


RE: Gaffney Manuscript for Crommelin Volume
Corrections, additions, in response to Crommelin letter, April

8th, 1976 (copy attached).

1. Page 3.
(a) Robert Triffin.

Source unkown. It is an "oral tradition". Or you
could write "It is said...." in place of "R. Triffin has said
....". but that's getting pedantic.

(b) Hanzlik Formula. "This formula is used to calculate
'allowable cut' from public forests in Canada and the U.S. It
says that the annual cut should be no greater than the mature

stock divided by the putative future rotation age (usually

overstated) plus current annual increment."

2. James R. Nelson, "Energy Industry Alternatives for the

Future", to be published in John W. Wilson (ed.) The Energy

Industry, proceedings of a conference held in Vancouver, 1974.

3. Harvey Averch and Leland Johnson, "Behavior of the Firm

Under Regulatory Constraint," American Economic Review,

December 1962, Vol. 52, pp. 1052-69.




4. Table 1

Replace "c.f." by "CF".

CF = I:;:HI + Where
CF = required cash flow or yearly payment

i = interest rate, here 10%

n = vyears required to amortize

e = base of natural logs [e-ni is a shorthand way of

writing (1+i) "™

l.
5. Rewrite, paragraph on pp. 12-13, and first full paragraph
page 13:

After one finds a deposit or a field, and before one
produces it, it normally appreciates. Accrual of value is not
taxable before realization -- a provision that in effect lowers
the effective tax rate on all assets that appreciate over some
years before sale. It is the deferral of tax that lowers the
effective rate, regardless of other provisions. But in addition
there is a depletion allowance so that part of the cash flow
of producing deposits is untaxed. This allowance is limited,
since May 6, 1974, to 25% of production income, a less generous
allowance than that in the United States, but still one not
limited to costs. In Canada bonus bids and other land lease-
hold acquisition costs are deductible -- in the States they are
not. To deduct the costs of acquiring and building up an as-
set, and then besides to deduct 25% of its income, entails sub-

stantial double counting.




6. Omit paragraph top of page 15. Move note 2 to page 9.
On page 9, last full paragraph, first sentence, rewrite as
follows: "Another bad practise is the one Alberta followed
1950-64 of allocating allowables in proportion to well capa-

city, and well depth." Note 2 comes here.

7. Garrett Hardin, "The Tragedy of the Commons," Science
(Dec. 13, 1968) pp. 1243 following.

Arthur Young, Travels in France, Vol. i, p.88, ca.l1l790.
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University of British Columbia Press
2075 WESBROOK PLACE

VANCOUVER, B.C.

CANADA V6T 1W5

-

May 6, 1976

Dr. Mason Gaffney
Executive Director

British Columbia Institute
For Economic Policy
Analysis

3771 Haro Rd.

Victoria, B.C.

Dear Mason:

There is no record here of your reply to
Michael Crommelin's letter to you 8 April.
Are you able to supply these references,

and do you agree with the suggested changes?
When the contract is sorted out we will
very shortly be going to the printer.

Regards,

Jane

Jane C. Fredeman, Ph. D.
Senior Editor

JCF/ajb




TELEGRAMS: UNIMELB PARKVILLE

UNIVERSITY OF MELBOURNE
Parkville, Victoria, Australia, 3052 .

LAW SCHOOL

April 8 1976 |

Dr. Mason Gaffney,
Executive Director,
British Columbia Institute

for Economic Policy Analysis, |
3771 Haro Road, |
VICTORIA, BRITISH COLUMBIA, 1
CANADA, V8 T5 C3. 3

Dear Mason,

UBC Press for checking of their editorial changes. The Press has also advised
me of the very tight schedule which they wish to follow in publication. This
schedule requires me to return the manuscript to them by April 20.

I have recently received the manuscript of the mineral leasing book from 1

This has given rise to some difficulties concerning your paper, since we
have not resolved some of the issues originally raised by me. After consideration,
it seemed to me that the best thing to do was to return your paper to the Press
and to ask you to get in touch with them regarding the following matters:

1. Page 3. Footnotes required for two references, (a) Robert Triffin and
(b) the Hanzlik Formula.

U/E. Page 6. Footnote required for the James R. Nelson reference.
/3. Page 8. Footnote required for the "Averch-Johnson Effect'" reference.

//Z. Page 10. (Table 1). What does "e" in the formula refer to?
V/B. Page 13. (Line 1). I believe that "depletion allowance' should be ‘
W | 7&,1”"

deleted in favour of '"depreciation'" (refer my letter of January 21).

6. Page 15. I feel that the first paragraph should be deleted entirely (refer
my letter of January 21).

p//§. Page 20. Footnotes required for references to (a) Arthur Young and
(b) Garret Hardin.

V/// I would very much appreciate it if you could handle these matters directly with
the Press. The person to deal with there is Andrew Pottinger. I am afraid that

if you and I continue to discuss these things by correspondance, the schedule

will be severely disrupted.

All best wishes. Ros and Alexander are both very well. Hope the Gaffneys
are likewise.

Yours sincerely,

Al lnsR

// A
/¥ "Michael Crommelin,
Senior Lecturer in Law.

. R m@ e
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What’s in the Features

Around the Courts

Supreme Court of Canada: Stickel v. M.N.R.
Federal Court of Appeal: Inre Gal\}vay

Federal Court—

Trial Division: M.P. Drilling Ltd. v. M.N.R—G.T.E. Sylvania
Canada Ltd. v. The Queen—The Queen v. Pollock
Sokoloff Holdings Corp.—The Queen v. Eide
Estate—Valley Camp Ltd. v. M.N.R.

Tax Review Board: Murphy and ABC Building Ltd.—Burmatt Prod-
ucts Ltd.—Frappier—Clouston Estate

Estate Planning in Canada

Charitable Organizations—Part 1

'8 e

L
Fiscal Figures

International Comparisons of Tax Levels

¥ .

The Fight Over Resource Profits !

R. D. Brown®*

During the past year changes in the t
tries have led to the imposition of hi

axation of Canada’s resource indus-
gher taxes and royalties, which the

writer of this article feels are contrary to the interests not only of the
industries themselves but also of the Canadian economy. To make matters
worse, this increased taxation has been imposed without any coordination
between the governments involved, and amidst squabbles between the
federal and provincial governments over the sharing of resource profits.
Some coordination of federal and provincial tax policies and rationaliza-
tion of objectives are essential, this writer points out, if a “tax jungle”
inhibitive to both future growth and present production is to be avoided.

Within the short span of three years,
Canada’s resource industries* have
shifted from being the recipients of long-
standing tax incentives and low tax rates
to being the most heavily taxed sectors
in the Canadian economy, with effective
tax and royalty rates running up to, and
in some cases exceeding, 100% of
income. The mining, oil and gas indus-
tries have also moved from a situation
where their development was favoured
by both federal and provincial govern-
ments to a point where their prosperity
and growth seems less certain in the face
of increasing government regulation of
their activities and inter-government
squabbles about the taxation of their
revenues.

It is only seven years since the
Carter Report® first recommended that
the tax incentives granted on oil, gas
‘and mining profits should be withdrawn
and that resource income should be
taxed in the same way as other business
income. At the time that the Report

was being debated, spokesmen for
resource companies reacted in shock
and horror to its proposals and stated
that their implementation would be
totally destructive of the resource sector.
It is ironic that many of the same corpo-
rations would today be only too willing
to settle for having their income taxed at
the same effective rates as manufactur-
ing and other business profits, in view of
the worse tax developments which have
since overtaken the resource industries.

The reasons for the trend towards
higher taxation and tighter regulation of
the resource industries are complex.
Escalating world prices for oil, gas and
minerals have swollen resource company
profits over the past two years, and both
federal and provincial governments have
reacted by demanding an increasing
share of the industry’s “windfall” gains.
Further, some provincial governments
have developed the view that they are
entitled to a significant minimum return
for the exploitation of irreplaceable

* Senlor Tax Partner, Price Waterhouse & Co.:

the author gratefully acknowledges the assistance

of members of his firm, including H. Barclay, P. Mercer, M. Hirsch and J. Broley in assembly

of information.

1In this article, ‘‘resource industries’ refers only to the mining, oil and gas {ndustries,

including related processing activities.

2 The Report of the Royal Commission on Tazation, Queen's Printer, Ottawa, 1967.
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.CANADL.AX JOURNAL ' THE FIGHqER RESOURCE PROFITS 5
provincial resources, regardless of the 1. A 33%% depletion allowance on : The tax reform amendments in Bill industry. This increased federal abate- DS
level of industry profits. mineral profits, reducing the effective ’ C; sseg btydpigha?e;t :f thev:nd menltt g’! mmu&g ctprgﬁZti 7W?:égra{“:;’: P >
corporate income tax on mining, oil and o reflec % resulted in an effectiv o it
"t e e o ot oo o SO o ol | e oten s ox e ons S 97 (6 |
government reaction against the tax con- ‘allowance was givell on mining profits of resourcW(mth conie- asic federal rate, esz 10 2 b ;ement ¥
cessions offered to the resource indus- Iight through rocessing of ore gt A Hoome. Tax Rogaia- fafswiny e ome and 107 abatemen o
tries in the past, and against previous into prime metal, but the allowance for tions) included the following. for proyx_n_c_@_t_axes). s
policies of encouraging the rapid petroleum and natural gas depletion 1. The withdrawal of automatic per- 4. The withdrawalof the three-year
development of natural resources in all extended only through to the production K centag%clggl__e__@_b_meﬁective from the end tax-exempt period for new mines, effec- %
circumstances. The view is increas- Of crude oil and gas and not to income ; of 19762 ——a=———— tive from 1972. o
ingly held that_the deplotable-natazal irom refining or other procESSifE: | - : e — b
g1y . | 2. The introduction of a system of The federal tax reform changes would
gﬁ‘ﬁﬁiﬁg%s%?v?%g%ﬁ nev%/. A three-year “carned depletion” EHECUVE AlEr. 1976. have resulted in a substantial differen- i
nly where positive oca h iR TaxXpayers—would no longer be entitled tiation in the federal taxation of mining o
would result, and not “squandered” by } to an automatic 33% % depletion on income (subject to a lower rate of
being_exported in_an-unprocessed-state 54 Jaye ‘ resource income, but would receive $1 federal tax and the disallowance of pro-
and _without major _contributions.to ;= the urce busine al of depletion_allowance for €ach $3 of vincial mining taxes) and the taxation of
domestic _employment _and _industrial yyqiness™ corporations”). spepding in _Can 3 “eligible oil and gas income, which was not to be i
developmenty these expenses have included the.CoSt ¢ expenditures™ such as most exFIOra on subject to these particular rules. &
While higher taxation of resource acquring new oil and gas interes ~ an Velopment activifies, plant and
industry profits has been an active topic propertieS,. . » p o = ' equipment for a new mine or %Ee major . These fedeggl PFC’POSffilSf gepf'fs‘;;’éed ¥
of discussion ever since the release of the - . . s expansion of an existing mine, and cer- o+ part an abdication of leceral iniu- s
These tax incentives were criticized : “_—'—'f_gl' : ence over the mining industry in favour ‘i
Carter proposals, the last year has seen  ¢overely by the Royal Commission on tain new_processing facilities. The new £ th . Th actian i 1 i3
a sharp acceleration in the escalation of y oy y 1 not exceed the ©Of the provinces. The reduction in ©ie

Taxation, which recommended that all

depletion allowance co

e 3 : « ; - level of federal taxes on the mining o
taxes and royalties imposed on the « : » previous “unearpegie-tepetiOn_allow- . : . ey
industry. The purpose of this article is special treatment” of the resource ance Tn Ay one YEAT MUt all eligible industry, coupled with the establishment

to review these recent developments, pri-
marily from the point of view of identi-
fying the magnitude of the changes and
outlining their possible implications on
the resource industries in Canada.®

Before considering the latest round in

industries should be immediately can-
celled. The initial response of the gov-
ernment, as set out in its 1969 White
Paper* was to adopt a somewhat inter-
mediate position, proposing the gradual
withdrawal of the bulk of the incentives
but still leaving the industry with some

expendifures incurred by taxpa after
November 7, 1969 would be accumu-
lated rned
depletion deductions after 1976. One
purpose of this feature of the new rules
was to allow companies to accumulate a

of a federal system of taxation which is .

completely independent of, and does not

allow any specific deduction or relief for, |

provincial mining and income taxation,
was obviously designed both to satisfy
the demand of the provincial govern-

tax increases on the resource industries, ~recognition of its special problems. ngif%m’anl,bi anlrcaof.qhg@g_gxmduurgsf f;)e(z:isorforan%retage; Hi)nvf/mfix;c:h ;n d;“;l‘(‘)‘;%
ga;]tmt)éxb;olﬁfigg, to review briefly thei  The final position of the federal gov- earncddepletion _af be ment of independent federal and provin-

Income Tax Incentives hefore
Tax Reform

Prior to 1972, the resource industries
enjoyed important tax incentives for a
number of years, during which, through
their growth, they had made a substan-
tial contribution to Canada’s economic
development. The tax incentives avail-
able under federal and provincial income
tax legislation included the following.

ernment during the tax reform review
veered back slightly in favour of the
industry. In the face of heavy criticism
of its original proposals from repre-
sentatives of the resource industries and
the provinces, the federal government
agreed® to abate some part of its taxa-
tion of the mining industry in order to
leave additional fiscal room to the prov-
inces either to continue a level of tax
incentives or to impose their own heavier
taxation on the industry.

made somewhat easier.

3. A%ﬁuction in the federal rate of
income tax on mining profits (only)
accompanied by a denial of any deduc-
tion for provincial mining taxes, with
both features to comnience after 1976.
The federal rate of income tax on min-
ing profits after 1976 _would be set at
a rate 15% lower than that applicable
to general business income, so as to
leave tax-glbow room to the provinces
to develop their own tax policies for the

cial tax systems. This withdrawal of
federal leadership in the taxation of min-
ing profits has undoubtedly contributed
to the subsequent proliferation of sep-
arate provincial tax initiatives in this
sector.

Past Provincial Taxation of
Resource Profits

Those provinces with important min-
ing developments within their borders

8 TIn view of the pace of developments in this fleld, it Is necessary to note that this article
was completed shortly after the federal election on July 8. Because of the article's broad scope, it
is not possible to provide anything resembling a complete technical description of the tax changes
noted herein, and the reader is referred to other sources for such information.

4 Proposals for Tax Reform, Queen's Printer, Ottawa, 1969, especially paragraphs 5:23 to 5:45.

5 Letter from Finance Minister Benson to provincial Treasurers and Finance Ministers dated
August 26, 1970.

8 This and the following two points are outlined in a Department of Finance paper dated
July 6, 1971: see also Part XII of the Income Tax Regulations and Section 124(2) of the Income
Tax Act.

7 At the same time, a system of accelerated capital cost allowance was introduced on depreciable
property acquired for a new mine so that the allowance on such assets Is now the greater of
regular capital cost allowances or the net income of the new mine before depreclation.
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have for many years® imposed separate
mining taxes on the profits of the indus-
try in addition to the normal federal and
provincial corporation income taxes
imposed on all corporate profits.” His-
torically, the provinces were considered
entitled to some special share of the pro-
fits generated from the extraction of
mineral ores, presumably to compensate
the province for the depletion of a pro-
vincial wasting asset. Such taxes were—
in theory — normally imposed only on
profits from actual mining activities—
the “pit’s mouth” value of the ore less
direct mining expenses. In practice, the
general approach was to determine a
mining company’s income from its total
extraction and processing activities, and
then to deduct from such profits an
amount known as a “processing allow-
ance” representing the portion of the
mining company’s total income which
was deemed attributable to processing
activities: the remaining balance was
taken as profits attributable to the extrac-
tion of ore and subject to mining tax.

While provincial taxes based on
income would not normally be allowed
as an expense in determining income for
federal income tax purposes the federal
Act has, since 1946, specifically per-
mitted a limited deduction for provincial
mining taxes. Because of this, provincial
taxation of mining profits tended in most
cases to parallel the federal rules relat-
ing to the deductibility of mining taxes
for federal income tax purposes. Under
the provisions of Income Tax Regula-
tion 701, provincial mining taxes are
deductible for federal income tax pur-
poses only to the extent that they are
imposed on “income from mining”,

determined as a mining company’s total
profits from the extraction and proces-
sing of minerals to the prime metal stage
less a processing allowance.™ Following
the pattern of Regulation 701, the pro-
cessing allowances under provincial min-
ing tax rules are typically determined as
a percentage (frequently 8% ) of orig-
inal cost of depreciable property used in
the processing of ores, with such pro-
cessing allowance not to be less than
15% of mining profits before process-
ing allowance, and not to exceed 65%
of such profits. However, the actual
provisions of the provincial mining tax
Acts differ significantly from one
another, and over time.

The determining of mining profits
under provincial mining tax legislation
is frequently subject to special provis-
ions; in most provinces, for example,
interest on borrowed funds and mining
royalties paid to resource owners are not

allowed as an expense for mining tax

purposes, and certain administrative and
overhead costs may also mnot be
recognized.® '

Because of the deduction of the pro-
cessing allowance in determining mining
profits subject to provincial mining
taxes, and because of arbitrary disallow-
ances and other differences in the calcu-
lation of income for mining tax and
income tax purposes, it has always been
difficult to express provincial mining
taxes as the equivalent of effective
corporate income tax rates. Up until this
past year, the maximum rate of provin-
cial mining tax in the more important

Ontario, Quebec, Manitoba and British !

mineral-producing provinces (includings -

Columbia) was 15%, but in many case
S—

8 The combined province of Upper and Lower Canada, for example, imposed a mining royalty
tax before Confederation, and the antecedents of the Ontario mining tax date back to 1891, with
a special tax on mining profits being introduced in 1907.

9 Since the end of World War II, and until federal income tax reform, provincial income taxes
were levied on resource profits on the same basis as determined for federal tax purposes, with
some exceptions in the case of Quebec. Since 1971, the Ontario corporation tax rules have diverged
from the federal provisions since Ontarlo did not adopt many of the federal changes in this area.

10 Section 5(1) (w) of the Income War Tax Act, subsequently Section 20(1)(v) of the present Act.

11 See Rio Algom Mines Ltd. v. M.N.R., 70 DTC 6046, for an interpretation of the provisions.

12 B.C. mining tax is based in large part on a tax base derived from taxable income for federal
tax purposes, and hence does not involve the arbitrary disallowances found in Ontario, Quebec and

other mining tax laws.
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the effective rate of such taxes after pr of a province to levy any special form \

 cessing allowances and after allowing Tor \ of income tax on resource activities in
; their deducti come tax pur- e province, and any type of royalty on

poses was very substantially less. (As oduction from provincially owned
noted later mLﬁxTﬁlcle, provinci source rights.

mining tax rates have undergone sub-
stantial increases in the past few

months.)

