oraffect his tender for the works. Heisalso deemed to have inspectedand
examined thesiteand otheravailable information. However, these deeming provisionsare limited in their application “to the extent ’that
theinvestigation by the Contractor is “practicable, taking into account cost and time.” This provides the Contractor with some basis for
reliefinthe eventitsinvestigations (due to the constraints of available time and cost) do not reveal matters which subsequently manifest
themselvesinthe form of sub-surface conditions different to those assumed when tenderingand later enteringinto the contract.

Ontheallocation of risk for unforeseen ground conditions, the FIDIC Red and Yellow Books nevertheless broadly adopt the ICE
clause 12approach:the Employer carries the risk of physical conditions which could not have reasonably been foreseen by an
experienced contractor at the date of tender.

The FIDICSilver Book, in keeping with its turnkey approach to risk allocation, takes this oneimportant step further. Whilst the
Employer provides information to tendering contractors, itis the Contractor whois responsible for verifyingas well as interpreting
thatdata. Thereis nowarranty by the Employer as to the sufficiency or completeness of the information provided. Under the FIDIC
Silver Book, the risk of adverse physical conditions is intended to be allocated to the Contractor, who “accepts responsibility for having
foreseen all difficulties and costs of successfully completing the Works.” Clause 4.12(c) provides a catch-all statement to ram home the
point: “The Contract Price shall not be adjusted to take account of any unforeseen difficulties or costs.”

Contractors’ reactions to Silver Book risk transfer

It will not be surprisingtolearn that, in practice, these particular provisions of the Silver Book are commonly subject to heavy
negotiation between the parties.

Onedeviceissimply to revert to the more traditional test of foreseeability so that the risk of the unforeseeable remains with the
Employer. Another device s for the risk to be taken by the Contractor but only after it has had areasonable opportunity to
satisfy itself asto risks, contingencies and other circumstances concerning the site conditions. Thisis commonly undertaken
duringthe FEED stage, where investigations and design development is undertaken onareimbursable basis (i.e. paid for by the
Employer),so that the Contractor can take an informed view as to the physical site conditions and arrive ata design,
methodology, programme and a Contract Price for the works that is robust and reliable.

Afurthervariant onthisis to take the existence of ground condition reports and all the surveys and to use these to extrapolate
assumed conditions whicharethenincluded asabenchmark under the contract. If variances are foundin practice fromthe assumed
conditions which affect time or cost, theirimpact may be allocated back to the Employer rather than retained by the Contractor.

Of course, the Contractor mayalso price therisk by includingasufficiently large contingency in the Contract Price. However,inamarket
wherethereisan excess of contracting capacity, with contractors chasing turnover and bidding prices at zero or negative margins, the
likelihood of awinning bid containingan adequate risk allowance may be considered small.

Much depends onthe relative bargaining power of the parties and, of course, the skilland experience of their advisers.

4 Second edition (September 2001) and officially withdrawn in August 2011, to be replaced by the new Infrastructure Conditions of Contract.
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A recent decision onthe FIDIC Yellow Book: Obrascon

Arecent case involvinga contract based upon FIDIC Yellow Book s illustrative of the issue as to foreseeability: Obrascon Huarte Lain
SAvAttorney General for Gibraltar 2014).5 The judgmentin the Obrascon case was delivered by Mr Justice Akenhead in the London
TCCon16April2014.

This dispute arose out of a contract enteredintoin December 2008 witha 24 month completion periodand a Contract Price of some £30.2
million. However,some twoyearsintoatwo year contract, the Contractor founditselftwo years late, with delay damages clockingup ata
rate of £5,000 per dayand havingbeen paid only athird of the Contract Sum but with substantial running costs continuing. OHL forecasted
thatit needed nearly £8o million further to complete the job with further substantial costs for dewateringand decontamination of ground
water and dealingwith contaminated materials which it claimed were “unexpected”and “not accountedfor inthe offer”*

The only road between Spain and Gibraltar crosses the airport runway. The road has to be closed whenaplane lands. The works
were intended to avoid this transport clash and ease congestion. The Employer required anew dual carriageway to be constructed,
runningalongthe eastern edge of the airport runway andatwin bore tunnelunder one end of the runway in order to provide aroute
fortraffic, thereby removing the transport clash with incomingand outgoing flights.