However, there is some question as to
the constitutionality of provincial taxes
imposed on freehold mineral rights and
In the case of oil and gas, continuing'® production therefrom, in a form different
provincial revenues from the industry from that of the typical Crown royalty
have normally taken the form of royal- but of the same general magnitude. A
ties, typically payable only on the pro- case testing the constitutionality of cer-
duction of petroleum and gas from pro- tain Saskatchewan tax legislation of this
vincially owned reserves. (Most mineral sort is now before the courts and other
and oil rights in the western provinces provincial enactments could conceivably
of Canada are owned by the Crown in be challenged on the same grounds.
right of the province.) Such provincial
royalties are typically determined as a
percentage of gross well production and May 1974 Federal Budget
have—until now—been recognized as a The federal budget presented to the
deductible fx§%5¢5 > for income taX pur- House of Commons by Finance Min-
) n, the western prov- ister Turner on the night of May 6
inces have recently taken to levying an marked a further shift in federal policies
annual tax on the “value” of privately towards the taxation of resource income,
owned oil and gas Tights (and in B.C., with the primary view of gaining addi-
mining rights): the general intent of tional resource revenue (especially from

these special taxes on freehold oil and il proﬁts) for the federal treasury.
gas rights is to raise revenues equivalent

to those which would be generated if the The main proposals affecting the
rights had been owned by the Crown and | resource industries, all generally to be
the production had been subject to the/‘ effectwe“ from May 6, 1974, were as
normal royalties. follows.

1. The basic federal rate of tax on

The position of the provinces with roqq o profits (profits from mining, oil

1;;%‘;% tgstg:ﬁsﬁag%r;ofril‘ggraiswigg and gas production previously eligible
. gas B J - for percentage depletion) was to be fixed
mineral rights has undoubtedly been . 50% instead of th Jintio cextion
influenced by the constitutional difficul- r___Ld.e& 1ung_corp

ties of the provinces imposing a royalty Tg‘;{; I%e"l‘g’%c'"ﬁig%%l;%gu;g to reach

. 1 profits would
o petomineral predugion, \The o be cxempt from the temporary
Rex v. Caledonian Collieries, Ltd.* 10% corporate tax.surcharge proposed
would seem to indicate that a_general for most corporats mooms,
tax on the re T eived fr 2. An additional abatement of federal
sale_of mineral products was tax on resource profits was o be intro-
tax which is ulfra vires a province. duced in the amount of 15 percentage
general constitutional position would points in the case of income derived
appear to be that it is within the power from mining and mineral processing,

o ——

18 The provinces, especially Alberta, have also obtained substantial revenues from the sale of
oll and gas leases.

14 1928 A.C. 358.
15 Notice of Ways and Means Motlon, May 6, 1974, together with the Budget Speech.

July-August 1974 319

RAGAL L v

aan o i s s
S . v 4

e dn ot s < goul Bod e
# -




€ANA1$ TAX JOURNAL

and 10 percentage points for oil and gas
produﬁ%lmﬁ}ioﬁts. This would have

resulted in an effective federal rate of
tax on mining_income of 25% (basic
federal tax rate o; %ﬁ%, Iesg T0% pro-
vincial abatement and 15% mining
abatement) and on oil and gas produc-
tion Profts of 30%.(50% basic rate less
10% provincial abatement and 2 oil
and gas abatement).

3. The previous system of automatic
percentage depletion of 33%3% of
resource profits was to be cancelled
forthwith, and replaced with the
“CMWLS&‘;HI_(O“C dollar
of depletion allowance IOr gach_$3 of
“eligible expenditures”). However, the
maximum rate of earned depletion
would be set_at only 75% of resource
profits. =

4. All provin_da_l.-gm.nin.z_m&aand
most significantly all pr vincial royalties
payable in respect of gil,—gas, and
mineral production, were to become

ineligible _for deduction in calculating
ey aBTe TRoOTTE;

5. Canadian_exploration_and develop-
ment € ses incurred after May 6,
1974 “would be deductible only at a
maximum rate of 30% fﬁ; annum (on
the diminishing balan_eLisrgv'fi_n_s_tggdmof
in full .as.under the ous law.
(Exploration and development expenses
are generally deductible only to the
extent of the income of the corporation
in question, and this provision is evi-
dently to remain.)

The Finance Minister estimated that
the above package proposals would
increase federal tax revenues from the
mining industry for fiscal 1974/1975
by some $40 million and revenues from
the oil and gas sector by $410 million.
(Additional revenues of $120 million
would have accrued to the eight prov-
inces with which the federal government
has tax collection agreements.)

The most significant feature in the
new set of proposals for the taxation of

the resource industry was the disallow-
ance of provincial mining taxes and
provincial royalties. It seems quite clear
that the recent increases in deductible
provincial oil and gas royalties combined
with the initiative of British Columbia
in introducing a supposedly deductible
mining royalty instead of increasing
provincial mining taxes subject to dis-
allowance after 1976 were a major irri-
tant to the federal government.

With the defeat of the federal budget
on May 8, no further elaboration has
been forthcoming with respect to the
details of the federal proposals. A num-
ber of the proposed changes require
additional explanation before their impli-
cations can be fully understood. For
example, the disallowance of provincial
mining taxes and resource royalties
would seem to extend even to resource
royalties which are taken in kind by
provincial governments in respect of the
production of resources from provin-
cially owned mineral rights: the budget
resolutions specifically include the value
of such provincial production payments
in the income of the operator of the
resource, and then deny him a deduc-
tion for the income which he has not
received. (The technical wording of the
resolution might be so broad as to
require each of the participants in an
oil and gas syndicate to add the entire
amount of provincial royalties to each
of their incomes.)

Reasons for Federal Proposals

In his May budget address® Finance
Minister Turner outlined the reasons for
the new federal initiative in the taxation
of mining, oil and gas profits. The
Finance Minister first of all referred to
the original tax reform measures enacted
at the end of 1971, and to the subse-
quent price increases in oil and gas, and
to a lesser extent in minerals, which
would justify the striking of a “new bal-
ance appropriate to these changed cir-
cumstances”. He then went on to say
that while the provinces had already

18 Budget Speech, Ottawa, May 6, 1974, pp. 8 to 11.
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adjusted or were seeking to adjust royal-
ties, mining taxes and other arrange-
ments to “derive what they perceive to
be a fair share for the benefit of their
people”, the federal government believed
that a provincial resource was also a
national resource and the federal gov-
ernment had the responsibility to see
that a reasonable portion of this gain
was shared by all Canadians. The
Finance Minister also noted that recent
provincial tax development had made
the previous distinction in the federal tax
treatment of provincial royalties and
provincial mining taxes inappropriate.

The dramatic increase in provincial
resource revenues following the recent
provincial tax and royalty increases
would naturally tend to result in a
decline in the proportion of the total tax
and royalty burden on the industries
going to the federal government. With-
out further federal initiatives, this decline
would probably continue in the years
ahead, consequent on the scheduled
reduction in the effective federal tax rate
on mining profits after 1976 and prob-
able future provincial increases in min-
ing taxes and oil royalties. The result
was that the federal government would
receive a sharply lower proportion of
what was turning out to be an extremely
lucrative tax field, as well as having a
declining influence generally on the
industries. This position, on reflection,
obviously did not seem attractive to
Finance Minister Turner, and he moved
to redress the balance by increasing his
government’s share of resource income.

In his budget speech, the Finance
Minister specified five main policy rea-
sons for his new initiatives in the federal
taxation of resource profits:

1. the resource sector should bear a
“reasonable” burden of tax on its
profits relative to other sectors of
the economy;

THE FI' OVER RESOURCE PROFITS

2. all the people of Canada (through
the federal government) should
derive a fair share of the increased
revenues of the industry;"

3. the federal government should recog-
nize the “special position of the
provinces with respect to the taxa-
tion and charges on resources within
their boundaries”;

4. the federal government must ensuré
that provincial royalties, taxes, and
other arrangements do not ‘“‘unrea-
sonably erode” the federal corporate
income tax base; and

5. overall Canadian tax policy must
have regard for the competitive inter-
national position of the industry and
the financial resources it requires to
bring forward production needed in
future years.

The fundamental conclusion that can
be drawn from the May budget is that
the federal government had decided that
it was not prepared to leave the taxation
and regulation of the resource industries
primarily to the provinces.

Another dimension to future federal
policies affecting the resource industries
was unveiled unexpectedly during the
recent election campaign by Prime Min-
ister Trudeau when he stated that,*® if
re-elected, his government would require
majority (“50% and preferably 60%”)
Canadian ownership of major new pro-
jects in the natural resource area. Mr.
Alastair Gillespie, the Minister of Indus-
try, Trade and Commerce, subsequently
explained that the new ownership restric-
tions would apply to any foreign com-
pany or foreign controlled company
developing new mines Or new oil pools
(as well as being involved in new timber
or pulp developments). The implica-
tions of this policy could seriously affect
the exploration and development activi-
ties of the major resource companies
controlled outside of Canada.

17 Finance Minister Turner in a Calgary address on June 21, 1974 said specifically that “owner-
ship of or jurisdiction over a resource does not mean the exclusive right of taxatlon”. (Globe

and Mail, July 3, 1974.)

18 In a speech on June 28, 1974 in Sault Ste, Marie (Globe and Mail, July 10, 1974).

July-August 1974

321

rds

Rl A R o AR

R, 26 o B s M

B G




CANAD’TAX JOURNAL

Increased Provincial Taxation of
Mining Income

As noted in Finance Minister Turner’s
budget address, the past year has seen
a rapid escalation in the provincial taxa-
tion of resource income. In the case
of mining profits, British Columbia and
Manitoba and Ontario have already
brought in substantial tax increases to
obtain a larger share of higher industry
profits, and other provinces will not be
far behind.

While a good deal of the impetus for
higher provincial taxation of the industry
came from its higher profits (combined
with the perennial need for additional
provincial revenues) other factors were
also undoubtedly at work. All the prov-
inces with the important mineral
resources have adopted policies of
encouraging a higher degree of domestic
processing and one potential means of
achieving this aim is to combine high
mining taxes with incentives to induce
domestic processing of the ores
produced.

Further, recent trends in world com-
modity prices and energy and other
shortages have convinced at least some
politicians that it is not always desirable
to encourage the most rapid develop-
ment possible of natural resources.
Higher taxation of profits combined
with various regulatory proposals are 2
means of exerting increased provincial
influence over the pace of resource
development.

British Columbia

The province of British Columbia was
the first to take steps this past year to
increase drastically the taxation on min-
ing companies. On February 19, 1974,
the B.C. government introduced new
mineral royalties legislation® to provide
an additional level of taxation of mining
in British Columbia beyond both the

corporate income tax and the existing
British Columbia mining tax, levied at a
rate of 15% of mining profits.

The Mineral Royalties’ Act is gener-
ally applicable only to minerals produced
from Crown lands® in British Columbia
and provides for two additional royalties
to be payable by B.C. mining compan-
ies, effective from the beginning of 1974:

— a basic royalty of 5% (2% % for
1974 only) of the selling value (gen-
erally gross sales value minus smelt-
ing and transportation costs) of
“designated minerals” produced in
B.C., plus

— an additional royalty of one-half of
the amount by which the gross value
of mineral production based on inter-
national price levels exceeds 120%
of the predetermined “basic value”
of the mineral—in general terms its
average selling price in a base period
(initially 1969 through 1973).
Rules relating to the calculation of

these royalty amounts are complex and,

despite the passage of the legislation,
are subject to some continuing uncer-
tainty. Amongst other provisions, the

Bill includes a reduction in the basic

royalty rate of one percentage point if

the smelting or refining of the mineral
is carried out in British Columbia. The
basic royalty may also be slightly abated
in some circumstances where the gross
value of the mineral production is less
than the “basic value” of the minerals,

i.e., where there has been a decline in

the selling price of the metal over its

average value in the base period.
What in essence the new B.C. royalty

provisions do is to provide for a mini-

mum annual royalty to the province of

5% of the production value of minerals

extracted in British Columbia, payable

regardless of whether or not the mine
in question is operated on a profitable
basis, plus a “super royalty” which is

19 Bill 31, The Mineral Royalties Act, was subsequently passed by the Legislature and received
Royal Assent on June 20. The Bill has not yet been proclaimed.

20 The owners of private mineral rights are subject to taxation under the Mineral Land Tax
Act: the tax Is based on the ‘‘value’ of the undeveloped minerals In designated sites, determined
under complex formulas designed to produce revenues equivalent to those that would be exigible

under the Mineral Royalties Act.
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designed to return to the province one-
half of the additional revenue accruing
to a mine operator because of the
increased metal prices over a prescribed
base price determined by regulation.
(The Minister of Mines has just
announced that the standard basic value
(excluding the 20% allowance) for the
current year for copper has been estab-
lished at 58¢ per pound.)

THE FIGI.VER RESOURCE PROFITS

The “super royalty” provisions do per-
mit the government to allow an escala-
tion after 1974 of the “basic value” (i.e.,
a reduction in the amount on which the
50% super royalty is to apply) with
respect to future increases in operating
costs or changes in exchange rates. This
adjustment to basic values and many
other aspects of the legislation is how-
ever completely discretionary with the

Table I
PosSIBLE EFFECTIVE ROYALTY AND TAX RATES FOrR 1975

oN B.C. CoPPER

MINING COMPANIES

Copper -prices (per pound)

International copper price ............. 75¢ $1.00 $1.25 $1.50
REVENUE . ... ..o $750 1000 1250 1500
Less—smelting and refining costs

(assumed) . v P s s 5w 5 5w 5 3 3 Y 140 170 190 220
Net smelter return (gross value) ....... 610 830 1060 1280
Less—transportation (assumed) ........ 40 40 40 40
INEE VBIDE ... » ooy ovs Bum & 80800 6505 5 5 9.5 5 98 6 38 570 790 1020 1240
Less—operating costs (assumed) ....... 450 450 450 450
Income (before royalties and tax) ...... 120 340 570 790
B.C. Royalties !
Basic royalty—5% of net value ........ 29 W 40 51 62
Super royalty—50% of excess of gross

value over 120% of 58¢ per pound . — 67 182 292

L 29 107 233 354
Provincial mining tax—15% of mining

profits! ... ... .. ... ... ... 15 v 43 73 101
Income tax?
Federal—25% of Income ............. 30 -q 85 143 198
Provincial—12% of Income ........... 14 L 41 68 95

44 126 211 293

Total taxes and royalties .............. 88 - 276 517 748
Net income, after taxes and royalties .. .. 32 64 53 ) 42
Overall effective tax/royalty rate ....... 73% 81% 91% 95%

1 Royalties assumed not to be deductible: If, as indicated, B.C. Mining Tax Act Is amended
to make them deductible, overall effective tax/royalty rate becomes:

71% . 77% 85% 89%

2 Calculations based on present understanding of law, and assume minimum processing allow-
ance for mining -‘tax, and no ‘‘earned’ depletion for income tax. (Maximum earned depletion, if

_available, would reduce effective rates by 9.25 percentage points, and substantial earned depletion

would typically be available in the short run only.)
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provincial cabinet and the Minister of
Mines.

There is little doubt that the B.C.
mining royalties were designed to extract
revenue not only from the industry but
also from the federal government; the
supposition was that these mining royal-
ties would be deductible in computing
taxable income and that therefore part of
their cost would be paid by the federal
government (through reduced corporate
income taxes) as well as by the industry.
However, in the May 6 budget pro-

posals, the federal government (perhaps :

in response to the B.C. initiative) pro-
posed that provincial mining royalties as
well as mining taxes of whatever descrip-
tion would no longer be deductible for
federal tax purposes. The net result is that
B.C. mining companies are placed in the
middle of a battle between the province
and the federal government over resource
revenue.

Table I shows a calculation of a pos-
sible range of total tax burdens on a
B.C. copper producer under the simpli-
fying assumption as stated, and illustrates
both the high tax burden ‘and the varia-
tions of that burden caused by the com-
bination of the new B.C. royalties and
proposed federal tax rules. While the
full implications of the B. C. tax changes
remain unclear, even a relatively favour-
able interpretation of the B.C. provi-
sions, along with the federal budget
proposals will mean that effective total
tax rates are unlikely to be below 70%
and could range up to 90% or higher as
copper prices increase.

One interesting feature of the position
of B.C. companies under the new B.C.
legislation and the proposed federal tax
rules is that mining companies will tend
to earn lower profits on some minerals
if their selling price goes up. A com-
bination of sharply higher B.C. mining
royalties on the increased value of min-
erals, plus the disallowance of these
taxes for federal income tax purposes,

can cause producers to pay more than
100% of increased revenue from higher
mining prices in the form of taxes and
royalties. This feature is also illustrated
in Table I.

Another aspect of the new B.C. tax
regime is the provision of a basic 5%
royalty based on selling values, irrespec-
tive of the profitability of the mining
development; this aspect of the new rules
will have a particularly adverse effect on
the profitability of existing and potential
low-grade, high-cost mining projects.

Manitoba

In its April budget, Manitoba brought
forward its proposals for higher tax bur-
dens for the mining industry in that
province. For 1974, the changes are
relatively simple: the ‘basic 15% rate of
Manitoba mining tax"Ts to be increased
to 23%.** However, Viamtoba-ras-also
proposed that for 1975 and subsequent
years an entirely new system of ‘vari
able volumetric” mining royalties w 5

estabhshed in addition to the minin
incomets: m— e —~——

The bas1c features of this new royalty
system, as contained in a Bill** tabled
in the Legislature on May 29, 1974 by
Mines Minister Sidney Green, include
the following.

— A basic royalty of up to 33¥5% of
the net value of production at each
mine; the actual rate would be deter-
mined annually by Order-in-Council.

— An incremental royalty of up to 50%
of net value of production in excess
of the average profits for the five
years ending in 1973. Again, the
actual rate. would be determined
annually by the Cabinet and might
vary with such factors as the tax-
payer’s new investment in Manitoba,
and possibly with the company’s
return on invested capital.

— An additional surcharge of up to
100% of profits attributable to excess

21 The rate of tax on the first $50,000 of mining profits remains at 6%.
22 The Principal Minerals Royalty Act, (Bill 82).
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production where a mine had
exceeded its assigned operation levels.
The province would annually deter-
mine the level of production from
each mine for the coming year, and
tax penalties would be provided for
mines which exceeded these “produc-
tion ranges”; this device would also
be used to control the grade of ore
extracted.

It has been indicated that if the “flex-
ible volumetric” royalties are introduced
in 1975, the rate of provincial mining
tax will -be reduced. The announced
purpose of the new system, as well as
the temporary increase in the mining tax
rate, is to double Manitoba’s revenues
from the mining industry.

In the absence of full details, it is
extremely difficult to estimate the inci-
dence of the new Manitoba mining tax
royalties. The Bill imposing this new
tax system was subsequently withdrawn
for further consideration, but the Mines
Minister has indicated that he is deter-
mined to gain substantially increased
revenues from the industry as well as
to obtain some government control over
operating levels.

Ontario

The provincial budget of Treasurer
John White presented on April 9, 1974

THE FBOVER RESOURCE PROFITS {

contained some unexpectedly harsh news
for Ontario’s mining industry. The prov-
ince, after a review of its system of min-
ing taxation, had decided to “secure for
the people a higher return from our
natural resources”, especially in view of
“substantial windfall gains” realized by
the Ontario industry because of higher
world metal prices.*

Mr. White rejected the option of min-
ing royalties as a means of achieving
such increased revenues, and instead
opted for higher mining taxes based on
net mining income as a fairer approach.
He proposed to almost triple the maxi-
mum rate of Ontario mining tax from
15% to 40%, through the introduction
of a new graduated tax rate scale,*
shown in Table II.

Mr. White also proposed other tax
changes affecting Ontario mining
companies:*

— a deduction for exploration and devel-
opment and preproduction expenses
incurred in Ontario after April 9,
1974 in calculating profits subject to
mining tax;

—the repeal of the three-year tax-
exempt period for new mines for
Ontario corporation income tax pur-
poses, effective from January 1, 1974;
this would be replaced by an acceler-

Table 1I
NEw ONTARIO MINING TAX RATES

Mining profits

Marginal tax rate

Average tax rate
(top of the range)

$ 0 — $ 100,000
$ 100,000 — $ 1,000,000
$ 1,000,000 — $10,000,000
$10,000,000 — $20,000,000
$20,000,000 — $30,000,000
$30,000,000 — $40,000 OOO
over $40,000, OOO

0% 0%
15% 13.5%
20% 19.4%
25% 22.1%
30% 24.7%
35% 27.3%
40% .

Note: All Ontario mines of a taxpayer must generally be aggregated in one return for the
purposes of the mining tax, except for new mines coming into production after April 9, 1974,

23 Budget Statement, 1974 Ontario Budget, April 9, 1974.
24 Bill 111, with provisions generally effective from April 9, 1974: it has not yet been’ passed

by the Legislature.
25 1974 Ontario Budget, April 9, 1974—p. 15.
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Table III ated capital cost allowance system of the additional revenue produced by
paralleling that under federal income the tax changes from $50 million to
TAx RA o iOSSIBLEOEFFECTWMEI tax rules; $127 million, and even this latter esti-
AX RATES ON LARGER ONTARIO MINING COMPANIES __ the disallowance for corporate income Iate takes into account concessions to
. f : the industry which were perhaps not
Previous tax purposes of mining taxes or min- . :
tax Baviiad Ontadio snd ing royalties paid to any jurisdiction; g?lxéteé?plated at the time of the April 9
provisions proposed federal rules and . . :
— e, No — an immediate deduction for all cor- An illustration of the overall impact
- sl porations (not just principal business ©Of the new Ontario mining tax, com-
deplet; depleti companies) of Ontario exploration bined with the federal budget proposals,
i e i i and development expenses. is set out in Table IIL
Mining profits ................ $100 $100 $100 Ontario will, however, continue to 'Alongt Witht’fhe (()irztlmgﬁcaﬂy hiegéxer
- allow all mineral operators and non- mInNg tax rates, LUntario proposec—
Mining ta.x1 .......... RS $ 12 $ 34 $ 34 operators a unj_formp percentage deple- after some discussions with indusiry
Taxable income calculation = = = tion rate of 33%% for Ontario corpor- Iepresentatives—an expanded set of lax
Mining profits (less mining tax ate income tax purposes, and Ontario incentives and rcliefs to the industry
under “previous” calculation will not follow the federal rules relating through higher mining tax processing
only) ................... $ 87 $100 $100 to “earned” depletion. allowances and increased depreciation
PR, rates.
Less depletion: Ontario Treasurer John White esti- The ch in th t all
Federal ............... (29) (25) (—) mated in his budget address that the e ihan%iesdmt' . gi:loceszmg B
Ontario ................... (29) (33) (33) total proposed changes in the taxation ;ﬁiie;;mizinge pl;gflict):in r?e;v;ectlg fcg;g:
BriCaal RRSHIS: PSDOPES: » smsns 5 B 10 o additional $50 million in revenue for CeSsing carried on beyond the pis
- : PRl mouth—will be of extreme significan
Ontario taxable income ........ $ 58 $ 67 $ 67 the province in 1974, bringing total T industry, and will artia%lr; ameli-
I : N — i provincial revenues from this source to . » P
ncome tax—previous rules about $125 million. In fact, this esti- orate the impact of the higher tax rates
Ontario tax (12% of $58) ... $ 7 i i for those large mining operations which
mate turned out to be as inaccurate as o : i
*Federal tax (38% — 1974 — the estimates of other governments of E:onduct significant processing activities
TR T TT, 22 & the effect of mining changes on the i Canada.
== : ; industry; in a statement before the Legis- The following is a summary of the
$ 29 ; lature on June 20, 1974, less than three previous and proposed processing allow-
Income tax—proposed basis = 2 months after the introduction of his bud- ance rates under the Ontario Mining
Ontario tax (12%_ of $67) ... $ 8 $ 8 get, Mr. White had to revise his estimates Tax Act.
Federal tax (25% of $75 and
$100) ... 19 25 Table TV
$ 27 $ 33 ONTARIO MINING TAX PROCESSING ALLOWANCES
- Revised Rul
Total TaXes : ::cous: sompmamus &6 $ 42 $ 61 $ 67 Degree Of Northercn‘”se eliest Of
Possible maximum marginal tax:® 739 Processing Achieved Previous rules Ontario® Canada
= Concentrating .. ...... 8% 8% 8%
Notess o 1 . Smelting ............ 16% 16% 16%
1 1 1 b a : '
B e e o Refining ... ....... 20% 30% 20%
at graduated rates: rate shown is maximum rate less minimum processing allowance. If the Further processing
producer is eligible for maximum processing allowances, the effectlve mining tax under the revised . .
rules drops to 14% and ‘‘total taxes” are reduced to $41 (maximum earned depletion) and $47 (fabrication) ...... — 35% -
(no depletion). All processing outside
2 Under ‘‘previous’’ federal calculation and all Ontario calculations, at 33% % of mining profits: Canada ........... 8% —— —

under revised federal calculation, maximum ‘‘earned’ depletion is 25% of mining profits.
3 409% mining tax, plus 25% federal and 8% (12% X %) Ontario income tax.

26 North of the French Rlver.
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. In aﬁi;n, the new processing allow-
ance will be granted on the cost of all
capital works and assets as acquired,
rather than on the cost of processing
assets actually in use. The new pro-
cessing allowances provide special bene-
fits for processing activities in Northern
Ontario, as well as a new “fourth stage”
processing allowance for those mining
companies that not only process mineral
ores to the prime metal stage, but fur-
ther fabricate metal into manufactured
products in Northern Ontario,

The incentive aspect of these pro-
cessing allowances on inducing new pro-
cessing activities in Canada and especially
Northern Ontario is extraordinary. For
example, if a mining company which is
subject to the highest rate of Ontario
mining tax, constructs additional pro-
cessing facilities in Northern Ontario, it
can obtain a permanent annual tax sav-
ing equal to 40% (the marginal Ontario
mining tax rate) times 30% (the pro-
cessing allowance rate) of the original
cost of the facility for as long as that
facility is in use. This means an indefi-
nite increase in annual after-tax income
of 12% of the cost of the facility, even
before taking into account any additional
income which the facility itself might be
expected to produce. The generosity of
the processing allowance for those min-
ing companies which undertake con-
centrating, smelting and refinery activi-
ties is of course contrasted with the
exceptionally high taxes that will be
imposed on large mining producers
which do not carry on important pro-
cessing activities in Canada. Indeed, it
is a question of semantics whether the
new rules involve tax incentives for pro-
cessors, or tax penalties for mines with-
out processing facilities.

The new Ontario rules, as presented
to the Legislature, provide that the
income of a new mine developed by
an existing mining company does not
have to be aggregated with the other
mines of that company for taxation
under the progressive rate scale. This
means that the marginal tax rate applic-
able to new mining developments of
existing large mining groups may well
be substantially less than would other-
wise apply since the new mine can, by
election, be treated as a separate tax-
payer for Ontario mining tax purposes,
with its income taxed at the bottom of
the rate scale. The implications of this
provision are not entirely clear since the
separate taxation of a new mine could
lead to a denial of immediate deduction
for its development costs; the provision
also poses problems in the calculation

of an appropriate processing allowance. -

One of the most remarkable things
about the Ontario amendments is the
introduction of a steeply graduated tax
rate for mining income. The theoretical
justification for imposing a progressive
tax structure on the income of corpora-
tions might perhaps warrant further
study and comment beyond that possible
in this article.”” The approach of the
Ontario government has evidently been
to confine the main burden of the
increased tax rates on the larger com-
panies in the belief that they are more
capable of bearing it; if it ig assumed
that the purpose of the Ontario govern-
ment is to load a large share of the
increased tax burden on a few specific
large mining companies, the Ontario
approach becomes more understandable,
although perhaps no more supportable.

27 The progressivity of the Ontario mining tax is based solely on mining profits in Ontarlo,
and not on total profits or other measures of corporate size. The tax takes no account of return
on invested capital, and imposes a higher tax burden on the return from additional increments
of capital (except brocessing assets) invested by existing companies relative to new investors.
The revised Ontario mining tax also provides a lower effective tax rate on metal fabricating
activities carried out in Northern Ontario by mining companies than that applicable to other

taxpayers; it also provides higher taxes for mining producers using independent custom smelters
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Other Provinces

British Columbia, Manitoba and
Ontario are not the only provinces
actively engaged in revising their system
of taxation of mining income. Quebec
has a committee reviewing its taxation
of the mining industry, and the province
will be bringing forward proposals, prob-
ably later this fall, to secure a “fair
share” of mineral production in that
province. Preliminary indications are
that while the Quebec proposals almost
certainly involve a large tax increase on
the industry, the escalation in mining
taxes may not be as sharp as in some
other provinces. In Newfoundland, the
government is also studying the reform
of its tax and regulatory system for min-
eral exploration and production in that
province, with proposals likely to come
forward within the next year. Nova
Scotia is re-examining its taxation of the
mining industry for the first time in 25
years, and increases in mining taxes are
quite likely. A revision of the Yukon
Mining Tax Act was brought forward
some time ago by the federal govern-
ment but has not yet been enacted into
law; these changes too, involve an
increase in mining tax rates in that terri-
tory. Saskatchewan has been engaged in
a continuing and highly complex fight
with the potash industry in that province
concerning royalties and industry regula-
tions, with some aspects of this matter
already before the courts.

All in all, there is no province in Can-
ada with important resource develop-
ments that either has not increased its
taxation of the resource industries in the
last year, or is not now considering such
a step.

Oil Export Tax

The rapid escalation in world petrol-
eum prices in the fall of 1973 had its
repercussions in Canada. The federal
government and the affected provinces
were entirely in agreement on one mat-
ter: the bulk of the additional revenue
generated from higher oil prices should

July-August 1974

e T o W R Eer et T - e T s v TR R T T R e L e e N T

THE FI. OVER RESOURCE PROFITS

flow to government, and not to the
industry itself. However, the federal and
provincial governments were sharply.
divided on just who should reap the
bonanza; producing provinces were of
the view that most of the increases
should accrue to them through higher
provincial royalties, while the federal
government—supported in part by the
non-producing provinces—felt that the
revenue should flow to the federal gov-
ernment and be used in part for subsid-
ies on oil and gas prices and the develop-
ment of a Canadian-controlled oil and
gas industry.

The dispute which went through a
number of stages was not resolved until
the March 27 meeting of provincial and
federal premiers which agreed—on an
interim basis—on a uniform $6.50 a
barrel price for oil (wellhead basis)
throughout Canada. The federal govern-
ment was: to be entitled to impose an
export tax (currently $5.20 a barrel on
crude oil, and the equivalent of $4.00
a barrel on refined products) to give it
the difference between its posted Cana-
dian price and world market prices on
exported oil: the anticipated revenues
from such a tax (about $1.7 billion a
year) would be just about sufficient to
enable the federal government to pro-
vide a subsidy on the price of imported
crude oil to Eastern Canada to bring it
down from world prices to the estab-
lished $6.50 a barrel Canadian level.
The producing provinces, by implica-
tion, considered themselves entitled to
take whatever slice they desired out of
the $6.50 a barrel basic Canadian price.

Federal legislation to implement the
agreement reached at a meeting of first
Ministers held on March 27, 1974 was
contained in Bill C-18 (an Act to amend
the Petroleum Administration Act)
introduced in the House of Commons
on April 2, 1974. This bill provided for
the levying of an export charge on both
crude and refined oil products, in a
manner to be determined by regulation,
and set out broad federal authority over
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system provide substantial incentives for

on Alberta producers are now approach-
ing unprecedented levels, overall effec-

Notes:

1.
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crude oil pricing and sales arrangements and in some cases for the extraction of Table V
in interprovincial and export trade. Bill high cost oil. In addition, Alberta has COMPUTATION OF NET RETURN PER BARREL
C-18 was not passed before the dissolu- granted direct incentive payments to the OF “OLp” ALBERTA CRUDE OIL!
tion of Parliament in May and hence is industry for exploration wells drilled in
not law; the federal government, how- Alberta. The current warfare between . s Before increass
ever, continues to collect the export tax provincial and federal authorities has After giving  Belore
on oil on a “voluntary” basis, with the broken out here also: after initially rul- _effect to a i dpncii z(x)xf1d
legislation undoubtedly to be re-intro- ing that these exploration well payments increased crude e e O
duced at the next session of Parliament. did not represent taxable income for oil price an ¢ dprzll?rbu deet (Decrease)
federal tax purposes, Revenue Canada federal budget feder &
Provincial Petroleum Rovyalt has recently reversed its ground and has . . $7.90
Increases s indicated that such payments are — in | Crude oil export prices ...... $1§‘§8 $3'8_0 5.20
Following the recent dramatic rise in Loct,— taXable by reducing the recipi- Lggp=sventntl sxposy X ..~ : —_— g
the price ofgoil and gas, all the provinces gﬁ::t dg gg:tlble cxplozation and dovelop: : Gross to producer .......... 6.50 3.80 2.70
having important oil and gas resources ) ! Alberta royalty:
have substantially recast their oil royalty When the higher Alberta royalties are ; 65% of $2.70 1.76 — 1.76
systems to increase their revenues from combined with the new income tax pro- : 22957 gf $3.80 ... ... ... ... 84 .84 e
oil and gas production. posals, including the disallowance of i B g o AT SR ——— ——-7—6-
oo inci i i 1
Alberta. th provincial royalties as an expense for : 6.50 2.60 .84
onh;)roducrtiz;l f:or%m(‘;lr%c\:rarf ?(ilsézyill}?s’ Sedlem Suon s T84kt W ; Net uz after export tax and
increased in the past year from a basic 4.octia producers of “old” oil will find i vty P 3.90 2.96 94
;ate of shout A,B, ofy YOS TS0 ductioln that their net cash flow after all taxes % royalty ................... :
to a split roya‘i‘tA' o c%esi epd fo winld pa-oyuities Wil actlly be lewer unded f Estimated lifting cost (excluding
the province add)i]tional roy&g’l?ies of a}l;o{n the now higher prices and higher taxes ~ depletion and recovery of capital 60 —
two-thirds of the increase in the value o220 they were %ef?hre the rccentt t°11 | COSES) wvv e .60 ;
: : . price increases and the consequent tax [ _ —_— —
of pro}?_;cnon resulting from recent oil nn4 rovalty changes. Because of varia- ; 3.30 2.36 94
P tions in the position of individual pro- { Income taxes:
The general rate of Alberta oil royal- CUCers, it is extremely difficult to pro- i Federal—
ties is now set at about 22% on the Vvide any meaningful general summary § 30% of $5.66 ($6.50 less
value of oil production based on the old ©Of the impact of the new provisions on | lifting cost 60¢ and
(early 1973) selling price of oil, plus the Alberta industry in general. How- | assumed “earned”
perhaps 65% of the increase in that CVET, one possible typical calculation, ' depletion of 24¢)* : 1.70 — =
production value resulting from recent 0ased on the taxation of “old” Alberta 3 57 (82 36 1 " b 113
increases in oil prices. On the basis of Crude, is set out in Table V. 36%1/057 $al. 17tic§n of 79¢§S oo 57 —
a current wellhead selling price of $6.50 Corresponding calculations done with | 5% deple
g barrel, Alberta’s royalty revenue per respect to the taxation of “new” Alberta 1 Alberta— - . .
arrel 'has risen fromnsperhaps 84¢ to crude (subject to reduced provincial , 11% of $5.66 ............. . 17 46
$2.60 in the last year.” royalties) would indicate that producers | 119 of $1.57 . iivvwmvsisns — . i
: - » . Will obtain a moderate improvement in . s——— i
However, in the case of “new” oil peir position as a combined result of 2.33 14 152
ggéle ptrsoguf:gug:zimr:egt weélts) ,?1333;1 the recent oil price increases and tax . — -
on tlge value of produ)::tio?l ;t ce)lc? priceso and royalty changes. ‘ Net cash flow before re{: ognltglng
and only 35% on the excess. This and Total effective royalty and tax rates l g:gelgeigzgiy agil eczgi&racggtlg 97 1.62 (.65)
other features of the Alberta royalty i P

1 Calculations based on assumed costs, and present understanding of tax, royalty rules, Actual
costs, royalty rates may vary significantly.
2 Estimate of ‘“‘earned depletion’ is arbitrary.

i{s assumed, then effective
S ization of exploration development and costs of 75¢ a barrel

currerIé m(:;tuztax and royalty rates is 98% of income before all levies. Income taxes alone would
take 919 of income after royalties but before income taxes.

the development of new oil production tive rates in excess of 90% being quite

28 The calculation of oll and gas royalties in Alberta and other provinces is based on complex
rules which cannot be even summarized in this article. The descriptions of the royalty rates and
selling values in the text must be regarded only as a gross simplification of the actual situation;
they do not reflect factors such as differing oil grades, values, locations, transport costs, etc.
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typical. With the federal and provincial
governments between them taking the
lion’s share (and frequently the entire
amount) of recent price increases the
incentive for future exploration and
development has been reduced. A
number of companies have already
announced the postponement of future
exploration and drilling programs until
the present tax situation stabilizes.

In Saskatchewan, the provincial gov-
ernment has demanded a far higher
share of increased oil revenues than has
been the case in Alberta. The typical
rate of Saskatchewan oil royalty before
the recent oil price increases was about
17% of production, but this has now
been supplemented by a surcharge of
about 83% of an amount roughly equi-
valent to the difference between the sell-
ing price of crude oil before the recent
price increases and its present market
value. In effect, Saskatchewan has taken
100% (actually perhaps a little over
100% ) of the entire increase in the sell-
ing price of a barrel of oil through addi-
tional royalties. Again, there is some
concession in the case of “new” oil pro-
duction, where the surcharge of 83%
is limited to an amount of about $2 per
barrel of additional revenue. Typical
Saskatchewan royalty rates, per barrel
of crude, would now amount to perhaps
$3.56 for “old” crude, and $2.71 for
“new” crude, as opposed to a previous
rate of 60¢ per barrel.

The combined effects of the higher
Saskatchewan royalties and the proposed
federal disallowance of provincial royalty
payments will generally prove disastrous
to Saskatchewan producers. In highly
simplified terms, the Saskatchewan gov-
ernment is already taking 100% of the
increase in the posted wellhead price in
additional royalties in the case of “old”
crude, and the federal government now
proposes to levy a combined federal and
provincial income tax on the same
increase of approximately 42% (or
somewhat less if “earned” depletion is
available), plus additional taxes through
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the disallowance of the original Sas-
katchewan royalty.

The result will be that up to 150%
or more of the price increase will go in

additional royalties and taxes, and many °

Saskatchewan operators, whether they
are producing new or old crude, will
find themselves in a net overall loss posi-
tion. Even before the federal budget
proposals were brought forward, oil
exploration activity in Saskatchewan had
come almost to a stop, and future devel-
opments in the -province with private
capital appear unlikely under the present
situation.

In British Columbia, present royalty
rates of between one-tenth and four-
tenths of production in the case of pet-
roleum are now under review. While
new royalty rates have not yet been
announced, the government has indi-
cated that it anticipates that a new roy-
alty system will triple provincial revenue
from oil and gas royalties from $22
million to $65 million a year.

The increased B.C. oil royalty rules
are evidently designed to recover about
80% of the increase in the posted well-
head price of the oil in additional royal-
ties. Again, if this increase is combined
with the federal disallowance of the oil
royalty payments as an expense for tax
purposes, B.C. producers will suffer a
net reduction in revenue as the result of
the combined effects of the wellhead
price increase and the tax and royalty
changes.