Theillustrative design provided to tenderers delineated the route of the intended tunnelsand included an environmental statement
which contained advice as to the presence of contaminated material in the made ground. This made ground would haveto be
excavated as part of the works. The Contractor ultimately launched its claims (originally under the Contract and thereafter before
the Court)’for an extension of time and additional payment on the basis that it had encountered large quantities of contaminated
groundand different types of rock which it had not reasonably foreseen at tender stage. These were said toamount to
“Unforeseeable” physical conditions under Clause 4.12 of the FIDIC Yellow Book terms which had affected progress, caused delay and
justified anincrease in the cost of the works payable to the Contractor. The progress of the works had also been adversely impacted
by heavy rainfalland the Contractor sought relief for this event too.

As noted above, FIDIC Red and Yellow (and even more so in the case of Silver) require the transfer of certain risks to the Contractorin
respect of site conditions. In Obrascon v Attorney General for Gibraltar, it was necessary for the Court to apply the FIDIC definition of
“Unforeseeable”in the Yellow Book. Thisis defined to mean “not reasonably foreseeable by an experienced contractor by the date
forsubmission of the Tender.” The approach of the Judge is text-book stuff but asalutary reminder because,as Obrasconillustrates,
contractors may sometimes be suspected of having underestimated the extent of site risks and thereby bid a Contract Price that is
inadequate for the extent of the works required to complete the project.

Application of the foreseeability test

Inrelation to the application of the foreseeability test, the Judge said some interesting things which contractors (whether under
FIDIC or other forms of construction contract with similar tests) would be well advised to consider.

Thusandin relation to contamination reports and related data provided to the tendering contractors: “/am wholly satisfied that an
experienced contractor at tender stage would not simply limit itself to an analysis of the geotechnical information contained in the
pre-contract site investigation report and sampling exercise”. The Judge went onto “adopt what seems to me to be simple common
sense by any contractor in this field”when contemplating the presence of contaminants (@s a result of use over many years) in made
ground which had to be removed (and disposed of) as part of the works.®

Further, in reviewingthe particular site characteristics in Gibraltar, the Judge said this: “Tendering contractors must and should
have known and appreciated that historically, the site had been influenced environmentally by its military use (over hundreds of

5 ObrasconHuarte Lain SAv Attorney General for Gibraltar [2014] EWHC 1028 (TCC).

6 Paragraph1o9 of the Judgment.

7 Theproceedings were commenced in the High Court in Gibraltar but the parties subsequently agreed to transfer these to the specialist Technology and Construction Court within
the High Courtin London.

8 Paragraph2150f the Judgment.
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years) which could be a source of contamination from heavy metals and trace elements and by its use as an airport area, where it
would be expected that evidence of the presence of hydrocarbons and related derivatives would be found ... the ES® contained
reference to the history and various historical maps and ... actually showed the precise position of earthwork rifle butts in 1869
pretty wellalong the line of the tunnel and adjacent ramps ... it must have been obvious to anyone who applied any real thought
to this that the residues of what soldiers had been firing with on these rifle ranges would include the lead in the bullets or musket
balls likely to have been used. Those butts had obviously been levelled years before 2007; thus foreseeably there would have
been lead spread around the area within the made ground.”®

In other words, contractors are not limited to reviewing only the data that the Employer makes available. Rather,when
assessing what is “reasonably foreseeable by an experienced contractor”the law expects the contractor to read around the
subjectand useits own experience and common sense. However, the Judge found on the evidence that “OHL did not in fact
anticipate, expect or in practice plan for encountering any significant quantities of contaminated materials at all”."