Ministerial Discretion in
the Provinces

All the provincial tax and royalty
changes with respect to resource profits
have one major feature in common, and
that is the great reliance on discretion-
ary provisions and arbitrary determina-
tions. The legislation of almost all the
provinces in this regard is so littered
with clauses giving the provincial cabinet
or a Minister authority to determine
profits, prescribe allowances, assess
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values, and generally fix everything —
including in many cases the tax rate
jtself—that federal income tax provisions
containing ministerial discretion (such
as section 248) begin to look like
models of certitude and fairness.

Re-introduction of the
Federal Budget

The federal budget proposals of May
6 were of course not proceeded with at
the last session of Parliament because
of the defeat of the government in a
motion of non-confidence on the bud-
get. Immediately following the defeat
of the federal government on the May 6
budget, Finance Minister Turner said that
if the Liberals were returned to Parlia-
ment the budget would be re-introduced
in essentially the same form and with
the same eflective dates for most of the
amendments (i.e., May 6, 1974 for the
bulk of the tax changes affecting the
resource industries). With the re-election
of the Liberal government with a clear
majority on July 8, the federal budget
proposals will undoubtedly be re-intro-
duced shortly after the convening of the
new Parliament.

However, in a press statement immedi-
ately following the election® the Finance
Minister indicated some possible flexi-
bility with respect to the May budget
proposals affecting the resource indus-
tries. He stated that “both the Prime
Minister and I are committed to re-intro-
ducing the budget in its present form”,
but with two major qualifications: “sub-
ject to the economic conditions at that
time”, and “subject to seeing what we
can do to ease the conflict in Ottawa
and the provinces over resources”. .

Finance Minister John Turner had
earlier responded in less positive fashion
to western criticism of his May 6 budget
proposals relating to the resource indus-
tries. In an address in Calgary on June
21, he said that the provinces will still
have the lion’s share of oil and gas
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revenues, netting perhaps $2 billion in
1974 in taxes and royalties as opposed
to $500 million expected to flow to the
federal government. Mr. Turner’s calcu-
lations do not include the huge federal
revenues from the oil cxport tax, pre-
sumably because this is regarded as
being offset by federal subsidies on oil
imports. Federal estimates quoted by Mr.
Turner indicate that under a mature tax
system (after accumulated earned deple-
tion is used up) the federal government
would receive 19.8% of production
income with 51.7% going to the prov-
inces and 28.5% going to the producers.
(Producers of course have to meet all
costs and expenses out of their share.)

Mr. Turner rejected ome argument
advanced by the oil and gas industry in
its plea to keep a larger share of oil and
gas revenues for the resource operators;
he explicitly denied that it was reason-
able for resource producers to expect to
recover capital cost of exploration and
development programs out of current
resource revenues. Mr. Turner did agree
that a combination of the federal
proposals and the provincial royalty
increases in Alberta and more especially
in Saskatchewan were creating taxation
problems for western oil producers, but
implied that the solution was for the
provinces to reduce their tax and royalty
rates.

I

Of course, the Western provinces
have not been the only ones to €Xpress
dissatisfaction with the federal resource
changes. Ontario Treasurer John White
was highly critical, in a speech to the
Ontario Legislature on June 21, of the
federal tax proposals affecting the
resource industries, and said that the
May 6 budget displayed a “lack of
understanding” and was an unwarrant_ed
reversal of the previous federal policy
arrived at in August 1970 to leave to
the provinces the final determination of
the total tax burden on the mining
industry.

29 Qlobe and Mail, July 10, 1974.
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The later statement of Finance Min-
ister Turner indicating some possible
federal drawback on the resource taxa-
tion issue confirmed a previous statement
of Prime Minister Trudeau that he was
prepared to meet with the provinces to
discuss a number of issues relating to
federal-provincial conflicts concerning
the control over and taxation of the
resource industries in Canada, including
the implications of the recent federal tax
proposals. Immediately following the
federal election, Premier Lougheed of
Alberta indicated his willingness to meet
with Prime Minister Trudeau to discuss
energy issues, including taxation policies.

The possibility therefore exists that
the recent tax and royalty increases on
resource profits at both the federal and
provincial levels will ultimately be the
subject of federal-provincial discussions.
It is encouraging from the viewpoint of
the industry that the federal government
has indicated some possible flexibility
with respect to its May budget proposals;
however, with the present government
now having a clear majority in the House
of Commons, it should not be anticipated
that it will be possible to reach any
general agreement on the issue without
the provinces also displaying some
degree of compromise.

Implications for Mining Industry
The adverse implications of the fed-
eral budget on the mining industry will
only be felt gradually, and even then
with different weight in different sec-
tions of the country. The key federal
proposal—the disallowance of provincial
resource taxes and royalties—will natur-
ally bear heaviest on those companies
subject to relatively high rates of provin-
cial mining levies, such as the larger
Ontario-based mining corporations with-
out important processing facilities, and
almost all B.C. companies. The other

major change affecting mining — the
abolition of automatic percentage deple-
tion — will be largely offset in the short
run by the availability of earned deple-
tion (although at a lower rate) based
on qualifying eligible expenditures since
November 7, 1969, and by the lower
effective federal tax rates on mining
income.

The general increase in federal taxa-
tion of the mining industry consequent
on all of the measures will really become
fully effective only after mining com-
panies begin to exhaust their present
“earned depletion” bank built up since
November 1969. Once this initial bank
has been used up (and many mining
companies will go through it in a year
or two) the earned depletion allowance
will prove to be of substantially less
benefit to the mining companies than
the old percentage depletion. Indeed,
most established mining companies will
probably, after a short transitional
period, have a relatively insignificant
amount of earned depletion under the
federal rules unless they are embarked
on major development projects. Even
then, the tax benefits under the earned
depletion rules will not be nearly as
favourable as under the previous
provisions.*

The provincial changes in the taxa-
tion of mining income are extremely
difficult to assess in terms of general
incidence for two reasons. First of all,
the legislation or proposed legislation in
several of the provinces is new, complex,
and frequently contains features to be
determined by regulations not yet avail-
able. In addition, mining tax legislation
such as that enacted in British Columbia
and proposed in Manitoba would pro-
vide for a basis of taxation which is
unrelated in part to mining profits and
hence cannot be measured as a
percentage of mining income.

30 For example, an Ontario mining company could reduce its effective tax rate by 17 percentage
points through percentage depletion under the previous system: the maximum reduction under the
revised rules will be 6 percentage points, and very few will achieve anything like this saving in

the long run.
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Indeed, one of the most important
facts to recognize in any discussion of
average effective rates of total tax on the
mineral industry under these recent
developments is that there will be no
such thing as average effective rates of
tax that mean very much. Under the
new federal tax proposals and the
revised provincial rules the rates of tax
applicable to mining profits will vary
tremendously with a number of factors
such as investment in processing equip-
ment, degree of processing carried out,
expenditures on exploration and devel-
opment, metal prices and, of course, the
particular province in which the
company operates.

Some of the more important of these
variables are as follows.

Mining companies which carry out a
substantial degree of domestic processing
will achieve significantly lower effective
tax burdens than those which do not,
primarily because of provincial pro-
cessing and other incentives. Companies
with substantial exploration and new
mine and processing developments will
also benefit to a degree from the federal
earned depletion rules.

The progressive rate schedule of the
Ontario mining tax will impose heavier
tax burdens on the larger and more
profitable companies, but the Ontario
provisions contain extraordinary incen-
tives for mining companies to expand
their processing facilities.

The B.C. and Manitoba mining
royalty systems will take a higher
proportion of mining profit as the price
of the metal increases. In both provinces
up to 50% of “excess” profits will be
taken by provincial royalties in addi-
tion to normal provincial mining taxes,
royalties, and corporate income taxes.

The relative weight of provincial min-
ing taxes in the tota! tax mix will become
much more important, because of rate
increases and their non-deductibility for
income tax purposes. This will give
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increased importance to the particular
features of such taxes (including for
example the possible disallowance of
interest expense). Correspondingly,
income taxes, and especially federal
income taxes, will become a less signifi-
cant part of the total tax burden. Tax
planning will become much more diffi-
cult because of the differing tax systems
involved.

Implications for Oil and Gas

The implications of the May 1974
federal tax proposals on the oil and gas
industries will be much more immediate
and drastic. The disallowance of pro-
vincial royalties will mean that perhaps
two-thirds of the total operating costs
of most oil and gas producers will
not be allowed as an expense, and will
result in overall tax rates on the industry
which will approach astronomic levels
and which will certainly inhibit future
exploration and development efforts. In
a large number of cases, a combination
of the federal proposals and the provin-
cial royalty increases will mean that
federal and provincial levies will take all
or almost all of recent increases in the
posted wellhead price of oil leaving the
industry with little net benefit from the
price rise.

Implications on Resource
Development

The attempts by both federal and
provincial governments to obtain a share
of the supposed “bonanza” from higher
resource profits, and the acrimonious
conflict between the two levels of gov-
ernment as to how this windfall should
be shared, have created a crisis for the
resource industries in Canada. There is
of course no scientific way of determin-
ing an appropriate level of taxation for
the resource industries, any more than
there is for other activities, and the
appropriateness of a particular level of
taxation for the indusiry must always
rest on personal judgmnent, with the
opinion of the industry eager for expan-
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sion and profits, naturally diverging from
that of governments, anxious for addi-
tional revenues. It can, however, be
conservatively concluded that marginal
tax rates on new resource developments
approaching and even exceeding 100%
will prove somewhat inhibiting of future
investment.

There are three general points which
could be made about the higher tax
burden to be faced by the mining indus-
try in Canada.

First, a large part of the higher tax
burden discussed in this article has arisen
not because of some deliberate and
coordinated policy decision by govern-
ments but rather because of the unseemly
dogfight between provincial and federal
governments for a share of resource
profits. Each lével of government has
imposed new taxes without regard for
the position of the other, and in some
cases in an obvious effort to “pre-empt”
the tax field.

Indeed, the resource sector in Canada
appears to be the ham in the sandwich,
pressed on each side by governments
anxious not only to gain increased
resource revenues but also to exclude
the other level of government from
increasing its revenues from, and its con-
trol over, resource developments. The
federal-provincial squabble over resource
taxation is more than 2 fight over tax
revenues—it is a struggle for power by
governments who to date seem more
interested in constitutional strategy than
the future of resource developments.

Secondly, the structure of the new
federal and provincial rules can, in some
circumstances, have 2 particularly
adverse impact on new resource devel-
opments, through imposing especially
high marginal tax rates on new resource
developments. To give just one example,
while the average tax burden on a large
integrated Ontario mining producer can
still be less than 50%, additional income

obtained from operating economies Or
the expansion of existing mines will be
taxed at a marginal rate of 73%.

Thirdly, the taxation of natural
resources in general is in a total state of
confusion. New proposals for the taxa-
tion of the industry have been rattling
out of federal and provincial budgets far
too rapidly for the industry to absorb or
tax practitioners to assess, and in any
event many of the new tax schemes
grant wide discretion to the taxation
authorities to determine—and change—
the rules. The current situation is one
of almost total uncertainty, and that
uncertainty may prove at least in the
short run every bit as harmful to future
investment as the higher tax rates
themselves.

While it has been true that the reported
profits of resource companies have
climbed substantially over the past year
or so because of higher oil, gas and
metal prices, it should be remembered
that this increase in profitability comes
about in part because resource com-
panies are now measuring the current
selling price of their products against the
amortization of capital and development
costs which were incurred many years
ago at much lower price levels. If regard
is had to the current cost of exploring
for and developing new oil, gas and
mineral production, including taking
into“-account the fact that the newer
projects tend to be of high cost (because
of lower mineral content Or increased
inaccessibility) then there may be justifi-
cation for allowing the industry to have
a reasonable share of higher resource
prices in order to encourage the develop-
ment of these higher cost new resources.

The practical effect of governments
attempting to tax away virtually the
entire “windfall profit” or economic
rent™ attributable to higher resource
prices will not be the closing down of
existing production facilities—in most

cases, these involve heavy sunk costs

st The question of why windfall profits in.the resource sector deserve higher taxation than
other windfall profits might warrant further consideration.
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and production will be continued as long
as there is any positive cash flow. How-
ever, the long-term implications on future
developments can be much more adverse
unless special efforts are made, beyond
those now taken, to provide incentives
and reasonable rates of return on future
high-cost resource developments.

Conclusion

Leaving aside any particular question
as to the appropriateness of the general
increase in the level of taxation of
resource profits, it can be concluded
that the way in which these proposed
increases have occurred has been unfor-
tunate from the point of view of the
long-term interests of the industry and
the Canadian economy.

The increased taxation of the industry
has been imposed without any coordina-
tion between the governments involved.
Instead, the provinces and Ottawa have
been tumbling over one another in their
anxiety to obtain an increased share of
resource profits and control of resource
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develop before other governments
pre-empt the situation. Open conflicts
between federal and provincial govern-
ments; complex, arbitrary and frankly
inept legislation; and extraordinarily high
marginal rates on new income have
meant that these tax changes can be
even more damaging to the industry
than even the enormous amounts of

_ additional revenues demanded by gov-

ernments would indicate.

One bright spot in this situation has
been the recent indications of the will-
ingness of the federal government, and
certain of the provinces, to discuss the
overall taxation of the resource industries
on a more rational basis. With both
levels of government laying claim to an
important share of the tax revenue from
the industries, some coordination of
federal and provincial tax policies anc
rationalization of tax objectives is esseti-
tial if a tax jungle cntirely inhibitive not
only to the future growth but even to the
present levels of production and employ-
ment is to be avoided.

Quaker's Claim of Three Billion Dependents
Was No Crime

A Quaker was wrongfully convicted of supplying false withholding information,
the U.S. Court of Appeals at Richmond has held, when he claimed three billion
dependents although entitled to only four. This conduct could not have been intended
to deceive since there was no chance it could adversely affect the government from
the withholding standpoint. (The Quaker claimed all men were brothers as a means

of war protest.)

On another point, a conviction for contempt in not rising on the entrance and
departure of the trial judge was upset. This was not misbehavior that obstructed the

administration of justice.

District Court reversed. One dissent.

July-August 1974

Snider, CA-4, 9548

337




8. ’
¢ '

ND ACCRUAL INCOME

Under the former rules, the only taxpayers who were permitted to compute their
income on a cash basis were farmers, fishermen and taxpayers engaged in
professional practice. Although this special tax treatment continues in respect to
farmers and (presumably) fishermen, taxpayers in the professions are now obliged
to compute their income for tax purposes on a modified accrual basis.

For taxation vears ending in and after 1972, a taxpayer in professional practice,

-  A——. 5 . &
whether a sole practitioner, partner or corporation, must use this accrual basis of
reporting both income and expenses for tax purposes.

This computation of accrual income differs in one important respect from that of
other taxpayers on the accrual basis. Taxpayers in the professions may elect to
exclude from income the value of work-in-progress at the end of the year.

Special rules have been introduced to bring into income over a period of years a
taxpayer’'s “1971 receivables” (accounts receivable at the end of the taxpayer’s
1971 taxation year, which have not previously been brought intc income because
the taxpayer reported his income for tax purposes on a cash basis). These rules
also provide that a taxpayer’s “1971 payables” may be deducted in full in the 1972 e
taxation year. (1971 payables” are those which would have been deductible in e
the 1971 taxation year, if they had been paid in that year.) it

/
{ : . . .
v more comprehensive discussion of the taxation of accrual income of taxpayers
the professions will be incorporated in a separate booklet entitled ““Part-
nerships and the Professions””.

MINING AND PETROLEUM

A number of major changes in the taxation of the mining and petroleum industry
have been incorporated in the Act. The Government'’s stated intention is to
subject the industry to a higher level of taxation, where projects are profitable,
whilst ensuring that certain incentives should be permitted in arder to recognize
the inherent risks involved in the industry and the competition for international
capital.

The new federal legislation provides as follows:—

® Expansion of deductible exploration and development expenses to_inclyd s
costs of all resource properties, with sale proceedsbeing inclu nceme, el
® More favourable treatment of Canadian exploration and development ex-:

penses for taxpayers not primarily in the mining or petroleum industry.

® More tavourable treatment of foreign exploration and development expenses I
for all taxpayers. il

® Substitution of “earned” depletion for automatic depletion after 1976, ;
® Removal of shareholder depletion on dividends received. Him

® Withdrawal of the three-year exemption for new mines on December 31, 1973
and introduction of accelerated capital cost allowance on certain deprecia-
ble assets acquired for a new mine or a major expansion of an existing mine.

o

-~

o Increase in the federal tax credit from 10% to 25% of mining income after
1976, with provincial mining taxes no longer being deductible from income.

‘ | :
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Since the mining industry is subject to provincial mining taxes, as well as federal
and provincial income taxes, the full burden of tax that the industry will have to

bear will depend on the level of income and mining taxes that each province will
decide to assess.

Canadian Exploration and Development

PRINCIPAL-BUSINESS CORPORATIONS

Under the former Act, a “principal-business” corporation was permitted to deduct
mining and petroleum e

Xploration and.development_expenses to the extent of
in sQurce. A principal-business corporation was defined as a

corporation whose principal-business was, amongst other things, exploring for
minerals or petroleum.

A corporate taxpayer other than a principal-business corporation was only
permitted to deduct such expenses from income from the particular mineral or
petroleum source. Individual taxpeyers were further restricted in that the
deduction was only applicable to petroleum costs, which could only be deducted

from petroleum-source income. In all cases, the cost of mineral properties was
not deductible.

The new definition of Canadian exploration and development expenses, covering

costs incurred aft C i cost of all rights,
rental and ro’yaﬁ .%[EEE;S in relation to_mining properties as well 4¢ Betrolerm

properties. In other respects, the deductible expenses are substantially the same
as under the former legislation and include a taxpayer’s share of any partnership

. exploration and development expenses. 66(15)(b) 6

A principal-business corporation can continue to deduct all such expenses to the
extent of income from any source, and transitional rules permit the carry-forward

of pre-1972 expenses in a separate pool for deduction before any post-1971
expenses.

- TAXPAYERS OTHER THAN PRINCIPAL-BUSINESS COR&ORATIONS

Under the old rules, taxpayers which were not principal-business corporations
could not generally deduct exploration and development expenses from non-
resource income and therefore might be prohibited any deduction for their costs ;
unless they were successful in their exploration activities. The new provisions =
permit, for the first time, taxpayers in this category a limited deduction of
post-1971 exploration and development expenditures against other income on an
immediate basis. Although transitional rules provide for the carry-forward in a
separate pool of expenses which qualified before 1972, deduction of these
expenses after 1971 will be subject to the same restrictions that applied at the end
of 1971, and, where possible, they must be deducted before post-1971 expenses.

Subject to the foregoing comments, the new rules provide that the amount
deductible is the greater of:—

a). 20% of aggregate expenses incurred before the end of the taxation year and
not previously deductible, or

b). Income from the resource, including royalties and proceeds from disposal
of resource property. €

Where pre-1972 expenses are also deductible in a year, the amount deducted will
reduce the deduction for post-1971 expense
formula.

s, as calculated under the above
66(3)
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Example of Deduction by Taxpayer other than
a Principal-Business Corporation

1974 1975 1976
Aggregate unamortized Canadian
exploration and development expenses
! at the end of each year, before
i deduction for the year $11,000 $8,000 96,400
| Canadian resource income $ 3,000 $ 500 $7,500
. Other income 1,000 1,500 500 |
4,000 2,000 8,000 !
i Maximum Canadian exploration and !
i development expenses deductible !
| (See Notes) 3,000 1,600 6,400 i
| Net income $ 1,000 $ 400 $1,600

i Notes:—

| 1. In 1974, the maximum deduction equals the resource income, since this exceeds 20% of

$11,000. {

2. In 1975, the maximum deduction amounts to 20% of the unamortized expenses, since
$1,600 exceeds the resource income for the year.