Furtherand where empirical datais supplied, contractorsare expected to review thisintelligently. In Obrascon, the T Tincludeda
requirement that tenderers shouldallow for 10,000m3of contaminated material. Thisled to the Judge to conclude “in myjudgment
any experienced contractor tendering for the road and tunnel works would foresee that there would or at least could realistically be
substantial quantities of contaminated material.” He went onto find that the 10,000m3figure “was hardly anything more than a ‘say’
figureandisin effectawarning to tendering contractors that a sizable amount of contaminated ground should be anticipated.”?

Thejudgmentisalsointerestingin what it says about the reliability of expert evidence where the dataissued at tender stage is itself
onlyasample. Thatinformationincluded acontamination report which was based onaseries of boreholes which revealed awide
variety of depthsat which contamination was present in the made ground. However, the Judge found that the expert evidence
which sought to extrapolate from or interpolate between the samples to produce anassessment as the amount of such

contamination was “no more than guesswork and essentially unreliable”.

Asthelearned Judge noted, it might be different if excessive quantities of hydrocarbons were found at the same depth over say ten
samples withina4oom?area; that might allow for areliable extrapolation/interpolation exercise to be carried out. Similarly, it
might be easier to draw conclusions from a series of Standard Penetration Tests as to the likely strength of rock. However, the
results of the contamination sampling within the made ground showed a much more random distribution, which meant thata
definitive conclusion as to the likely amount of contamination was not available. In such circumstances, prudent contractors
should allow for more, not less, quantities of potentially contaminated material.

What should the contractors do to address the risks they ought reasonably to foresee?

The Judge also provided some guidance as to how a contractorin OHLs position should have addressed the foreseeable risk of
contamination. Whilst each case turns onits own facts, it is suggested that the steps recommended by the Judge are more likely
thannot to be applicable in the majority of similar cases. Based on the evidence provided to tendering contractors in Obrascon,
the Judge suggested that OHL could reasonably have done all or some of the following:

Make a substantial financial allowance within the tendered price for dealing with what was likely to be alarge quantity of
contaminated material;

Planand price for a post-contract site investigation including further trial pits and testingin order to build up a picture of where
there was contamination, then establishaworking method on how to remove itand what to do withiit;

Plan to remove allthe made ground as havinga good chance of containing contaminants; and

Planthe designand method of constructiontoallow for randomly distributed quantities of significant contaminantsin the made ground.

9 Environmental Survey reportissued to all tendering contractors.
10 Paragraph 215of the Judgment.

11 Paragraph 224 of the Judgment.

12 Paragraph 219 of the Judgment.

13 See paragraph 220 of the Judgment.
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Ultimately,in Obrascon the Judge found that the Contractor did not in fact encounter physical conditions in relation to contaminated
material overand above that which an experienced contractor could reasonably have foreseen by the date of submission of its tender. It
followed that the contractor’s claim for “Unforeseeable”physical conditions failed in relation to the contamination. The Judge madea
similar findingin relation to the extent of contaminated ground water.

OHL also encountered rock (when excavating for the diaphragm wall panels) at higher levels than it said an experienced contractor at
tender stage could reasonably have foreseen. Asaresultit had to adoptadifferentand more time consuming costly workingmethod to
excavate through therock. Here, the Contractor was partially successful, with the Judge assessing that “experienced contractors could
not reasonably have foreseen s5oom: of the hard material or rock that would need chiselling”4and allowed this quantity as being
unforeseeable. It might be noted that this was against the Employer’s expert evidence to the effect that over gooom?*was foreseeable.

FIDIC, Contractors’ claims and conditions precedent

Thereisone particular clause in FIDIC forms which strikes fear into the heart of even the most well organised contractor, namely
the condition precedent that must be satisfied in order to recover against what otherwise may be an entirely meritorious claim.

Clause 20.10f FIDIC Red, Yellowand Silver Books s in the same terms and provides that if the Contractor considersitis entitled toan
extension of timeand/oranyadditional payment, itis required to give notice “describing the event or circumstance giving rise to the claim as
soonas practicable,and not later than 28 days after the Contractor became aware, or should have become aware, of the event or
circumstances”. Clause 20.1goes onto provide thatif the Contractor fails to give such notice thentime is not extended, neither is he entitled
toadditional paymentand the Employeris discharged from liability. Inthe Obrascon case, it was accepted by Counsel for the Contractor
that Clause 20.1imposesa condition precedent to entitlement which must be satisfied if the claim is to be successfully advanced.