3. In 1976, the deduction is limited to the balance of unamortized expenses remaining on |
hand, since this is less than the resource income for the year.

| 4. The example presupposes that there were no further exploration and development

expenses incurred in 1975 or 1976. {

The overall effect of the above rules is that resource income will not be taxed
until all Canadian exploration and development expenses have been deducted,
and, if insufficient resource income is available, a limited deduction may be taken
against other income.

Foreign Exploration and Development

Under the former legislation, taxpayers were only permitted a very restricted
deduction for certain petroleum exploration costs outside Canada and no
recognition was given to mining exploration costs. The new rules define foreign
exploration and development expenses to include the cost of foreign resource
properties and permit a deduction to all taxpayers along lines comparable to
those described above in relation to Canadian expenses of taxpayers other than
principal-business corporations. The only difference is that the minimum per-
centage deduction is 10% rather than 20%. 66(4)




.‘Ekiavlﬁblie of Deduction by any T.axp;i);er for
Foreign Exploration and Development Expenses

1974 1975 1976

Aggregate unamortized foreign exploration !
and development expenses at the i
| end of each year, before
” deduction for the year $11,000 $8,000 $7,200 |

. . |
| Foreign resource income !
i (including royalties and proceeds from f
|
|
1
,

disposal of foreign resource property) $ 3,000 $ 500 $7,500
Other income 1,000 1,500 500
4,000 2,000 8,000

Maximum foreign exploration and
development expense deductible 3,000 800 7,200

$ 1,000 $1,200 $ 800

|
{

= e = 1

These rules effectively ensure that foreign resource income is not taxed until all
foreign exploration and development expenses have been amortized and that a
limited deduction from other income may be taken, if insufficient resource
income is generated.

Since foreign exploration and development is almost invariably carried out
through a subsidiary corporation incorporated in the foreign jurisdiction, the
parent will not be able to obtain a deduction for such expenses since it did not

"‘ur them. As a consequence, the opportunities to take advantage of the new

n

juction will normally be severely limited.

Transferability of Exploration and Development

ACQUISITIONS

With certain modifications, the former rules are continued whereby a principal-
business corporation (the “successor” corporation) that acquires all or substan-
tially all of the Canadian resource properties of another principal-business
corporation (the “predecessor” corporation) is permitted to deduct the unclaimed
Canadian exploration and development expenses previously incurred by the |
predecessor corporation, but only to the extent of the aggregate income |
reasonably attributable to production from the specific properties acquired from
the predecessor corporation. If all or substantially all of the resource property of
the successor corporation is acquired by another principal-business corporation
(the ““second successor” corporation), the second successor corporation is
entitled to a deduction within the same limitations. 66(6)&(7)

The Act now also permits the deduction of foreign exploration and development
expenses acquired by a successor or second successor corporation, subject to
similar limitation as above. 66(8)&(9)

The former rule continues whereby a principal-business corporation, which was
formed as a result of an amalgamation of two or more corporations, is permitted

to deduct qualifying Canadian expenses incurred by a predecessor corporation,

but only from income attributable to production from properties acquired from fD
that predecessor corporation. The rule is now extended to include foreign
expenses, with similar restrictions as to the income from which they may.be
deducted.
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RENUNCIATION OF EXPENSES

The Act also continues to allow a “joint exploration corporation”, which is
defined as a principal-business corporation that has never had more than ten
shareholders, to renounce Canadian exploration and development expenses in
favour of any shareholder corporation. However, this election has not been
extended to include foreign costs. 66(10)

— i - : T Sy e—

i TAX PLANNING TIP

! The use of a joint exploration corporation is not without potential tax
problems. First, renounced expenses can cause a reduction in the cost !
base (for purposes of determining capital gains) of the shareholder |

! corporation’s investment in the joint exploration corporation. Secondly,
any expenses renounced will not be included in the joint exploration I
corporation’s pool of expenditures which earn depletion, and it is not
altogether clear whether such expenditure would be included in the |
shareholder corporation’s pool. “Earned depletion” is discussed shortly.

CHANGE OF CONTROL

Where a corporation has ceased active business and control of the corporation
has subsequently changed, a new rule has been introduced which precludes the
corporation from being able to deduct Canadian or foreign exploration and
development expenses incurred in the period prior to the change of control. The
restriction only applies to expenses incurred after 1971. Change of control, by
itself, will not cause the loss of deductibility of such expenses. Cessation of

-umulated substantial exploration costs, it may prove advantageous to maintain

‘siness may prove difficult to define. In circumstances where a corporation has

me active business operations if change of control of the corporation is a

possibility in the future. 66(11)

Disposal of Resource Properties

In line with the new deduction permitted in relation to all rights and interests in
mining or petroleum properties, provisions have been introduced to tax in full or
in part the proceeds of any disposition of a resource property. 59

Under the former Act, principal-business corporations were required to bring into
income proceeds from disposal of Canadian petroleum rights, irrespective of
when they were originally acquired. Other taxpayers were also required to
recognize proceeds from such rights as income, but only in relation to properties
acquired after April 10, 1962.

The new rules require that proceeds of disposal after 1971 of all Canadian or
foreign resource property must be brought into income in full, subject to some
transitional relief for properties owned on December 31, 1971. (This transitional
relief does not, however, apply to disposal of resource property that would have
been taxable under the former rules.) For all other resource property, if a sale is
made in 1972, only 60% of the proceeds need be brought into income and this
percentage increases by five percentage points each calendar year until 1980,
when 100% of the proceeds must be recognized.

A special rule applies to non-arm’s length disposal of resource property, whereby
the purchaser is only deemed to have a cost equal to the amount which the
vendor is required to bring into income. The non-arm’s length purchaser, in these
circumstances, will also be able to obtain the transitional relief if he disposes of
the acquired property before 1980.

After 1971, if adverse tax consequences are to be avoided, all transfers of resource
properties between related parties must be carried out at fair market value. The
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RENUNCIATION OF EXPENSES

The Act also continues to allow a “joint exploration corporation”, which is
defined as a principal-business corporation that has never had more than ten
shareholders, to renounce Canadian exploration and development expenses in
favour of any shareholder corporation. However, this election has not been
extended to include foreign costs. 66(10)

St

TAX PLANNING TIP

The use of a joint exploration corporation is not without potential tax
problems. First, renounced expenses can cause a reduction in the cost !
base (for purposes of determining capital gains) of the shareholder |
! corporation’s investment in the joint exploration corporation. Secondly, |
i . any expenses renounced will not be included in the joint exploration i
i corporation’s pool of expenditures which earn depletion, and it is not
altogether clear whether such expenditure would be included in the |
shareholder corporation’s pool. “farned depletion” is discussed shortly.

?
i
{
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CHANGE OF CONTROL

Where a corporation has ceased active business and control of the corporation
has subsequently changed, a new rule has been introduced which precludes the
corporation from being able to deduct Canadian or foreign exploration and
development expenses incurred in the period prior to the change of control. The
restriction only applies to expenses incurred after 1971. Change of control, by
itself, will not cause the loss of deductibility of such expenses. Cessation of
‘siness may prove difficult to define. In circumstances where a corporation has

-umulated substantial exploration costs, it may prove advantageous to maintain
me active business operations if change of control of the corporation is a
possibility in the future. 66(11)

Disposal of Resource Properties

In line with the new deduction permitted in relation to all rights and interests in
mining or petroleum properties, provisions have been introduced to tax in full or
in part the proceeds of any disposition of a resource property. 59

Under the former Act, principal-business corporations were required to bring into
income proceeds from disposal of Canadian petroleum rights, irrespective of
when they were originally acquired. Other taxpayers were also required to
recognize proceeds from such rights as income, but only in relation to properties
acquired after April 10, 1962.

The new rules require that proceeds of disposal after 1971 of all Canadian or
foreign resource property must be brought into income in full, subject to some
trancitional relief for properties owned on December 31, 1971. (This transitional
relief does not, however, apply to disposal of resource property that would have
been taxable under the former rules.) For all other resource property, if a sale is
made in 1972, only 60% of the proceeds need be brought into income and this
percentage increases by five percentage points each calendar year until 1980,
when 100% of the proceeds must be recognized.

A special rule applies to non-arm’s length disposal of resource property, whereby
the purchaser is only deemed to have a cost equal to the amount which the
vendor is required to bring into income. The non-arm’s length purchaser, in these
circumstances, will also be able to obtain the transitional relief if he disposes of
the acquired property before 1980.

o

After 1971, if adverse tax consequences are to be avoided, all transfers of resource
properties between related parties must be carried out at fair market value. The




‘ few exceptions to this rule are where a tax-free “rollover” is permitted in the case

.

of:—
I. The winding-up of a wholly-owned Canadian subsidiary, 88
2. The amalgamation of two or more Canadian corporations, and 87
3. The transfer of property into a Canadian partnership. 97
!
|
|
}
l TAX PLANNING TIP
i
i Where a corporation is considering the joint development of one of its
¢ resource properties, it could consider using a subsidiary joint exploration |
corporation and transferring the property into that corporation. Although |
the transfer would be made at fair market value and would give rise to i
income in the hands of the transferor corporation, the joint exploration !
corporation may renounce its exploration and development expenses to
the shareholder corporation. Since, for tax purposes, the cost of the |
property to the joint exploration corporation will be equal to the amount |
that the shareholder corporation must recognize as income, and since |}
such cost is included in the exploration and development expenses
which may be renounced, there will be no overall tax cost to the ‘
| shareholder corporation. Other corporations could then acquire an |
i interest in the joint exploration corporation (through incurring eligible
expenditures on the property) without adverse tax consequences to any
of the parties involved. Note, however, previous comments on the tax i
; difficulties which can arise with respect to a joint exploration company.
H H
- L]
H
{
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Where disposal proceeds are not all receivable in the year of disposal. the amount
receivable at the end of any year may be deducted from income, in which case
it must be included in income in the following year. A reserve is no longer
deductible in the year or in the immediately preceding year if the taxpayer
hecomes exempt from tax, ceases to be resident in Canada or, if non-resident,
ceases to carry on business in Canada.

It should be noted that:—
a) The amount brought into income by reference to a <ale of resource property
is the proceeds, as distinct from the protit, on disposal

h). The income does not quality for percentage or maximum edrm ! depletion
and

). For taxpavers other than principal-business corp yrations. the income is
considered to be resource income for the purpose of deducting Canadian
exploration and development expenses
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Transitional Provision for Resource Property owned on December 31, 1971 and
disposed of after 1971 (other than property, disposals of which would have been
also taxable under the former Act)

' Percentage of Proceeds l
i R e e i
; To Be Added to Exploration and

To Be Development Expenses of J'

r——————————— Included in |— , |
Calendar Year | yendor's Income | Non-Arm’s Length . Arm’s Length |

. of Disposition . Purchaser | Purchaser

g C T B 1

| 1972 ; 60% : f 100°% |
1973 ! 65% . |

; 1974 i 70% i |

t 1975 75% ! ‘}

AT 80% - |

; 1977 | 85% ' {

1 1978 ! 90% |
1979 g 95%

i 1980 (and |

| subsequent years)!

100% i \J

New Mine Exemption/Accelerated Capital Cost Allowance

The three-year tax-exempt period for new mineglexpiresvith re t to income
earned after December 31..19Z3. To replace this tax holiday, provision has been
made~for acce €d_depreciation for specified depreciable assets acquired for
.w purpose of producing income from a new mine or a major expansion of an
wexisting mine in Canada. TR28
The specified assets:—

1. Must be acquired after November 7, 1969, but before the new_mine comes
into production in reasonable commercial quantities or before the expan-
sion of an existing mine is completed (in which case, they must also be
acquired for the purpose of the expansion itself);

2. May be new or used, except that non-arm’s length acquisitions of used
property will not qualify; and

3. Will be placed in a separate capital cost allowance class or classes. (A
separate class is prescribed for property acquired for the purpose of
producing income from each mine or each group of mines.)

For a new mine, qualifying assets include:—

e Buiidipgs, other than office Buildihgs‘not situated on the mine property.
——aal = ‘

e Structures, mining machinery and equipment.

e Elect[LLangnerating“br distributing equipment for the purpose of providing
power to themine_

e Community and transportation facilities for the operation or servicing of the
mine, &r for the tmn.rrrtrr-my;-strchng"ah'airﬂg‘rt, FJarn, dg};k, fire hall, hg,smt‘qll
house, natural gas pipeline, power line, rec,ro;a,lygo_ggrﬁqLx{_,y, school, sewage

disposal plant, sewer, street lighting system, town hall, water pipeline, water
pum'f)‘ﬁl'g station, water system, wharf, road, sidewalk, runway, parking area,
stogage-arca, but_not a railway unless it is situated on the mine property.

;) For a major oxpans’iah“cv)_f't;n existing mine, which is considered to have taken
place when the greatest designed milling capacity has been increased by at least
25%, qualifying assets will include all the above property with the exception of
community and transportation facilities.
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Qualifying assets acquired after November 7, 1969 but before the end of the
taxpayer’s 1971 taxation year may be transferred into the new class or classes at
their undepreciated capital cost.

The rules provide that a taxpayer may claim capital cost allowance on ?ualif\‘ing

assets to the full extent of the incom the new mine or mines, or 30% of t
undepreciated capital cost o

L

ILLUSTRATION

NEW MINEA  NEW MINE B NEW MINE C TOTAL

Undepreciated capital cost of
qualifying assets of each mine $300,000  $200,000  $1,000,000

Income from each new mine $100,000 $250,000 $ 100,000  $450,000

Capital cost allowance
deductible 100,000 200,000 300,000 600,000

Income (loss) after
capital cost allowance $ Nil % 50,000 $ (200,000) $(150,000)

If all th%_r%iﬁﬁib_o_\@_m:e_omned by.one company, the aggregate Iopsiof
S150gg‘g_g is deductible from income from existing mines or from any other source.

A new mine which began its three-year tax-exempt period before November 7,
1969 obtains the full benefit of the exemption, but is not permitted to use the 4
accelerated capital cost allowance provisions. Such assets would still be subject &=
to capital cost allowances at the normal rates. A new mine coming into
production between November 7, 1969 and December 31, 1973 may, if it wishes,
treat the appropriate income as exempt. At the end of its tax-exempt period, it

can then claim capital cost allowance at normal rates on otherwise qualifying
assets or, if it so elects, can claim accelerated allowances. However, if the election

is made, the undepreciated capital cost of the qualifying assets must be reduced

by the amount of the exempt income, in which case the only advantage is
through deferral of tax.

Since this election need not be made until the taxpayer files his return for the year
in which the exempt period ends, there would normally be sufficient information
on which to base a decision. Factors affecting the choice would include:—

a). The total assets subject to the accelerated write-off, and
b). The total income in the exempt period.

The Tormer system of allowing an opesetergf an oil or gaswell.a base or precious
metal mine. a depletion deductionof 33%% of production.profits continues until
as will the separate rate annh'r?-ﬁa le-to-gald.and coal. After that
te, several important changes come into effect:—

e A dedycli up_to 33%% of qualifying profits will continue but will have

on the basis of 51 of depletion for each $3 of expenditure on i
specified dctivities or assets

e The qualifying profits on which the deduction will be taken after 1976 are
referred To as "resource profits” and have been expanded to include resource

royalties

e The mining of gold and coal will be subject to the new earned depletion rules
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EARNED DEPLETION 2(

After 1976, a taxpayer will be permitted a deduction of $1 for every $3 of eligible
") expenditures incurred after November 7, 1969, up to a maximum_of 337%% of

reschh consist of:— M
1. Petroleum production profits from Canadian resources o 259
- s

)

2.-Mineral production profits, up to the prime metal stage, from Canadian
resources = R e 2

3. Profits from custom processing in Canada of minerals up to the prime metal
stage :

4. Income from an interest either in a resource or in the sale of products from

the resource

5. Rental or royalty income, where computed by reference to production from
a resource

Regulation 1205(1977). to “the Income Tax Act_provides that the following

expenditures incurred after November 7, 1%9 eligible for inclusion.in a
taxpayer’s earned depletion pool:— .

a). Cost of assets acquired for new mwmwwmuagmmcs
which are eligible for accelerated capital cost allowance, other than
community and transportation facilities (These g

‘were discussed earlier)

b). Canadian exploration and development cost than

(i) Interest capitalized_where borrowed nance exploration an
_‘/) development

L —— e X - ‘

(ii) The cost of resource properties A‘(.M ,(,-,,Lg

(iii) Expenses in the vicinity of the mine after commencement of

’ production
> (iv) Where the corporation is a joint exploration’ c8rporation, expenses
renounced to a shareholder corporation
c). Cost of processing assets for processing in Canada minerals to the prirﬁe7

metal stage, provided they are acquired for a new mine or the expansion of |
an~existing mine
—

d). Cost of processing assets used to process in Canada minerals beyond the
stage to which the particular minerals had been processed before in
Canada. \

In additim to the above costs incurred after November 7, 1969, eligible expen-
ditures include the cost of all processing assets acquired after May 8, 1972 for
processing ore in Canada up to the prime metal stage, including assets acquired
by custom processors. Ffrom the above total, any interest costs capitalized in
depreciable assets would be excluded.

As under the former rules, the profit on which depletion is taken is calculated
after deducting capital cost allowances and exploration and development ex-
penses. It is worth noting that although the cost of acquisition of resource
properties after 1971 is included in exploration and development expenses and is
therefore deducted in arriving at depletable income, the sale of a resource
property is not included in resource profits and therefore does not give rise to
depletable income. As a consequence, a purchase and sale of a resource property
at the same price could give rise to an aggregate net tax cost.

Since the accumulation of costs which constitute eligible expenditures includes

those incurred after November 7, 1969 and since the draw-down of earned
) depletion will not commence until 1977, it is possible that taxpayers may build up
7 a substantial pool of earned depletion before 1977, with the result that the full

impact of the new provisions may not be felt for some years after that date.
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Depletion—Non-Operators

The former 25% depletion deduction available to non-operators will continue
until the end of 1976. After 1976, royalty or rental income will be classified as
“resource profits”, as defined earlier, and will be eligible for earned depletion
along the same lines as for operators of a resource.

Depletion—Shareholders

In recognition of the fact that resource properties are wasting assets, shareholders
were allowed under the former rules, a deduction for depletion ranging from 10%
to 20% of gross dividends received. With the cost of resource properties being
deductible under the new system and with the introduction of the capital gains
concept whereby a shareholder will receive some relief on any loss he may realize
on disposal of his shares in a resource corporation, the rules now provide that no
depletion is deductible by sharcholders in respect of any dividends received after
1971.

Prospectors and Grubstakers

Under the former Act, prospectors and grubstakers were generally exempt from
tax in respect of proceeds from sale of mining properties or shares received in
exchange for such properties. Under the new rules, preferential treatment is still
extended to such taxpayers in certain cases, but by means of tax deferment and
capital gains treatment, and not by total exemption from tax. 35

If the mining property acquired by prospectors or grubstakers is sold for shares,
they are not required to bring any amount into income at that stage, but the
shares are deemed to have a nil cost to the recipients and the property will have
a nil cost to the corporation. The corporation will therefore be entitled to no
deduction and will be taxable in full on any disposition of the property. The
shareholder will have a capital gain, of which 50% will be taxable, on any
subsequent disposition of the shares. (It seems possible that the sale of shares
could be looked on as an income transaction in certain circumstances.)