Thisisanimportant judgment fromawell-respected senior TCC Judge ona FIDIC provision which Contractorsand Employers
frequently fight over.'s

The Judge foundthat there was no prescribed formfor giving notice under Clause 20.1. Thus,email correspondence, minutes of meetings
and other written records could, in principle, sufficeas notice provided it was clear what was being notified. However, the Judge made clear
(and Obrasconis nowauthority for the proposition) thatin order to constitute avalid notice under Clause 20.1 of the FIDIC Yellow Book
form, the notice must be in writing, must be clear that the contractor intends to notify a claim and must describe the event or circumstance

relied upon.

Clause 20.1is in materially similar terms under FIDIC Silver, Yellow and Red Books™. This case is therefore of wider application whenit
comes to considering whether notice of a contractor’s claim has been validly communicated. However, FIDIC’s Gold Book, publishedin
2008, requires notices to comply with certain express requirementsincluding being “identified as a Notice and include reference to the
Clause underwhich it is issued™”. The Obrascon case may encourage parties to tighten up the drafting of their FIDIC-based contracts
whenusingSilver, Yellow or Red Books,adopting some of the drafting clarifications found with the Gold Book.

Pulling the trigger under Clause 20.1 notifications

Interestingly, in relation to the operation of Clause 20.1for claims for extensions of time, in Obrascon the Judge went back to the source
of such entitlement whichis to be found in the wording of Clause 8.4 of the FIDIC form. This provides that “the Contractorshall be
entitled...to an extension of the Time for Completion if and to the extent that the Completion...is or will be delayed by any of the following
causes...”. The Judge seized on the words “is or will be delayed” and noted that the “event or circumstances giving rise to the claim”could
arise either whenitwas clear there willbeadelay (a prospective delay) or whenthe delay had beenat least started to beincurred (a
retrospective delay). Thisled toamore generous time scale for the Contractor to notify the delay.

14 Paragraph 270 of the Judgment.

15 Similar condition precedent language is also found in NEC 3 contracts.

16 Savethat under Silver, notice is given to the Employer as there is no Engineer (unlike under Red and Yellow Books).
17 Gold Book, Clause 1.3
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Howeverandimportantly, this runs counter to the requirementin Clause 20.1for the Contractor to give notice within 28 days afterit “became
aware, or should have become aware, of the event or circumstance”. If the Contractor ought to know that completion “will be delayed” by
someevent,then Clause 20.1says it should notify within 28 daysandif it fails to do so, it forfeits its right toan extension of time. However,
accordingtothelogicapplied by Mr Justice Akenheadin Obrascon, the Contractor has the option of postponing notification until such time
astheeffect of thedelay “is”occurring. Whilstitshould be recognised that Clause 8.4 deals with matters of entitlement whereas Clause 20.1is
concernedwiththe requirement to giveanotice ofany claim, Clause 8.4 nevertheless refers to such entitlement being “subject to Sub-Clause
20.1”whichindicates that the claim notification requirements under Clause 20.1areintended to prevail. Thus, the Judge’s findingas to the
operation of Clause 8.4 of the FIDIC Yellow Book (whichisidenticalinthe Redand Siler Books) may be regarded as controversial. Allthat said,
the Judge’s reasoningis hardtofault. Ashe pointed out:

25

“The wordingin Clause 8.4 s not: ‘is or will be delayed whichever is the earliest™ (my emphasis).

Of course, Obrascon isadecision of the English High Court, decided under English law and therefore applies English common
law principles. It may not necessarily be followed in other jurisdictions.

Inany event,applyingthese requirementsin relation to the weather delay claim, even though as a matter of fact the Judge
found that sixdays delay was caused by the impact of rainfall, the Judge also found that the notice relied upon by the Contractor
did notin fact describe “the event or circumstance giving rise to the claim” but referred to afuture effect of rainfall on the
contaminated material on site, rather than the effect of the rain asit fell. Harsh as it may seem, this notice was found not to
comply with the requirements of Clause 20.1and the weather delay claim therefore failed.

Termination

The Obrascon contract (following the standard FIDIC text) said it could be terminated for failure by the contractor to comply with
anotice requiringit to remedy afailure to carry out “any obligation” under the contract. But what ifan unremedied breachiis
trivial? Does the termination option stillapply?

The court noted that “Hudson’s Building and Engineering Contracts” (12th Edition) had correctly stated that determination clauses suchas
theoneinquestionwill generally be construedas permittingtermination for significant or substantial breaches,as opposedtortrivial,
insignificant orinsubstantial ones. Thataccorded withcommercial commonsense. The parties could not sensibly have thought (objectively)
thatatrivial contractual failure could lead to contractual termination. One day’s culpable delay ona730 day contract or 1m? of defective
paintwork out of 10,000m?good paintwork would not, for reasonable and sensible commercial people, justify termination, evenif the
contractor did not comply withanotice to remedy. Onthe other hand, the breach did not have to be repudiatory. What istrivialand whatis
significant or serious will depend onthe facts.

Thisissueis likely to be relevant for Contractors engaged under FIDIC forms of contract. Itisalso likely to be relevant where Contractors
areengaged ontermswhere the contract provides for specific remedies, for breach say of an obligation to comply with the specification
andwithaterminationrightapplicable afteralong-stop date,as may be encountered under many bespoke EPC contracts. This caseis
consistent with other judicial guidance to the effect that the remedy has to be proportionate to the damage.
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Some concluding remarks on the impact of Obrascon

The default position for dispute resolution under FIDIC contract forms calls forarbitrationas the ultimate forum for dispute resolution. As
FIDICis often used onoverseas projects between parties of different nationalities, international arbitration isalso seen as preferable to litigating
disputesinthelocal courts,avoidingissuesas to quality of the local tribunalas well as issue of enforceability.® Itistherefore unsurprisingthat
therearenot many publicly decided cases on FIDIC forms of contract. The Obrascon case meritsareadif onlyforthisreasonalone.

However, Obrasconisalso of interest because itillustrates the practical application of the foreseeability test. Thisis likely to
impactin cases whereitis considered the contractor has not taken proper care during tender stage to evaluate site risks and build
these into his design, working methodologies, programme and pricing. Where the terms of the Contract allocate such risks to the
Contractor, up to the extent of reasonable foreseeability, it is perhaps an obvious point (albeit one seemingly ignored by the
contractor in this case) that some careful thought needs to be given to identifyingand pricing site risk. In the words of the Judge
inthe Obrascon case: “Itis difficult to avoid the conclusion that OHL knew that there was going to be some contamination but
hopedto avoid having to do anythingabout it”° If ever there was a salutary warning for contractors, thisis it.

The judgmentin Obrascon also emphasises that under English law, non-compliance with Clause 20.1 notice requirements in the
FIDIC suite of contracts precludesa Contractor from pursuing what might otherwise be avalid claim.?* This may encourage closer
adherence to such provisions in jurisdictions where Clause 20.1 may be regarded as having a similar effect.

Finally, Obrascon providesanew (and potentially controversial) approach as regards the notification of Contractors’ claims foran
extension of the Time for Completion under the FIDIC suite of contracts. Whilst Clause 20.1states that notice of any such claim
should be given within 28 days of the date when the Contractor becomes aware, or should have become aware of the event giving
rise to the right to claim, Clause 8.4 only requires notice from the date when the effect of the delay is actually experienced, which
could be later than the time limit contemplated by Clause 20.1. Asthe extension of time claims of Contractors often entail
substantial sums of money, this point is of more than mere academic interest.

Jonathan Hosie isa partner inthe Construction & Engineering Group of the law firm Mayer Brown International LLP.

© Jonathan Hosie

The views expressed by the author in this paper are his alone, he does not accept any liability in respect of any use to which this
paper orany information in it may be put, whether arising through negligence or otherwise.