Any consideration other than shares received on the sale of a resource property
by a prospector or grubstaker will be included in his income.

Provincial Mining Taxes

The former legislation permitted a corporation to deduct from income the lesser
of mining taxes paid or that proportion of the mining taxes paid that mining
‘income computed under federal rules was of mining income computed under
provincial rules. This deduction will cease at the end of 1976. In addition, all
corporations continue to be allowed a provincial tax credit—deductible from
federal tax—of 10% of taxable income.

After 1976, provincial mining taxes will no longer be deductible in computing
income. Instead, a corp ay take a fur abatement of 15% of the
~ —

lesser of:—

mining production profits earned in a province, or
b). Such part of its taxable income that consists of active business income taxed

at the full rate. 124
Federal tax payable on mining profits earned after 1976 will therefore be at a
minimum rate of 21% (46% less 25% abatement) and, assuming no increase in
provincial mining taxes, after-tax income will be cither greater or less than under

the former system, depending on the amount of earned depletion that the
corporation is able to deduct.
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After 1976

. Maximum No

earned earned
Former depletion depletion
Act available  available
Mining income $300 $300 $300
Less: mining taxes (assumed to be ¥
deductible in full) 45 - - s 2
e o S, N
Depletable income 255 300 300 -
Depletion 85 100 =
Taxable income . $170 $200 $300
Total taxes
Provincial mining taxes at 15%
(Note 1) : 45 45 45

Federal income tax
$170 at 36% (assumed rate) 61

$200 at 21% 42
. $300 at 21% 63

|

Provincial income tax (Note 2)

$170 at 10% 17 <
$200 at 10% 20 N
$300 at 10% 30
$123 $107 $138
After-tax income $177 $193 3162 '
Notes:—

i 1. As discussed earlier, the full impact of taxation for the mining industry will depend on the |

provincial income and mining tax rates that each province will decide to apply.

2. If a Provincial income tax rate in excess of 10% is assumed the after-tax income under the '
new system would be reduced proportionally more than under the former Act. {

The following table shows, in chart form, the calculation of income and taxable
income of principal-business corporations in the mining and petroleum industries
after 1976, and indicates the types of assets which are eligible for accelerated
capital cost allowance treatment, the costs included in exploration and
>velopment and those which rank for inclusion in the earned depletion pool.




AND PETROLEUM PRINCIPAL—BUSINESS CORPORATIONS AFTER 1976

MINING

CALCULATION OF TAXABLE INCOME OF MINING
PETROLEUM

Production profits (to prime metal stage)

<4——————————— Production profits

< Sale of resource properties

Sale of resource properties

Profits from custom processing to prime metal stage —
¥ glof B = INCOME

4———————— Rental and royalty income

Rental and royalty income

Equipment, etc. subject to normal capital

DEDUCT CAPITAL

4———————————Production equipment, etc

cost allowance rules

»| COST /\LLOWANCE

______ Mine buildings and structures ——————%
| Mine machines and equipment ———————%
|———— Electrical plant — >
Processing assets

Community and transportation facilities —»

Available for immediate

write-off 1o the extent of DEDUCT A(_(_[ltR\TLD
income from new mine Or |————d- CAPITAL COST
mines for which particular ALLOWANCL
property acquired

IN(OM[ BEFORE
DEDUCTION FOR CAN-

ADIAN EXPLORATION
\ AND DEVELOPMENT

v

Exploration and development ———————> DEDUCT CANADIAN «— Exploration and development =
Resource properties »| Note 1 o | EXPLORATION AND |<e—1| Note 1 |-<e— Resource properties |
Rental and royalty interests ————————% DEVELOPMENT «— Rental and royalty interests
INCOME
SUBJECT TO
DEPLETION
e
EARNED ‘ DEDUCT EARNED
L 3345 ——»| DEPLETION f——| Note 2 > DEPLETION <—/ Note 2 |=——| DEPLETION |=——33%
POOL POOL
TAXABLE
Notes - INCOME
Deductible in full from income from any source
2. Amount deductible is lesser of e T
a) 33%% of income subject o depletion FEDERAL l.\?)Ml:
b) Earned depletion pool. TAX RA( E
3. Subject to provincial income and mining taxes AFTER 1976
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The former Act (together with Department of National Revenue practice) granted
) farmers or fishermen special tax treatment in four main areas:—

a). Cash basis—farmers, and by Department practice fishermen, were permitted
to compute their income for tax purposes on a cash basis.

b). Basic herd—a livestock farmer could elect to treat part of his herd as a
capital asset, so that the cost of its acquisition was not deductible and the
proceeds of its sale were regarded as capital gains and therefore not
included in income.

c). Straight-line depreciation—both farmers and fishermen could, if they so
wished, claim ‘capital cost allowance on depreciable assets on a straight-
line basis and were not subject to recapture when such assets were
dispased of, nor were they permitted a terminal loss. .

d). Averaging—both farmers and fishermen (individual or corporate) were
entitled to average their income in five-year blocks.
Under the new rules, the averaging provisions have been modified and, with
capital gains now constituting part of the tax base, basic herds and straight-line
depreciation will be phased out.

Cash Basis

Farmers can continue to use the cash basis for computing income, if they wish.
The Act still does not specifically allow fishermen to use the cash basis but it is
understood that past Department practice will continue in this regard. 28

The former rules are also continued whereby:—

1. Partners in a farming or fishing business must make a joint election to be
) taxed on the cash basis, or otherwise they will have to follow the accrual
basis, and
5

2. Amounts received on disposal of inventory or accounts receivable after
cessation of business are taxable when received or, in the case of a taxpayer
becoming non-resident, at the time he ceases to be resident, whether the
proceeds have been received or not.

Basic Herds

A basic herd cannot be created or increased after 1971. For 1972 and subsequent
years, a cash basis taxpayer who has an existing basic herd must report all
proceeds of sale of animals as ordinary income. However, he may elect each year
to deduct a portion of the fair market value of his basic herd as at December 31,
1971 in accordance with the following rules:—

a). He may deduct an amount not exceeding the least of:—
—the basic herd value of animals sold during the year;
—10% of the value of the basic herd as at December 31, 1971; and
—the undeducted 1971 value of the basic herd at the beginning of the year.

b). Whenever the actual number of animals in the basic herd is less than the
basic herd remaining after making the above deductions, the taxpayer must
claim an additional deduction to reduce the basic herd to the number of
animals actually on hand in the class at the end of the year.

The change in the law concerning basic herds means that, in future, the taxpayer
who has chosen to follow the cash basis of reporting income must deduct the

) cost of acquisition of new animals purchased during a year and must report the
roceeds of all sales of animals during the year subject to a deduction for a
.iorlion of the December 31, 1971 value of any established basic herd which he
may have had. 29
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Chapter 10

EARNED DEPLETION OF MINING AND
PETRCLEUM CORPORATIONS

GENERAL DESCRIPTION
If a corporation in the extractive industries makes an expenditure of a specified
nature, the corporation will receive an allowance of $1 for each $3 spent, which
is called ‘earr_rxgd%ﬁon’. The allowance is in addition to the right under tax
law to wrife ofl the expenditures made. After 1976, ‘earned depletion” will be
allowed as a deduction from income, subject to limitations similar to those Which
now apply to percenfage depletion. ‘Earned _depletion’ _replaces, percentage
depletion which will not be allowed after a transitional period expires.

It should be recognized that the allowance is misnamed when called “deple- |
tion”. (The Act does not use the term depletion and the relevant definitive
regulations have not yet been published.) It has few of the characteristics asso-
ciated with depletion. In the accounting sense, depletion is the amortization of the
cost of the resource and the basis for the amortization is usually related to the
consumption of the resource. This is sometimes referred to ag.cost depletion.

These costs prior to 1972, with the exception of the purchase price of a mining
property, were deducted ?or tax purposes in the d
development costs. Percen €pletion (or in cerfain cases an alternative

allowance bmed on production volumes) which ‘earned depletion’ will replace
for tax purposes, encompasses, in an economic sense, an allowance for the
diminishment of the discovery value of the resource. It may fail to cover the cost
of the property or it may exceed that cost.many times over.

On the other hand, ‘earned depletion’ is a potential deduction from income

granted because: cen expended on Eihahfzms Exgenaltures. The
expenditures may be made for the exploitation of a tésource. When the allow-

ance relates to explorg&’g__u and development expenses, it may have some ere
ments of deplétion. However, even there the deduction may be made against the

ofits from ce.“Thére mitst be production prohits, etc. before
%Tm%se need noEBETEIAEI @xpenditures in
any Wway_other thap they were madel®

ther t jon.)These are not the
characteristics of depletion. -’

‘Earned depletion’ is expenditure oriented, in that no deduction is possible
without eligible expenditures, but it is also profit oriented because no deduction
\-—q T —
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is possible without production profits. However, the latter need not be related
to the expenditures.

The accounting problems presented by the provision include: identifying the
nature of the allowance; determining how and when it should affect income;
and determining what disclosure should be necessary.

DESCRIPTION OF TAX PROVISION

The technical provisions are made by regulations under Sec. 65 of the Income
Tax Act. Final regulations have not been issued. Proposed regulations were
1ssued on July 6, 1971.

A taxpayer will earn the right to $1 depletion for every $3 of ‘eligible expendi-
tures’ made after November 7, 1969. This will be in addition to the normal
deductions permitted in respect of the $3. The present percentage depletion
allowances carry on until the end of 1976. After that time, ‘earned depletion’
accumulated to the end of 1976 and that earned subsequently will be deductible
to the extent of 3349 of the income derived from production profits after some
specified deductions and from royalty income derived from Canadian resources.

‘Eligible expenditures’ will include:

1. Canadian exploration and development expenses in the mining and petroleum
industries except for the acquisition costs of Canadian resource properties,
community and transportation facilities, exploration and development in the
vicinity of the mine after it comes into production, and interest related to
exploration and development costs.

|29)

Buildings, machinery and equipment and electrical plant costs related to a
new mine or a major expansion of an existing mine.

Expenditures on new building and machinery, to the extent that they are to
b2 used to process ore from Canadian mineral resources beyond the stage to
which they were previously processed in Canada, up to but not beyond the
prime metal stage or its equivalent.

[95]
h

Where there has been a statutory amalgamation of rhining or petroleum
corporations, or where one mining or petroleum corporation has taken over all
Or substantially all of the resource property of another such corporation,
‘earnad cepletion’ of a pradecessor corporation which has not been absorbed
against its production income may be assumed by the continuing corporation to
imzd against production income from the properties which were taken over.
‘Elizible expenditures’ do not include the purchase price of resource properties.

ANZLYSIS OF ACCOUNTING PROBLEMS

Th= nature of the allowance
R . =cZiction. Percentazz depletion is effectively an indirect rate reduction

ToT 1ootzis no way to relate it to the cost of past expenditures nor is there any

<
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limit to it except that inherent in the capacity of the resource to produce profits.
While it has been stated at the beginning of this chapter that ‘carned depletion’
is not really depletion, there is no doubt that percentage depletion is its predeces-
sor. It may be argued that the reduction of taxes from ‘earned depletion’ is a rate
reduction since it does not come from the amortization of costs. It is a reduction
granted for having made ‘eligible expenditures’ in the past.

The concept of rate reduction places heavy emphasis on the fact that the
deduction requires production profits, etc. and is not in any way related to
the amortization of the costs on which the ‘earned depletion’ is based. Had the
primary emphasis been on the ‘eligible expenditures’ instead of the production
profits, etc., the tax provision could have been written to provide a deemed
cost for ‘eligible expenditures’ of 133%Z of actual cost. This would have per-
mitted the tax savings to have beeraccounted for as a permanent difference in
tax allocation at the time the expenditures were charged to income. However,
because percentage depletion js to be retained until the end of 1976, while
‘earned depletion’ allowances are retroactive to NOVCHBET 1969, and because
the method is the successor to %ercentage depletion, the actual deductibility

is primarily tied to production profits, etc. rather than ‘eligible expenditures’.

The concept of rate reduction will lead to fewer problems than alternatives
discussed below. Income is not affected until the tax savin g or reduction occurs.
No virtual certainty tests have to be applied. Every corporation involved can be
treated the same way. It is similar to the current practice.

‘Earned depletion” deductions available for future years should be disclosed
in a note to the financial statement. The note should state that the amount can
be used only subsequently to 1976. Corporations which do not have produc-
tion profits, etc. should have a more comprehensive note indicating the
circumstances necessary for ‘earned depletion’ to produce a tax reduction for the
corporation.

Immediate recognition of tax savings. Even if it is virtually certain that a corpora-
tion will eventually be able to claim full deduction of the ‘earned depletion’
credits, these should not be used to reduce the income tax provision in the year of
the expenditure, or thereafter, except to the extent that they effect the rate of
tax under the rate reduction concept or have been charged against income under
the tax credit concept outlined below. It is a well established accounting
principle that the mere expenditure of money does not create income. Rather
it is the use of the assets acquired by such expenditure that creates income.

Grants. Since ‘earned depletion’ arises from specific types of expenditures, the
position may be taken that the tax reduction is the equivalent of a government
grant. However, a tax incentive or concession is not usually considered to be a
grant. In the extractive industries, it would be peculiar to have a grant dependent
upon production profits. Many corporations will derive no tax saving from
the provision because they will not produce the kind of income necessary; for
others, the benefit or degree of benefit will be uncertain. Before the matter
could even be seriously considered as possibly giving rise to a grant, the advan-
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tage would have to be certain for all taxpayers who made ‘eligible expenditures’.
There would appear to be no justification for accounting for the tax saving as
a grant. A variation of the grant concept, i.e. a tax credit, is discussed below.

Tax Credit. ‘Earned depletion’ allowances may be considered the equivalent
of tax credits granted for making ‘eligible expenditures’. This conclusion may be
reached by placing the emphasis on the expenditure and de-emphasizing the
fact that no benefit is derived unless and until production profits, etc. are
earned. The ‘earned depletion’ is a mixed concept in that it seeks to continue
percentage depletion but to limit its application by the requirement that deple-
tion-earning expenditures be made. The result is neither percentage depletion
nor tax incentives certain of realization.

Under the tax credit concept, the tax saving is recorded at the time the ex-
penditure is made. It would be improper to reflect that saving in income in the
year of acquisition because income arises from the use of the assets acquired
rather than from the acquisition itself. The Accounting Principles Board of the
AICPA in dealing with the investment credit (deductible from income taxes
payable and arising from the acquisition of certain depreciable assets), recom-
mended (prior to the intervention of the U.S. Government) that the investment
credit be reflected in income over the productive life of the acquired property
and not in the year in which it was placed in service. This is similar to the con-
clusion reached in paragraph 3065.14 of the CICA Handbook with respect to
grants where the availability of the grant influenced the decision to acquire
the asset.

Under the tax credit concept, the estimated tax saving (this would be based
on the rates in effect in the year the property was acquired) would be deducted
from the cost of the assets acquired and the offsct set up as 2 deferred item. In
the years in which taxes were reduced because of the ‘earned depletion’ allow-
ances, appropriate transfers would be made from the deferred debit to the tax
liability account. The income would be affected in the years in which the ‘eligible
expenditures’ were depreciated or amortized because the accounting charges
would be based on original cost less the deferred tax debit. In this way the
benefits would flow into income over the productive life of the assets. The tax
saving deducted from the cost of the acquisition would give rise to a permanent
difference rather than a timing difference. >

The following is an illustration of the tax credit concept. Assume an expendi-
ture of $3,000,000 on ‘eligible expenditures’ which is written off at 307 per
annum and that the write-off for tax purposes is at the same rate. Assume also
that the tax value of the $1,000,000 ‘earned depletion’ is $500,000. The $3,000,000
expenditure would be recorded as follows:

Assets $2,500,000
Deferred tax 500,000
Cash $3,000,000

The accounting income, in the first year, would compare with the taxable
income, less tax, as follows:

AP

{
i
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Tax Credit Rate Reduction
Method Tax Method
Note 4
Production profits before write-off ~ $1,200,000 $1,200,000 $1,200,000
Less 30% write-off — see note (1) (750,000) (S00,000) (900,000)
450,000 300,000 300,000
Depletion % (100,000)
200,000

Tax —see notes (2) and (3) (150,000) (100,000) (100,000)
Add depletion 100,000

Income after tax $ 300,000 $ 200,000 $ 200,000

Notes:

. Tax deduction of 30% based on actual expenditures of $3,000,000 whereas accounting deduction based on
$2,500,000.

. There is a permanent difference between the accounting basis and the tax basis arising from the difference
in 1. The difference in the year is $150,000 ($200,000 minus $750,000) which results in a tax provision of
$75,000 less than it would otherwise be.

. The tax provision would be recorded as follows:

Tax provision $150,000
Taxes payable $100,000
Deferred taxes 50,000

The deferred taxes are reduced by $50,000 because 30% of the depletion credits has been used.
The tax credit method puts the tax reduction in the years in which the expenditures are written off in the
accounts rather than in the years in which the ‘earned depletion” credits are used to reduce taxes.
. If, instead of the tax credit method, the rate reduction method was used, the company’s income in the first
year (assuming post-1976) would be $200,000 which is the same as the tax basis.
The concept is subject to the criticism accorded net of tax accounting since
the taxes shown as such in the income statements over the entire period would
be greater than the actual taxes. The tax saving from ‘earned depletion’ would

appear in the income statement netted with depreciation and amortization, etc.

However, if the position that the incentive is for the purpose of making
certain expenditures (rather than carrying on the percentage depletion incentive
in modified form) can be supported, then the effect of the method on inter-
period income determination is reasonable because on that assumption it gives
better income measurement. The quarrel, if any, is with the initial assumptions.

A further problem with the method lies in the uncertainty of the amount
of the tax credit. While the potential reduction in taxable income may be certain,
the tax rate to be applied to determine the amount of tax credit to be deducted
from the ‘eligible expenditure’ is very uncertain. The earliest date for obtaining
benefits from the provision is 1977. The Government has suggested that at
that time, the abatement for provincial taxes be increased to 25 percentage
points. The rates and the tax base for provincial income taxes for 1977 and
subsequent years are unknown and the present law is not a reasonable guide
in the circumstances brought about by Tax Reform.

Any error made in estimating the credit carries over in determining the cost
of the ‘eligible expenditures’ for accounting purposes. Through depreciation
and amortization, the error is carried into the income statements.

The objection may be raised that, if the tax credit method is used prior to
1977 while percentage depletion is still in effect, the corporation gets two
deductions for depletion in its accounts while it is entitled only to one during
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that period under tax law. The objection is not relevant as long as the conten-
tion can be supported that ‘earned depletion’ is expenditure oriented and that
therefore the tax saving should be recognized in the accounts as and when the
expenditures are amortized for accounting purposes.

The major criticism of the tax credit method lies in the difficulty of determin-
ing the amount of the credit, although this will be a minor factor after 1976. Its
validity rests on the assumption that the incentive has been basically changed
to an expenditure oriented incentive rather than a continuation of percentage
depletion (i.e. a profit-oriented incentive) modified by the addition of a limita-
tion factor.

Choice between rate reduction or earned credit method. This Study does not
conclude as a generality that one method is clearly preferable to the other. For
many corporations the earned credit method would be clearly inappropriate be-
cause of the uncertainty that the ‘earned depletion’ credits could ultimately
be used.