18 If the host states of the contracting parties have ratified the 1958 New York Convention on the Recognition and Enforcement of Arbitral Awards, the award should be enforced
throughthelocal court.

19 Paragraph 55 of the Judgment

20 FIDIC Gold Book moderates this draconianimpact by conferring upon the DABjurisdiction to overrule the 28 day limit where it finds that the reason for late notification was “fairand
reasonable”.
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Main legal issues regarding financing of mining

projects in Eritrea

The mining potential of the small eastern African
country, Eritrea, is unexploited. In 2009, the Eritrean
government granted eight new exploration licences to
foreign mining companies. Mining in Eritrea has
attracted the interest of more than 14 mining and
exploration firms from Australia, Bermuda, Canada,
China, Libya, the United Arab Emirates and the UK.
The Bisha Mine (a unique gold, copper and zinc mine)
in Eritrea is Eritrea’s flagship project and is being run
by Canada’s Nevsun Resources Ltd with a forty
percent stake held by the Government of Eritrea.

Obtaining a licence to mine in Eritrea is a valuable
asset and a way to benefit from the untapped mineral
resources of Eritrea. However, to ensure that the
project is bankable and to organise project financing
for a mining deal in Eritrea there are a number of
issues that need to be kept in mind. We discuss below
some of the main issues that arise in relation to project
financed mining deals in Eritrea.

1. Legal system

The State of Eritrea currently has transitional laws
that were established when Eritrea obtained
independence from Ethiopia in 1993. The laws in
Eritrea are based on civil law systems. The
Constitution of Eritrea will take effect once the
parliamentary and presidential elections are held in
Eritrea despite being ratified in 1997. The legal system
is slowly developing in Eritrea, but only incrementally,
and the lack of clarity on the nature of the laws and
their interpretation, and the fact that there are no
precedents to rely on means there is uncertainty as to
the legal system. Moreover, unfortunately, the political
situation in Eritrea adds to this uncertainty.

As is prevalent in other emerging markets, the only
way to deal with this legal system risk is by taking the
benefit of political risk insurance to guard against the
precipitous act of a local government or related body.

2.Mining Rights

The legal framework which governs mining and
related activities in Eritrea is set out in the Minerals
Proclamation 68/1995 as amended by Mineral
Proclamation 165/2011, Mining Income Tax
Proclamation 69/1995 and Regulations on Mining
Operations Legal Notice 19/1995. Once granted, the
mining licence will entitle the person to whom the
grant is made to mine Eritrea. The types of licence
available are a prospecting licence (valid for 1 year and
non-renewable), an exploration licence (valid for an
initial 3 years, but may be renewed twice for terms of 1
year and with further renewals possible in certain
circumstances) and a mining licence (valid for a period
of 20 years with optional 10 year renewals). The
mining licence is usually a small document containing
the details of the area where mining is to be carried
out and all the terms and conditions of the licence are
provided in a separate mining agreement. The mining
licence grants a usufruct right to use the mining land
area to the mining company.

The Government of Eritrea has the right to acquire a
participating interest of up to 10% in any mining
investment. Proclamation 165/2011, which authorises
the Eritrean Government to “acquire, without cost to
itself, a participation interest of up to 10 percent of
any mining investment”. The amendment further
permits the Government, “equity participation not
exceeding a total of 40 percent, [including the
aforementioned 10%] the percentage, timing,
financing, resulting rights and obligations and other
details of which shall be specified by agreement.” As
previously stated, Proclamation 165/2011 amends
Proclamation 68/1995, which only allowed the
Government 30% equity participation, including a
10% or less participation interest. It is understood that
in previous agreements, the Government of Eritrea,
after acquiring the 40% under Proclamation 165/2011,
has contributed to one third of the development and
capital costs of mining operations.



Moreover, under the Regulation of Mining Operations
(Legal Notice 19/1995), the holder of a mining licence
shall pay the Eritrean government a royalty pursuant
to Article 34(1) of Proclamation 19/1995. The royalties
amount to 5% in relation to precious minerals, 3.5%
for metallic and non-metallic materials including
construction materials and 2% in respect of
geothermal deposits and mineral water.

Usually, no separate grant of land use rights apart
from the mining licence is provided to the mining
company. However, such a document becomes
important for the purposes of creating security by way
of mortgage in favour of the lenders - one of the
important parts of the security package of the lenders
is usually a mortgage over the immovable property of
the mine in favour of the lenders. Moreover, there is no
registry or other forum currently existing in Eritrea
for the purpose of the registration of the mortgage.

3. Security Creation

According to Eritrean law, security by way of pledge of
movable property and a mortgage over immovable
property can be created. A key characteristic of a pledge
is that it requires dispossession of the asset by the
pledgor over which the pledge is being created. Such
dispossession may be deemed in the case where instead
of the asset being delivered, the document of title,
without which the asset pledged cannot be disposed of

has been delivered to the beneficiary of the pledge. In view
of the security package of the lenders which would usually
include all equipment, the project contracts, bank
accounts, insurance policies etc, mining licence and the
mining agreement - it would be next to practically
impossible to deliver the originals documents for all these
items to the lenders for the creation of pledge.

It is not clear (again due to lack of legal precedent) if
security over future assets can be created in Eritrea. It is
typical in a project finance transaction that the lenders
take security over the assets acquired by a mining
company during the course of the development of the
project. In addition to the procedural issues of executing
anew security agreement to cover future assets, this
issue becomes more important as ad valorem stamp duty
is paid each time a security agreement is executed in
Eritrea (refer to point 9 below).
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Another important point to note is that there is no law
relating to trusts in Eritrea. This becomes particularly
important for project finance transactions which
generally involve a consortium of lenders. One usual
way to deal with this issue in civil law jurisdictions is
to have a parallel debt structure in the documentation.
Unfortunately as this has not been done in Eritrea
before, no one understands if such a structure would
work in Eritrea and this would mean that security will
have to be created in favour of all the lenders.

4. Enforcement of Security

Similar to most civil law jurisdictions, enforcement of
security is not possible without going to a court of law
which means that the enforcement process would be
lengthy. In this regard, a view exists that once a
default has occurred the parties could agree to enforce
the security by direct transfer to a third party without
going to a court of law. However, this is merely one
interpretation of Civil Code in Eritrea as the same has
not been put to test in Eritrea. Also, to add to the
uncertainty, upon enforcement by a direct transfer the
secured assets can be transferred to one of the lenders
only and not to an agent of the lenders or a third party.

5. Enforcement of foreign judgements and
foreign arbitral awards

The Civil Procedure Code provides that foreign
judgements (subject to any international conventions)
and foreign arbitral awards may not be enforced in
Eritrea unless reciprocity is ensured (meaning that the
execution of arbitral awards made in Eritrea is
allowed in the country where the arbitral award is
made).

Eritrea is not a party to the 1958 New York Convention
on Recognition and Enforcement of Foreign Arbitral
Awards. No such reciprocity exists and no foreign
arbitral awards or foreign judgements may be enforced
in Eritrea. This is one of the biggest concerns for
international financiers lending to a mining project in
a Eritrea.



6. Foreign currency

There is no express restriction under Eritrean law on
an Eritrean entity opening an offshore account. The
mining proclamation entitles a project company to
open a bank account offshore and keep its foreign
currency earnings overseas. In this regard, the mining
proclamation provides that the holder of a mining
licence producing exportable minerals may “retain
abroad in an external account a portion of its foreign
currency earnings as may be determined by directives
to be issued by the Bank of Eritrea and pay from the
retained earnings where foreign currency may not be
readily available by the Bank of Eritrea for the
following purposes (1) to import equipment necessary
for mining operations, (2) for services, leases and
licences to be paid for in foreign currency in
accordance with agreements entered into, (3) for
reimbursement for loans and debt services due legally
to financial institutions outside Eritrea, (4) for
compensation payable to foreign employees not
permanently resident in Eritrea and (5) for such other
activities with contribute to the process and
enhancement of mining operations”.

It appears that the law as regards determining the
“portion” of foreign currency that may be retained
abroad has not been finalised as yet as no directives of
the Bank of Eritrea have been issued which determine
this amount.