In all other cases, either method may be appropriate depending on the circum-
stances. The principal factor to be considered would be which approach will
give the most reasonable income measurement. The two methods should not
be considered interchangeable.

The accounting policy disclosure note should st out the method of accounting
for ‘earned depletion’ credits adopted by the corporation together with reasons
for adopting the particular method.

Application of tax allocation — post 1976

At present in determining the tax provision related to timing differences it is
customary to take the effect of percentage depletion into account in determining
the tax rate to be applied.

After 1976, where the rate reduction method is used, it cannot be assumed
that, because there are production profits, the rate will be reduced by a depletion
factor. The reduced rate to be applied to the timing difference would be justified
only to the extent that there were unused ‘earned depletion’ credits on hand to
support the assumptions made. This would suggest that a pro forma record
should be maintained of depletion credits on the basis of the utilization for
such a calculation.

The problems will not arise where the tax credit method is used because the
tax saving related to ‘earned depletion’ is taken into income as the expenditures
which gave rise to ‘earned depletion” are written off in the accounts. The rate
applicable to other timing differences would be the full rate.

Transfer of earned depletion allowances

Where a corporation takes over substantially all the property of another corpo-
ration, it can acquire the unused ‘earned depletion’ allowances of that corpora-
tion. The credits so acquired, however, can be applied only against income
derived from the properties acquired. Such restricted ‘earned depletion’ allow-
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ances should be shown separately with appropriate explanation in the note to
financial statements dealing with ‘earned depletion’ allowances.

Under the rate reduction concept, it is not necessary to ascribe any value to 34
‘earned depletion’ allowances acquired since any value attributed to them
would be included in the cost of the resource properties acquired. These costs
would be charged to income as the gains or earnings arose which permits deduc-
tion of the ‘earned depletion’ allowances.

Cost of resource properties

The purchase cost of any.Capadian resource property is now included in 35
exploration and development expe Wwhereas tormerly only such properties re-
latedfo.cil.and gas were so included. This raises the question as to what account-

ing is appropriate in respect of the tax saving arising from the deduction of the

cost for tax purposes where the corporation has adopted a policy of not providing

for depletion of the cost of such resource properties. While the matter is ex-
traneous to the Chapter on ‘carned depletion’ it should be raised for consid-
eration.

It would seem that the situation is potentially analogous to the conclusions 36
reached in Chapter 8 on ‘eligible capital expenditures’ where the corporation’s
ccounting policy does not countenance amortization of goodwill. There it was
“oncluded that a tax provision should be made in the income account with the
credit deducted from the asset.

CONCLUSIONS

The following conclusions have been reached about the accounting implications 37
of the provisions related to earned depletion of mining and petroleum corpora-
tions:

1. ‘Earned depletion’ may be considered to effect rate reductions which are
reflected in income in the years in which the allowances are claimable in
relation to accounting income. This method has the advantages of being
similar to current practices, applicable to all corporations, and simple in
determination. (Paragraphs 10 to 12)

2. Unapplied ‘earned depletion’ allowances should be disclosed in an explana-
tory note to the financial statements. ‘Earned depletion’ acquired from other
corporations should be segregated and the note should indicate the restric-
tions applicable. (Paragraph 13)

An alternative treatment would be the tax credit concept. This method is
logical if it can be accepted that the new incentive is expenditure oriented.
It is more difficult to apply. The calculation of the tax credit may lack preci-
sion until after 1976. It is not suitable for corporations where there is un-
certainty about the ability to use the ‘earned depletion’ credits. (Paragraphs
16 to 26)

w
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4. Incircumstances where either method may be appropriate, the Study does not
indicate a preference. The choice is left to the corporation to determine which
is the more appropriate in the circumstances. The method adopted and the
reasons for the choice should be included in a note to the financial statements.
(Paragraphs 27 to 29)
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CORPORATION INCOME TAX

10% SURTAX

A 10% surtax is imposed on corporate profits, effective for that part of a
~0:ation"s tax year which falls within the period from May 1,.1974 to
pr” 30, 1975. This surtax will not apply to manufacturing or pro:ws:nw
profits, to natural resource profits, to any small Canadian-controlled private
company which is eligible for a small business deduction, or to investment

corporations. Instalments of corporate tax due:after May.6, 1974-will: have.
to be adjusted to.reflect the: surtax. (Inoome Tax Reaulutxon_ O)isigp o

SMALL BUSINESS. INCENTIVE: ' s "5 tiodd iamifia | o 3 i

The small business 73/n tax rate on. the first $30 000 of: bu siness income
_is extended to the.first $100,000 of .business .income-and the overall lhnlt of
$400000 taxable i income: for this.benefit is extended to $500, 000.". This amend-
_ment is. apphcable to the 1974 and subsequent taxatzon, years: { 1nco'nc I‘axv
- Resolution; 5).. 7 . : :

: -"_As part of*the spec:xaE mcentxves available: to manutacturers a,d proceasors ;
the“low: rate for- Canadian-controlleds prxvate corporatxons m th:s sector, hr;'S»
beerr reduced to:ZO%. The newrannual

_ Iq:t theser»corporatxonsug" %’

ol i

MINING PETROI.EUM AND GAS CORPORAT!ONS

* Tax rates: . The basic rate of corporation tax for- prouurhon profits from

A mmemla, oil and gas is increased immediately to 50%.. This. compares. with a
. general corporate rate. established by the Income Tax Act of 48% ir:1974;:
-47%in 1975 and 46% in 1976 and. thereafter. The basic rate is subjec t to a
standard provmcxal. abatement of 10 percentage pomts.h

3 = PR BRSNS T L e ud [u;én_ GRS AT 3

~ As part.of tax reform the net. federak rate. for mining: corporat:onc WS ek
to be reduced to.25%+in: 1977, at-thessame:time: as.the- deductxbxhty" of: provincial 3
¢xnw taxes and:certainother similar: payments:was-to be.terminated. The

{o2t proposes for both mining and petroleum corpoerations a special resource - -

nt abatement which will: e‘fectwelv reduce the net federal tax rate to 30%= «
on Canadian petroleum-profits and to: 2.) To-- 0N Canadxan mmeraI proﬁts It St
W ould appl)» ‘as: tollows ol s e : 5

‘Basic tax;rate: ., i i i S
Less: T rovmcml abatement -

Deduct:ons.a Ertec’ave 1mmedxately, no: deductlon would be al Imved fm'
mining taxes, royalties; or other arrangements with similar effects on amounts
allocated to.or pazd to or_derived by.a-government: body. i in, re"pect of ’che
production from. a resource operated by the taxpayer ey .
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Earned depletion. Under tax reform, the existing system of ‘‘automatic

depletiomwas = have been replaced by earned depl with a

maxImum rate tor earned dep 1 Q- 490+ 3 “depletion
- 3 " - - i —— ) —

system for resource Operalors would be&made, ve for income earned after

ceduced rate of 25% of production

profits. S e PR “M

he existing formula’ under which - $1 “of
penditures (on Canadian explora-

budget day, and would be deductible at a

No ‘change is proposed in 't

depletion is earned by every $3 of ‘eligible ex
ts. for.a new: mine-OF mine: expansion;.

tion and development, capital asse
and certain ore processing facilities)simiei Tuiima ke St
‘Canadian exploration - and - development = expenditures.
-~ incurred ‘after May -6, 1974 are to-be deductible-at-a; rate. g

unclaimed balance for gl takpayers..: These expendr T
deductible by taXpayers—who ‘qualified as-“principal-busi o 2
incurred or.in‘an

the resource field against any. income in-the year
quent year, and. by other: taxpayers irom income from the resourc
of the unclaimed balance; whichever Was greaters il it ivd

46, effective May. 6,.1974.)

SAS

(Income Tax Resolutions 7. to 11, 41

FINANCIAL INSTITUTIONS..: ~20 i e _
Reserves. Tax-iree:reserves. which “financial * institutions may: claim
against potential losses are t
of over $2 billion. These reserves permit. banks, trust companies,
,ce companies, mortgage investment corporations, credit unions and some
other lenders to set aside amounts to meet abnormal losses from doubtful
or bad loans or debts; declines in the value of marketable securities held as

or declines in the value:of ‘certainr other assets.

life insur-

investments,
omputing reserves generally include bonds
luded for banks and.credit-unions. It is
proposed to permit trust companies to include bonds and certain debentures’
for the first time in their eligible assets, which will put them on a similar

Eligible assets for purposes of c
and mortgages; loans are also inc

footing with banks and insurance companies.:: i T B A

At present asset levels, only the largest institutions have eligible assets
in excess of $2 billion and will therefore pay higher taxes immediately as a
result of the new rule which is applicable to taxation years ending after
May 6, 1974 (Income Tax Resolutions 13 and 14). LR

Interest income. For 1972 and subsequent taxation.years, .interest,
accrued and interest receivable in the year, to the extent that it-was not
included in computing the corporation’s income for a previous taxation year
shall be included in the corporation’s income. For credit unions or financial
corporations that have not included accrued or receivable interest in taxation

years ending before 197 t b
taxation year (Income Tax Resolution 18). -

@

o be rcduced‘to 1% from.1%4% on eligible assets .

2, this rule may not become e»ftfecti've until the 1975
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EIINES AND PETROLEUM RESQURCES .
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RE: MINING TAXATION

The Northern Miner, April 22, 1976, contained an article which
is appended and should be read.

According to this article, a mine operating in Quebec could
increase net income by 4 per cent of exploration expenditures doing
exploration work in Quebec (see appended Example 1), In Manitoba, net
income would not be reduced at all and in Ontario it would be reduced only
by 4 per cent. Under present British Columbia tax legislation a company
operating a mine in British Columbia would only have to contribute 19,3 per
cent of exploration expenditure and this would be reduced to 7.0 per cent
if the mining tax is increased to 25 per cent.

If one views these figures, the argument that the mining industry

supplies the risk money for mining does not stand up, as exploration is the
investment of the higher risk and that is nearly totally Supplied by the

taxpayer.

. Al

Jy gen Rohwedder
JR:ps
Encl.

cc: Mr. Gordon Bell Co
Mr. Phil Olson

THE GOVERNMENT OF THE PROVINCE OF BRITISH COLUMBIA




EXAMPLE I

EXPLORATION EXPENDITURE AND ITS EFFECT

ON NET INCOME IN QUEBEC

Without Exploration

With Exploration

Expenditure Expenditure
Net Revenue 1,000.0 1,000.0 -
Operating Expenseé-Excluding . :
Exploration 600.0 600.0
Operating Income © 400.0 400.0
Exploration Expenses 0o 200.0
Pretax Income 400.0 200.0 ‘\
Federal Tax (36%.) M(&: 2
Pretax Income 400.0 200.0 g % /
Less 257 Resource Tax Allowance 100.0 100.0 N A
Less 257 Depletion Allowance 0o 66.7: C,ﬁ)ffm
Taxable Income 300.0 33.3
Federal Income Tax (36%) : 108.0 12.0
Quebec Provincial Income Tax (12%) 36.0 4,0
Quebec Mining Tax (307.) 90.0 10.0 B
Total Tax 234.0 26.0
Net Income $166.0 - $174.0
Taxes as Per Cent of Pretax Income 597 137
Net Cost (gain) of Exploration to
Company as Per Cent of . Exploration :
(47.)

Expenditure




EXAMPLE 2

EXPLORATION EXPENDITURES AND ITS EFFECT
ON NET INCOME IN BRITISH COLUMBIA

Revenue and exploration expenditure, same as in Example 1. -

& = . ~ Without Exploration With Exploration

Expendi ture Expendi ture

Federal Income Tax (36%) 108.0 ) 12.0
Provincial Income Tax (15%) 45,0 5.0
Provincial Mining Tax (12.75%, no .

depletion allowance) : 38,2 12.8
Royalty (5%) . . 50.0 ~ 50,0
Total Tax - ; ‘ 241.2 : 79.8
ﬁet Income - $158.8 : ' $120.2
Taxes as Per Cent of Pretax Income 60% ‘ 407

Net Cost of Exploration to Company

as Per Cent of Exploration Expenditure e 19.37%




EXAMPLE 3

EXPLORATION EXPENDITURES AND ITS EFFECT

ON NET INCOME IN BRITISH COLUMBIA

ASSUMING INCREASE IN MINING TAX RATE TO 25%

Revenue and exploration expenditures, same as in Example 1.

Without Exploration

Expendi ture
Federal Income Tax (36%) . 108.0
Provincial Income Tax (15%) 45,0
Provincial Mining Tax (257, no :
depletion allowance) 75.0
Total Taxes 228.0
Net Income . $172.0
Taxes as Per Cent. of Pretax Income 57%

Net Cost of Explofation to Company
as Per Cent of Exploration Expenditure

With Exploration
Expenditure

[y

2.0
5.0
0
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- today is low meta

Mining taxétion_ ‘prob'iém in Canada B

hecomes less ominous

Let's face it. The biggest problem
" facing mining companics in Canada.
prices, not high
1axation. The major exceptions, of
course, are British Columbia and |.
Saskatchewan whose royalties are
computed without regard to net
rofit. In Saskatchewan, taxation '
ﬁas almost become secondary in the
case of many of the operators. It is-
hoped that Saskaichewan will as-
sume a more rational position in
jaxing the producers that remain
after Saskatchewanization. ‘Il not,

_ that province will be a dust bowl in-

sofar as potash miners, present and .
future, are concerned..Uranium
miners scem to have other, brighter
jdeas about investing in Saskatche-
wan, and continue to conduct active
exploration programs there. .
n British Columbia, excessive tax
rates have resulted by virtue of the .
fact that tax is levied on gross profit
‘rather than net profit but recently
the ncw government announced its
intention to revert back to a tax-on -

. net profit and may cast its eyes in

the direction of Ontario and Que-
bec. It is hoped that British Colum-
bia will legislate a flat rate of tax or
at least lower marginal raies which
would: eliminate ‘the need to have

generous processing allowances:

Ignoring Saskatchewan. and as-

* suming an oplimistic posture in re-.
. spect of British Columbia, the tax
systems in place in the various prov-

2
. very’

£
E. K. O'Brien

as

By E. K. O’'BRIEN

LT

Chief tax advisor ¢~
e Inco Limited _ 5 ™~ =" |
fidence in the government’s ability
19 choose a rational, stable course of
tax polic{. The past two years have
been real shockers for mining com-

panies in terms of taxation. Feder-

ally, the special privileges cnjoyed
by mining companies — 3-vear n
mine exempl income, automatic de-
pletion. deductibility of mining roy-
alties. were all swept away and in
their place, greatl

legislated.

- “Accelerated capital cost allow-

* heig

. inces and in Ottawa, while unusual -
and complex. seem 10 be: fairly
* workable. Unfortunately, tax sys-
* tems have been changing with such ..
‘rapidity that industry has lost con-

. rates were eventually adjusted to be
= less than 100% in both of these prov-

ance and.an earned depletion con-

cept provided little encouragement. * yime_the federal government found

to mining companies compared to
those of the past. Provincially, gov-
crnments noted soaring metal prof-
its and prices. especially gold and -
copper which hit spectacular
ts. The soaring price of oil also
brought into focus the need for
provinces 10 maximize their returns’
on provincially ¢ontrolled non-re-
newable resources.

Additionally. many provinces
had _enacted expensive social wel-
fare programs. incurred substantial
deficits and were desperately look-
ing for additional tax revenue. The
mining companies, whose provin-.
cial income taxes had remained rel--
atively stagnant for decades, were .
an extremely attractive source of in-
come. The subsequent tax leg- -
islation introduced in Canada by

* both levels of governments affecting .

mining companics was at times irra- !
tional and vindictive. =

In three provinces. Brilish
Columbia. Manitoba, Saskatche-
wan, legislation was introduced.
and in B.C. and Saskatchewan royal
assent given. to levy provincial
taxes. which when combined with
federal taxes, produced -a marginal
tax rate’in excess of 100% under
atainable  circumstances.
Companies were obviously dis-
couraged from selling their product
— copper and potash — above cer-
tain levels even though world prices

7% were much greater. In the case of

potash. U.S. brokers were realizing
rofits that should have been made
in Canada. While the top marginal

inces. B.C.’s rate is 92% when the

super royalty tax is applicable, and *

Saskatchewan has an cfTective rate -~
of roughly 85% when K0 is $72 per

ton. At the moment. because of ex- *
tremely low copper prices. the B.C."*

SRl c. greatly modificd i~ - ymetric tax bill. ended up with a to
centives with rigid limitations were marginal rate of 72%. Ontario, 75%.

1 ment spent millions of dollars on a

time goes on

! effective rate can easily exceed>;
| 100%. This is shown in Schedule 1.
Hopefully. this tax system will be re- .
_placed by a taxon net profit.
The marginal rates in other prove.
| inces, although never having ap--
- proached the dizzy heights of those
' of B.C. and Saskatchewan are still
* ridiculously high. Manitoba, which
did not pass its original variable vol- °

and Quebec 67%. Many provincial
changes were coming very fast and
very furious in carly 1974. At that

itself picking up one quarter of the, -
,cost of industry’s increased tax bill
_by virtue of the fact that mining
taxes were deductible mining |
companies in the-determination of
federal income tax payable,
Lack consultatioa . .
Provincial actions were made
without consultation with the fed-
eral government and without regard .
to the high resulting'marginal rates’
which would affect industry. The
graduated rate structures in gntario
and Quebec represent a tax on big-
ness not necessarily a.tax on excess
profitability. However, to some de-
gree. these very high marginal tax
rates are offset by processing allow=
ances and credits. High marginal
tax rates do not encourage effi-
ciencies in operation or as incentives :
to reduce costs. As noted below in
Schedule 2, an operator could.lose

* three quarters of any cost reductions

to the various levelsin governments.
Obviously. workers, realizing that if
companies are in this position, will.
obviously ask for higher wages be-
cause it 1s not costing the company
all that much afler tax and, in fact,
the bulk of his wages are being born
directly by the two levels of govern-
ment. The “suggestion box™ could -
become a thing of the past.

While the provinces forged ahead
to become the senior taxing ju-
risdiction relative to the mining in-
dustry. the federal government was
hopping around like a little boy
about to wet his pants. The reader
will recall that the federal govern-

royal commission, commons hear-
ings. scnate hearings, etc.. to deter-
mine how mining and other com-
_ panies should be-taxed. As a result
. of this enormous effort of time and
money. a timetable of tax reform
was sct out for the mining industry.
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" confidence in investing in this coun-
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4. Income tax rates are shown net of resource allowance . R
5. Basic royalty is normally 5% except where gross value is less than $540; |

phasing out incentives, the last of
which was to disappear December
31. 1976. This timetable was de-
.railed and abandoned on May 6.
1974, further changes were made in
the budget of November 18. 1974
and still more changes in the budget
of June 23, 1975 giving the mining

‘industry the distinct impression that

the federal government not only did
not know what it was.doing, but was
sincerely intent on proving it. Need-
less to say, the mining industry’s

try was and is shaken. rather se-
verely. ¢
Lack of leadership

The federal government’s in- -

ability to provide leadership or for
that matter. to know its own mind,
did nothing to reassure the industry.

Schedule2
Marginal tax rates ' .
Assuming maximum mining tax rates
Que. Ont. Man.

Federalincometax® 27% 27% 27%

Provincial income tax  9.75% 8°% 9.75%

Provincial miningtax 30 - 40 35
. ’ 67% 15% 2%
*net of resource allowance g
**net of automatic depletion
Notes:
The above table depicts rates assuming
rocessing allowance neither at the max-
imum nor the minimum. The marginal
rates in these instances would be as
follows: .
Maximum: Quebec — 47%. Ontario —
49%. Manitoba — 54% .
minimum: Quebec—63%.0ntario—69%.
Manitoba — N/A - L )
Assumes operator operates only in one
province.