The mining agreement usually prescribes the amount
that the mining company can retain offshore which
consequently means that any amounts in addition to
such limits would need to repatriated back to Eritrea.
Such a provision generally provides the maximum
amount that can be kept offshore is the next 3 months
foreign currency payments of the project company.

Notwithstanding the condition in the mining
proclamation providing that payment from retained
earnings may be made only when foreign currency
“may not be readily available by the Bank of Eritrea’, it
appears that money offshore can be used for payments
for the permitted purposes as per the mining
agreement at any time.

7. Export of Metals

A mining company can sell the mineral products
offshore in long term sales contracts provided the
Minister of Energy and Mines has approved such long
term sales contracts. The Minister of Energy and
Mines has the right to require the project company to
sell all or a percentage of its production, other than
mineral product already subject to long term or other
contracts, to the State or an Eritrean person for the
fair market value of the mineral product. Due to such
a requirement, it is useful for the project company to
ensure that it sells all its mineral products through
long term sales contracts.

8.Insurance

While there is no specific law in Eritrea that requires
an Eritrean company to insure with an Eritrean
insurer, the mining agreement usually has a
restriction that the local mining companies should be
given an equal opportunity to provide insurance
services before a company decides to place the
insurance overseas. In any event, currently there is
only one insurance company in Eritrea which is the
National Insurance Corporation of Eritrea (NICE).

9. Taxissues

Income Tax —at a rate of 38% on taxable income in
accordance with Proclamation 69/1995.

Stamp taxes - ad velorem stamp duty of 1% of the
value is payable on security agreements in Eritrea,
however, there is no clarity as to what constitutes
“value” - i.e. whether it refers to the value of the
property being secured or the amount of the debt
secured under the document. This is an additional,
uncertain cost issue for a project.

For a transfer of property or shares, stamp duty is
payable at a rate of 4% on the estimated value of the
property and the new members of a company pay
stamp duty on the value of their invested share.
Furthermore, the Inland Revenue Department has the
right to determine the value (if the value agreed
between the transferor of the property and the
transferee is found to be unacceptable). This stamp
duty would, therefore, be payable on a transfer of
assets (including the mining licence) or of shares in
the project company on an enforcement of security.
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Withholding tax - there is a 10% withholding tax on
payments of interest made by a resident Eritrean
offshore. This has a significant affect on the overall
economics of the project.

10. Direct Agreement of the lenders with the
Government

As is usual in emerging markets the lenders want a
direct relationship with the Government which has
granted the mining concession to the mining company
borrowing money from the lenders. Such a concept of
direct arrangement with the lenders is alien to the
Eritrean Government and to date it has been hesitant
to enter into binding arrangements with lenders. The
only way around this seems to be to keep the
Government informed of the involvement of (and the
benefit to the project and the Government of working
with) the lenders to the project from the very
beginning and hopefully with the conclusion of the
project financing of the Bisha Mine the Government
will become open and amenable to a working alliance
with project lenders.

11. Signing process

Another important hurdle for doing a project finance
transaction in Eritrea is the process of signing the
financing documents. In today’s virtual world, the
majority of the closings happen on the internet with
each party executing documents in counterparts.

However, this process cannot be adopted for Eritrean
deals. If the documents are completely executed
outside of Eritrea, then for such documents to have
effect in Eritrea they should be executed in the
presence of the consular office of the Eritrean embassy
in the country where the documents are executed. On
the other hand, if documents are wholly or partially
executed in Eritrea the requirement is that documents
get executed before the High Court of Asmara for the
documents to have effect in Eritrea.

Project financing has been extensively used in
emerging markets to facilitate the development of
mines and other natural resources and it seems that it
could also be used for the development of mines in
Eritrea. Though Eritrea is a difficult jurisdiction for
project finance transactions, the example of Bisha
mine and the keenness of the Eritrean Government to
develop its country, seem to provide the promise of a
positive future for project finance transactions in
Eritrea. Needless to mention that these project
finance transactions are challenging to work on from
a legal perspective.
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