_Federal income

B.C. copper mining company
1976 effective tax énd royalty rate

_International copper price (LME) | 65¢ 70¢ .
Revenue ' $650  $700 '
. Less: smelting, refining and ocean freight 180 190

“grossvalue™ T 470 510
Less: inland freight and handling costs . 15 15
~-“netvalue® S S 455 495
. . Less: operatingcosts - - s 450 450
Income before royalties and taxes 5 $ 45 |
Roynlﬂes'-and taxes | SN
Basic royalty — 4% . - 319 $20
Super royalty - . . - - -
Mining tax — 12.75% of income - - 3
Provincial income tax — 9.75% of income : - 2
Federal income tax — 27% of income - . _1 _12
Total _ . : - $20 31
Eﬂ'ccti_ve taxln.)yalty rate (be.fmje dc'plsﬁon) roa e 400% . 82%|
Notes: e I S e e -
1. Super royalty-= 50% of “gross value™ — (64.7¢ X 120%)
2. Mining tax rate assumes minimum processing allowance o
3. Royalties are deductible for mining and provincial income tax purposes:

To explore, discover and develop a
new mine takes an enormous
amount of lead-time. approximately
6-8 years. Tax rules, which have

.changed as drastically and as often

as the ones we have seen rcccnlly in
Canada will obviously work against -
future investment in Canada until
such time as stability and con-

-fidence returns to the mining scene.

Inasmuch as little or no thought
has gone into the lonﬁérangc tax
planning picture by either level of

Schedule3
Canadian Mine Operator
Exploration Expenditures *
Corporate Income Tax Relief
Exploration =
expenditures .
Deduction
" permitted

o $100

133-173%°

tax reliel 43%

Provincial
income tax

* relief (except
P.Q.or .
Ontario) 10- .
13% say 12%

Total income
tax relief

Net tax cost

*Assumes depletion camed on
expenditure.
Note: =~ - ¢
The tax cost depicted above relates only
to corporate income tax relief. An
operator would obtain additional relief
through deductibility of this expenditure
from provincial mining income if it were
incurred in that province. Otherwise. he
could explore in any part of Canada at
the cost shown.

36%

16%

2
R

w
o
R

ll

7 Quebec mining - -

", Canada by a

government, it is possible that the:
tax systems we have now may be no
better or worse than those” which
could have been devised by a dozen
committees or commissions stud

ing taxation of the mining industry,
Itis suggested. with the exceptionof
British Columbia and Saskatche.

Schedule 4
Quebec mining company
Exploration tax relief
Assuming maximum mining tax rates
Explorati .
expenditure
Total deduction
permitted
Federal income
tax relief
Quebee -
corporate tax
rel?:

$100
133-1/3%
48%

12% 16% .
‘tax relief 30%  40% s
Total tax relief . T 104

Nettaxcost. - . .
(credit)

Notes: ., - . 5
Assumes operator operates and explores -
only in Quebee. o P i
Assumes processing allowance is ncither |
at the maximum nor the minimum. The
net tax cost in these instances would be

as follows: maximum — 22%. minimum
—-2%.

ws |

wan. that governments stop tin- |
kering with their systems and an-
nounce that, with minor exceptjons,
the tax systems recently enacted will
be given a fair chance of working. In
other words. the governments
should ‘assure industry that the
existiqg laws have a degree of per-
manence about them, and then in-
dustry could get on ‘with the job of
assessing the viability of various po-. .
tential mining projects in Canada.
Living with high marginal rates is
_no picnic but'they do have certain -
advantages. Exploration in parts of
anadian operator is
now virtually free of corporate risk.
Effective January. 1, 1976, the fed-
eral government has bonused ex-
gloﬁng in Canada to an extent that
as ncver been done before. As
shown on Schedule 3. an operator
can obtain corporate income tax re-
licf of roughly 60% depending in

" which province he is operating; This

does not in¢lude mining tax reliel
that he will be granted in the prov-
ince of operation.

Schedule 4 depicts the net tax cost

~ toa Quebec operator assuming that

that operator has a substantial
mining operation in the province of
Quebec and operates only in that
province. Exploration expenditure -
relief is shown at 104%. -
Schedule S shows the potential
exploration relief that a large On-




tario producer could obtain if his
operations were in the province of

Ontario. e
Schedule S °
Onturio mining company
Exploration tax rellef
Assuming maximum mining tax rates.”
Exploration .
expenditure $100
Total deduction g .
permitted 133-173%° .
Federalincome - . )
tax relief 36%  48%
Ontario ‘ :
corporate tax - K
relief (net) - 8% °
Ontario mining -,
tax relief  40%
" net 40%
Total tax relief
Net tax cost . 4%
- . . ==
*Federal income tax only '
‘Notes: ’

Assumes operator opénté and explores
only in Ontario. o B E g e
Assumes processing allowance is neither
at the maximum nor the minimum. The

net tax cost in these.instances would be : ’

as follows: maximum — 30%. minimum
- 10%. o
- Corporate risk Is less
Schedule 6 illustrates the explora-
-tion relief that 2 Manitoba operator
- could attain if his base of operations
is in the province of Manitoba.

The essence of the foregoing is
that corporate risk of exploration is
virtually eliminated due to the com-

‘bination of the federal encourage-
ment to explore, and relief at the
high marginal rates existing in these
provinces. The oil companics, due

to the incentives offered and tax re- .

lief granted, are in a similar position
with respect to exploring in Alberta,
i.c., no cost to the operator. The dis-
covery of an ore'dc
virtually no cost to the mining com-
" pany which can then, using its own
investment criteria: eg.. discounted
cash flow, determine whether,
under existing tax rules, a deposit
can be profitably mined. .

" One of the interesting conclusions
ihat one can draw from'the fact that,
exploration is no longer a high cor-
porate risk proposition is that the
cxisting Canadian operators have

N pranted a vinuar
position in the Canadian mining in-
dustry. llowever. from a non-opera-
tor’s puoint of view. various studies
that have been made comparing the
varous mining tax systems in éan-
ada with those of other countries,

it is'done at=—

monopolistic g

show that most parts of Canada are
still very “competitive insofar as '

taxes are concerned. Certainty is
another question. The obvious
levelling effect is that the high efTec-

" to climinate that portion

S = rel

-  Net tax cost=-z= -~

* tive and marginal rates are leviedon :

the existing mining operations..
Another way of looking at it would

be that there exists a penalty for not '

exploring.

To a large degree. the same holds
true with res to processing in
Canada. The high marginal rates in
Ontario are. in cfTect. a tax on big-
ness. However. if a company mines,
concentrates, smelts and refines in
Northern Ontario, processing allow-
ances are available to ncgate some
of the effect that the high marginal

- rates would otherwise have had.

Even if that company were to refine
its ores 1o prime metal anywhere in
Canada. it is still able to obtain the

20% processing allowance, which is

: * by far the highest processing allow-

-ance granted by any provincial
taxing jurisdiction in Canada. -
Nearly all provinces permit th
deduction of a processing allowance
from mining and processing profits
rtaining
to the processing activity in order to
determine profits subject to mining
tax. Normally. an annual deduction

. Schedule§
Manitoba mining company
Exploration tax relief

Assuming maximum mining tax rates
Exploration

expenditures .

. Total deduction s _

. permitted 133-1/3%° .

z Federal income

“
8

Manioba - -
corporate tax

. 13% 17.
Manitoba - ;' . e
miningtax - Es

° relief 35% .
) net 35
Total tax relief - 1

lols

*Does not apply 10 mining tax deduction
".Notes: . - g
“ Assumes operator operates and explores
only in Manitoba - )

-

‘\ inces limit the
- deduction to 6

+

Crsp

" Assumes processing allowance is ncither ~

- at the maximum nor the minimum. The
_-marginal rates in these instances would
 be as follows: maximum — 178, 7'
" minimum N/AL .0

-~ .

. equal to 8% of the origi‘n'al process-
. ing aSset cost is permitted. Similarly.

the British Columbia Mineral Roy-- |

alties Act provides for a remission of
one
levied under that Act if a mining
company’s product is smelted in .
British Columbia. ’
Quebec is encouraging processing
within that province as well. and
new processing facilities attract an
investment allowance of. $1 -for

|

gcrccntagc point of royalties :

- cvery $3 spent on processing facili-

" the processing path by providing a-

N oremlion& A processing allowance
of3

. _inal cost of assets to be used in s

- “tax. It should be noted that they wi
“also. be taxed as’ manufacturin

“ties

which can be deducted from

mining and processing inco
a I5% processing alloswancem\:l:e::

,_Rroccsing income. .
Ontario leads processin

.

| product is smelted or refined in the -

rovince. Ontario and most prov-
rocessing allowance
% of the mining and

g vonuses
Ontario has gone-further down |

rocessing allowance on a manuo-
acturing plant built in Northern
Ontario utilizing feed from mining

SZ has been granted on the ori

a facility. The processing allowance
limitation may be waived with re-
to these assets. One caveat is
at the profits’generated by such a
facility must be subject to minin

profits without benefit of the fede

- resource allowance.which could add

up to an 88% marginaldlax rate. On
the whole. however. judging by the
announcements made by Texas
Gulf and Inco. substantial in-’

-vestments are being contemplated -

inthisarea. = - .. : .
. The message being brought home
scems ‘'to be three-fold:. (1) The

- provinées are secking and indeed -

demanding a greater share of the re--
source industry’s profits, (2) mining~
companies are being encouraged. as.
never beforé, to get out and explore -
and (3) mining compaia are being -
encouraged to0 build maximum -
processing facilities in Canada. par-
ticularly in’ the provigces in wgia:h
they mine and to the extent that

rocessing allowance can be ufi- .. _..

ized. . - i :
Need stability in tax policies -
There are a few reasons why a
gressive pursuit of these polices is
not forthcoming at this pointin time
— industry is not firmly convinced
that the tax systems presently im- |
posed in this country have any de- I

.gree of permanence. the demand for

additional processing capabilities in |
Canada is not overwhelming. and |
companies may lack profits to pro- .
vide funds with which to explore .
and build new plants. - .
Assuming some stability in re-’
spect of the present taxing systems

-and acknowledging that the high

- marginal rates do not encourage ef-"

ficiency in day to day mining opera-
tions. investing in Canada is sull'no
less attractive than investing in
many of the other countries in the
world. e .

& - .. -—
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October 14 1975

Professor Andrew Thonpson,
Chairman,

B. C. Energy Conmission,
1117 Vest Hastings Street,
Vancouver, B. C.

Dear Andy:

On 4th of February 1974 you wrote to Mr. Jonshan Rowe
among other things, "The Federal Income Tax law offers a package
of incentives... including... full write-off of exploration and
development expenses including land acquisition costs". The in-
clusion of land accuisition costs is unlike the U. S. law and I
am writing to inquire if this is indeed deductible urder Canadian
law. Under U. S. law the depletion allowance is regarded as an
alternative to deduction of land acguisition costs and is not
additive.

Do I assume correctly that you include bonus bid
payments?

I'm sending you, within a day or two, a copy of my paper
for Michael Crommelin's book, which includes a small point based on
the assumption that land acquisition costs may not be written off.
8o if you don't get around to answering this letter at least please
flag this in the manuscript before it goes to press. Thank you.

Cordially,

Mason Gaffney
MG:3m Executive Director.

NOsgwon] ™

vany fou

em—




ALL COMMUNICATIONS
TO BE ADDRESSED TO
THE REGISTRAR

IN REPLY PLEASE QUOTE

Aniversity nf Melbourne

Law School Parkville 3032, Victoria

January 21, 1976

Dr. Mason Gaffney,

Executive Director,

British Columbia Institute for
Economics Policy Analysis,

37771 Haro Road,

VICTORIA, BRITISH COLUMBIA,

CANADA, V8P5C3

Dear Mason,

Thank you for your letter of January 14, which arrived today (the
postal service has definitely improved!). I am pleased to hear that the
press is ready to move ahead quickly with the publication of the mineral
leasing papers.

I have a couple of responses to make to your comments upon my comments.

Let me take them in turn. ion llowowse 1S & s .{WVW

With regard to Ay comment five, I was referring to the half paragraph
on the top of page /thirteen. By ''revised value" I meant the value
including accrualg. I am surprised to learn that this wvalue is deductable
for tax purposes.’ (Although by now I should have ceased being surprised
about the tax benefits enjoyed by the mineral industry). However,
accepting that this value is deductable, I still have trouble with your
sentence which commences on page twelve and continues on to page thirteen -
particularly with the phrase "and he deducts it as a depletion allowance'.
I would have thought that the deduction was by way of depreciation, not by
way of depletion allowance. In other words, the depletion allowance in
Canada is conceived very narrowly, to include only the specified percentage
of net profitss Deduction for depreciation of capital assets is in addition
to this depletion allowance (not in substitution for it as in the U.S.).
I think our difference here is only one of terminology - you are using the
expression "depletion allowance" in the sense that it is understood in
the U.S. whereas I do not think that it is used this way in Canada.
However, I may well be wrong and perhaps the best thing to do is to check with
Andy.




Concerning the variation of Alberta royalty rates with depth of well,
I have read the extract from Campbell Watkins' paper that you sent me.
This paper deals with calculation of allowables under the prorationing
scheme - that is, production quotas for gbols and wells. My
understanding is that the Crown royalty is applied quite separately
from the operation of the prorationing scheme. In other words, the
prorationing scheme determines the rate at which a well may produce and
the royalty is calculated according to the rate of production, without
any direct link to the well depth. I concede, of course, that if well
depth affects production rates, then it indirectly affects royalty rates
as well. However, there is no more direct link than this - the royalty
regulations contain a formula which makes the royalty rate vary principally
with rate of production (and now also with the selling price of oil).

I accept your point regarding the '"Crown land provinces', but
wonder whether you could make it a little clearer in the text. I was
certainly misled upon a first reading.

And now to the more important things in life. I am delighted to
hear that the Gaffneys have continued their involvement in the children

business - the Crommelins are likewise doing their bit for Australia,
with a new one due for late March.

Kindest regards,
Yours sincerely,

o ///Zﬁ,«/

Michael Crommelin,
Senior Lecturer in Law.




January 1l4th, 1976

Professor Michael Crommelin

Senior Lecturer-in-Law

University of Melbourne Law School
Parkville 3032, Victoria
Australia

Dear Michael:

My paper to you was mailed sometime before the
mail strike began, so I am puzzled that it took so long to
arrive. However, I am glad that it did and I appreciate
your comments which are well taken. I will make revisions
as suggested, although I have not yet received the paper

itself on which you have indicated revisions. The press
appears to be ready to move ahead with the publication so
I will get to this promptly.

In your comment five, are you referring to my
first full paragraph or the half paragraph on t&o top of
page 13. la: do vou mean by "the revised value"? If you
are questioning the nondeductibility of land “C(ululthr
under Canadian tax law, you are correct. ndy and I have

already corresponded about that, although T Fo*rc it hard
to believe, land acquisition under Canadian law is deduct-
ible.

Concerning the variation of Alberta royalty
rates with depth of well, I have checked this out pretty
carefully, and there is such a variation still in the law
although it is a minor aspect of the whole picture. DBefore
1964 it was evidently quite important and is described in
Eric Hansen's kook Dynamic Decade. The present arrangement
is discussed in the ppper by Campbell Watkins, "Regulation
and Economic Efficiency"”, Discussion Papers Series lo. 32,
Dept. of Economics, University of Calgary, 1975, pp. 4-9;

I enclose a copy for vour delectation.

As to the "Crown land jprovinces", this is
merely a reference to the fact that crownland is relatively
much more important in the western than the eastern pro-
vinces.

2




Professor Michael Crommelin -2 - January l4th, 1976

We do not think the election will affect the
Institute's activities. At least there is no sign of it
yet. However, when the axe strikes us, we may have reason
to change our minds. Otherwise, everything looks rosy. I
hope all is well with you and Roslyn and family. A new
Gaffney is scheduled for August, 1976.

-
pa

l the best.

=

Cordially,
. lason Gaffney
Executive Director.

MG/an

Encl.,



ALL COMMUNICATIONS T‘( > IN REPLY PLEASE QUOTE
TO BE ADDRESSED TO
THE REGISTRAR

Nniversity nf Melborne

LAW SCHOOL Parkville 3032, Victoria

5th January, 1976.

Doctor Mason Gaffney,

Executive Director,

British Columbia Institute for
Economic Policy Analysis,

3771 Haro Road,

VICTORIA, British Columbia,

Canada.

Dear Mason,

I was delighted to receive your paper shortly before Christmas;
unfortunately it must have been caught up (along with a good deal more),
in the Great Canadian Mail Strike. However, I have now read it closely
and have made a few minor editorial changes. I have sent you a copy of
the paper, including the changes noted therein, under separate cover.
This letter is simply to raise a few questions and explain my reasons
for the very few changes of substance.

d I feel the paper would benefit tremendously from a few additional
footnote references. I have indicated on the paper the places where these
seem to be desirable. I hope you will not think that I am trying to turn
your paper into a Harvard Law Review publication (definitely not the object-
ive) - but the additional references would be particularly useful in the
case of readers outside British Columbia (unfamiliar with events in that
province).

2 Page 5. The sentence deleted appears to be repetitive.

3 Page 11. 1In your discussion of expensing, I had difficulty with

the sentence '"Later he recovers the same percentage of the cash flow'".
What clearly is intended is that the investor recovers the same percentage
as he invested. However, the way you expressed it left the possibility
open that the investor may recover the tax-rate percentage of the cash
flow. The redrafting is an attempt to overcome that.

Page 11 (final paragraph). I have difficulty with your discussion
of the depletion allowance. Are you referring to it in its Canadian or
American form? 1In its Canadian form (calculated as a percentage of net
profits) it would not seem to me to speed up the use of rentable deposits.




- /,

%,

Whether it had this effect or not would depend upon whether marginal costs
(of additional production in any time period) were rising faster than the

rate of interest. It is on this basis that I have altered the paragraph.

If T am wrong, please let me know.

D Page 13. Again I am in some doubt regarding the correctness of your
first paragraph dealing with production of the revised value of mineral
deposits. I was not aware that this was the position under Canadian tax
law. However, I am unable to check on this here. Would you mind satisfying
yourself that this indeed is the case in Canada? If it is, perhaps a
reference to the relevant provision of the Income Tax Act may be useful.

6. Page 25. I had trouble with the sentence beginning "The armour of
the Crown land provinces'. It seems to me to suggest that some provinces
do not control Crown land - this has not been the case since the early
1930s.

I have also revised my introduction, to take account of the content
of your paper. I shall send you a copy of the introduction as soon as it
is typed.

I hope you had a Merry Christmas, and that 1976 is a vintage year
for you.

With kindest regards,

Yours sincerely,

/Z (,(,@/01//{ 7

Michael Crommelin,
Senior Lecturer-in-Law.

PaS: The first two weeks of December were certainly inhospitable to
reigning governments - in New Zealand, British Columbia and Australia!
Will the change affect the Institute's activities?

P.P.S. I see now that I overlooked a comment on the first paragraph of your
page 15. It is my understanding that the royalty rate does not vary
with depth of wells in Alberta - although I do not have a copy of
Watkins paper to which you refer. It,3§_the case that the size of
allowables under the prorationing formula did (and still does to some
extent) vary with well depth. Could this be what you are referring to?




